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INTRODUCTION

By Chairman Henry S. Reuss and Vice Chairman Roger W. Jepsen

We are pleased to transmit to the Congress and to the public the
1982 Annual Report of the Joint Economic Committee.

In this Report, we continue the practice, begun in last year's
Annual Report, of providing separate Views of the Democratic and
the Republican Members. This practice reflects the differences of
philosophy and of policy between us, and meets in a constructive
way the need for a national debate on economic policy issues. We
are proud of the close working relationship between Members of
both Parties which has prevailed on the Committee in the 97th
Congress, and which has made possible this setting forth of our dif-
ferent perspectives in this Annual Report.

Bipartisan cooperation and constructive debate has been the rule
on the Joint Economic Committee in the past year. This Report is
the fifth Report of the Committee in this Congress; of these, three
have been issued on a bipartisan basis, reflecting important areas
of policy on which Members of both parties have come to agree-
ment: productivity, high-speed passenger rail service, and the regu-
lation of trucking. In addition, the Committee has held over one
hundred days of bipartisan hearings, and has continued to serve it
vital research role on behalf of the Congress and the public.

We expect to continue our cooperation in the future, and look
forward to the contribution the Joint Economic Committee will
make in the months ahead.
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Recommendation No. 1: End the Recession

We reject the idea that unemployment is necessary to fight inflation. The
Administration's economic strategy is causing vast and unnecessary hard-
ship, with a virtual guarantee that huge future deficits will overwhelm any
temporary abatement of inflation once economic recovery is permitted to
begin. We believe that durable price stability and a balanced budget can be
achieved only in the context of economic growth; therefore, an early end to
the recession is imperative.

Recommendation No. 2: Immediate Relief for the Unemployed

Unemployment insurance coverage is inadequate in this recession and
must be extended to assure a maximum of 39 weeks of benefits in all 50
States. The effective date of the new provisions regarding Federal loans to
State unemployment insurance programs should be delayed by one year, to
minimize the need for States to institute cutbacks in benefits in the midst
of recession. Congress should also repeal the changes in the Extended Bene-
fits Program that require higher State trigger levels and a new method of
calculating trigger unemployment rates.

Eligibility for the Targeted Jobs Tax Creit should be extended to workers
unemployed longer than 15 weeks and to workers whose earnings from pre-
vious emplyment were less than $6,500 a year.

B. Monetary Policy: Recommendations 3-10 ....................................... 69-97

Recommendation No. 3: Bring Interest Rates Down and Keep Them Down

The recession of 1981 was caused by unnecessarily tight money and de-
structively high interest rates. It has wrought massive damage on housing,
the automobile industry, small business, agriculture, productive capital in-
vestment, and other productive uses of credit. The Congress, Administra-
tion, and the Federal Reserve should concert all efforts to repair this
damage, which can be done only by bringing about a lasting climate of
lower and more stable interest rates.

Recommendation No. 4: Do Not Tighten Money

Monetary policy should return immediately to a path of steady, moderate
restraint. consistent with lower inflation and economic recovery in 1982.
Current Federal Reserve plans appear to call for a continued tightening of
money this year. Such a tightening would not be consistent with economic
recovery under realistic inflation assumptions, and would instead produce a
rapid return of intolerably high interest rates soon after the recession
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B. Monetary Policy-Continued
abates. A more accommodating monetary policy than currently planned
would help bring interest rates down without risking higher inflation.

Recommendation No. 5: Low Real Interest Rates Should Be the Immediate
Goal

Real interest rates in 1981 were kept high by policy as inflation fell. The
Federal Reserve, Administration, and the Congress should agree on the im-
mediate objective of restoring low real interest rates, defined as bringing
long-term interest rates back to their historical relationship with current
and expected rate of inflation. If inflation continues to decline, policy
should bring long-term interest rates down rapdly, to prevent real interest
rates from rising.

Recommendation No. 6: Practice Credit Conservation

The Administration and the Federal Reserve should encourage the bank-
ing system to develop an effective means to deter destabilizing bursts of
bank-financed lending for unproductive purposes such as large corporate
take-overs and speculation in commodities, collectibles, and land. Such
measures will have the effect of conserving scarce credit resources in times
of need for the use of small business, farmers, housing, automobile financ-
ing, and productive capital investment.

Recommendation No. 7: End the Interest Rate Wars

In 1981, U.S. high interest rates damaged the world economy and under-
mined confidence in the economic leadership of the United States. These
severe international repercussions must not be allowed to continue. High
interest rate competition should be replaced by much closer international
coordination of economic policy.

Recommendation No. 8: Improve Federal Reserve Accountability and Policy
Coordination

For the past decade, evidence has mounted that there are fundamental
flaws in the procedures of monetary policy formation and oversight. These
flaws were only partly corrected by the shift from interest rate to monetary
targeting in October 1979; indeed, that change has brought new difficulties
to the fore. We call for the Federal Reserve to take a fresh look at the for-
mation of monetary policy and report to the Congress. Such a report should
have six specific objectives:

To improve the quality of information about monetary policy objectives
made available to the Congress and the public;

To improve the coordination of monetary policy, fiscal policy, and other
tools of economic policy;

To provide guidelines for the conduct of monetary policy in times of rapid
financial innovation and change in monetary instruments;

To provide guidelines for the conduct of monetary policy in the face of
supply shocks;

To evaluate the instability in recent years of the demand for money, and
recommend changes in monetary policy procedures that may be necessary
as a result of this development; and

To devise ways to guarantee that Federal Reserve policy takes full ac-
count of the legitimate interests of industry, agriculture, and commerce, in-
cluding small business and housing, as stipulated in the Federal Reserve
Act.

Recommendation No. 9: Very Short-Run Money Volatility Is Not a Problem

We disagree with the view that very short-run volatility of money growth
significantly damaged the economy in 1981. We urge that this criticism of
the Federal Reserve be dispensed with.

Recommendation No. 10: Reject the Gold Standard

All forms of a return to the gold standard should be rejected by the Presi-
dent, the Administration, and the Congress.
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C. Fiscal Policy: Recommendations 11-18 ......... ........................... 98-107

Recommendation No. 11: Promote Economic Recouery Now and a Return to
a Balanced Budget

The tax cuts scheduled to go into effect on July 1, 1983, should be de-
ferred, and reviewed in light of the economic situation and the state of the
budget next year. Indexation of the personal tax brackets to the Consumer
Price Index should be repealed. This clear signal of responsible future tax
behavior, with its resulting sharp diminution of the future deficit, will help
to lower interest rates now, thus providing needed stimulus and promoting
a rapid recovery from the present recession.

Recommendation No. 12: Review Tax Expenditures

Efforts to raise additional revenues in later years should begin with a
comprehensive review of tax expenditures.

Recommendation No. 13: Excise Taxes

We oppose regressive increases in Federal excise taxes solely to balance
the budget. Such excise tax increases are inflationary and unfair in their
incidence. Excise tax increases should be considered only where they serve
a compelling public interest.

Recommendation No. 14: No Value-Added Tax

We oppose proposals to institute a national sales tax or value-added tax.
Such a tax would fall disproportionately and unfairly on low- and middle-
income people, thereby compounding the loss in real income they have suf-
fered in recent years. In addition, introduction of a VAT would add to infla-
tion in the short run.

Recommendation No. 15: Corporate Taxes

The Economic Recovery Tax Act of 1981 provided for accelerated depreci-
ation as we had recommended in our last Report. However, there remains a
danger that, as the rate of inflation falls, the new system will become dis-
torted in favor of equipment and machinery and against long-lived struc-
tures at low rates of inflation. Should this happen, consideration, should be
given to measures such as open accounting, which would restore neutrality
of the depreciation schedules with respect to types of investment, and elimi-
nate any danger of negative effective tax rates. Provisions providing for tax
leasing should be repealed or sharply overhauled to repair abuses, thus
saving up to $5 billion per year.

Recommendation No 16: Spending

Further consideration of deep reductions in spending for social programs
should be deferred until recovery from the current recession is well under-
way, except that the Administration and Congress should continue aggres-
sive efforts to eliminate waste and mismanagement. The projected increases
in defense expenditures are too large and should be scaled back.

D. Fairness: Recommendation 17 ................................................................. 105

Recommendation No. 17: Fairness

The Reagan Administration has turned its back on the principles of fair-
ness and opportunity for all which for 50 years have underpinned our soci-
ety. This Administration is leading America toward greater unfairness by
all its policies-tax, expenditure, monetary, regulatory. Ever-greater inequi-
ties diminish the traditional American value of economic opportunity,
reduce the prospects for sustained economic growth in which all share, and
threaten national unity. We urge that Congress defend the principles of
fairness and equal economic opportunity, in its tax, spending, and regula-
tory decisions.

E. Structural Reform: Recommendations 18-25 .................................... 107-137

Recommendation No. 18: Basic industries

We must address the problems of those basic industries, including steel,
automobiles, and aircraft, which form the backbone of America's industrial



10

E. Structural Reform-Continued

structure. Future policies must stress modernization, reorganization, and
adjustment, and must include strong and clear performance criteria. Poli-
cies to promote the adjustment of firms should be accompanied by and co-
ordinated with policies promoting the adjustment of workers and communi-
ties.

Recommendation No. 19: Promote Catalysts

An American approach to industrial development should emphasize in-
dustries which can act as catalysts to economic development and job cre-
ation. A catalytic industry may be defined in any of several ways:

As one with extensive backward and forward linkages in the economy, so
that strong advantage in that industry leads to strong advantages in a wide
array of final products. The steel industry played this role in past decades
for a wide range of fabricated projects. Today, the semiconductor industry
is the catalytic center of industries as varied as computers, robots, telecom-
munications, and a host of electronic products.

As one in which the United States has valuable and underexploited re-
source advantage, such as coal.

As one in which, due to past imbalanced patterns of development, unique
opportunities exist, such as regional high-speed passenger rail.

The role of government in promoting catalysts should vary according to
the situation, but, in all cases, the objective is the same: to foster public-
private cooperation and a climate in which economic development can take
place.

Recommendation No. 20: Maintain Infrastructure

Investment in infrastructure-roads, bridges, water systems, ports, rails,
utilities, and other physical support systems-must be restored to adequate
levels. The ability of State and local governments to meet their responsibil-
ities in this area has been sharply impaired by recent budget cuts. The
urgent and over looked task of restoring our infrastructure should take pri-
ority over certain other engineering and development expenditures which
the Administration continues to support. Soil erosion is a serious problem
and should be treated as an urgent item of rural infrastructure mainte-
nance.

We propose that:
Remaining funds in the budget for interstate highway construction in

urban areas be redirected to maintenance of this system.
Department of Energy funds be reallocated from exotic and uneconomic

projects in the nuclear field, including the fast breeder reactor, and spent
instead on energy conservation and accelerated conversion of electric power
generation to coal.

Certain unnecessary projects of the Corps of Engineers and Bureau of
Reclamation be canceled and the resources invested instead into upgrading
ports and other high priority projects.

The Department of Agriculture continue on an urgent basis a national
evaluation of the problem of soil erosion, and programs to combat this, in-
cluding measures to promote conservation tillage.

Recommendation No. 21: Restore Housing

For 50 years, homeownership has been a basic objective of national eco-
nomic and social policy, and the housing industry has been one of our larg-
est employers. Yet, certain supporters of the Administration's program ad-
vocate a deliberate strategy to "shift resources" from housing into the mili-
tary and into capital investment. We reject such a strategy. America's
housing industry can come back, if interest rates are brought down and
kept down.

The Administration and the Congress should reject proposals to disman-
tle or to curtail sharply the activities of the Federal National Mortgage As-
sociation, Government National Mortgage Association, and Federal Home
Loan Mortgage Corporation. Sufficient funding should be provided to these
institutions to ensure that they can make an adequate response to the seri-
ous needs of homeownership and the housing industry.
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The Administration and the Congress should also reject proposals to dis-
mantle further programs which help house low- and moderate/income fami-
lies.

Recommendation No. 22: Science and Technology

Administration proposals to curtail sharply government support for civil-
ian research and development, and to impose new requirements on scien-
tists to submit to government censorship because of possible national secu-
rity concerns, threaten to force sharp reductions or shutdowns of govern-
ment laboratories and reductions in the supply of trained manpower for in-
dustry and universities to diminish the level and quality of university-based
research, and to lessen the contributions of science and technology to im-
provements in the growth of productivity. Congress should reject such pro-
posals.

Recommendation No. 23: Labor

The Committee rejects efforts by the Administration to deemphasize the
role of labor in the production process. In the face of massive and growing
unemployment, Federal manpower training programs should be maintained
at least at reduced Fiscal year 1982 levels. Greater private participation in
the design and conduct of Federal manpower programs is warranted.

Recommendation No. 24: Needed: Skilled Labor

Maintenance of existing youth and unskilled labor training commitments
should be accompanied by a comprehensive review of Federal training pro-
grams to meet the emerging need for additional adult retraining programs.
Youth and adult training programs should emphasize emerging skilled oc-
cupations and employers should be encouraged with tax credits to fill labor-
short skilled occupations through expanded on-the-job training. Special at-
tention must be given to the skilled labor needs of small business in the
design of new training initiatives.

Recommendation No. 25: Federalism

State and local governments have borne a disproportionate share of
Fiscal Year 1982 budget cuts and fiscal distress is widespread. At the same
time, promised benefits from the Administration's Economic Recovery Pro-
gram have not materialized for most cities and States. Additional budget
cuts which adversely affect State and local governments should not be
made in Fiscal Year 1983.

If and when additional consolidation of categorical grant programs into
block grants are considered, they should be introduced gradually, so that
States and localities can do the necessary planning without unnecessary
disruption. We reject the effort to use block grants as a vehicle to force
service cuts.

We support efforts of State and local government officials to begin a
"sorting out" of Federal, State, and local responsibilities. However, we be-
lieve that, because the design and functions of government are extremely
complex and technical, they cannot be recast with the mere stroke of a pen.
This process requires careful planning and deliberation.

At the same time, we believe the Federal Government itself must be
made to work more efficiently and deliver better results with the taxpay-
ers' dollars. We endorse the Bolling-Roth bill to create a Presidential Com-
mission on More Effective Government.

We urge that the Commission be set up quickly so it can begin to grapple
with the complexity of making governmental work better at all levels.

F. Fighting Inflation: Recommendations 26-30 ......................................................... 144-155

Recommendation No. 26: A Cooperative Policy To Fight Inflation

In past years, we have consistently called for an incomes policy as a nec-
essary component of a comprehensive strategy against inflation. This year,
we repeat that recommendation. An incomes policy should take the form of
a national bargain between government and labor, with business participa-
tion. Such a bargain must be founded on principles of fair treatment, and
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F. Fighting Inflation-Continued
its details must be worked out in discussions between those who would be a
party to it.

Government should guarantee to labor that workers will not suffer un-
fairly as a consequence of good-faith cooperation in fighting inflation.

Recommendation No. 27: Promote Energy Security

We must continue to promote energy conservation; therefore, we oppose
the reallocation of Energy Department resources from conservation which
the Administration has effected. Enhanced development of coal is vital, as
discussed elsewhere in this Report. In addition, we should encourage devel-
opment of improved techniques for enhanced oil and unconventional gas re-
covery, and continue to fill the Strategic Petroleum Reserve at a satisfac-
tory rate. These measures would work to reduce the sensitivity of U.S.
energy supply and price to external shocks.

Recommendation No. 28: Maintain Agricultural Stockpiles

The bumper grain crop of 1981 and large carry-over stocks provide an op-
portunity for action to expand our program of grain reserves and so ensure
stable prices for consumers and stable incomes for farmers in future years.
The Department of Agriculture should be directed by the President to de-
velop a proposal for maintaining national grain stockpiles at adequate
levels. Sharp fluctuations in our food supplies could be reduced by pursuing
a renewed bilateral purchase agreement with the Soviet Union.

Recommendation No. 29: Promote Competition, Not Cartels

The Reagan Administration has retreated from progress toward free com-
petition in several vital transportation sectors.

The Interstate Commerce Commission, under Chairman Reese Taylor,
has moved abruptly and dramatically to reinstall cartel-like restrictions on
the trucking industry, to the detriment of independent truckers, shippers,
and consumers. The President should give explicit guidance to the Inter-
state Commerce Commission that it return to a policy of free entry, free
price-setting, and free competition in the trucking industry, consistent with
the deregulation purposes of the Motor Carrier Act of 1980, and should take
all necessary steps to ensure the installation of a pro-market majority on
the Commission.

In the case of airlines, the Administration has also compromised the prin-
ciples of free competition. International air carriers have been permitted to
resume price-fixing negotiations at the International Air Transport Associ-
ation, and domestic carriers have seen severe new restrictions on free entry
in the domestic market for air routes. The Administration should move
promptly to reassert the rule of the market in air transport.

In antitrust enforcement, the Administration has adopted a "bigger is
beautiful" attitude which has encouraged marriages of the giants, further
reducing the scope of competition in the economy, and exacerbating the di-
version of scare capital resources away from longer-term, productive invest-
ment.

Recommendation No. 30: Productivity: The Private Sector Must Lead

The lead role in improving productivity must be assumed by the private
sector. American business can and must take the lead in designing more
efficient production processes, selecting and purchasing the most efficient
equipment, and developing better worker-management relations and qual-
ity control.

We also reaffirm our suppport of the role government must play in pro-
moting a higher rate of productivity growth. This role includes:

Economic policies which pursue economic growth, reduced inflation, full
employment, and lower interest rates;

Tax incentives for saving, investment, and productivity growth;
Improved investment in public and private infrastructure;
Reduced anticompetitive economic regulation and Federal paperwork,

cost-effective social regulation, and improved productivity in the Federal
Government itself.
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G. International Economic Policy: Recommendations 31-34 .................................. 160-169

Recommendation No. 31: Trade

The Administration's policy of tight money and high interest rates has
led to an overvalued dollar, which has hurt U.S. exports, helped produce a
sharp drop in our trade balance, and added to protectionist pressures.

The United States should press harder for more open international mar-
kets by accelerating the reduction in barriers to trade in high technology
goods, pushing for international agreements on trade in international serv-
ices, and reducing existing barriers to foreign direct investment. The
United States should resist the temptation to transfer recession-bred unem-
ployment to our trading partners with unfair trade restrictions. The United
States should continue to facilitate the growth of U.S. exports, recognizing
that the greatest progress in this area will come from a shift in economic
policy fundamentals which encourages lower interest rates, worldwide eco-
nomic growth, and a less overvalued dollar.

Recommendation No. 32: International Financial Institutions

The United States should continue to support the World Bank, the Re-
gional Development Banks, and the International Monetary Fund. In many
countries, the Development Banks and the IMF have helped build the capi-
tal and human infrastructure which are necessary preconditions for a
thriving private sector. Furthermore, the activities of the Bank and the
Fund have been consistent with long-term U.S. economic goals. The Admin-
istration should take the lead in working for a seventh replenishment of
the International Development Association and the eventual expansion of
IMF quotas.

Recommendation No. 33: Global Negotiations

At the 1981 Summit in Cancun, the Administration expressed a willing-
ness to move forward with global negotiations on international economic
questions. It is time for the Administration to come forward with some spe-
cific proposals and a timetable for the negotiations. The Administration
should formulate a coherent policy to promote economic growth in the de-
veloping world. Its agenda should include measures to encourage trade with
the developing world, an emphasis on shifting bilateral and multilateral as-
sistance to the poorer of the development countries, and policies that will
facilitate additional private-sector investment in developing economies.

Recommendation No. 34: East-West Trade

The Administration should develop a coherent policy concerning East-
West commercial and financial relations. There is an urgent need for the
development of a unified approach with our allies in West Europe and
Japan.

H. Saving the Statistical System: Recommendations 35-36...................................171-174

Recommendation No. 35: Save the Statistical System

Recent budget cuts threaten the quality, coverage, and continuity of vital
economic statistics. In most cases, greater attention to the maintenance of
the statistical function could preserve data-gathering capability without sig-
nificant increases in budget cost of burden on the public. We recommend
that:

Further cuts in the budgets of the Bureau of Labor Statistics and Census
Bureau not be made, since these cuts threaten the integrity or core econom-
ic data.

The Administration strengthen the statistical policy coordination func-
tion, either by providing it with strong leadership and increased staffing
within OMB, of by establishing a separate Office of Statistical Policy out-
side OMB.

The Special Analysis of statistical policy in the President's budget, dis-
continued in 1979, be restored.

Recommendation No. 36: Needed: More and Better Information

The amount and quality of economic, social, industrial, and technological
information available today are manifestly inadequate to the needs of

90-546 0-82-2
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modern government, particularly for the formation of sensible economic,
military, regulatory, industrial, and productivity policies. Moreover, failure
to coordinate the use of existing data and economic models, coupled with
political manipulation of key assumptions, has helped undermine the qual-
ity and the credibility of basic economic policy decisions, especially with re-
spect to the budget.

Part III. Review of the Administration's Program for Achieving the Objec-
tives of the Full Employment and Balanced Growth Act of 1978 and Review
of the Current Services Budget ................................................................. 178

Part IV. Additional Views ................................................................ 182



AN ACTION PROGRAM FOR 1982

The Joint Economic Committee Democrats present here an
action program consisting of two parts:

An immediate set of policies for the remaining months of the
97th Congress, designed to get us out of the recession and
reduce the deficit;

A longer term program, work on which should start immedi-
ately, aimed at a revitalized America of sustained growth with-
out inflation.

FIRST THINGS FIRST: GET Us OUT OF THE RECESSION

This country is in a deep recession-the worst unemployment
since the Depression, widespread business bankruptcy, great
strains on our Federal system through the shortchanging of State
and local government, large resources of people and goods wasted
by stagnation, deficits dangerous and climbing, and the rest of the
world badly hurt by our economic mismanagement.

The President and his administration ignore the recession. But,
we, the Democratic Members of the Joint Economic Committee, be-
lieve that, in the months ahead, action must be taken to shorten
the recession. The 97th Congress and the 1982 Fiscal Year both
continue to next October.

Our immediate, short-term, 1982 action program to get us out of
the recession follows. It is but a start of the long-term program
that we need and recommend, but it is important to make that
start.

It is a sensible program. It is achievable.
Specifically, for 1982, we recommend:
(1) Emergency relief for the unemployed.-Over 9.2 million men

and women were unemployed in January 1982-more than in any
year since the Great Depression. Yet, a smaller fraction are cov-
ered by unemployment insurance than in any recession since the
1960's, many are exhausting their protection, and in some States
budget cutbacks have eliminated extended benefits altogether.

We recommend immediate action to assure that extended uneni-
ployment insurance, up to 39 weeks, is available in all 50 States,
and to relieve the fiscal pressure on States which must borrow to
keep their unemployment insurance benefit programs going.

(2) Bring interest rates down.-Interest rates can be brought
down. We must:

(a) Stop the Administration and the Federal Reserve from
further tightening money.

(b) Get deficits under control by creating deficit-reducing
growth in the economy in 1982, and by adjusting future fiscal
policy to produce much lower deficits just as soon as we have
emerged from the recession.

(15)
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(c) Practice credit conservation to minimize loans for com-
modity speculation and mergers, thus providing more credit, at
lower interest rates, for small business, housing, agriculture,
and productive capital investment.

Recommendations (b) and (c) both permit inflation and high in-
terest rates to be fought with a less restrictive monetary policy,
and hence with lower unemployment.

(3) Change tax policy. -Today, in the teeth of a recession, the Ad-
ministration and Federal Reserve have announced a monetary
policy that virtually ensures super-high interest rates for the fore-
seeable future. Equally perverse, on July 1, 1983, when the Admin-
istration proclaims that recovery will be underway, the tax de-
crease presently slated will go into effect and add to deficits and
inflation. The remedy for this perverse fine-tuning is to defer the
July 1, 1983, tax cut until we can determine whether it is needed.
Indexing of the personal income tax to the Consumer Price Index
due to take effect in 1985 should be repealed. Together, these ac-
tions should permit lower interest rates and recovery now while
pointing the way to much lower deficits and inflation in the future.

A complete overhaul of our unfair and loophole-ridden tax
system is necessary, but it is unrealistic to expect to accomplish
much of this in 1982.

(4) Hold the line on spending cuts.-With only 73 percent of our
economic capacity in use, the Administration favors further drastic
expenditure cuts, both for 1982 and thereafter. These excessive cuts
will deprive the economy of needed stimulus and the poor, the el-
derly, and the sick of desperately needed assistance. In addition, by
short-changing State and local governments, they force them to
turn to increases in regressive taxes which will deepen the reces-
sion. Congress should stand fast against the excessive social ex-
penditure reductions which the Administration proposes for 1982
and for Fiscal Year 1983.

FOR THE FUTURE: SUSTAINED GROWTH WITHOUT INFLATION

Beyond 1982, the United States must turn to the task of achiev-
ing sustained economic growth and high employment without sig-
nificant inflation. Past efforts to do this have been too narrowly
limited to fiscal and monetary policies alone. These will not suffice.
For 15 years, Administrations of both Parties have relied on them,
with only one result: more frequent and sharper attacks of infla-
tion and recession. The current Administration, wedded to a rigid
economic ideology and to a destructive political agenda, has inten-
sified these problems. This Report provides a blueprint which, if
supported by vigorous national leadership and a popular will, could
do the job.

Our recommendations are designed to meet the twin priorities of
our agenda: to control inflation and to restore sustainable economic
growth. Each requires many specific policy actions.

To CONTROL INFLATION

Our anti-inflation program is threefold. It does not rely exclu-
sively on high interest rates, depressed demand, and recession, as
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does the anti-inflation policy of the Administration. It is therefore
both a demand-side and a "supply-side" policy.

Monetary policy must be moderate, restrained, and designed to
permit sustained economic growth, provided the goal of gradually
reduced inflation is achieved.

Fiscal policy must act to close the Federal deficit rapidly as eco-
nomic growth is restored. An immediate consequence of a more re-
sponsible long-range fiscal policy and a more moderate monetary
policy should be lower interest rates, which will help immediately
by reducing costs.

Finally, on the supply side, incomes policy can contribute to a co-
ordinated reduction of inflation and inflationary expectations. Spe-
cific measures to stabilize food and energy supplies can contribute
to restoring a general climate of price stability. Measures to pro-
mote competition and increase our rate of productivity growth can
ensure that victory over inflation is maintained in future years.

To RESTORE SUSTAINED GROWTH

Our program to restore sustained economic growth and high em-
ployment requires both a sensible macroeconomic policy and far-
reaching structural reform.

The macroeconomic climate must foster growth by favoring in-
vestment in private, public, and human capital. That means lower
and more stable interest rates, achieved by shifting the mix of
monetary and fiscal policies, and an end to wasteful diversion of
resources by the public sector, wherever found. At the same time, a
fair tax and income security system must assure adequate living
standards and purchasing power for the broad middle class and for
working people, and so maintain the basic social consensus behind
economic growth.

Structural reform is necessary in sector after sector throughout
the economy to remove bottlenecks to growth, and to assure the
competitiveness of U.S. industry with that of our major industrial
rivals. Recommendations in this Report address all the major com-
ponents of a structural reform agenda:

Our basic industries, and the workers and communities de-
pendent on them, must adjust to the new international compet-
itive situation.

Specific opportunities for growth and revitalization of the
U.S. economy, such as the semiconductor industry and the coal
industry, must be developed.

Public infrastructure must be maintained.
Civilian research and development must be fostered.
Labor must be trained.

If these efforts are undertaken by a determined Nation, led by a
strong President and Congress, we are confident that the challenge
of returning to sustained economic growth, high employment, and
low inflation can be met and overcome.



Part I. REVIEW OF THE ADMINISTRATION'S ECONOMIC
PROGRAM

A. THE ADMINISTRATION'S FORECASTS

The Administration's Forecasts

In February 1981, President Reagan presented his Economic Re-
covery Program to the Nation. This program had five parts, as out-
lined in the President's March 10, 1981, budget message:

(1) Cuts in Federal nondefense spending and increases in mil-
itary spending.

(2) Personal and corporate tax cuts.
(3) Removal of excessive government regulation.
(4) Support for the Federal Reserve's policy of restrained

monetary growth.
(5) Sure and predictable movement toward a balanced

budget.
Congress passed the nondefense spending cuts and defense spend-

ing increases advocated by the President, with final approval of the
first concurrent budget resolution for Fiscal Year 1982 in May. The
President's tax program, as modified by Congress and approved by
the President, was passed by both Houses of Congress in late July.
The Administration proceeded within the first month to cut back
regulations. And the Federal Reserve continued its tight-money
policies, with Administration support.

We have not moved toward a balanced budget. In its March 1981
budget revision, for Fiscal Year 1982, the Administration projected
budget deficits of $45 billion in Fiscal Year 1982, $22.8 billion in
Fiscal Year 1983, and a surplus of $0.5 billion in Fiscal Year 1984.
The Administration now estimates that the deficit will be $98.6 bil-
lion in Fiscal Year 1982, $91.5 billion in Fiscal Year 1983, and $82.9
billion in Fiscal Year 1984. The Congressional Budget Office base-
line estimates, which do not include the vast new cuts in health
care, pensions, cash assistance, and other social spending programs
which the Administration is now proposing, project budget deficits
of $109 billion in Fiscal Year 1982, $157 billion in Fiscal Year 1983,
$188 billion in Fiscal Year 1984, and then above $200 billion in
every subsequent year. These record deficits reflect the fact that
the economy did not respond to the President's program as the Ad-
ministration claimed it would, not any failure to enact the
President's program. There were no outside shocks to the economy
in 1981 from oil prices, food prices, import supply disruptions, or
major foreign cyclical developments.

The results predicted by the Administration for the President's
plan for 1981 and 1982 are summarized in Table I-1. As shown, the
Administration predicted no recession, with strong growth picking
up in late 1981 and continuing through 1982. After a slight initial

(19)
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rise, unemployment would fall to 7 percent by the end of 1982. In-
terest rates would fall. The Federal deficit would decrease. And in-
flation would fall.

We are currently in a serious recession, with real GNP falling at
a 5.2 percent annual rate last quarter. The unemployment rate is
now 8.5 percent. Interest rates rose sharply in mid-1981, with
three-month Treasury bill rates approaching 17 percent in late
May, then falling but rising again to nearly 16 percent in late
August, and then falling until December, but now rising again.

TABLE 1-1.-ADMINISTRATION ECONOMIC FORECASTS FOR 1981 AND 1982

1981 1982
Economic indicator July February 1981 February

forecast l forecast Actual forecast 1 forect 2 18

Real GNP Growth: Fourth quarter to fourth quarter
(percent).. . . ................................................................ 1.4 2.5 0.7 5.2 5.2 3.0

Unemployment Rate: Fourth quarter average (percent) 7.7 7.7 8.4 7.0 7.0 8.4
Interest Rate: 91-day Treasury Bill average (percent) 11.1 13.6 14.1 8.9 10.5 11.7
Consumer Price Index: Fourth quarter to fourth quarter

change (percent)........................................................ 10 .5 8 . 6 9.4 7.2 6.2 6.6
GNP Deflator: Fourth quarter to fourth quarter change

(percent).................................................................... 9.5 9 .1 8 .6 7. 7 7 .3 7.2

Fiscal year deficit (billions)............................................. $54.5 $55.6 $57.9 $45.0 $42.5 $98.6

::America's New Beginning: A Program for Economic Recovery," The White House, February 18, 1981, pp. 12, S-1.Mid-session Review of the 1982 Budget," Office of Management and Budget, July 15, 1981, pp. 5-7.
"Budget of the United States Government, Fiscal Year 1983," Office of Management and Budget, February 8, 1982, pp. 2-5, 9-62.

Inflation did fall in 1981, as predicted. In 1981, the rise in the
Consumer Price Index was 8.9 percent, down 3.5 percentage points
from the 12.4 percent rate of inflation in 1980. It is possible to dis-
aggregate the drop in inflation into its major components. Such an
exercise shows that, of the 3.5 percentage point decline, 0.6 points
or 17 percent was due to a slower rate of inflation in energy; 1.1
points or 31 percent was due to a slower rate of inflation in food;
and 1.5 points or 43 percent was due to a slower rise in the costs of
homeownership. Slower energy inflation was the result primarily
of a world recession, world oil glut, and the internal difficulties of
OPEC; slower food inflation was a consequence of bountiful har-
vests. Only homeownership costs, which reflect the recession, can
be attributed to the effects of the Administration's policy. Outside
these three sectors, which account for 91 percent of the fall in in-
flation in 1981, inflation fell very little.

By mid-1981, the Administration realized that they had badly
mispredicted interest rates. Thus, they raised their Treasury bill
rate forecast by 2.5 percentage points, though the revised estimate
still turned out to be too low. But implications of higher interest
rates were not taken into account in revising the rest of the fore-
cast. The estimate of real growth for 1981 was raised, and the esti-
mate of real growth for 1982 was left unchanged. The fourth quar-
ter unemployment rate estimates were left unchanged for both
1981 and 1982. And the forecast of the Fiscal Year 1982 deficit was
actually reduced.
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The most serious errors in the short-term forecast were made for
1982. This can be seen by comparing the Administration's Febru-
ary 1981 and February 1982 forecasts: in addition to the upward re-
vision of the deficit, real growth is now predicted as 3.0 percent,
compard to the 5.2 percent in last year's outlook; unemployment is
seen averaging 8.4 percent in the fourth quarter, not 7.0 percent.

Clearly, the Administration's view of the short-term effects of the
President's program was, with the exception of inflation, badly off
the mark for 1981 and 1982. It is too early to reach a definitive
evaluation of their forecasts for 1983 and 1984. But the track
record for 1981 and the substantially less optimistic projections for
growth, unemployment, and budget deficits in the Administration's
latest forecast acknowledge that their earlier forecasts were too op-
timistic.

This inaccuracy in economic projections is reflected in the
human tragedy of the recession: 708,000 more were on the unem-
ployment rolls in the last quarter of 1981 than foreseen, with an-
other 1.2 million discouraged workers; the housing industry is in a
virtual depression, with starts last year of 1.09 million, the lowest
since 1946; domestic auto sales were 6.2 million units, the lowest
since 1961, when a General Motors strike hurt production; and in-
terest rates have been on a roller coaster, up in the spring and
summer, down in the fall, and up again since December. Congress
might not have so readily eliminated ameliorative measures, such
as the public service countercyclical employment program and the
Economic Development Administration's depressed communities
program, if it had known that we were entering a severe recession
rather than an economic boom.
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The Administration s Current Forecast for 1982 to 1986

The Administration's current forecast for 1982 is less unreasonable than it was in
1981. Table I-2 provides a comparison of the Administration's economic assumptions
which underlie the Fiscal Year 1983 budget with the February 5, 1982, Congression-
al Budget Office baseline projections, and with the control forecast of Data Re-
sources, Inc., presented in testimony to the Committee by Dr. Allen Sinai, Senior
Vice President, on January 20, 1982. The table shows that the Administration proj-
ects real growth 0.9 percent higher, and average unemployment 0.3 points lower,
than DRI. These differences are not dramatic; on the other hand, had the Adminis-
tration used a more cautious economic forecast for 1982, its projected budget deficit
would have exceeded $100 billion for Fiscal Year 1982.

TABLE 1-2.-ECONOMIC FORECASTS, 1982-86
[Percent changes, unless noted]

1982 1983 1984 1985 1986

Real GNP growth:
Annual average:

Administration.. . ................................................................. 0.2 5.2 5.0 4.7 4.4
OBO baseiine...................................................................... -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):
Administration.. . .......................................................................... 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:
Administration.. . .......................................................................... 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 1 1.6 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

Sources: Fiscal year 1983 Budget, Feb. 8, 1982, pp. 2-5, 2-7, M-5. CBO, Feb. 5, 1982, Part 1, p. XVIII.
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For 1983 and beyond, the Administration continues to rely on op-
timistic economic projections, which have the effect of reducing the
projected budget deficit in future years. Achievement of the
Administration's optimistic real growth projections implies two
things: sustained success against the inflation, and a willingness by
the Federal Reserve to allow continued nominal GNP growth in
excess of 9 percent per year. We doubt that, under current policies,
sustained success against inflation will be achieved. And, under
such circumstances, it is rash to assume that the Federal Reserve
will permit renewed expansion of nominal GNP. It is, therefore,
probable that we have not seen the last of the deluge of budget re-
visions and upward interest rate, unemployment, and deficit fore-
casts which have polluted public debate in the first year of the
Reagan Administration.

With respect to inflation, there is no reason to accept the
Administration's forecast of sustained success. The Administration
projects a decline of inflation to a 4.7 percent rate by 1985, which
may be compared with CBO's estimate of 6.0 percent and DRI's es-
timate of 8.4 percent for that year. The unrealism of the
Administration's inflation estimate for 1985 is particularly impor-
tant, since indexing of personal tax rates to inflation will begin
that year. A more realistic inflation estimate is a key element in
CBO's forecast of multihundred billion dollar deficits, due to index-
ing, for 1985 and beyond.

There is another dimension to the forecasting problem this year
which has been completely overlooked by the Administration. We
are currently in the second-dip of a "double-dip" recession, which
occurred only a year after the short but severe decline of spring
1980. This recession, therefore, carries large risks and dangers not
associated with previous recessions of a similar depth. Several
large manufacturing corporations are flirting with collapse. The
housing finance industry is in a deep crisis. State and local govern-
ments are experiencing some of the most severe fiscal problems of
the post-war period, at a time when past service cutbacks are im-
pairing their ability to provide minimum service levels and mainte-
nance of infrastructure. According to Dunn and Bradstreet, small
business bankruptcies are at a virtual post-war high; 17,043 in
1981, compared with a record of 17,075. Unemployment is at record
levels, and unemployment insurance is not providing the protection
it once did.
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Under these circumstances, there is a significant risk not reflect-
ed in baseline econometric forecasts of a dramatic decline in eco-
nomic performance in the months ahead. In his testimony on Janu-
ary 20, 1982, Dr. Sinai presented two such scenarios, to which he
assigned a combined probability of 35 percent. Under the first, a
deep recession occurs, followed by policy measures which bring
about a recovery beginning in 1983. Under the second, Federal Re-
serve and Administration policies thwart the forces of recovery re-
peatedly for the indefinite future, leading to continued stagnation.
The two scenarios, entitled "Deep Recession" and "Stagflation,"
are presented in Table 1-3. We believe that Congress should take
active account of major "downside" risks of the present situation,
in moving rapidly to policies that will bring us back to economic
growth, lower inflation and unemployment, and lower interest
rates.

TABLE 1-3.-DEEP RECESSION AND STAGFLATION SCENARIOS 1982-84

Deep Recession (Prob.=0.15) Stagflation (Prob.=0.25)

1982 1983 1984 1982 1983 1984

Real GNP ................................ -3.2 5.6 5.4 -0.4 0.9 1.8
Consumption.. . ........................................................................ - 0.6 4 5 4.5 1.6 1.7 2.0
Nonres. Fixed Investment ................................ -7.6 5.9 9.7 -0.7 -1.1 0.4
Federal Government Purchases ................................ 3.5 1.7 1.7 2.7 0.2 -0.1
State, local government purchases ................................ -3.3 -1.5 1.1 -3.1 -1.2 -0.4
Exports.. . . ............................................................................... 5 3.3 6.2 7.4 -2.8 6.6 5.3
Imports................................................................................. 1 .7 7.3 7.8 , 4.1 4.6 3.8
Prices and wages

Consumer Price Index ................................ 6.6 5.9 6.7 7.9 8.3 8.5
Implicit price deflator.................................................... 6.9 6.4 6.3 7.7 8.3 8.5

Interest Rates and Other Key Measures:
Prime rate (percent).................................................... 14.20 12.71 11.37 17.24 17.30 17.06
New High-Gr. Corp. Bonds ................................ 12.90 12.04 11.66 16.01 16.69 16.28
Housing starts (millions) ........................... ..... 1.07 1.66 1.96 1.09 0.99 1.22
Retail unit car sales (millions) ................................ 7.6 9.4 10.1 8.4 8.3 8.5
Saving rate (percent)................................................... 6.4 7.2 7.2 6.0 7.6 8.3
Unemployment Rate (percent) ................................ 10.1 9.5 7.8 9.0 9.1 9.1

Note.-In February 1982, DRI revised these scenarios and assigned a combined probability of 40 percent to them.
Source: Data Resources, Inc., "Review of the U.S. Economy," February 1982, pp. 1.147-1.148.
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B. HIGH INTEREST RATES AND THE RECESSION

The recession of 1981 could and should have been avoided. It was
man-made, in spite of the fact that past recessions have neither
achieved a long-term reduction in inflation, nor laid a durable basis
for renewed growth.

From the earliest days of the Reagan Administration, Members
of the Joint Economic Committee warned that the economic pro-
gram under development contained a grave internal contradiction.
Monetary policy, according to the prescription laid down in Decem-
ber 1980, in the famous Stockman-Kemp memorandum, "Avoiding
a GOP Economic Dunkirk," and later formalized in the Economic
Recovery Program of February 18, 1981, was to become progressive-
ly more restrictive. But fiscal policy was to shift toward expansion,
modestly at first, and then dramatically as later phases of the
three-year personal income tax reduction and the military buildup
took hold. The danger we saw was that, working at cross-purposes,
these two principal macroeconomic instruments would drive inter-
est rates up. And high interest rates would derail the Economic Re-
covery Program.

At our first hearing on the 1981 Economic Report of the Presi-
dent, which was held on January 22, 1981, the second full working
day of the Reagan Administration, Chairman Reuss voiced this ap-
prehension:

I see that a major evil of the present economy, high in-
terest rates, are likely under the Reagan program to be
driven even higher than would otherwise be the case.
Granted a part of the excessive interest rates in the recent
past is due to inflation premiums. Granted, we do need
monetary restraint as part of a comprehensive policy to
reduce inflation. Still, present monetary policies, con-
curred in the Carter Administration, are apparently not
tight enough-and interest rates thus not high enough-
for the Reagan Administration.
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Moreover, the tax cuts which-if press reports are accu-
rate-will soon be presented to the Congress will widen
the budget deficit, increase Treasury borrowing, and thus
drive interest rates even higher.

Numerous witnesses before the Committee in the early days con-
firmed and underscored our misgivings. The tax cuts, if enacted as
proposed with the stated objective of restoring rapid economic
growth, would add too much to consumption, too little to invest-
ment. The Federal Reserve had made clear its unwillingness to un-
derwrite renewed economic expansion so long as inflation remained
at intolerable levels. While it was conceivable that a comprehen-
sive anti-inflation strategy which did not rely exclusively on tight
money. and high interest rates might permit a resolution of the di-

-lemma and make possible the promised economic expansion, no
such policy was proposed.

The danger of a possible credit crunch was recognized early in
the year. On January 27, 1981, a supporter of the Administration's
program, Charls E. Walker, made the point this way:

So, even if the (tax and expenditure) proposals the Ad-
ministration sends to Congress in mid-February are very
solid from a supply-side standpoint, if the financial mar-
kets take a look at that and say Oh, my goodness, that
is going to cause trouble, it can cause interest rates to
go up very rapidly, and there could be a credit market
crunch .

Other advocates of the Administration's program of sharply re-
duced taxes in combination with tight money defended their posi-
tion to the Committee. Their view was that, if properly designed,
the tax cut would unleash strong supply-side responses: more work,
more savings, and more investments.

These responses would increase the supply of saving and tax rev-
enues relative to what otherwise would be the case. Moreover, the
conventional pressure of tight monetary policy on interest rates
could be offset by a countervailing reduction in inflationary expec-
tations, brought about because of the strong credibility of the
President's monetary program. These two sets of forces, which
were said to be not adequately taken into account in conventional
economic analysis, would keep interest rates down. As Secretary
Regan testified on February 19, 1981:

All of the policies I have enunciated are mutually rein-
forcing. Spending cuts will release resources to the private
sector, help balance the budget, and ease pressure on the
Federal Reserve and the credit markets. Tax cuts will pro-
vide the necessary incentives and produce a savings surge.
Reduced monetary growth will reduce inflation, and will
restore confidence in financial markets and reinforce the
strength and stability of the dollar in international mar-
kets. Deregulation will make a contribution to productivity
improvements and will aid capital formation.

The uniqueness of the President's program is in the
long-term interaction of the program's components as a
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package. These components can produce a framework for
real economic prosperity and reduced inflation.

On February 23, 1981, Michael K. Evans provided the Committee
with a strong statement of the "supply-side" view:

The U.S. economy is about to enter a boom of major pro-
portions beginning in the second half of this year if the
Reagan tax and spending cut package is passed. Under
this assumption, real GNP would increase at an average
rate of better than 5 percent of the next eight quarters,
the unemployment rate would fall to 5½2 percent by mid-
1983, and the rate of inflation would decline from its pres-
ent level of 12 percent to the 8 or 9 percent range.

The major factors which will propel the economy into
this orbit will be supply-side oriented. While the Reagan
tax cuts will stimulate the economy through raising con-
sumption and investment, that is not the major thrust of
the program. Instead, the factors that will permit this
rapid rate of growth will be the expansion of the produc-
tive capacity of the economy through greater savings and
productivity, rather than any increase in aggregate
demand.

According to Evans, it was the distributional incidence of the
Administration's tax cut proposal which gave it the property of
stimulating savings more than consumption:

If taxes were to be reduced in strict proportion to per-
sonal income without cutting tax rates-a 10 percent
rebate for example-a $120 billion tax cut phased in equal-
ly over three years would generate only $24 billion in in-
creased saving. Because Roth-Kemp is skewed toward
middle- and upper-income taxpayers, the increase in
saving generated by higher income alone will actually be
$48 billion. Furthermore, the reduction in tax rates will in-
crease the after-tax rate of return on saving sufficiently
that personal saving will rise an additional $31 billion,
yielding a total increase of $79 billion in 1983.

Coupled with the Administration's program of spending cuts, this
increase in private saving would more than offset the rise in the
public deficit, and so permit interest rates to fall. Evans continued:

The odds of bringing the budget under control are much
better than the financial markets presently perceive, and
when this happens we will have a major change in psy-
chology and further sharp reductions in interest rates.

Reduced inflationary expectations, brought into existence by the
announcement of a credible anti-inflation, pro-growth policy, would
form the second blade of the "supply-side" scissors. Like the effects
of tax cuts on saving, these would make possible lower interest
rates and improved growth despite the conventional Keynesian
effect of the tax reduction which would tend to raise the budget
deficit, boost effective demand, and push interest rates up.

The Director of the Office of Management and Budget, David
Stockman, provided the Committee on February 20, 1981, with the
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clearest statement of the contribution to the Administration's suc-
cess of a reversal of inflationary expectations which the Economic
Recovery Program was intended to produce:

The President's economic recovery plan seeks an imme-
diate reversal of inflationary expectations by means of sig-
nificant recodification of fiscal, regulatory, and monetary
policy. Nothing is more essential to the success of the re-
covery plan than an immediate displacement of the infla-
tionary psychology which currently dominates every form
of American life.

Reduction of inflationary expectations will improve the
future value of the dollar and erode the future value of
gold, commodities, and real assets. In these new circum-
stances, individual and institutional portfolio decisions will
unlock savings that were previously stored in nonproduc-
tive tangible assets in order to preserve future value. With
the moderation of inflation expectations, these savings will
reflow toward productive financial assets. New incentives
springing from tax rate reduction will enhance the real
after-tax return on financial assets and will add to the sav-
ings formation process.

The increased stock of savings will be available to fi-
nance the desired expansion of capital goods and plant and
equipment necessary to sustain strong real output per-
formance during the 1980's. Entrepreneurial business for-
mation will be helped by the broadened availability of sav-
ings. Interest rates can decline as private-sector liquidity
flows (rather than government-induced liquidity) combine
with the general lowering of inflationary expectations.

In their appearances before the Committee, Administration wit-
nesses tended to eschew precise forecasts that these supply-side and
expectations effects would be felt at once. Indeed, as a group, they
deliberately left unsettled the question of when the fruits of the
President's program might be expected to be seen in the form of
lower interest rates and renewed growth. The President might say,
as he did in a message to the Congress on March 10, 1981, that
Americans could look forward to immediate results:

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. For
example, a 2 percent increase in economic growth will add
$60 billion to our gross national product in one year alone.

The President's men, in their formal presentations, were consid-
erably more cautious. Thus, the Administration's formal economic
assumptions projected real growth of only 1.1 percent in 1981, and
unemployment averaging 7.8 percent. Dr. Murray Weidenbaum, in
his testimony of February 25, 1981, referred to a "1980-1981 period
of weakness." Treasury Secretary Regan, on February 19, 1981,
stated that:

As a result of past developments, however, 1981 may be
a sluggish year with overall growth of about 1 percent.
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In response to a question by Chairman Reuss, Secretary Regan
also stated that the Administration's assumptions and forecasts
were based principally on subjective judgments, rather than on
econometric evaluation in the conventional sense:

Thus, there is not a single model nor a single set of mul-
tipliers which could be used to show the effects of our pro-
gram. We do not believe than any model now available is
able to capture fully the incentive effects of the very large
changes in marginal after-tax rates of return on invest-
ment that we are proposing or the substantial effects on
inflationary expectations that we foresee as the result of
our program.

Nevertheless, it is clear that the selling point of the
Administration's Economic Recovery Program to the Congress and
the Nation was its anticipated early effect on real growth, produc-
tivity, investment, saving, and employment. As the White House
stated in its message to Congress on February 18, 1981:

The economic assumptions contained in this message
may seem optimistic to some observers. Indeed, they do
represent a dramatic departure from the trends of recent
years-but so do the proposed policies. In fact, if each por-
tion of this comprehensive economic program is put in
place-quickly and completely-the economic environment
could improve even more rapidly than envisioned in these
assumptions.

At no time during our hearings did the Administration or its
supporters suggest that their policies would lead to a sharp rise in
interest rates, an unmanageable budget deficit, or a sharp reces-
sion and rise in unemployment above 8 percent in the fourth quar-
ter of 1981. However, it is legitimate to question whether the Ad-
ministration knew, or should have known, that these effects would
occur.

The misgivings which Democrats on the Joint Economic Commit-
tee held about the Reagan program led us to recommend signifi-
cant modifications in that program in our 1981 Annual Report. We
proposed immediate actions to bring interest rates down, and a
prudent, single-year tax reduction. Chairman Reuss summarized
our views in his Introduction to the Report:

(1) The Administration believes that the Federal Reserve
should continue to lower its monetary targets in this criti-
cal year of 1981, while we oppose such action. Interest
rates are too high now, and will remain too high if the
Federal Reserve continues to tighten its monetary targets
even though control over inflation has not been achieved.
Excessively high interest rates will retard investment,
growth, and control over Federal expenditure.

(2) The destructive fiscal facet of the Administration's
program is the proposed huge individual income tax cut,
amounting to more than $140 billion per year when fully
effective. The tax cut favors the affluent ($30,000 for a
family earning $200,000, $385 for a family earning
$15,000). The assertion that this radical tax cut will, by

90-546 0-82-3
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some trickle-down magic, produce full employment with-
out inflation is simply not proved. Instead, we urge a mod-
erate, cost-effective tax reduction to offset the payroll tax
increase, and a depreciation tax cut followed by watchful
waiting.

It was our view then, as now, that a strategy for renewed eco-
nomic growth depends crucially on the economic vitality of small
business, agriculture, housing, and productive capital investment.
These, in turn, depend on a climate of reasonable interest rates. A
balanced mix of moderate fiscal and monetary restraint seemed to
us the best way to achieve this climate. We did not believe that the
Administration's program provided a credible assurance that inter-
est rates would fall rather than rise, and the events of 1981 amply
confirmed our view.

The outline of events in 1981 is known to all. In February 1981,
the President presented his economic program, which was radical
in its declared intention to cut nonmilitary expenditure, in the
magnitude of its intended military expansion, in the comprehen-
sive character of its tax program, in its strong advocacy of a very
restrictive monetary policy, and, not least, in the very strong and
positive nature of the forecasts offered in its defense. In May and
June, the Congress approved the President's requested budget cuts
in the First Concurrent Budget Resolution and the Reconciliation
Bill. In late July, Congress approved the President's tax program,
with some modifications endorsed by the Administration. In Octo-
ber, November, and December, the Congress in the Second Budget
Resolution and the appropriations process reaffirmed its approval
of expenditure reductions and resource transfers requested by the
Administration.

Yet, despite (or, indeed, because of) this success, the prime inter-
est rate rose sharply from May until September. Under the relent-
less pressure of high interest rates, the stock market and the bond
markets fell, providing early warning of investor unhappiness with
the President's program. In the spring and early summer, housing
and automobile sales disentegrated, reaching lows not seen for 15
or 20 years. Industries closely linked to housing and autos, such as
applicances, lumber, steel, glass, rubber, and many others, began to
feel the effects. The thrift institutions as a whole approached finan-
cial crisis. Small business bankruptcies rose 45 percent from rates
a year ago. Real GNP fell in the second quarter, was maintained in
the third quarter only by the continued accumulation of unsold in-
ventories, and declined precipitously in the fourth quarter. Unem-
ployment rose sharply in October, November, and December to 8.8
percent of the labor force, over 1.6 million more than in July, over
700,000 higher than the 7.7 percent fourth quarter unemployment
rate the Administration had forecast in its mid-session review on
July 15, and the highest number of unemployed persons since 1939.
According to the McGraw-Hill survey, business investment plans
for 1982 had fallen to near zero in real terms by the end of 1981.
As a result of the recession, short-term interest rates did begin to
fall in September and October, but a surge of distress borrowing at
the end of the year drove them up again. Long-term rates re-
mained too high to offer any realistic hope of providing strength to
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an early economic revival. None of the supply-side or expectations
effects predicted by the Administraton or its supporters came to
pass.

In retrospect, it seems clear that, while the outline of events in
1981 confirmed our early misgivings, the detail did not correspond
precisely to the scenario we most feared. On balance, it was worse.
The President modified his tax program from the February re-
quest, so that the personal income tax rate reductions would go
into effect at a slower rate and in slightly smaller total amounts
through 1983; in particular, the initial cut request was reduced
from 10 percent to 5 percent and moved back. from July 1, 1981, to
October 1, 1981. By itself, this was clearly a wise decision. At the
same time, however, the President endorsed, and Congress enacted,
a vast array of additional tax reductions, including indexing of the
personal income tax to the Consumer Price Index (CPI) after 1985,
the most extravagant of several versions of depreciation reform,
lease-back provisions permitting unprofitable firms to sell unused
investment tax credits, near-total estate and gift tax elimination,
and many other items. The effect was to greatly increase the total
multi-year reductions in taxes and the size of the projected future
deficit, making unattainable, among other things, the President's
promise of a balanced budget in 1984. While the delay and reduc-
tion in the introduction of the 1981 personal tax cuts represented a
modest tightening of fiscal policy relative to the original proposal
in 1981, the vast increase in future tax reductions created the ex-
pectation of huge future deficits and so contributed to the pressure
on long-term interest rates from July onward. There was probably
no significant downward effect on interest rates from the modest
short-run tightening of fiscal policy which the delay from July to
October represented.

At the same time the Federal Reserve, with the Administration's
unequivocal support, moved monetary policy in late spring to a pos-
ture sharply more restrictive than even the Administration had
publicly requested only a few months before., The consequence was
extraordinary pressure on the entire term structure of interest
rates. And the high interest rates of the summer and fall of 1981
led directly to the recession.

The shift of monetary policy to a sharply restrictive posture
came in clear and complete contradiction of the principles of mone-
tary policy endorsed before this Committee in early 1981 by both
the Administration and the Federal Reserve. Every major official
of the Administration and the Chairman of the Federal Reserve
Board expressed to this Committee in 1981 a commitment to a
gradual program of steady monetary restraint. In the President's
Economic Recovery Program of February 18, 1981, this commit-
ment was stated clearly:

'The Administration's "Program for Economic Recovery" of February 18, 1981, states that
the economic scenario assumes that the growth rates of money an credit are steadily re-

duced from the 1980 levels to one-half those levels by 1986." In 1980, the rate of growth of MIB
relative to 1979 was 7.3 percent. Thus, a reduction in MIB growth of 0.6 percent per year would
have been sufficient to meet the Administration's objective, implying money growth of 6.7 per-
cent in 1981, and declining to 4.5 percent in 1985. This 6.7 percent rate, which was never explic-
itly articulated by the Administration, was in fact higher than the top of the Federal Reserve's
target ranges for 1981, which we also had criticized in our 1981 Report as too restrictive.
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If monetary policy is too expansive, then inflation in the
years ahead will continue to accelerate and the
Administration's economic program will be undermined.
Inflationary psychology will intensify. Wages, prices, and
interest rates will reflect the belief that inflation-and the
destructive effects of inflation-will continue.

By contrast, if monetary policy is unduly restrictive, a
different set of problems arises, unnecessarily aggravating
recession and unemployment. At times in the past, abrupt-
ly restrictive policies have prompted excessive reactions
toward short-term monetary ease. As a result, frequent
policy changes can send confusing signals, and the addi-
tional uncertainty undermines long-term investment deci-
sions and economic growth.

With money and credit undergoing steady, gradual re-
duction over a period of years, it will be possible to reduce
inflation substantially and permanently. In this regard,
the Administration supports the announced objective of
the Federal Reserve to continue to seek gradual reduction
in the growth of money and credit aggregates in the years
ahead.

On February 19, 1981, Secretary Regan told the Committee:
. we hope to assure a slow, steady growth in the

money supply. With a problem successful in achieving a
stable and moderate growth pattern for the money supply,
both inflation and interest rates will recede, thereby re-
storing vigor to our financial institutions and markets.

On February 25, the Chairman of the Council of Economic Advis-
ers, Murray Weidenbaum, gave the following view:

. . .my monetarist friends . . . have, I think, taught us
all the lesson that easy money, excessively rapid rates of
growth in the money supply, ultimately generate high in-
terest rates.

On the other hand, the other extreme is destabilizing as
well, as that the sort of moderate reduction in what has
been an excessively high rate of growth in the money
supply will contribute ultimately to lower inflation and
lower interest rates.

On February 20, Budget Director Stockman described the
Administration's program as including:

A stable monetary policy to steadily reduce the growth
of money and credit.

On April 8, 1981, Treasury Undersecretary Beryl Sprinkel gave
the most detailed and precise presentation of the Administration's
position that the Committee received:

This Administration does not believe that monetary ac-
tions can be used effectively for short-run fine-tuning and
will not press for monetary growth which causes more in-
flation. Instead, we share the Federal Reserve's objective
of subduing .the inflation tide, and we support their intent
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of achieving a permanently slower, noninflationary rate of
monetary expansion ...

On the other hand, immediate, severe monetary restric-
tion is not required, as some claim, to offset an alleged in-
flationary impact of the budget program. . . . We ap-
plaud and support wholeheartedly a long-term monetary
program which will lead to a steady, predictable, and ap-
propriately slow rate of monetary expansion.

And in his testimony on February 5, 1981, Chairman Volcker of
the Federal Reserve Board indicated complete accord with a grad-
ualist monetary program. He recognized in his testimony that a
program of sharply tighter money, high interest rates, and reces-
sion could only lead to a temporary reduction in interest rates, an
ephemeral gain which would be lost at once in the subsequent ex-
pansion:

. . . our intention is over time to reduce money
growth.. ..

. . . in a sense the whole purpose and thrust of our poli-
cies, ironic as it may sound, is to bring interest rates down
and it offers the best promise over a period of time that
interest rates can come down. Interest rates will come
down and stay down as the inflation rates get down. Inter-
est rates may come down at any time if we run into a
period of softness and business decline, but they won't stay
down for that reason. They will only stay down when we
have clearly turned the .corner on inflation.

The Committee received, in short, a veritable deluge of monetary
wisdom from the Administration and the Federal Reserve, and we
urged the Administration and the Federal Reserve to adopt a grad-
ualist approach, and particularly not to tighten money severely, in
our 1981 Report:

Monetary policy should be moderately restrained to
reduce inflation while sustaining steady economic growth.
The long-run rate of growth of money and credit is of pri-
mary importance, rather than temporary deviations from
the long-run growth trajectory.

The contrast between the wisdom we received and the course of
policy in 1981 is sharp and clear. Indeed, in 1981, the Federal Re-
serve and the Administration indulged in a classic overreaction to
"temporary deviations from the long-run growth trajectory" of
money. A sharp, one-time increase in money growth in March and
April was sharply repressed, leading to a sharp rise in interest
rates which began in May and which precipitated the recession.

In the first two months of 1981, the growth of M1B was slightly
negative: shift-adjusted MlB fell from $415.6 billion in December
1980, to $415.5 billion in January 1981, and to $415.0 billion in Feb-
ruary 1981. Then, in March and April, a "temporary deviation" of
money growth from the long-run trajectory occurred: shift-adjusted
M1B growth accelerated to 8.1 percent on an annual basis in
March and to 16.4 percent in April. The proper response, as we had
written only one month before in the Recommendation quoted
above, would have been to wait and see whether underlying data
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reflected a change in real economic conditions, necessitating a
change in policy, or whether a more normal situation would soon
reestablish itself. Instead, in May, the Federal Reserve went cold
turkey. Over the six months from April through October, MlB
growth adjusted for shifts into checkable deposits from nondemand
deposit sources was negative. Three-month Treasury bills jumped
by over 2½2 percentage points in response to the abrupt shift in
policy in May. The prime rate followed, rising in May from 18 to
20.5 percent and staying at that level until September. The Dow-
Jones Industrial Average, which had been above 1,000 in April, fell
back in May, and continued to fall until September, when it aver-
aged only 853.38. Domestic automobile sales slumped from an
annual rate of 7.4 million units in the first quarter to 5.6 million in
the second, and recovered only slightly in the third due to exten-
sive rebate campaigns. Housing starts, which had stabilized at an
annual rate of about 1.3 million units in February, March, and
April, dropped in May to 1.15 million units and continued down-
ward thereafter, reaching an annual rate of 867,000 units in Octo-
ber-a catastrophic level. There was, in short, nothing gradual or
moderate about the course of monetary policy in 1981 or its conse-
quences.

C. THE TAX PROGRAM AND INCOME DISTRIBUTION

Last year, in our Annual Report for 1981, we warned against eco-
nomic policies which would worsen the distribution of income. Rec-
ommendation 14 of that Report states:

The poor are threatened by proposed cutbacks in trans-
fer programs, and the middle class has suffered a signifi-
cant decline in its real income in recent years. Govern-
ment tax and expenditure actions should not increase pov-
erty or reduce the share of income going to the middle
class.

At the time, we hoped for and recommended a tax policy that
would, at a minimum, preserve the distribution of income then in
existence and not redistribute income radically toward the top 5 or
10 percent of income receivers. We warned that, under the Kemp-
Roth proposal, there would be strong tendency for just such a radi-
cal income redistribution.

The Administration adopted a policy diametrically opposed to
our advice. The Economic Recovery Tax Act of 1981 was intention-
ally structured to provide much greater tax cuts for the wealthy
than for the middle class. This was explicitly justified by the Ad-
ministration on the hypothesis that such a skewed tax cut would
stimulate savings and therefore investment. Treasury Secretary
Donald Regan, in his testimony before the Committee on February
19, 1981, made this clear in the following colloquy with Congress-
man Richmond:

Mr. RICHMOND. Now, as a businessman, if we want to
get the economy moving again, would it occur to you and
to the Administration and to everyone else that the
quicker we reduce the taxes of lower income people, the



35

more stimulation that would be for the economy, rather
than the higher income people?

Secretary REGAN. No, sir. It's just the opposite. The
reason being that what we are looking for here, for the
first time, is an income tax cut that is designed to stimu-
late both savings and investment, not consumption. As a
result, where you'll have to put your emphasis is on that
area of the taxpayers who would be most apt to save and
invest.

Last year, the Committee and others seeking to analyze the ef-
fects on income distribution of the Administration's tax package
were hampered by the weakness of available methods of measuring
the relationship between tax policy and income distribution as the
economy changes over extended periods of time.

The Committee engaged an independent consultant who worked
with the econometric consulting firm of Data Resources, Inc., to
bring to full development a new econometric model capable of esti-
mating and projecting the characteristics of the income distribu-
tion over time. This study contains estimates of the distribution of
income before and after taxes, the average tax rate for different
income classes, and the shares of taxes paid, all by deciles of
income receivers. Two situations were compared: the law as en-
acted in 1981, and the law as it would have been had the effective
tax rates in effect in 1980 been simply kept in effect. 2

The study demonstrates that the Administration's tax program
accomplished a sharp redistribution of after-tax income toward the
top 5 percent of income receivers, and a corresponding reduction in
the share of total taxes paid by this group-those with an adjusted
gross income (AGI) for joint returns of over $55,850 in 1980. The
next 5 percent of income receivers, those with AGI's of between
$44,540 and $55,850 in 1980, will also gain, but not as much. The
next 40 percent will see virtually no change in their situtation rela-
tive to 1980 effective tax rates: for them, the 1981 tax "cut" repre-
sented nothing more than indexing of their brackets to inflation.
The bottom 50 percent of taxpayers, all those in the broad middle
class with adjusted gross incomes below $22,610 in 1980, will see
their effective tax rates rise relative to 1980 levels under the
Administration's tax law, and their share of after-tax income will
fall.

The study shows that, while expected economic growth will in-
crease the share of income earned by the-upper middle class and
reduce that of the top 5 percent of joint taxpayers, the massive tax
cut given to that top 5 percent will reduce their share of taxes paid
enough to raise their share of after-tax income. This top 5 percent
of joint taxpayers, who reported adjusted gross incomes of over
$55,850 in 1980, will see their average tax rate decline 3.5 percent-
age points from 26.6 percent in 1980 to 23.1 percent in 1985, and a
further 2 percentage points to 21.1 percent in 1990. Their average

2 This assumption is superior to the alternative assumption that the specific provisions of the
1980 tax law be kept in effect, since those provisions would have implied a rising tax burden on
constant real incomes over time due to bracket creep and inflation, and since Congress has
historically always adjusted tax brackets to offset such bracket creep approximately. For further
detail, see "The Impact of the 1981 Personal Income Tax Reductions on Income Dtribution,"
Joint Economic Committee, December 23, 1981.
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savings, compared with what they would have paid if their average
tax rate had remained unchanged from 1980, will be over $4,000 in
1985 and over $9,000 by 1990.

The 5 percent of joint taxpayers who reported 1980 adjusted
gross incomes between $44,540 and $55,850 will see their average
tax rate decline 2.4 percentage points from 21.4 percent in 1980 to
19 percent in 1985, and then rise half a percent to 19.5 percent in
1990. Their before-tax share of AGI is expected to be a constant 9.6
percent throughout the period, and their after-tax share increases
only insignificantly. Their share of total taxes paid will decline
slightly by 1985, but more than half of the decline will be made up
by 1990. The average savings they realize from paying taxes at
1985 rates instead of 1980 rates will be about $1,800, less than half
the savings of the top 5 percent. By 1990, their average tax savings
will have grown only 13.5 percent.

The 40 percent of joint taxpayers who reported adjusted gross in-
comes in 1980 of between $22,610 and $44,540, who receive a bit
less than half the total income reported on joint tax returns and
pay a slightly smaller share of taxes, will see little change in their
situation. Their share of before-tax AGI is expected to increase by
about seven-tenths of a percent by 1985, and to remain higher.
Their share of total taxes will increase throughout the period, so
that their share of after-tax AGI is higher in 1985, but back to
about the 1980 level by 1990. Their average effective tax rate de-
clines slightly by 1985, but then increases. Their average tax saving
from the reduction in effective rates is $210 in 1985 and $58 in
1990.

The bottom half of the joint taxpayers, those who reported ad-
justed gross incomes below $22,610 in 1980, are expected to 'see
their shares of both before- and after-tax AGI decline throughout
the period, with the result that both their average effective tax
rate share of taxes paid will rise.

The results of the study are summarized in Tables I-4 and I-5.

TABLE 1-4.-THE EFFECTS OF THE ECONOMIC RECOVERY TAX ACT OF 1981 ON THE DISTRIBUTION
OF INCOME AND TAXES PAID BY TAXPAYERS FILING JOINT RETURNS

Lowest 50 Neot 40 pt., xtet 5 pct t
Percent of joint taxpayers, range of 1980 adjusted gross income pti,6ud 22,610 to $44 540 to Toud5er

$22,610 $44,540 $55,805 over $5

Percent of AGI:
1980 .................................... 25.8 48.6 9.6 16.0
1985 .................................... 25.5 49.3 9.6 15.7
1990 .................................... 25.4 49.2 9.6 15.7

Percent of total tax paid:
1980 .................................... 13.2 47.6 12.7 26.4
1985 .................................... 14.8 49.6 12.0 23.6
1990 .................................... 14.8 50.9 12.4 21.9

Percent of after-tax AGI:
1980 .................................... 28.2 48.8 9.0 14.0
1985 .................................... 27.5 49.4 9.2 14.1
1990 .................................... 27.3 48.9 9.1 14.6

Average effective tax rates (percent):
1980 .................................... 8.3 15.7 21.4 26.6
1985 .................................... 8.8 15.3 19.0 23.1
1990 .................................... 8 .7 15.6 19.5 21.1

Note.-Rows say not add to 108 due to rounding.
Sourcw 'The Impact of the 1981 Personal Intome Tax Reductions on Inrome Distribution." Joint Economic Committee. December 23. 1981.
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TABLE 1-5.--COMPARISON OF AVERAGE TAXES PAID IN 1985 AND 1990 WITH AVERAGE TAXES IN
THOSE YEARS IF THE EFFECTIVE RATES OF 1980 HAD APPLIED; TAXPAYERS FILING JOINT RETURNS

Percent of joint taxpayers, range of 1980 adjusted gross income under 5 20 2 ,N640to $44,540to oeNr s55t8 50
$22,610 $44,540 $55,850 ovr$85

1985

Actual average tax ............................................ 1,772 7,443 14,336 28,226
Average tax at the 1980 effective date ............................................ 1,771 7,653 16,213 32,536

Difference................................................................................... + I -210 -1,847 -4,310

1990

Actual average tax ............................................ 2,590 11,191 21,838 30,169
Average tax at the 1980 effective rate ............................................ 2,456 11,249 23,935 39,202

Difference ............ ................................ + 134 - 58 - 2,097 -9,033

Note.-These hypothetical taxes are estimated using the average tax rate, not the actual tax code in effect in 1980. Thus, they imply the
elimination of all bracket creep (from either inflation or real growth) with no other change in the tax system.

Source: "The Impact of the 1981 Personal Income Tax Reductions on Income Distribution," Joint Economic Committee, December 23, 1981.

There is evidence of another type which casts light on the associ-
ation between inequality and economic growth. This is derived
from the experience of various countries, with differing degrees of
inequality and rates of growth. Were the "trickle-down" theory
valid, countries with high inequality would show rapid growth,
while those with less inequality would be more nearly stagnant.

Analysis of the leading industrial democracies not only fails to
confirm this high inequality/high growth hypothesis, it shows just
the opposite. Those countries with above average inequality have
grown less rapidly than the more nearly equal countries.

A study several years ago for the Organization for Economic Co-
operation and Development (OECD) compared the income distribu-
tions of most OECD countries. 3 The relative rankings of the coun-
tries differed somewhat, depending on the measure used and the
choice of income concept. But the results indicated that, of the 12
countries analyzed, the United States in the early 1970's either had
the greatest degree of inequality or was second only to France. The
United Kingdom, Sweden, and, especially, Japan all exhibited
much less inequality than the United States. Focusing specifically
on the lower end of the distribution, the poorest 20 percent had a
lower income share in the United States than in any of the other
countries on a pre-tax basis, and were second to France on a post-
tax basis. However measured, the results clearly showed that we
had one of the most unequal distributions, and this did not take
into account the deterioration in income shares received by the
second- and third-fifths of the population since the early 1970's, dis-
cussed below.

Most of the discussion of our inadequate productivity growth has
focused on the slowdowns since the late 1960's an early 1970's. This
has masked the fact that even prior to then our growth rate was
less than that of most other industrialized countries. Between 1960

3Malcolm Sawyer, "Income Distribution in OECD Countries," July 1976, OECD, Paris.
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and 1973, our labor productivity growth rate was 3.1 percent per
year-three times the subsequent 1.1 percent rate between 1973
and 1979, but less than the 1960 to 1973 rates for Japan (9.9 per-
cent), Italy (7.8 percent), Belgium (6.1 percent), France (5.9 percent),
West Germany (5.8 percent), Sweden (5.8 percent), Canada (4.2 per-
cent), and the United Kingdom (3.8 percent). All of these countries
had slower growth between 1973 and 1979 than between 1960 and
1973, but since we grew less rapidly in the earlier period, our rela-
tive position continued to deteriorate. For the 1960 to 1979 period
as a whole, our labor productivity growth rate was less than one-
third of Japan's, and less than half those of Italy, Belgium, France,
and West Germany.

The simple facts are that the United States is at or near the top
of the inequality list and Japan is at the bottom, while we have
had the lowest productivity growth rate and the Japanese have had
the highest. Of course, such a two-country comparison, while re-
vealing, is not conclusive, because the experience of other countries
should be taken into account, and many factors affect growth be-
sides income distribution.

As shown in Table 1-6, overall there is clearly a strong inverse
relation between income inequality and labor productivity growth.
Comparing the United States with Japan, West Germany, and
Canada, our three largest trading partners, we find that by Meas-
ure I: Japan had the lowest inequality and the highest productivity
growth; West Germany had the second lowest inequality and the
second highest productivity growth; Canada had the third lowest
inequality and the third highest productivity growth; and the
United States had the highest inequality and the lowest productiv-
ity growth.

TABLE 1-6.-INCOME INEQUALITY AND PRODUCTIVITY GROWTH RATES

Relative index of income inequality, 1970-75 (U.S.=100) Average labor
productivity
growth rate,

Country Measure I Measure 11 1960-79
(percent)

United States ............................................. 100 100 2.5
Canada............................................................................................................................. 94 95 3.2
France.............................................................................................................................. 92 103 5.4
West Germany ............................................. 68 98 5.3
United Kingdom ............................................. 65 85 3.2
Sweden............................................................................................................................ 63 86 4.7
Japan............................................................................................................................... 4 8 83 7.9

Scoum OECD, Joint Economic Committee.

Similarly, on balance, countries in which the lowest fifth of
households have a low share of income have had the poorest pro-
ductivity growth rates. The comparison between the United States
and Japan (twice our income share for the bottom 20 percent, more
than three times our productivity growth rate) is again striking.

Thus, looking at a cross-section of the leading industrialized
countries, there is no evidence to support the "trickle-down eco-
nomics" school of thought. The facts indicate that, in high growth
economies, income doesn't "trickle-down" over time, but is distrib-



39

uted more nearly equally than in the United States in the first
place.

The Administration has embarked on a set of policies which can
only increase inequality. As expressed by 1981 Nobel Laureate
James Tobin, "Wealth and power are to be redistributed to the
wealthy and powerful." 4 These policies have been undertaken in
an attempt to stimulate growth. Before proceeding further, the pro-
ponents of the Administration's "trickle-down" theory should look
abroad, and they will realize that our allies who have had the high-
est growth rates also have had the least inequality.

D. THE DEFENSE BUILDUP AND INFLATION

The defense buildup proposed by the Administration is the larg-
est in our peacetime history. During 1981 to 1987, the defense
budget is scheduled to rise from $160 billion to $364 billion. The
annual rate of increase is estimated at about 7.5 percent in real
terms. Defense budget authority increased by 34 percent during
Fiscal Years 1965 to 1968. In Fiscal Years 1981 to 1984 defense
budget authority will increase by nearly 30 percent.

The buildup is comparable in important respects to the one that
occurred during the Vietnam period. Relative to GNP, the Vietnam
buildup was larger and more rapid. Defense rose as a share of GNP
from 7.2 percent to 8.8 percent in the period 1965 to 1967. In the
period 1981 to 1985, the defense share of GNP will rise from 5.6
percent to about 7 percent.

The increases for procurement are more nearly equal. Real
budget authority for defense purchases increased by about 9 per-
cent per year during 1965 to 1967, slightly below the rate estimated
for 1981 to 1985. This comparison is important because the present
buildup is concentrated in defense purchases while during Vietnam
there was a balanced expansion of purchases and manpower. Most
of the direct economic effects of the defense buildup will be on the
defense industries.

Although the estimates of future defense spending are quite
high, they are probably understated. The reasons for the under-
statement have to do with assumptions about future inflation. In
making its estimates of future defense spending, the Office of Man-
agement and Budget assumes that there will be less inflation in
the defense sector than should be assumed by historical standards.
All estimates of future government spending are based in part on
estimates about future inflation. OMB's error is in assuming that
the inflation rate in the defense sector will be the same as inflation
in the general economy.
- Several years ago, the Joint Economic Committee helped initiate
a program designed to break out inflation in the defense sector
from inflation in the general economy. This effort culminated in
the development of a defense deflator by the Bureau of Economic
Analysis of the Department of Commerce. The defense deflator,
which is based on information about actual defense prices derived
from tens of thousands of defense purchases, shows the level of
price changes in the defense sector. It is a part of the National

4 James Tobin, "Sleight of Mind," New Republic, March 21, 1981, p. 13.
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Income and Product Accounts and is published monthly in the
Survey of Current Business.

Inflation in the defense sector, as indicated by the defense defla-
tor, has exceeded inflation in the general economy every year since
1975, with the exception of 1979. The difference between inflation
in the defense sector and inflation in the general economy is illus-
trated in Table I-7 which compares the DOD deflator with the
GNP deflator.

TABLE 1-7.-DOD AND GNP PRICE DEFLATORS ANNUAL RATES OF CHANGE
[Fiscal years, percentage changes from previous year]

D00 GNPYear deflator deflator

1975 ......................................................... 12.5 10.8
1976.8.............................88 6.9
1977 ............................ 8.5 5.6
1978 ............................ 8.5 6.8
1979 ............................ 8.0 8.7
1980 ............................ 14.6 9.2
1981 ............................ 13.4 9.9

Note.-DOD Deflafer excludes compensation.
Source Data Resoerces, Inc.

By using the lower estimate of inflation, based on the GNP defla-
tor rather than the DOD deflator, the Administration has opened
up what may be termed a defense inflation gap. This is the differ-
ence between what defense spending is likely to be under realistic
assumptions about inflation in the defense sector, and the official
0MB estimates. This gap is projected to be as high as $80 billion
for Fiscal Years 1983 to 1987. That is, assuming inflation in the de-
fense sector consistent with the DOD deflator for recent years, it
will cost about $80 billion above the level of current defense spend-
ing estimates to purchase the same amount of goods and services
assumed by the Administration's budget.

In discussing this matter during hearings before the Subcommit-
tee on Economic Goals and Intergovernmental Policy in 1981,
spokesmen for the Administration readily conceded that inflation
has been higher in the defense sector than in the general economy
and that current estimates of the actual costs of the defense build-
up are too low. The major argument for continuing to use the same
inflation estimates for all portions of the government's budget ap-
pears to be that using a higher inflation estimate for one portion of
the budget, such as defense, would transform the higher estimate
into a self-fulfilling prophesy. Implicit in this argument is the idea
that using a lower estimate will help prevent inflation in the de-
fense sector from going higher.

We reject this argument as incorrect and unrealistic. Using infla-
tion assumptions that are too low by historical standards has had
no deterrent affect on defense inflation in the past and is not likely
to be a deterrent in the future. The same can be said about as-
sumptions about inflation in the general economy, which also are
frequently unrealistically low. Unrealistic inflation assumptions
are damaging because, when actual costs exceed budget estimates
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due to inflation rates that are higher than anticipated, defense offi-
cials must either curtail or stretch out programs or request supple-
mental appropriations. Partly as a result of this unrealistic ap-
proach to defense spending estimates, a number of defense pro-
grams in recent years have been curtailed, stretched out, or can-
celed. This increases defense costs in the long run and has adverse-
ly affected efforts to improve readiness, the spare parts inventory,
and the level of training.

In the Fiscal Year 1983 budget proposals, a portion of the esti-
mated defense costs assume inflation rates somewhat higher than
in the general economy. This is a step in the right direction.

Possible Inflationary Effects

The size and rapid pace of the defense buildup have led to a fear
among experts (in defense economics) that the buildup will add sig-
nificantly to inflation in the general economy. This conclusion is
partly based on a comparison of the present buildup with the one
that occurred during the Vietnam period. Economist James R.
Capra testified that the stimulus to aggregate demand from de-
fense spending will mean "a higher inflation rate for the next few
years than would be the case without the defense buildup, even if
the Federal Reserve were not to accommodate the extra govern-
ment spending."

The Administration disputes these contentions. Murray L. Wei-
denbaum, Chairman of the President's Council of Economic Advis-
ers, testified that what made spending inflationary during the Viet-
nam war was not that the funds were used to purchase weapons
and manpower for the war effort, but that the level of spending
was not reduced elsewhere, and that monetary policy was deliber-
ately expansionary. Chairman Weidenbaum said that the Vietnam
buildup was inflationary because it involved a surprise, sudden
shift *in the pattern of resource utilization, and because it was ac-
companied by an increase in monetary policy. The defense spend-
ing surge led to short-term inefficiencies and higher prices in the
defense sector, while the expansionary fiscal and monetary policy
produced a longer term inflationary problem.

The Administration believes that the present buildup is not an
unplanned surprise or sudden surge, but rather a gradual planned
buildup over several years. The Administration also argues that,
while the defense spending increases are very large, they are too
small a proportion of the gross national product to create inflation-
ary pressures by stimulating excess demand. This is especially the
case in a period such as the present one of low capacity utilization.
According to this line of reasoning, there is sufficient excess capac-
ity to absorb additional defense spending because the economy is
operating well below its potential in terms of both manufacturing
capacity utilization and unemployment.

The Administration's argument that the present buildup does
not involve a sudden shift of resources, as occurred during the
Vietnam period, is borne out if the changes in defense spending are
compared with the GNP. Defense spending increased from 6.9 per-
cent in 1965 to 9.3 percent of GNP in 1968. Under the present
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buildup, defense spending will increase from 5.2 percent in 1980 to
only 7 percent in 1986.

However, the rise in procurement spending will be greater under
the present buildup than was the case during Vietnam. In 1965 to
1968, procurement increased from 7.9 percent of the manufacturing
base to 10.6 percent. In 1980 to 1986, procurement will increase
from 5.4 percent of the manufacturing base to 10 percent.

This comparison is important because the two buildups differ in
composition. During the earlier one, there was a surge of spending
for manpower as well as procurement and the effects of that spend-
ing were felt throughout the economy. The present buildup enpha-
sizes procurement and the effects of that kind of spending will be
concentrated in the manufacturing sector. There will be a surge in
defense spending as far as the manufacturing sector is concerned.
The issue is, can industry respond quickly and smoothly to the pro-
curement surge without exerting inflationary pressures on the
economy?

Chart I-1, prepared by Dr. Gary Wenglowski and submitted to
the Committee, compares the procurement (nonpersonnel defense
outlays) as a percent of the manufacturing base (GNP excluding
services) during the Vietnam and the present buildup. The surges
in procurement leads Dr. Wenglowski to conclude, "The rise in de-
fense spending planned by the Reagan Administration is likely to
put more inflationary pressure on the economy than many of the
conventional analyses have indicated."
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The facts suggest the buildup will likely add to inflation only
slightly if at all in the short term. As Alice M. Rivlin, Director of
the Congressional Budget Office, testified, the margin of idle capac-
ity currently in the economy can accomodate noninflationary
growth. The more difficult question is whether the defense buildup
will become inflationary when the economy recovers from the pres-
ent recession and enters a period of growth.

Director Rivlin testified that the buildup will become inflation-
ary as the economy moves toward full employment of resources
unless there are offsetting cuts in nondefense spending, tax in-
creases, or "counterbalancing" monetary policy. This conclusion is
supported by econometric simulations of defense spending increases
comparable to the present buildup. These simulations show that de-
fense increases are not inflationary provided they are offset by a
combination of comparable tax increases and nondefense spending
cuts. The available evidence demonstrates that we can afford de-
fense spending increases provided we pay for them.

Unfortunately, the defense buildup will not be paid for or fi-
nanced under the present course of fiscal policy. The tax cuts en-
acted in 1981 will reduce Federal revenues by approximately $750
billion over the next five years. These reduced revenues when
added to the increases in defense spending will overwhelm the re-
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ductions in nondefense programs. Assuming the economy enters a
period of sustained economic growth and approaches full employ-
ment of resources, the defense buildup will be inflationary unless
there are large reductions in nondefense spending or increases in
taxes. To date, the Administration has not made proposals to dem-
onstrate that such offsetting initiatives will be taken.

Bottlenecks

Testimony received by the Subcommittee also indicated that our
understanding of capacity utilization is incomplete and that the
statistics may be misleading with respect to the defense sector. Be-
cause capacity utilization data are collected on an aggregated basis,
it is possible for the statistics to show low utilization for industry
as a whole, while critical sectors of industry are operating near or
at full capacity. The same problem exists with respect to the labor
market. Overall unemployment may be high while there are short-
ages of critical skills.

Lester Thurow testified that the stagnation experienced in the
American economy over the past three years has been a mixture of
boom and depression. While States such as Texas, California, Flor-
ida, and Massachusetts, and industries such as semiconductors and
computers, have been booming, the industrial mid-west and the
steel and automobile industries have been in the midst of a depres-
sion. Thus, while there has been general idle capacity of both work-
ers and equipment, it is concentrated in a few regions and indus-
tries. But the industries and regions where idle capacity exists are
not those where military equipment is purchased. As a result, the
defense buildup is likely to exacerbate both the shortages of re-
sources in the high technology and defense industrial sectors, and
the regional imbalances in the national economy.

The Administration believes that the defense buildup will not
create industrial bottlenecks because the increase in military pro-
curement can be anticipated by defense firms who will increase
their capacity and production as demand rises. Statistics relating to
some of the major industries involved in defense production lend
some support to the Administration's position. Capacity appears to
be adequate for the near term in primary metals, aerospace, ship-
building, electronics, and construction. The backlogs of orders and
manufacturing lead times for certain components used in defense
production have also declined somewhat recently.

On the other hand, Charles L. Schultze analyzed the effects of
the defense buildup on the manufacturing base and came to the
"rather startling conclusion that some 30 percent of the increase in
the 'goods producing' GNP over the next four years will go to the
military." Dr. Schultze concluded from this that the buildup will
create a bottleneck problem in the defense industries.

An analysis performed by George F. Brown, Jr., based on an
input-output matrix developed at Data Resources, Inc., identifies a
number of large, key defense industries where bottlenecks could
occur. In these industries, production will have to be increased to
unprecedented levels by 1986, 30 percent or more above the peak
levels previously achieved by those industries. Among this group
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are the aircraft engine, semiconductor, guided missile, and elec-
tronic computer industries.

There is also mounting evidence that a bottleneck problem in
certain areas of the defense industry already exist and that it will
intensify under the buildup. Jacques Gansler and Gail Garfield
Schwartz testified that bottlenecks are present at the lower tiers of
the defense industry, among smaller prime contractors, subcontrac-
tors, and parts suppliers. Dr. Gansler stated that lengthy delivery
delays of major weapons have been driven by lead time increases
among five groups of components common to aerospace systems
and supplied by small and medium sized firms: bearings, castings,
connectors, forgings, and integrated circuits. The reasons for the
long lead times in these areas are lack of supplier capacity, short-
ages of production equipment, much of which is old and insuffi-
cient, shortages of materials such as molybdenum and titanium,
and shortages of skilled labor.

Dr. Gansler's studies confirm other reports of significant short-
ages in many defense-related labor categories including aerospace
and computer engineers, machinists, and tool and dyemakers. The
labor shortages are expected to grow worse as the aging defense
workforce phases out because of the long-term training and educa-
tion required to produce replacements.

The lack of capacity among the smaller firms is especially trou-
blesome because these firms face serious obstacles in expanding ca-
pacity. Due to limited ability to raise equity capital, they rely heav-
ily on debt financing which has become nearly prohibitive because
of high interest rates. The recent downward trend of interest rates
is a mixed blessing for small firms as the recession and weakening
demand responsible for the decline in interest rates increase the
chances of bankruptcy. It is also difficult for the smaller firms to
compete with the larger ones for skilled workers.

Charles L. Schultze testified that the heavy emphasis on procure-
ment and the rapid pace of the defense buildup will not only create
bottlenecks in the defense industries, and shortages of skilled labor
and specialized components, but also strain the capacity for man-
agerial oversight. Official confirmation of the bottleneck problem
came from Assistant Defense Secretary Jack R. Borsting who testi-
fied:

There likely will be certain areas where current bottle-
necks in the defense industry will occur; where inflation
may continue at a higher rate than in the nondefense
sector; and where competition for skilled technicians will
be intense.

The bottleneck problem is a serious problem for two principal
reasons. First, bottlenecks are a major contributing cause of cost
overruns in defense procurement. The Joint Economic Committee
has held numerous hearings into the causes and consequences of
defense cost overruns. Hearings conducted in 1981 concerning the
M-1 tank and the MX missile, together with other evidence, dem-
onstrate that cost overruns are a continuing problem.

The Subcommittee received testimony that unit costs for major
defense weapon systems have increased recently across the board.
Table I-8 shows the cost increases since January 1980 for 37 major
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defense systems. As can be seen from the table, many of the cost
increases have been dramatic and startling.

TABLE 1-8.-PROJECTED FISCAL YEAR 1982 UNIT COSTS OF MAJOR WEAPON SYSTEMS, JANUARY
1980 ESTIMATE COMPARED TO MARCH 1981

[Dollars in millions]

January 1980 March 1981 Percent of
estinnate eestimate change

Army systems:
AH-64 ............................................. . $25.81 $29.70 +15
UH-60 ............................................. . 3.71 5.54 +49
Roland..................................................................................................................... 0.41 0.60 +48
Patriot..................................................................................................................... 1.47 2.26 +53
Hellfire ........ ..................................... 0.04 0.12 + 167
Pershing 11 ............................................. 4.25 4.92 +16
MLRS ....... ...................................... 0.06 0.07 + 19
Fighting vehicle....................................................................................................... 0.90 1.35 +49
M-1 tank ............................................. . 1.39 2.44 +76
Divad...................................................................................................................... 4.18 5.86 +40

Navy systems:
F-14 ............................................. 3 3.50 34.48 +3
F-18 ............................................. 22 .38 32.01 +43
SH60B ............................................. 27.10 38.37 +42
P3C ............................................. 33.49 35.59 +6
E2C ............................................. 36.95 41.02 +11
SH2F ............................................. 11.36 12.91 +14
EC130Q ............................................. 30.25 37.45 +24
Trident I ............................................. 10.34 10.88 +5
Sparrow.................................................................................................................. 0.13 0.16 +22
Phoenix................................................................................................................... 1.50 2.0 3 +36
Harpoon.................................................................................................................. 0.78 0.83 +7
Harm ............................................. 0.51 0.80 +58
SN-688 ............................................. 517.50 581.80 + 12
CG-47 ............................................. 896.40 1,018.20 +14
FFG-7 ............................................. 278.73 323.97 + 16
MCM ............................................. 87.30 99.70 + 14
Tagos...................................................................................................................... 37.65 39.13 +4

Air Force systems:
A-10 ............................................. 8 .66 1 0.40 + 20
F-15 ............................................. 28.02 29.33 + 5
F-16 ............................................. 11.53 12.96 +12
KC10 ............................................. 49.33 54.63 +11
E3A......................................................................................................................... 114.35 118.00 +3
ALCM ............................................. 1.06 1.34 + 26
GLCM ............................................. 4.20 5.80 +38
Sparrow ............................................. 0.12 0.15 + 19
Harm ............................................. 0.45 0.66 +44
Maverick................................................................................................................. 0.39 0.47 +21

The bottleneck problem can undermine the primary purpose of
the defense buildup by escalating the costs of weapons. Although
the Administration is determined to maintain the present planned
real increase in defense spending, if current trends in unit cost in-
creases continue, it is likely that decisions will have to be made to
either reduce procurement quantities or reduce funds for oper-
ations and maintenance or other activities that have a direct bear-
ing on military readiness. As James R. Capra testified, "Unless
something is done about weapon system cost growth, the United
States in the 1980's may be paying more for defense but buying
less."
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The second reason the bottleneck problem is important concerns
the spillover effects from the defense industry to nondefense indus-
tries and to the general economy. Spillover effects can occur with
respect to shortages of materials, components, production equip-
ment, and skilled manpower. These effects can influence price
levels and the availability of supplies in the civilian sector as well
as the competitiveness of civilian industries in world markets.

As the buildup proceeds, it is likely that equipment, materials,
components, and skilled workers in short supply will have to be
transferred from civilian to defense industries. As Professor
Thurow testified, this will cause civilian production to fall and lead
to civilian price increases because of the smaller available supplies
among civilian users. In addition, high permiums will have to be
paid by defense firms to attract the physical resources and workers
out of civilian firms. This will raise wages, materials costs, and the
prices of intermediate products used in both defense and civilian
firms.

This process will create obstacles for American high technology
firms not faced by their foreign competitors whose governments
are not engaged in major defense buildups. American firms produc-
ing civilian goods will be weakened by this shift of resources to de-
fense production. Foreign firms will not be hampered in the same
way and therefore will enjoy a relative advantage.

Inadequate Information Base

Some of the problems concerning the adequacy of information
about the defense sector have already been noted. The information
available to analysts and policymakers is inadequate for a full un-
derstanding of current conditions in the defense industries or in
sectors of the economy that span defense and civilian industries
such as labor markets. The information gaps make it impossible for
the government to monitor and accurately forecast the effects of
the defense buildup on the defense industry or on the general econ-
omy.

For example, the statistical series concerning capacity utilization
in the manufacturing industries are at too high a level of aggrega-
tion to permit an analysis of capacity utilization in critical areas of
the defense industries such as small and medium sized suppliers.
Credible' data about capacity among firms producing specialty
items and other detailed sectors do not exist.

Little is known about the demand for and the supply of many
categories of skilled labor. Under the present state of knowledge, it
is impossible to forecast whether the future supply of scientists, en-
gineers, and skilled craft workers needed because of increased de-
fense requirements will increase fast enough to prevent shortages
before they cause price increases or delivery delays.

Little is known about the likely response of defense firms to in-
creased defense demand. One of the Administration's underlying
assumptions is that defense firms will increase investment as
demand increases and that new firms will enter the growing de-
fense market. However, defense specialists note that the practice
has been for defense contractors to add to their backlogs during the
boom portion of the defense business cycle in order to protect them-



48

selves against the downward swing. Good data about defense busi-
ness investment behavior and whether it differs for defense prime
contractors and lower tier contractors do not exist.

There is insufficient information to fully understand the re-
sponse of the economy with respect to the supply of labor, parts,
equipment, and material, and the sectors in which the responses
occur, to rapid changes in the demand for defense goods. There is
insufficient data to understand the relationship of price changes to
lead times and capacity utilization for defense goods.

The inadequacy of the data base helps explain the wide range of
differing opinions about the ability of the defense industry to
quickly and smoothly expand to meet increased demand, and
whether the defense buildup will aggravate the bottleneck problem
and exert inflationary pressures on the general economy. At the
present time, neither the Defense Department or any other agency
of the government is able to adequately monitor or forecast the
economic effects of the buildup.

In conclusion, we support the general objectives of the defense
buildup, which are to strengthen the defense program and enhance
our national security. However, these objectives may be unattaina-
ble if the buildup causes major industrial bottlenecks or exerts sig-
nificant inflationary pressures on the general economy. There is
substantial evidence to conclude that, as presently planned, the
buildup is likely to contribute to bottlenecks and inflation.

To avoid these problems, it would be necessary as a first step to
restrain the growth of the defense budget. No magical significance
should be attached to any particular rate of defense spending in-
crease. The important thing is to carefully plan for strengthening
defense without causing cost overruns or weakening the economy.
The fact that the Defense Department was unable to develop a new
five-year plan during 1981 based on the revised defense program
proposed by the Reagan Administration suggests that the planning
process for the buildup is still incomplete. We believe greater at-
tention needs to be paid to the effects of the buildup on both the
defense and civilian industries and on the general economy.

E. SOCIAL SPENDING CUTS AND THE "SOCIAL SAFETY NET"

The Administration promised in 1981 to propose spending reduc-
tions which preserved the essential protections extended by law to
the poor, the elderly, and the disabled. The Administration stated
that a "social safety net" would be maintained to protect the
"truly needy" from the hardships that severe cost-cutting in gov-
ernment might otherwise impose.

According to the 1980 Census, there are now 29.3 million poor
persons in the United States, or about 13 percent of the civilian
population. There are 6.2 million poor families; 4.8 million of them
have children. There are 3.9 million elderly poor. According to the
Social Security Administration, there were in 1981 2.8 million dis-
abled persons, not including the elderly or children.

Contrary to the promises made by the Administration, these pop-
ulations were not protected from sharp reductions in social pro-
grams proposed by the Administration and enacted by Congress in
1981. The social safety net turned out to be a smokescreen, not a
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net, which served only to obscure the effects of the
Administration's budget priorities.

The President, in his message to Congress on February 18, 1981,
proposed across-the-board spending cuts, which would have pro-
duced savings of $14 billion in Fiscal year 1981 and more than $45
billion in Fiscal Year 1982. In August, the President signed into
law the Omnibus Reconciliation Act of 1981 in which Congress pro-
vided for $35.2 billion in savings for Fiscal Year 1982, and for
major changes in some entitlement programs. Then, in September,
the President requested $13 billion in additional spending cuts, of
which a substantial proportion were approved by Congress. Thus,
the President received a very large fraction of the spending reduc-
tions he originally requested.

In the program for Economic Recovery which was presented to
Congress on February 18, 1981, the Administration made its com-
mitment to preserve the "social safety net" in these terms:

The Administration's insistence on this fundamental
principle has meant that programs benefiting millions of
truly needy beneficiaries have not been affected by the
spending control efforts. These programs include social in-
surance benefits for the elderly, basic unemployment bene-
fits, cash benefits for the chronically poor, and society's ob-
ligation to veterans.

The Administration characterized the "truly needy" as those
who benefit from seven basic programs. The original seven pro-
grams included social security and Supplemental Security Income
(SSI), Medicare, Veterans' Disability Compensation and Pensions,
free school lunches, Headstart, and summer youth jobs.

The Administration thus defined the "social safety net" very
narrowly, as a particular set of programs, and by implication it de-
fined the "truly needy" as the recipients of those programs. The
impression was then given to the public that broad categories of
people-the elderly poor, the physically disabled, mothers with de-
pendent children-would be protected from hardship. This impres-
sion proved to-be very misleading.

Poor Families With Children

One of the major "truly needy" groups in our Nation is poor
families with children; a family of four is considered poor whose
income is $8,414. According to the Bureau of the Census, 77 percent
of all poor persons in the United States represent families with one
child or more. It estimates that about 50 percent of the families
living in poverty are female-headed households. Of these, one-third
are poor, as compared to 6.2 percent of married-couple families,
and to 11.0 percent of families headed by males with no female
present.

There are several major programs that assist poor families with
children: Aid to Families with Dependent Children (AFDC); Food
Stamps; Medicaid; the school lunch program; summer youth jobs
program; Women, Infants, and Children feeding program; Head-
start; public and subidized housing; and Title XX of the Social Se-
curity Act. Most of the major programs provide noncash benefits to
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poor families with children except the AFDC program. The
summer youth jobs program provides cash benefits for work per-
formed by youth from poor families.

Although the Aid to Families with Dependent Children was not a
"social safety net" program, it provides cash benefits to poor fami-
lies with children. The Administration proposed to cut the AFDC
program by approximately $1 billion. The reduction would have re-
duced benefits for 2 million or one-sixth of the program's benefici-
aries. Some of the original proposals submitted by the Administra-
tion were modified by the Reconciliation Act, although most of the
spending reductions were contained in the bill President Reagan
signed into law. The changes are designed to eliminate or reduce
benefits for persons with earnings. In so doing, the Administration
will reduce work incentives which have been provided through
gradual reductions in benefits when recipients get regular jobs, and
allow States the option to require employable AFDC beneficiaries
to work off their benefits.

Prior to enactment of the Reconciliation Act, families with a
stepparent in the home or students older than 18 received AFDC
benefits. However, the Act capped the child care expense at $160
per month per child; limited work expense deductions of $160 a
month; withdrew the deductibility of the first $30 of earnings plus
one-third of additional earnings upon completion of four months of
work; included a portion of the stepparent's income for eligibility
purposes; and limited the AFDC program to children under 18 only
if they attend school. The Department of Health and Human Serv-
ices estimates that in 1982 approximately 400,000 families will lose
benefits, while 259,000 families' benefits will be reduced.

Eligibility for AFDC is limited to families with gross incomes less
than 150 percent of State-established need.

Poor families with children are dependent on noncash benefits
under the Food Stamp program. The 1980 Bureau of the Census
data indicate that about 5.9 million (7 percent) of the 79.1 million
households received Food Stamps during 1979; these households re-
ceiving Food Stamps included 17.3 million persons:

3.6 million (60 percent) Food Stamp households had total
money incomes below the poverty level in 1979; 4.3 million (73
percent) had total money incomes below 125 percent of the pov-
erty level.

3.7 million (63 percent) Food Stamp households were white,
2.1 million (35 percent) were Black, and 0.6 million (10 percent)
were of Spanish origin.

2.5 million (42 percent) Food Stamp households consisted of
families with a female-headed household, no husband present;
1.7 million (69 percent) of these households were poor.

1.0 million (17 percent) Food Stamp households were 65
years old or over.

3.9 million (66 percent) Food Stamp households had children
under 19 years old.

4.6 million (77 percent) Food Stamp households had total
money incomes less than $10,000 in 1979.

The Administration's Food Stamp proposals that were enacted by
Congress will reduce monthly Food Stamp benefits to households
with children in schools offering free lunches. The proposal is
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based on the assumption that the school lunches could be included
in the average daily nutritional requirements, which were other-
wise met by Food Stamp benefits. As proposed, the change in bene-
fits would have saved nearly $0.5 billion in Fiscal Year 1982. This
figure represents a benefit reduction per month per child of be-
tween $11 and $12. Since more than one-third of the families with
children receiving Food Stamps have children in schools offering
free lunches, approximately six million children from three million
households will be affected by the new benefit scheme.

The other major change in the Food Stamp program which the
Administration proposed and Congress enacted was to establish a
higher floor for income eligibility. The new test would eliminate
eligibility for Food Stamps for families with gross monthly incomes
at or below 130 percent of the annually indexed "poverty levels,"
except for households in which a member receives social security,
disability, or SSI. The change in the means test was estimated by
the Administration to produce savings of $275 million in Fiscal
Year 1982. Between 300,000 and 400,000 households or approxi-
mately one million persons of the 22 million recipients will not con-
tinue to receive benefits. CBO estimates that 1982 savings will be
$130 million. Under current law, persons with gross incomes in
excess of $11,000 annually will not be eligible for Food Stamps.
This proposal will affect less than 5 percent of the 23 million
beneficiaries of the Food Stamp program. The total savings for the
Food Stamp program in Fiscal Year 1982 are estimated to be $1.5
billion.

According to Bureau of the Census data, more than 8 million
households and 18 million persons receive benefits under the Med-
icaid program. The Medicaid program provides basic medical assist-
ance to 3.8 million households and 9.9 million persons living below
the poverty level. Medicaid served 40 percent of all poor households
and 55 percent of all poor children under 19 years of age.

The Medicaid program was not included among the original
"social safety net" programs, but it is a major health program that
serves poor families with dependent children. The Administration's
proposal for the Medicaid program, a major entitlement program,
was to limit or cap the Federal fiscal liability in Fiscal Year 1982,
for savings of $1 billion. This would have represented a limit of a 5
percent increase in the Federal contribution during 1982. The
President's fiscal year budget recommendation for Medicaid called
for $17.2 billion in outlays for Medicaid or 23.4 percent of the $73.4
billion that was included in the major health category of the
budget.

The Administration's plan was not adopted by Congress. Pursu-
ant to the Reconciliation Act, there is a provision for a reduction in
Federal matching payments to all States by 3 percent in 1982, 4
percent in 1983, and by 4.5 percent in 1984 rather than the 5 per-
cent originally sought by the Administration. The other provisions
allow the States to lower the reductions: if a State adopts a quali-
fied hospital cost review program; if unemployment in the State is
greater than 150 percent of the national average; and if a State
holds down cost and controls fraud and abuse. The changes will
also affect the elderly poor and disabled.
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Similar to the reduced funding levels and changes in the eligibil-
ity criteria to the AFDC, Food Stamp, and Medicaid programs, the
Congress adopted provisions contained in the Reconciliation Act
that will affect other programs that contribute to the welfare of
the children of families living below the poverty level. Three of the
original "social safety net programs-the Headstart, summer
youth jobs, and school lunch programs-benefit poor children
across the country. All of these programs are thought to improve
future opportunities substantially for the beneficiaries.

The Headstart program, which is one of the original "social
safety net" programs, will provide benefits for 375,000 children in
Fiscal Year 1982, which is close to the number of children (378,506)
served by the program in Fiscal Year 1981. This represents an in-
crease of $130 million above the 1981 funding level, but even so,
this level of funding will not allow for the expansion of services to
the approximately 80 percent of the eligible children who are not
presently able to receive any Headstart benefits. Thus, this part of
the "social safety net" protects a relatively small portion of the
Nation's eligible children.

The school lunch program, which is one of the smallest of the
original "social safety net" programs, is the largest child nutrition
program. Almost 100 percent of the $1.4 billion that was cut from
the child nutrition programs represents reductions to the school
lunch program.

According to the Bureau of the Census, during 1979, the school
lunch program served approximately 4.9 million households. The
4.9 million households with children were comprised of the follow-
ing:

2.1 million (43 percent) households had total money incomes
below the poverty level in 1979; 2.7 million (56 percent) had
total money incomes below 125 percent of the poverty level.

3.1 million (62 percent) households had a white householder,
1.8 million (36 percent) had a Black householder, and 0.7 mil-
lion had a householder of Spanish origin.

2.3 million (47 percent) households consisted of families with
a female householder, no husband present.

3.4 million (71 percent) civilian householders worked in 1979;
2.5 million (72 percent) of these householders worked 40 weeks
or more.

2.2 million (44 percent) householders resided in the South.
The Reconciliation Act reduced funding for the school lunch pro-

gram through lower Federal subsidies to States and changes in eli-
gibility criteria for participation in both the free and reduced price
lunches. Those changes are not expected to affect poor children
but, rather, will narrow the universe of eligible recipients. Howev-
er, the reduced level of Federal support for the school lunch pro-
gram could have influence on the decision of States to operate
school lunch programs in the future.

The Department of Agriculture indicates that at least 1,500 of
94,000 participating schools will no longer participate in the school
lunch program. Of this number, approximately 500 are public
schools, 200 are residential care institutions which provide 24-hour
care to orphanages, and 800 are private schools. 2.8 million chil-
dren will not receive lunches. Of this amount, approximately
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650,000 children would have received free meals, 250,000 children
would have received a reduced price meal, and about 1.90 million
would have received a paid meal prior to the changes in eligibility.

The children of poor families will not lose benefits in general be-
cause of the reduced level of Federal support and changes in
income eligibility. The long-term implication of these factors, how-
ever, will be an increase in the demand for nonfederal funds in the
form of higher meal costs and/or a decrease in the demand for the
service among children and schools. According to the results of the
Congressional Research Service's report, "Description and Effect of
Reconciliation Legislation on the School Lunch Program," the
extent of the effect of the changes in eligibility and reduced Feder-
al subsidies will vary significantly among school districts depend-
ing upon their operating costs, their proportion of children receiv-
ing paid, free, or reduced price lunches, and their ability to make
up for lost revenue either through the production of less expensive
lunches, or greater local funding sources or some combination of
both (see Table I-9). The income eligibility changes will result in
savings of approximately $360 million for Fiscal Year 1982. Other
savings will occur as a result of cutoff levels. The USDA estimates
that a total of approximately 1.6 million fewer children will be par-
ticipating in the free and reduced price lunch program because of
changes in the Omnibus Reconciliation Act of 1981.

TABLE 1-9.-SCHOOL LUNCH PROGRAMS ESTIMATE FOR 1981-82 SCHOOL YEAR

1980-81 Old law New law Old/new law
actual difference

Federal reimbursement (cents):
Paid lunch............................................................................. 29.50 37.00 21.50 -15.50
Free lunch............................................................................. 113.00 128.50 120.25 -8.25
Reduced-price lunch.............................................................. 93.00 108.50 80.25 -28.25

Income eligibility criteria as percent of poverty level:
Reduced-price meals............................................................. ( ') (') (2) (2)

Free meals............................................................................ (3) (3 ) (4) (4)

As level of income for family of 4:
Reduced-price meals............................................................. 15,490 17,740 15,630 -2,110
Free meals............................................................................ 10,270 11,380 10,990 -390

195 percent plus standard deduction of $960 per year.
2105 percent with no standard deduction.
3125 percent plus standard deduction of $960 per year.
'130 percent with no standard deduction.
Source: Congressional Research Service Report, 'Description and Effect of Reconciliation Legislation on the Schoel Lunch Program," by Jean Y.

Jones, January 13, 1982.

Unemployment among teenagers, particularly from socially and
economically disadvantaged households, has reached epidemic por-
portions during the 1980's. This is a pattern which is expected to
continue over the long term. The unemployment problem of teen-
agers is, in part, a seasonal problem. The Congress enacted the
summer youth jobs program to address seasonal unemployment
among youth and assist youth in early skill development. However,
the Administration made funding recommendations for the pro-
gram which will make it ineffective to serve unemployed teenagers
during the summer .of 1982.

The Administration included the summer youth jobs program as
part of the "social safety net." The summer youth jobs program
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was funded at $839 million in 1981. The Administration proposed a
$766 million funding level for Fiscal Year 1982. The Continuing
Resolution provides a $640 million funding level for the summer
youth jobs program, which is lower than the President's recommen-
dation.

The program served approximately one million socially and eco-
nomically disadvantaged teenagers in 1981. The 1982 funding level
of $640 million will provide summer employment opportunities for
between 700,000 and 800,000 teenagers. This represents a 20 to 30
percent reduction in the number of youth who will receive jobs
during the summer of 1982 as compared to 1981. Since the unem-
ployment rate among minority youth will probably exceed 40 per-
cent during the summer of 1982, the level of funding will be inad-
equate to meet the need. Moreover, this could be the last year for
the program since the Administration has recommended that the
program be eliminated.

The Disabled and Elderly Poor

The Social Security Administration estimates that, for the year
ending 1981, there were 2,777,000 disabled persons in the United
States. This does not include disabled children or elderly disabled
persons. There were over 3,871,000 elderly poor persons as of 1980
in the United States or 15.2 percent of all persons living below the
poverty line. Two-thirds of the income security function of the Fed-
eral budget provides benefits to persons who are disabled or re-
tired. The Administration's budget recommendations to Congress
proposed reducing outlays by $5.3 billion in Fiscal Year 1982 for
these programs. The "social safety net" was supposed to have pro-
tected the disabled and elderly poor, but a disproportionate amount
of the reductions to retirement and disability programs occurred in
the Old Age, Survivors and Disability Insurance (OASDI) program.

There were four fundamental changes to the OASDI program.
These changes represent a $1.7 billion reduction in Fiscal Year
1982, less than 50 percent of the total reducions for retirement and
disability programs. These reductions include the following:

(1) Elimination of the social security minimum benefit ($0.2
billion); and

(2) Partial elimination of social security death benefits ($0.2
billion).

The Social Security Disability Insurance program is the basic
means of income replacement for workers who are unable to work
due to a disabling condition. Of the 4.6 million beneficiaries of the
DI program, more than half are disabled workers (2.8 million). The
average monthly payment to single disabled workers was $396 com-
pared to $809 for disabled workers with dependents in 1980.

The Reconciliation Act of 1981 included provisions to establish a
mega cap" and eliminate funding for vocational rehabilitation

services. DI benefits are offset because of workers' compensation
and other benefits such as black lung benefits. Prior to the 1981
Reconciliation Act, the offset provided for a reduction in the
monthly benefits for a disabled worker under age 62 (and his
family) when the combined workers' compensation and DI benefit
payments exceed 80 percent of the average current earnings prior
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to the disability. The amount of the reduction is the amount by
which the combined payment exceed the higher of 80 percent of
the average current earnings, or the family's total social security
benefits.

Under Reconciliation, the "mega gap"is intended to limit public
disability benefits so that they do not exceed a worker's pre-disabil-
ity after-tax earned income which is approximately 80 percent of
earnings adjusted for inflation. The workers aggregated Federal,
State, and local benefit payments cannot exceed the higher of 80
percent of the worker's disability earnings or the disabled worker
family's total social security benefits. The offest or "mega cap" pro-
vision also applies to beneficiaries aged 62 through 64, rather than
the previous cutoff of 62.

Another major provision of the Reconciliation Act eliminates the
use of trust fund money to fund rehabilitation services. State agen-
cies will be reimbursed only where rehabilitation services produce
gainful employment for the worker for a continuous nine-month
period. The trust funds had provided higher benefits per person
and ensured that severly disabled persons would receive assistance.
However, the block grant approach to funding will lessen the
chance of a DI beneficiary receiving vocational rehabilitation since
States can design their rehabilitation programs to ensure that they
result in work for the disabled.

The one group in America that is most characteristic of the
"truly needy" is the elderly poor. As mentioned earlier, the elderly
poor are classifed by the Bureau of the Census as persons 65 or
older whose incomes are less than $4,190. The elderly poor number
less than 5 percent of all poor persons in the United States, of
which most receive some form of food, health, income security, and
disability benefits.

The "social safety net" as defined by the Administration includ-
ed four basic programs that serve the elderly poor: Medicare, social
security, Veterans' Pensions, and Supplementary Security Income.
All of these programs except the veteran's program were affected
by the passage of the Omnibus Reconciliation Act.

Medicare is a major "social safety net" program for which the
Administration proposed reductions in funding. The Medicare pro-
gram serves both the aged and the disabled. The program is de-
signed to provide basic protection against the costs of hospital and
related post-hospital services. Fifteen million or 81 percent of the
households with persons 65 years old and over are covered by Medi-
care. Approximately 3 million or 20 percent of these persons' in-
comes are below the poverty level. Medicare benefits under the
Reagan budget proposal totaled $47.1 billion or more than 50 per-
cent of the outlays proposed in the health portion of the Federal
budget.

The Congress adopted several reforms to the Medicare program
that are expected to reduce program costs by $4.4 billion over the
next five years. Beneficiaries will experience $3.9 billion of these
cuts. The reforms to the Medicare program adopted by Congress in-
clude several major changes. One provision eliminates occupational
therapy as a basis for entitlement to home health services. The
second provision relates to changes in Medicare coinsurance. This
change allows for a $28 increase in the hospital deductible per ad-
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mission in 1982, and a $5 increase in the annual deductible for phy-
sician services. The Congress also adopted changes in provider re-
imbursement by reducing to 5 percent the current 8.5 percent
bonus paid to hospitals for nursing services to Medicare patients
and reducing the limit on maximum reimbursement to hospitals,
from 112 percent to 108 percent of the average cost for similar hos-
pitals.

The provisions are estimated to result in $1.5 billion in savings
in Fiscal Year 1982, $1.2 billion in Fiscal Year 1983, and $1.3 bil-
lion in Fiscal Year 1984. The savings will affect elderly presons
served by the program, more than 14 percent of whom have in-
comes below the poverty level.

Although the Medicaid program was not part of the original
"social safety net," the program was established in part to provide
Federal aid to States for medical assistance to low-income elderly
and disabled persons. The States design their own Medicaid pro-
grams. The level of benefits and eligibility criteria differ from State
to State because of the flexibility in the program. The Federal Gov-
ernment matches the State's share for the Medicaid program by in-
versely relating its share to a State's per capital income. The
matching rate is between 50 and 83 percent of the cost of the pro-
gram.

Of the 15.8 million persons who receive benefits under the Medic-
aid program, 5.4 million are elderly persons. Most of the cost esca-
lation in the program is a result of the steady increase in elderly
beneficiaries who need long-term care. Although the elderly consti-
tutes 15 percent of the Medicaid beneficiaries, 30 percent of the
cost of the program is attributed to the elderly poor.

The social security benefits for the elderly will exceed $159 bil-
lion in Fiscal Year 1982. The cuts in social security benefits will
total $17.9 billion over the next five years. There are several basic
structural changes enacted by Congress to the social security
system which were proposed by the Reagan Administration. How-
ever, the elimination of the $122 minimum benefit for future retir-
ees and the lump-sum death benefit for those beneficiaries who die
and fail to leave an eligible surviving spouse or entitled child will
affect the elderly. More than 100,000 persons will not be eligible for
minimum benefits in 1982.

Under law, a beneficiary whose average lifetime earnings in cov-
ered employment was low received a minimum higher benefit than
the benefit they would otherwise receive. The minimum benefit
provision was designed to assist the poor and persons with other
sources of retirement income. The Administration's proposal to
eliminate the minimum benefit for those persons 65 or older who
could meet income eligibility criteria assumes that the benefits
would be replaced by social security income payments. The Con-
gress approved a provision in the Reconciliation Act that will allow
for the replacement of the minimum benefit with SSI payments for
persons who turned 62 after December 31, 1981. Retirees who lose
the minimum benefit will receive social security benefits based on
actual earned wages. The new benefits will not exceed $122 a
month.

The elimination of the lump-sum death benefit where there is no
widow or a dependent child as proposed by the Administration was
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estimated to save $200 million. The law provides a $225 lump-sum
payment for social security beneficiaries. However, the Reconcili-
ation legislation restricts payment of the benefits.

The Food Stamp program serves 2.5 million elderly poor persons,
or little more than 10 percent of the program's beneficiaries. Three
of the Reagan proposals to reduce Food Stamp expenditures would
have substantially affected the elderly:

(1) To establish the 130 percent gross income eligibility limit;
(2) To freeze the $85 per month standard deduction perma-

nently; and
(3) Repeal of the provision scheduled to take effect in fiscal

year 1982, that would have increased benefits to elderly recipi-
ents with medical expenses by allowing these recipients to
have an additional $10 per month in medical expenses disre-
garded when benefits are calculated.

-The Omnibus Reconciliation Act contains $600 million in savings
that will affect the elderly. Although the Congress exempted house-
holds with persons aged 60 or over or disabled members from the
lower eligibility limits and froze the $85 per month "standard de-
duction," the Act provides for delayed adjustment of benefit levels,
rather than the annual adjustment which will have a significant
impact on the elderly poor. The Reconciliation Act also includes
the Reagan proposal to repeal increased benefits to elderly recipi-
ents with medical expenses.

The Administration also proposed consolidation of 12 social serv-
ices program into a block grant for States. Pursuant to the Recon-
ciliation Act, Congress did create a block grant for social services
provided to the elderly poor. Approximately 20 to 25 percent of the
Title XX funding provides benefits for the elderly poor. The fund-
ing level is $2.4 billion for fiscal year 1982. The States are given
greater flexibility in designing their own programs for the elderly
poor.

Other major programs that serve the elderly poor, including nu-
trition, employment, housing, education, transportation, weatheri-
zation, legal services, senior volunteer programs, the community
services block grant, and the social services programs were affected
by provisions in the Omnibus Reconciliation Act of 1981.

Both Veterans' Disability Compensation and Veterans' Pensions
programs were not affected by the Reconciliation Act. The two pro-
grams which were considered by the Administration to be part of
the "social safety net" are funded at $13.5 billion in fiscal year
1982. The compensation payments will provide assistance to 2.6
million veterans and their survivors as a result of disabilities relat-
ed to military service.

The Veterans' Pensions program serves approximately 2 million
veterans who are poor and are either disabled or at least 65 years
old. Veterans are the only group originally defined as needing a
cushion against poverty who was not affected directly by the ac-
tions of the Administration and the Congress, since the Reconcili-
ation Act of 1981 did not alter program benefits.

Although the seven programs included in the "social safety net"
were not substantially reduced by the Congress, the reductions in
funding for other entitlement and numerous human services pro-
grams will place the poor in a relatively worse position.
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Clearly, the "truly needy," the poor families with children, the
disabled, and the elderly people, will be worse off. Of the seven
"social safety net" programs designated by the Reagan Administra-
tion (Old Age, Survivors, and Disability Insurance, Medicare health
insurance, Veteran's Pension and Disability Compensation benefits,
Supplemental Security Income, Headstart preschool education,
summer jobs for economically disadvantaged youths, and free
school lunches), only *the latter four are limited to the "truly
needy." Their funding levels are only a small fraction-one-seven-
teenth of the total for the first three programs. The first three pro-
grams, which make up more than 90 percent of the spending for
the seven do form a "safety net." However, it is a "safety net" for
the elderly, not for the poor. An estimated 86 percent of these pro-
gram recipients have incomes above the poverty level. The "social
safety net" programs designated by the Administration, therefore,
do little to serve the poverty population. Only 14 percent of the
Medicare benefits go to persons with incomes below the poverty
line.

In contrast to the "safety net" programs, 17 major programs for
the "truly needy" are targeted for $25 billion in cuts. The Congres-
sional Budget Office (CBO) has estimated that up to 25 million
people, most of them the needy, would lose some benefits because
of proposed cuts in just four of these programs: welfare, Food
Stamps, public service jobs, and school lunches. Likewise, there are
a multitude of programs benefiting the middle class and in some
instances, the poor as well, which will be cut in addition to those
mentioned above. Cuts in funding for urban mass transit systems,
scholarship and student loan programs, art and humanities pro-
grams, unemployment insurance, and many health, education, and
social service programs that have been combined into block grants
will be felt by millions of middle-income Americans.

F. THE EFFECT OF THE REAGAN PROGRAM ON STATE AND LOCAL
GOVERNMENT FINANCES

City Government Finances

For several years, the Joint Economic Committee has been con-
ducting surveys of the fiscal condition of cities. With each survey,
the results are more grim. Our 1980 survey found that, despite a
period of national economic recovery, cities, generally, had not
flourished. An increasing proportion experienced operating deficits
in 1979, and that trend was projected to continue. The number and
proportion of cities which reported operating deficits for 1980 in
our 1981 survey, however, surpassed even the most pessimistic pro-
jections. At that time, more than 50 percent of the cities reported
operating deficits. Although these were not confined to a particular
size category, for 1980 over 70 percent of the largest cities were in
deficit and all but four of the 29 respondents anticipated running
deficits in 1981. The 1981 report predicted that, in order to merely
maintain existing service levels, many cities would find it neces-
sary to further increase local taxes, user charges, and fees.

According to the results of our most recent survey, taken in the
Fall of 1981, these predictions have been borne out. This was an
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emergency interim survey of 48 large cities conducted to determine
the effect of the Federal tax and spending package on cities and
their residents. An emergency survey was deemed necessary be-
cause the extent and magnitude of the Federal actions on local gov-
ernment appeared to be severe.

The main finding of the survey was that a majority of the re-
spondents are reducing their real service expenditure levels for vir-
tually every service examined; these include police, fire, sanitation,
health, and recreation. In addition, increases in tax rates, user
charges and fees, and postponement of capital projects are wide-
spread.

In our 1980 survey, we noted that three factors were responsible
for the solvency of a number of cities: national economic recovery,
increased direct Federal assistance, and deferred capital expendi-
tures.

These factors have changed and their implications for city sol-
vency are examined below:

National Economy

For the past several years, cities have been buffeted by inflation;
now, recession is compounding their fiscal problems. Because cities
rely on property taxes, which in the short run are not inflation-sen-
sitive, as their primary source of revenue, increases in expendi-
tures have tended to outpace revenue increases. Thus, inflation has
tended to generate deficits for many cities. In response, many cities
have increased their reliance on cyclically sensitive income and
sales taxes, and user charges. While these sources may generate
additional revenue during recovery and inflation, they render cities
more vulnerable to economic downturns. The effect of the current
recession will, therefore, be magnified by reduced revenues from
these sources, in addition to sharp reductions in Federal assistance.

Federal Assistance

In 1982, for the first time, direct Federal assistance to State and
local governments has been reduced in nominal terms-from $94.8
billion in 1981 to an estimated $91.2 billion in 1982. This amounts
to a reduction of 12.3 percent in real terms, after inflation. And
this nominal reduction followed three years in which Federal inter-
governmental assistance showed no growth in real terms; increas-
ing by 7.6, 6.6, and 3.6 percent in 1979, 1980, and 1981, respectively;
or less than the three-year rate of inflation.

These sharp reductions in Federal aid have a particularly chill-
ing effect on the cities most dependent on this source of revenue.
These tend to be the most fiscally strapped cities-those with high
unemployment rates and with declining populations. Over all, in
1980, Federal grants-in-aid represented 30.4 percent of State-local
receipts from own sources, a reduction from the 1976 peak of 34.4
percent. In some cities, however, the dependence is still consider-
able. For 1980, Federal aid to Baltimore was 47 percent of own-
source revenues; in Detroit, it was 44 percent; and in Buffalo, 60
percent. For these and many other cities, sharp reductions in Fed-
eral aid are almost certain to be accompanied by real reductions in
service levels, and increased tax rates and user charges and fees. In
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the past, such actions have led to the outmigration of firms and
population. This trend can be expected to continue and intensify.

Capital Deferrals
Capital projects have typically been a prime and early target of

State and local budget cuts. Postponement of projects such as
bridge repainting, sewer and road improvements, and park and
building maintenance tend to be invisible in the short run. Over
the long haul, however, they impede the ability of the city to at-
tract business and residents in an effort to increase its tax base,
and discourage existing firms and residents from remaining.

Of the three factors, national economic recovery, Federal aid,
and capital deferrals, the last is the only one still contributing to
fiscal solvency. However, while capital projects have, in the past,
provided an open door for reductions to State and local officials
caught in a fiscal squeeze, in many cities this door is closing. Capi-
tal deferrals can only continue so long before actual replacement of
the facility becomes imperative. Local officials aware of the limited
lifespan of their facilities are often reluctant to allow projects to
reach this stage. Thus, deferrals cannot continue endlessly. Fur-
ther, local officials are increasingly aware of the importance of an
adequate physical plant to the future economic well-being of the
city. Thus, while deferrals of capital projects continue, the magni-
tude of deferrals may decline in the future.

Because in the current economic environment the downturn in
the national economy and reduced Federal assistance are placing
additional strain on local budgets, cities are finding it necessary to
take additional discretionary actions to bring expenditures in line
with revenues. The Committee's most recent emergency fiscal
survey revealed widespread use of such actions by cities to main-
tain their solvency. Specifically, these actions are:

(1) Reductions in service expenditures.-A majority of the
cities surveyed have budgeted for real expenditure reductions
in virtually every service examined; these include police, fire,
sanitation, health, and recreation. For each service, over 50
percent of the respondents had actually reduced expenditures
or increased them by 9 percent or less-below the rate of infla-
tion. This trend is particularly pronounced for those cities with
unemployment rates above 6 percent. A majority of these cities
have budgeted for real funding declines for every service;
except fire expenditures in cities with unemployment rates be-
tween 6 to 10 percent which were increased.

Health expenditures suffered real expenditure declines by
the largest number of cities (67 percent). Thirty percent of the
respondents have budgeted for expenditure reductions in
actual nominal dollars, and over 80 percent of the high unem-
ployment cities (10 percent or more) have budgeted for real re-
ductions in health expenditures.

In comparing growing and declining cities, the survey re-
vealed that a majority of cities in both of these categories have
budgeted for real reductions in every service except one-58
percent of the growing cities plan to increase sanitation ex-
penditures in real terms.
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(2) Tax Rate Change.-Over 40 percent of the respondents in-
creased tax rates. Half of these cities had unemployment rates
of 10 percent or more for the first 10 months of 1981. Similar-
ly, four declining cities raised tax rates for each growing city
which did so. The majority of rate increases were for property
and sales taxes. Thus, the taxes which are being raised are
likely to disproportionately burden the poor.

(3) User Charge and Fee Incrases.-Over 60 percent of the
cities surveyed increased user charges and fees between 1981
and 1982. These are the charges paid for the use of a particular
service or facility such as municipal parks, swimming pools, li-
braries, etc. In addition, fee increases for drivers licenses,
building permits, and fines, as well as fees for the use of water
and sewer lines (if included in the city's general fund account)
are included in this category. Although more high unemploy-
ment cities increased the largest number of fees (45 percent of
all fees).

(4) Capital Deferrals.-Data on capital deferrals were pro-
vided by 18 cities, although others indicated that deferrals had
occurred but the data were not readily available. Typical of the
deferrals were projects for water and sewer treatment plants
and improvements, bridge and viaduct repair, street and road
work, and building and park maintenance. The largest per city
deferrals occurred in the low unemployment respondents
which had deferred capital expenditures had postponed more
than $150 million in projects, three of the eight growing city
respondents did likewise. The majority of the cities with unem-
ployment rates above 6 percent deferred capital expenditures
by $25 million or less as did a majority of the declining cities.

These discretionary actions were necessitated in part by sharp
and widespread declines in both Federal and State assistance.
Ninety-three percent of all respondents expect declines in Federal
aid in fiscal year 1982. High unemployment and declining cities are
expecting to lose the largest proportions of Federal aid. Twenty-
four percent of the high unemployment cities and 27 percent of de-
clining cities expect to lose over 36 percent of their 1981 Federal
aid.

Likewise, 88 percent of the 41 cities expect real declines in State
aid. Of these, 71 percent anticipate actual reductions or no growth
in absolute dollars over the 1981 level.

It does not appear that crises can long be avoided in many high
unemployment and declining cities. City service levels and physical
plant are continuing to deteriorate and at the same time business
and residential costs are increasing. Those that can will continue to
heed the President's advice and 'vote with their feet." 5 This will
not only create a deepening state of distress, but will render these
cities home for the most dependent segments of society-the under-
educated, the unemployed, the aged, and the minorities. These indi-
viduals have neither the means to leave nor the skills to improve
their plight if they did. It, therefore, becomes difficult to imagine
that the private sector in these cities will be capable of training or
employing a significant proportion of the unemployed or in signifi-

b New York Times, Nov. 22,1981, p. 1.

90-546 0-82-5
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cantly enhancing the local tax base. A city which is in the process
of raising taxes and cutting services and which is resting on a de-
caying infrastructure provides no inducement to business expan-
sion or immigration.

The report also revealed problems ahead for many of the grow-
ing cities-particularly those that have been growing rapidly and
have been unable to improve and expand their capital facilities in
accordance with their increased population needs. Continued defer-
rals of projects intended to improve these deficiencies, coupled with
widespread increases in user charges and fees, may result in a de-
terioration in the advantages presently enjoyed by these cities in
attracting population and businesses.

The outlook for cities based on these data is bleak, and it is an-
ticipated that city budgets will be further crippled by additional
cuts in aid to the State and local sector which the President has
proposed in the Fiscal Year 1983 Budget.

State Government Finances

Not only cities, but States, too, are showing signs of fiscal stress.
A recent survey conducted by the National Governor's Association
(NGA) indicates that for fiscal year 1981 State governments expect-
ed to increase their expenditures by 14 percent and their revenues
by 8 percent-a difference of approximately $7 billion. To accom-
plish this, States will have to draw down their carryover balances.
As a result, the report estimates that fiscal year 1981 balances will
be 3.3 percent of expenditures and, in fiscal year 1982, 1.5 percent.
It is generally considered sound fiscal management to maintain
balances at 5 to 6 percent of current expenditures. For most non-
energy producing States, fiscal conditions were worse in fiscal year
1981 than 1980 and are expected to grow still worse in fiscal year
1982.

According to a January 1982 survey by the National Conference
of State Legislatures (NCSL), 29 States expect their 1982 year-end
balances to equal 1 percent or less of their annual spending.
Twelve States anticipate running deficits and another 10 anticipate
balances between 1 to 5 percent of their spending. Of the States
which anticipate running surpluses, seven expect their balances to
exceed 10 percent; these are Kansas, Nevada, New Mexico, North
Dakota, Oklahoma, Texas, and Wyoming.

The outlook for State governments, like that of their city govern-
ment progeny, is not rosy. Twenty-four States anticipate revenues
and 19 anticipate expenditures will increase by 8 percent or less in
1982. The NCSL report concludes that "many (1982) budgets can be
characterized as austere." 6 These estimates, made prior to the en-
actment of the 1982 Federal Budget, and before the severity of the
national recession became clear, are likely to be overly optimistic.
In all probability, Federal assistance was overestimated and the
effect of the Federal tax cut on State finances, underestimated. Ap-
proximately 30 States tie their corporate tax rates to Federal tax

6 Gold, Steven D. and Karen M. Benker. "State Fiscal Conditions as States Entered 1982." Na-
tional Conference of State legislatures, Denver, Colo. January 1982, p. 3.
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rates and, as the latter is reduced, State tax rates automatically de-
cline.

The NGA estimates that the Federal tax legislation will cost
States about $2 billion in lost corporate tax revenues in FY 1982.
In addition, elastic revenue sources such as sales and income taxes
are buoyed during inflationary periods. Not only do revenues from
these sources generally decline during recessions, but State budgets
are further strained by additional outlays for social services neces-
sitated by economic slow downs. Further, the Municipal Finance
Officers Association (MFOA) estimates that States and cities will
pay up to an extra $1.1 billion in finance costs this year due to
competition from the All-Savers tax-exempt certificates.

The strain on State budgets will undoubtedly be felt by the
Nation's cities and their residents as State as well as Federal inter-
governmental assistance is reduced. Moreover, very likely it will
dramatically affect the course of Federalism in the near term and
in years to come.



Part II. RECOMMENDATIONS AND ANALYSIS

A. END THE RECESSION

Recommendation No. 1: End the Recession
We reject the idea that unemployment is necessary to

fight inflation. The Administration's economic strategy is
causing vast and unnecessary hardship, with a virtual
guarantee that huge future deficits will overwhelm any
temporary abatement of inflation once economic recov-
ery is permitted to begin. We believe that durable price
stability and a balanced budget can be achieved only in
the context of economic growth; therefore, an early end
to the recession is imperative.

More men, more women, and more young people are unemployed
today in the United States, in absolute numbers, than at any time
since 1939. In the last five months of 1981, the number of unem-
ployed persons increased by 1.7 million. Most of these are prime
age adults, the principal breadwinners for their families and the
mainstays of America's industrial labor force. Worse, a smaller
proportion are covered by unemployment insurance than in any
post-war recession, due to budget cuts and the shortness of the re-
covery from the previous, 1980 recession.

This recession is unique in another aspect. For the first time
since 1932, the Administration in power in Washington has aban-
doned even the pretext of empathy for the unemployed. As far as
this Administration is concerned, the Employment Act of 1946 is a
dead letter, and so is the more recent and extensive Full Employ-
ment and Balanced Growth Act of 1978. Administration policy
caused this recession and now threatens to prolong it. And yet,
when confronted with the resulting unemployment, the White
House shrugs. "Unemployment is just the price we have to pay to
fight inflation," said Presidential spokesman Larry Speakes the
day that November's jobless rate (8.3 percent) was announced.

To us, today's unemployment is an unmitigated evil. It is point-
less, it is unnecessary, and it will not effectively fight inflation.
Policies to end the recession, to restore economic growth, to rehire
the jobless, and to fight inflation effectively and lastingly are a
legal and a moral imperative..

The folly of relying on recessions to control inflation is demon-
strated by Table II-1. During each recession in the post-war period,
inflation has indeed retreated from its pre-recession peak, as the
table shows. But during the recovery and growth period which fol-
lows, inflation regained its old momentum and often moved even
higher. During our last prolonged recession under President Ford,
for example, inflation fell from 12.2 percent in 1974 to 4.8 percent
in 1976, as measured by December-to-December changes in the Con-

(64)
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sumer Price Index. But it then rebounded to 13.3 percent by 1979.
The same pattern can be seen surrounding other recessions.

TABLE 11-l.-INFLATION RATES

Recession Previous peak Recession low 1 year later 2 iearrs

1969-70 .. 6.1(1969) 3.4(1971) 3.4 8.8
1973-75 .. 12.2(1974) 4.8(1976) 6.8 9.0
1980 .13.3(1979) 39 8.9(1981).

Source: Bureau of Labor Statistics, Changes in Consumer Price Indoex, Measureo on December-t-December Basis, Listei Year noe Pnevious Year.

While the benefits are thus transitory, the human and economic
costs of recession and prolonged high unemployment need not and
should not be accepted. Not only does unemployment seriously
threaten the welfare of millions of American families, and leave in
want hundreds of thousands who will exhaust their unemployment
benefits in 1982; it will also impair our ability to fight inflation in
the long run as productive capacity stands unused, national invest-
ment needs in both the public and private sectors go unmet, and
prolonged idleness erodes workers' skills.

The Unemployment Crisis

Between July and December of 1981, the number of unemployed
persons rose to 9.5 million, the highest level since the 1930's. Al-
though the overall unemployment rate dropped slightly to 8.5 per-
cent in January of 1982, probably due to bad weather, it ap-
proaches the worst point of the 1974 to 1975 recession, and threat-
ens to keep climbing. On January 19, 1982, Nobel Prize-winning
economist James Tobin testified to the Committee that, in the ab-
sence of an adjustment in policy, "there is a good chance we have
already seen the lowest unemployment rate of the first half decade
of the 1980's or this Presidential term."

Compared with previous downturns, unemployment was much
higher at the start of the 1981 recession. The short, weak recovery
from the 1980 recession had left the country with a jobless rate of
7.2 percent, well above any reasonable definition of full employ-
ment. This reflected a long-standing pattern of the business cycle:
ever since the 1960's, the recovery phases of the business cycle
have failed to reduce unemployment to pre-recession levels. Each
time, moreover, these "recovery" rates of unemployment have
moved upward, as shown in Table II-2.

TABLE 11-2.-UMEMPLOYMENT RATES
[In percent]

Recession Previous Recession Recwy low

1969-70 ............................................. 3.5 5.9 4.6 (Oct. 1973).
1973-75 ............................................. 4.8 8.6 5.7 (May 1979).
1980 ............................................. 6.3 7.8 7.2 (July 1981).

Source Bureau of Labor Statistiks, Peaks and broughs of each cycde correspood to the deterinations of the National Bureau of Economic
Research.
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In each of the recessions since the late 1960's, cyclically sensitive
sectors like construction and durable goods manufacturing, and
also those industrial regions which had suffered the most unem-
ployment, had only partly rebounded by the time the next slow-
down occurred.

Layoffs have been responsible for most of the additional unem-
ployment experienced in the last half of 1981. Workers entering or
reentering the labor force accounted for only about one-fourth of
the increased unemployment over this period. Labor force growth
was generally slow in 1981, partly because of discouraging job
market conditions, partly because of demographic factors. There
are no longer record numbers of women and youth seeking work,
as was the case in the 1974-75 recession.

Between July and December, the number of unemployed workers
who lost their last job has risen by 1.5 million. While the job losses
have become increasingly widespread, construction and durable
goods industries have borne the brunt of the 1981 recession to date.

For example, nearly one in five construction workers was jobless
by the end of 1981; unemployment in that sector jumped by
137,000. In manufacturing, unemployment increased by 842,000; 80
percent of that increase was in durable goods production. New lay-
offs hit the transportation sector, where approximately 200,000
auto workers were already on indefinite layoff; from July through
December, and additional 118,000 transportation workers were out
of a job. Other industries experiencing sharp declines in employ-
ment included primary and fabricated metals, electrical equipment,
machinery, lumber, and other industries that furnish inputs to
homebuilding and auto production, such as fabric, concrete, and
plaster products.

By the end of the year, however, the recession had spread to
other sectors of the economy, including industries that are general-
ly more resistent to cyclical fluctuations. Employment in service in-
dustries declined by about 100,000 jobs between October and De-
cember, and over 200,000 workers in such occupations have been
added to the unemployment rolls since the summer. Employment
in nondurable goods industries also dropped sharply, leaving
170,000 additional workers jobless. Only 30 percent of all industries
surveyed in December were reporting any employment growth.
And the holiday-related burst of retail hiring normally seen in De-
cember did not happen.

Adult men experienced the sharpest increases in unemployment
during 1981, because they tend to hold jobs in cyclically sensitive
industries. Between July and December, the jobless rate for adult
men jumped from 5.8 percent to 7.9 percent, and currently exceeds
the rate for adult women. Close to 40 percent of the unemployed
were heads of households, a higher proportion than usual. Minority
unemployment has risers more than 2 percentage points, to a
record of 15.7 percent, since December of 1980. And among minor-
ity teenagers, unemployment has been hovering around 40 percent,
after shooting above 45 percent during the summer. Thus this re-
cession has brought the unemployment rates of several population
groups above their previous post-World War II high points and, in
all cases, above the highest levels reached in 1980, as shown below.
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TABLE 11-3.-UNEMPLOYMENT RATES
[In Wpenst

Deomber High nt HigO Wnt
1981 190 195

All workers.. ................................................................................................................................. 8.8 7.8 9.0
Adult men ................................................. 7.9 6.7 . 7.3
Adult women................................................................................................................................... 7.4 6.7 8.5
Teenagers..................................................................................................................................... 21.5 19.1 20.9
M hites .......................................................................................................................................... ... . . .. . . ............... 7.7 6.9 8.4
Minorffies ......................I.............................................................................................................. . ... . . ... . . .............. 15.7 14.0 14.4

Geographically, the industrial Northcentral and Midwestern
States, which accounted for most of the rising unemployment in
1980, still have the most serious joblessness, together with the
States in the Pacific Northwest, which are hard hit by the long
slump in homebuilding. The unemployment rate in Michigan is
14.9 percent. Other States with unemployment rates above 10 per-
cent are Ohio, Indiana, Alabama, Oregon, and Washington.

The increases in unemployment during 1981 were somewhat less
regionally concentrated than during 1980, however, since the cur-
rent recession spread well beyond the auto and construction sec-
tors. The five States with the largest increases in unemployment
were California, Ohio, Florida, Tennessee, and Pennsylvania. In ad-
dition, several States experienced disportionately large increases
given the sizes of their labor forces: in Alabama, Tennessee,
Oregon, Maryland, South Carolina, and Kentucky, the State unem-
ployment rate rose more than 2 percentage points in 1981.

Recommendation No. 2: Immediate Relief for the Unemployed
Unemployment insurance coverage is inadequate in this
recession and must be extended to assure a maximum of
39 weeks of benefits in all 50 States. The effective date of
the new provisions regarding Federal loans to State un-
employment insurance programs should be delayed by
one year, to minimize the need for States to institute cut-
backs in benefits in the midst of recession. Congress
should also repeal the changes in the Extended Benefits
program that require higher State trigger levels and a
new method of calculating trigger unemployment rates.
Eligibility for the Targeted Jobs Tax Credit should be ex-
tended to workers unemployed longer than 15 weeks and
to workers whose earnings from previous employment
were less than $6,500 a year.

Beginning with the establishment of unemployment insurance
nearly 50 years ago, government programs have provided a safety
net to protect the jobless during a recession. While, in the past,
such measures were typically increased during recessions, the
budget cuts pushed through Congress by the Reagan Administra-
tion in the past year have left much of the safety net in shreds.

The public service jobs program, which provided, 700,000 jobs at
its peak, was completely dismantled. Unemployment insurance
rules were tightened and new restrictions were placed on the Trade
Adjustment Assistance program. Other income support programs
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were slashed, including $1 billion from Medicaid and $1.7 billion
from Food Stamps. Changes in the AFDC program sharply reduced
benefits to households with some earnings, making it more difficult
for those on the fringes of the labor market to escape dependence
on welfare.

The reduced protection available through the unemployment in-
surance system-partly coincidental and partly the result of budget
cuts-will make the 1981 to 1982 recession an unusually painful
one for millions of families. Currently, only about 4 million per-
sons-about 40 percent of the unemployed-are drawing unemploy-
ment insurance benefits. This proportion is significantly lower than
in previous recessions. In 1980, for example, an average of 50 per-
cent of the unemployed received benefits.

One reason may be the back-to-back nature of the 1980 and 1981
recessions. Many persons who collected unemployment insurance
in 1980 were not reemployed long enough during the short 1980 to
1981 recovery to reestablish their eligibility before the next round
of layoffs occurred. In addition, a somewhat higher proportion of
the unemployed have already exhausted their benefits. While typi-
cally about one-fourth of unemployment insurance recipients at
any time are drawing their final payments, the exhaustion rate in
October of 1981 was up to 31 percent.

Legislated changes in various aspects of unemployment insur-
ance have also reduced participation in the program. Most States
during 1981 instituted stricter eligibility rules for the regular, 26-
week program, raising either the minimum number of weeks of
work or the dollar amount of earnings needed to qualify for a par-
ticular level of benefits. Some of these moves may have been in re-
sponse to Federal law changes which limit the ability of States to
borrow from the Federal Government when their revenues for un-
employment insurance benefits run short. Under the 1981 Budget
Act, State programs which fail to meet certain tests of solvency
will face new penalties, including the payment of interest on Feder-
al loans.

States with high levels of unemployment are most likely to have
outstanding loans for these programs, or to face the need for new
borrowing in fiscal 1982. Thus, the provisions will probably require
the most significant cost-cutting steps in States where the burden
of the recession is the greatest.

The fiscal 1981 budget resolution also scaled back the extended
benefits program, which offers up to 13 weeks of additional benefits
when unemployment is exceptionally high. While some of the
changes-such as higher State trigger levels-have yet to take
effect, extended benefits are currently available in only 13 States
and Puerto Rico. One such change actually eliminated the program
in Michigan, despite the obvious severity of unemployment there.
By requiring that persons collecting extended benefits be excluded
from the computation of the trigger unemployment rate, this new
provision may soon cause similar cut-offs of the program in a
number of other vulnerable States.

The goal of the unemployment insurance system should be short-
term help; it is not a substitute for measures to bring the recession
to an end and encourage the reemployment of idled workers. A
prolonged recession and protracted recovery, in which the unem-
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ployment rate remains high for a year or more, could saddle the
Nation with increasingly costly structural employment problems.
Many of those who are unemployed for long periods of time will
lose their job skills or find themselves increasingly mismatched as
factories and businesses which had formerly employed them disap-
pear. Beyond the hardship for individuals and their families, in-
creasing the numbers with chronic employment problems will add
to the pressures on support programs whose growth the govern-
ment is currently trying to restrain.

There are several ways in which cyclical unemployment can
become a more serious and lasting problem. In addition to the
problem of skill obsolescence, the psychological effects of idleness
and dependence are demoralizing and can impair attitudes toward
work, future job performance, and even a worker's ability to hold a
regular job.

Further, many young workers entering the labor force for the
first time will not obtain needed work skills and experience. Often,
the first three or four years of full-time employment are used to
experiment with different kinds of jobs and to become accustomed
to the demands of full-time work. If unemployment remains high
for a prolonged period of time, many young people may reach ma-
turity without ever holding a full-time job.

Although most firms can endure short periods of underutilization
without damaging their ability to recover, a longer period of poor
business may prove fatal to firms in tenuous financial condition,
particularly in light of today's high interest rates. If such firms
employ specialized skilled workers or are located in cities or towns
with few alternative employers, workers may then need retraining,
placement, and relocation assistance to regain productive jobs.

Properly designed incentives for private-sector employment and
training of unemployed workers could hasten the recovery from
the 1981 to 1982 recession. By lowering labor costs, such measures
also contribute to reducing inflation.

While acknowledging difficulties with the current targeted jobs
tax credit program for the disadvantaged, which relatively few em-
ployers have utilized, the Committee believes an effective program
can be developed. In its Annual Report of 1981, the Committee
made a number of suggestions for restructuring the targeted jobs
tax credit to simplify eligibility criteria and certification proce-
dures, eliminate stigmatizing aspects of the program, and increase
awareness of it among private employers. A key recommendation is
to consider broadening the eligibility categories, so that employers
can more readily tell if a job applicant will qualify. Broader crite-
ria, based on earnings and employment status rather than such
characteristics as dependence on welfare, might also lead fewer em-
ployers to conclude that those targeted by the program are poor
employment risks.

B. MONETARY POLICY

Recommendation No. 3: Bring Interest Rates Down and Keep
Them Down

The recession of 1981 was caused by unnecessarily tight
money and destructively high interest rates. It has
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wrought massive damage on housing, the automobile in-
dustry, small business, agriculture, productive capital in-
vestment, and other productive uses of credit. The Con-
gress, Administration, and the Federal Reserve should
concert all efforts to repair this damage, which can be
done only by bringing about a lasting climate of lower
and more stable interest rates.

Interest rates can and must be brought down and kept down. We
reject the view which ascribes the high interest rates of 1981 to in-
flation alone. High interest rates in 1981 were the direct and pre-
dictable consequence of misguided economic policy in 1981. It fol-
lows that a change in policy in 1982 can bring interest rates down
rapidly and keep them down, and so help bring about a recovery of
housing, automobiles, small business, agriculture, productive capi-
tal investment, and other vital, interest-sensitive sectors of the
economy.

To bring interest rates down and keep them down will require a
concerted effort across the policy spectrum-it cannot be done, as
some advocate, by a policy of easy money alone. Inflation must be
brought under control, durably and credibly, so as to eliminate the
inflation premium in long term interest rates. A credible anti-infla-
tion policy which does not rely on high interest rates and recession
is presented in this Report. The Federal deficit must be reduced,
particularly in the years from 1983 and after, when we may experi-
ence a return of some economic growth. A program to reduce the
deficit is presented in this Report. Most important, the relationship
between monetary policy and fiscal policy must be changed. We
cannot rely exclusively on monetary policy to fight inflation, and
we cannot rely exclusively on fiscal policy to generate growth. A
new mix of monetary and fiscal policy measures is presented in
this Report. Recommendations 3 through 8 deal with monetary
policy; Recommendation 9 through 18 deal with fiscal policy.

The principal objective underlying each of these actions must be
the return of an economy in which the small entrepreneur-the
businessman, the farmer, the merchant, the inventor, the home-
builder-has a fair opportunity to compete for capital resources at
reasonable rates of interest. Restoration of that opportunity should
constitute a main goal of economic policy, because it embodies the
economic independence which represents the essence of the Ameri-
can system.

Recommendation No. 4: Do Not Tighten Money
Monetary policy should return immediately to a path

of steady, moderate restraint consistent with lower infla-
tion and economic recovery in 1982. Current Federal Re-
serve plans appear to call for a continued tightening of
money this year. Such a tightening would not be consist-
ent with economic recovery under realistic inflation as-
sumptions, and would instead produce a rapid return of
intolerably high interest rates soon after the recession
abates. A more accommodating monetary policy than
currently planned would help bring interest rates down
without risking higher inflation.
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1981 began with universal agreement between the Administra-
tion, the Federal Reserve, and both Democrats and Republicans on
this Committee that monetary policy should be, as stated in the
first recommendation of our 1981 Report, ". . . moderately re-
strained to reduce inflation while sustaining steady economic
growth." Elsewhere, we have documented the extensive expressions
of Administration and Federal Reserve support for this view which
this Committee received in the early part of last year. Such a
policy, in conjunction with moderate fiscal restraint and a vigor-
uous program of structural reform, offers the best hope of renewed
growth and reduced inflation.

The Administration and the Federal Reserve committed a tragic
error in the middle of last year. They abandoned the course of mod-
erate monetary restraint in favor of a high interest rate, deep re-
cession, "cold-turkey" attack on inflation. Table II-4 shows how
monetary policy moved abruptly toward a "cold turkey" posture in
the spring of 1981. From May through October, growth of M1B was
negative. More importantly, over the course of the year, the growth
rate of M1B was only 2.2 percent, well below the bottom of the Fed-
eral Reserve's own target range. The consquences for major inter-
est rates are shown in Table II-5. As one would expect, the sharp
change in monetary policy drove interest rates upward, and main-
tained a prime rate above 20 percent for six consecutive months.
The consequences for automobiles sales, housing starts, small busi-
ness bankruptcies, and real gross national product are shown in
Tables II-6 through II-9.
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TABLE 11-4

Mi-B Shift Adjusted, Monthly Percentage Change, annual rate
(Jan. 1981 - Dec. 1981)
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TABLE 11-5

Prime Rate, Mortage Rate and 90-Day T-Bill Rate
(Dec. 1980 - Dec. 1981)

0 DC N

1980 1981

3-Month
T-bills

Prime rate
charged by
banks

New home
mortage yields

1980 DEDEMBER
1981 JANUARY

FEBRUARY
MARCH
APRIL
MAY
JUNE
JULY
AUGUST
SEPTEMBER
OCTOBER
NOVEMBER
DECEMBER

15.661
14.724
14.905
13.478
13.635
16.295
14.557
14.669
15.612
14.951
13.873
11.269
10.926

: 17 3/4-21½
- 21h-20

20-19
19-17½
17½-18
18-203
20½-20
20-20½i
20h-20½
20h-19½
19½-18
18-16

15 3/4-15 3/4

13.28
13.26
13.54
14.02
14.15
14.10
14.67
14.72
15.27
15.29
15.65
16.38
15.89

Source: Economic Indicators
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TABLE 11-6

(1981)
10-Day Domestic New Car Sales
(Seasonally Adjusted Annual Rate)

(Millions)

Millions

4.
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JANUARY
FEBRUARY
MARCH
APRIL
MAY
JUNE
JULY
AUGUST
SEPTEMBER
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NOVEMBER
DECEMBER

(Millions)

1 2 3

7.8 6.23 7.2
6.9 -6.3 10.3
8.2 9.6 5.1
S.8 5.5 5.7
5.7 5.4 5.9
5.7 5.5 4.7
4.8 6.7 6.0
7.8 8.5 8.2
* 8.4 6.3 5.6
5.0 5.3 5.3
6.0 4.8 S.1
5.3 5.1 4.5
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TABLE 11-7
HOUSING STARTS, MONTHLY, DECEMBER 1980 TO DECEMBER 1981

:.c ,naro e IANNUAL RATE

JAN FEB MAR APR MAY JU
1981

1980 DECEMBER 1.535
1981 JANUARY 1.660

FEBRUARY 1.215
MARCH 1.297
APRIL 1.332
MAY 1.158
JUNE 1.039
JULY 1.047
AUGUSTr .941
SEPTEMBERr .920
OCTOBERP ..857
NOVEMBERr .860
DECEMBrRP .970
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TABLE II-8

Average Weekly Business Failures for Each Month
(Dec. 1980 - Dec. 1981)
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TABLE I1-9

RFAL W~, Q.RrER TO QWRIER, ANNUAL G I RATE,
1977:IV To 1981:rV
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In the President's Economic Recovery Program of February 18,
1981, the Administration advocated a path for monetary policy
over the next six years:

To that end, the economic scenario assumes that the
growth rates of money and credit are steadily reduced
from the 1980 levels to one-half those levels by 1986.

The growth rate of MlB in 1980 was 7.3 percent. Therefore, a
path of deceleration which would have been consistent with the
Administration's February 18, 1981, policy assumptions would have
implied a reduction of MlB growth of about 0.6 percent per year
for six years. This would also have been roughly consistent with
the Federal Reserve's own monetary growth targets of 4.0 to 6.5
percent for 1980, and hence with our recommendation last year
that the 1980 target range be maintained in 1981.

Instead, the Federal Reserve reduced its target ranges for MlB
from 4.0 to 6.5 percent in 1980, to 3.5 to 6.0 percent for 1981. And,
with full Administration support, it tightened policy from May
onward so as to undershoot the bottom of that newly tightened
target range. Actual MlB growth from the fourth quarter of 1980
through the third quarter of 1981, adjusted for shifts into "other
checkable deposits" from nondemand deposit sources, was at an
annual rate of only 1.3 percent-a rate less than half that which
the Administration originally intended that the Federal Reserve
achieve in 1986.

In November and December of 1981, for technical reasons, in-
cluding the fact that the Federal Reserve partly accommodated a
surge of distress borrowing, MlB recovered somewhat, while inter-
est rates rose. Fourth quarter 1980 to fourth quarter 1981 MlB
growth came to 2.2 percent. This action, which brought MlB
growth back toward the bottom of its target range for the year as a
whole, was clearly a response in the correct direction to a badly de-
teriorated situation, and it showed the inherent countercyclical
value of continuing to specify monetary growth objectives on an
annual basis. Nevertheless, it did not signify the easing of mone-
tary policy which is needed, nor did it pervent interest rates from
rising.

Now, for 1982, the Federal Reserve has announced a further re-
* ' duction in the target growth range for' MlB to 2.5 to 5.5 percent.

This further reduction seems to mean that the Federal Reserve in-
tends to tighten money again in 1982. This is particularly clear, in
view of the very low fourth-quarter 1981 base from which the 1982
Ml range departs. Given the realized MlB growth of 2.2 percent in
1981, even achievement of the upper third of the Federal Reserve's
1982 range, or 4.5 to 5.5 percent growth, which the Administration
supports, would mean an average monetary expansion over the
two-year period 1980:IV to 1982:IV of only 3.3 to 3.6 percent per
year-far less than the Administration's own early 1981 mandate
to the Federal Reserve and far too low to finance any significant
economic recovery. Achievement of the lower end of the range, 2.5
percent, would be a cumulative expansion averaging only 2.3 per-
cent over the two years.

The 1982 targets thus send a clear and unwelcome signal that
the policies of the Administration and the Federal Reserve may not
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permit significant economic recovery for the interest-sensitive sec-
tors of the economy this year. If it appears, as a result of the 1982
personal income tax reduction which was passed last year and the
increase in spending for armaments which is now underway, that
demand is reviving for new homes, for automobiles, for the small
business sector, and for productive capital investment, the inevita-
ble consequence of the policies that have been announced will be a
return to high and rising interest rates. The return of rising inter-
est rates-which may have already begun-would renew and
deepen the already profound misery of these vital sources of our
national economic strength.

We recommend that the Federal Reserve and the Administration
return to the path of moderate monetary growth which all ap-
peared to endorse a year ago. Such a policy should be designed to
permit economic expansion in 1982, and should be combined with
policies to ensure that inflation continues to decelerate. A clear
signal of such a return to monetary moderation would have been a
decision by the Federal Reserve to maintain its monetary targets
for 1982 at their 1981 levels, and specifically that the target for Ml
be maintained at 3.5 to 6.0 percent.

Recommendation No. 5: Low Real Interest Rates Should Be the
Immediate Goal

Real interest rates in 1981 were kept high by policy as
- inflation fell. The Federal Reserve, Administration, and
the Congress should agree on the immediate objective of
restoring low real interest rates, defined as bringing long-
term interest rates back to their historical relationship
with the current and expected rate of inflation. If infla-
tion continues to decline, policy should bring long-term
interest rates down rapidly, to prevent real interest rates
from rising.

There are those who attempt to excuse the deplorable perform-
ance of economic policy in 1981 by attributing the high interest
rates and subsequent recession to the effects of inflation. This view
is nonsense. Inflation fell in 1981, as a result of a weak oil market,
good crop harvests, and the recession, from 12.4 percent in 1980 to
8.9 percent in 1981. Yet, interest rates rose. Thus real interest
rates-measured as the difference between nominal interest rates
and the rate of inflation-rose sharply, even more sharply than
nominal interest rates. Real interest rates are an unambiguous
measure of the effect of monetary policy on the economy. Ironical-
ly, many of those who now attribute 1981's high interest rates to
monetary volatility-and therefore argue that interest rates cannot
be brought down-were among the same people who a few months
ago would argue that real interest rates were low (specifically, that
nominal interest rates were close to the expected rate of inflation),
in support of the argument that nominal interest rates could not
fall until inflation had been brought down.

On June 17, 1981, Chairman Murray Weidenbaum of the
President's Council of Economic Advisers testified:

It's my understanding . . . that the high inflationary ex-
pectations are the driving factor for the high interest
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rates. As we continue to bring down the inflation, interest
rates should fall.

Inflation and inflationary expectations have now been brought
down. Nominal long-term interest rates should be brought down
immediately to their historical relationship with inflation, thus re-
storing real interest rates to survivable levels. If inflation falls fur-
ther, nominal interest rates should be reduced promptly as well.
Recommendation No. 6: Practice Credit Conservation

The Administration and the Federal Reserve should en-
courage the banking system to develop an effective means
to deter destabilizing bursts of bank-financed lending for
unproductive purposes such as large corporate takeovers
and speculation in commodities, collectibles, and land.
Such measures will have the effect the conserving scarce
credit resources in times of need for the use of small
business, farmers, housing, automobile financing, and
productive capital investment.

1981 was a banner year for predacious corporate takeovers fi-
nanced by the savings of ordinary American citizens. Spectacular
examples included the takeover of Conoco by DuPont, after a
public battle involving Texaco, Mobil, and Seagrams, the takeover
of Marathon Oil by U.S. Steel, after a public battle with Mobil, and
the attempted takeover of Grumman by LTV. One can only imag-
ine how millions of ordinary Americans who could not get credit in
1981 viewed the spectacle of such massive misuse of their savings
by the corporate world and the banking system.

In a climate of very tight money, such as prevailed in 1981,
large-scale bank lending for mergers and other speculative activi-
ties unrelated to economic efficiency add to pressures on interest
rates in several ways. First, before the takeover,, lines of credit are
extended, often to more than one potential buyer of a target corpo-
ration, often by more than one major bank. These lines of credit
can prevent tens of billions of dollars from becoming available to
ordinary borrowers for a short period of time. When the takeover is
consummated, one line of credit (that of the acquiring company) is
drawn down, and the others are released. This ties up a smaller
amount of money, but often for a longer period of time. Finally,
when the shareholders of the target company are paid off, they re-
ceive a windfall gain,-relative to the market value of their shares
before the takeover battle began. Some of this windfall is saved and
thus available for relending, but some is consumed, and therefore
disappears from the national stock of saving. All of these forces
apply upward pressure on interest rates.

In October 1979, the Federal Reserve took steps to discourage
bank lending for nonproductive purposes, including commodity
speculation and purely financial activities, such as corporate take-
overs. At that time, Chairman Volcker acknowledged that such ac-
tivities compete with small business, productive capital investment,
homebuyers, and farmers for scarce credit resources, and can have
the effect of driving up interest rates to the detriment of these pro-
ductive and desirable activities.



81

Since the end of the credit control program which replaced the
October 1979 guidelines in March of -1980, however, the United
States has been without a policy to discourage bank lending for
speculative and takeover purposes. Such a policy is badly needed.

We recommend specifically that a policy in this area take the
form of credit conservation, and that it not involve massive, bureau-
cratic, and ultimately futile efforts at credit allocation. We should
effectively discourage bank lending for those few uses which con-
spicuously absorb large amounts of scarce credit to the detriment
of more productive uses. This will not put an end to corporate take-
overs. But it will make them more expensive to the acquiring firm,
and therefore encourage a reallocation of that firm s efforts to
more productive activity, which is the point. We should not at-
tempt to devise methods to allocate credit directly to one broad
sector of the economy or another, since such efforts merely create
market incentives to thwart the allocative mechanism while col-
lecting any subsidy which may be offered.

Many alternative mechanisms for credit conservation are possi-
ble. One was recommended to the Committee by a distinguished re-
tired banker, Gaylord Freeman of the First Chicago Bank, in testi-
mony on June 1, 1981. Under Freeman's proposal, a special anti-
trust exemption would be given to banks on occasions designed by
the Federal Reserve Chairman to enable them to cooperate in com-
plying with a Federal Reserve guideline against corporate takeover
or commodity speculation loans for a specified period of time. We
believe that the Freeman proposal deserves serious consideration.

We also note that such credit conservation is fully consistent
with the economic philosophy of this Administration. The case to
that effect was made before the Committee on September 17, 1981,
by Professor Walter W. Heller, who said:

Although one shies away from direct credit controls, a
few words to the wise from the Federal Reserve Board to
the banking community could help conserve the existing
money supply and direct it to productive rather than non-
productive investment. Surely, an Administration that has
no hesitation in providing multiple tax guides to invest-
ment, savings, and the like should not find it inconsistent
to go along with some credit guidance.

The Chairman of this Committee put it succinctly and
well when he said on the Floor of the House last July 28:
"All branches of government ought to encourage our bank-
ing industry to soft-pedal loans for commodity specula-
tions, for corporate takeovers, for excessive foreign lend-
ing, and thus encourage more money to be available, and
at lower interest rates, for housing, construction, capital
investment, farmers, small business, and the thrift
institutions."

This approach can logically be thought of as the counter-
part to the tax guidance so liberally practiced by the
White House and the Congress in the Economic Recovery
Tax Act of 1981, the most deliberately unneutral tax act in
the country's peacetime history . . . To guide into con-
structive and productive uses the loanable funds generated
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by Federal Reserve policy is surely no greater interference
with private market resource allocations than the power-
ful tax guidance encoded in the tax act.

The Administration has not hesitated to advocate tax guidance.
It should face up to the need for credit guidance as well.

Recommendation No. 7: End the Interest Rate Wars
In 1981, U.S. high interest rates damaged the world

economy and undermined confidence in the economic
leadership of the United States. These severe internation-
al repercussions must not be allowed to continue. High
interest rate competition should be replaced by much
closer international coordination of economic policy.

1981 was a year of distress and dismay for America's friends in
Europe and the third world: distress because the level of American
interest rates exported inflation and recession abroad, and dismay
because of the evident indifference of the Administration to the in-
ternational consequences of its policies. The United States was, in
effect, the aggressor in an interest rate war waged against our own
most loyal and valued friends.

When interest rates rise in the United States, the effects are felt
around the world. The international integration of world capital
markets makes it virtually impossible for our allies to escape the
consequences. There are two distinct effects. First is a contraction-
ary effect: interest rates abroad rise in response to the outflow of
capital generated by rising U.S. interest rates, and this depresses
investment, small business, agriculture, and other interest-sensitive
sectors of foreign economies just as it does at home. Second, there
is an inflationary and contractionary effect, because, to the extent
that the movements of U.S. interest rates are not entirely and im-
mediately matched abroad, the dollar will appreciate relative to
foreign currencies. This raises the domestic price of imports de-
nominated in dollars, of which the most significant for Europe and
Japan is oil. Thus, a rise in our interest rates affects our friends
and allies in exactly the same way that a rise in OPEC oil prices
affects us: it is a supply shock which simultaneously boosts infla-
tion and drains demand from their economies. It is also a highly
visible sign of our Administration's official indifference to the eco-
nomic interests and sensitivities of our allies.

In testimony before the Committee at a hearing on international
economic policy on May 4, 1981, Dr. Pentti J. K. Kouri explained
the effect of the Administration's policies on Europe in general and
Germany in particular:

Internationally, the high level of interest rates in the
United States has brought renewed strength to the dollar
in the foreign exchange markets and, at the same time, it
has presented the European central banks and govern-
ment with a difficult policy choice.

Consider the case of Germany. The domestic economic
situation clearly calls for monetary policy that is support-
ive of recovery, particularly in view of the fact that domes-
tic inflationary pressures are well under control. The defi-
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cit in the current account, which has prevailed for the
German mark in real terms, unless it is viewed as purely
temporary, in which case the appropriate policy would be
to finance it by an inflow of capital.

The high level of interest rates in the United States
makes the financing possible only if the expected rate of
return on Deutsche mark claims is competitive with the
expected return on U.S. dollar assets. Equality of expected
rates of return could be obtained if the German mark de-
preciated to such a low level that it would have to appreci-
ate from then on at a rate equal to the difference in inter-
ests rates between Germany and the United States. But
this policy option . .. would add to domestic inflationary
pressures. The other alternative is to raise the level of do-
mestic interest rates . . . at the cost of output and employ-
ment objectives of macroeconomic policy . . .

Continuation of high real interest rates in Germany and
other countries of continental Europe prolongs the already
severe economic slowdown whilst further currency depreci-
ation would worsen the inflation situation.

This explains the European call for a coordinated reduc-
tion in the level of interest rates world wide.

This Committee warned last year against the dangers of a re-
newed interest rate war. We recognize that a prolonged recession
in the United States might remove some of the pressure on world-
wide interest rates, since it could permit U.S. interest rates to fall
while reductions in domestic demand reduce imports, add to the
current account balance, and so prevent a depreciation of the
dollar. But this clearly is not a sure or permanent solution. Rising
interest rates may persist whether or not we have a recovery; they
will surely return if there is an early recovery, as the Administra-
tion predicts, and if monetary and fiscal policies are not changed.

Therefore, we once again urge the Administration to pay heed to
the calls of our allies for better macroeconomic policy coordination.
An improved mix of fiscal and monetary policy, which is desirable
as well for purely domestic reasons, would demonstrate our con-
cern and good faith.

Beyond that, the Administration should embark on a concerted
program of negotiations to assure macroeconomic policy coordina-
tion with our major allies, both at and between economic summits.

Recommendation No. 8: Improve Federal Reserve Accountability
and Policy Coordination

For the past decade, evidence has mounted that there
are fundamental flaws in the procedure of monetary
policy formation and oversight. These flaws were only
partly corrected by the shift from interest rate to mone-
tary targeting in October 1979; indeed, that change has
brought new difficulties to the fore. We call for the Fed-
eral Reserve to take a fresh look at the formation of
monetary policy and report to the Congress. Such a
report should have six specific objectives:
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To improve the quality of information about monetary
policy objectives made available to the Congress and the
public;

To improve the coordination of monetary policy, fiscal
policy, and other tools of economic policy;

To provide guidelines for the conduct of monetary
policy in times of rapid financial innovation and change
in monetary instruments;

To provide guidelines for the conduct of monetary
policy in the face of supply shocks;

To evaluate the instability in recent years of the
demand for money, and recommend changes in monetary
policy procedures that may be necessary as a result of
this development; and

To devise ways to guarantee that Federal Reserve
policy takes full account of the legitimate interests of in-
dustry, agriculture, and commerce, including small busi-
ness and housing, as stipulated in the Federal Reserve
Act.

1981 was a year of emerging dissatisfaction with the procedures
of monetary policy formation and oversight. It has become clear
that the current system of multiple aggregate monetary targeting
does not provide an adequate guide to the complexities of the cur-
rent monetary environment, or an adequate yardstick by which the
measure the success or failure of the Federal Reserve's perform-
ance. On the other hand, no plausible alternative to the present
system has been articulated and given a full professional review by
competent specialists. We therefore recommend that the Federal
Reserve undertake the task of developing necessary improvements
in the process of monetary policy formation and oversight.

The two principal objectives of monetary policy reform must be
to provide for accountability of the Federal Reserve System and for
the coordination of monetary policy with fiscal policy, incomes
policy, and other initiatives of the Executive branch and the Con-
gress. The present system serves neither objective. For reasons
which will be discussed below, the system of annual reporting of
monetary growth targets no longer provides an adequate gauge of
Federal Reserve performance if it ever did; a new system must be
designed which holds the Federal Reserve more closely accountable
for the ultimate objectives of growth, employment, and price stabil-
ity, without sacrificing the quality of information available to the
Congress. As for policy coordination, that presently depends on the
personal chemistry between the Chairman of the Federal Reserve
Board, the President, and the Congress. A sound institutional basis
for coordination is urgently needed.

We continue to support the objectives of the monetary policy re-
forms of the Humphrey-Hawkins Full Employment and Balanced
Growth Act of 1978, as well as the change in Federal Reserve mon-
etary policy procedures from interest rate to monetary growth tar-
geting in October of 1979. The Humphrey-Hawkins law codified a
procedure under which, for the first time, the Federal Reserve was
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required to present to the Congress its monetary policy objectives
at the beginning of each year. These objectives were formulated in
terms of targets for the growth rates of various monetary aggre-
gates on the fourth-quarter to fourth-quarter basis. These targets,
together with the forecasts of real GNP, inflation, and unemploy-
ment which the Federal Reserve has supplied the Congress since
1975, have provided the Congress with a useful body of information
about the Federal Reserve's intentions, and in calm monetary sea-
sons have served as a reasonable yardstick of performance.

The change in targeting procedures in October 1979 was also a
sensible one, because it corrected a long-standing defect in the Fed-
eral Reserve's response to cyclical changes in the economy. Under
short-term interest rate targeting, the Federal Reserve had shown
a tendency to act procyclically-to hold interest rates down and so
aggravate inflationary pressures in times of high demand, and to
keep interest rates up and so retard recovery in times of recession.
Under monetary targeting, in theory, interest rates would be al-
lowed to rise in inflationary booms, and to fall rapidly in reces-
sions, and so monetary policy would contribute another 'automatic
stabilizer" to the arsenal of fiscal stabilizers already built into the
system.

We now know, however, that conditions can arise under which
simple monetary targeting rules do not provide a good guideline for
the conduct of monetary policy. In the case of supply-side shocks,
such as a sharp rise in the price of oil, rigid adherence to a preor-
dained monetary growth path transmits all of the shock rapidly
into a fall of output and employment, which is desirable only if one
regards the unemployment rate with disinterest, which we certain-
ly do not. Last year, we wrote in our Annual Report for 1981 as
follows:

Sudden supply shocks-such as the surge of oil prices in
1979 and 1980-can be a particularly damaging source of
short-run deviation from the target rates of growth of
money and credit. Such shocks, if no accompanied by an
increase in the velocity of money, impose real costs on the
economy which cannot and should not be offset completely
by monetary expansion. But to err the other way, and to
attempt to maintain too rigid a short-run money growth
path in the face of an oil shock (for example) could mean
sky-high interest rates, lost output, and unemployment.
Neither extreme is desirable. The Federal Reserve should
partly accommodate supply shocks in the short run, while
working toward control over money and credit growth over
time.

As it happened, there were no significant supply shocks to mone-
tary policy and the economy in 1981. Nevertheless, other events did
occur, with equally serious ramifications for monetary policy proce-
dures.

The most important such event was the introduction in 1981 of
nationwide NOW accounts, the rapid growth of checkable money
-market mutual funds, and other forms of financial innovation. The
Federal Reserve responded to these events, which generated a larg6
additional surge of MlB in ApiN1 of 1981 as funds flowed in from

V\

.
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the higher monetary aggregates to interest-bearing checkable de-
posits, by subtracting such flows and publishing a "shift-adjusted"
M1B. The estimate of shift-adjusted M1B assumed that 22.5 percent
of flows into Other Checkable Deposits in January and 27.5 percent
in subsequent months came from nondemand deposit sources.

We have no particular objection to the Federal Reserve's adjust-
ment method, nor any complaint with the estimate of shift-adjust-
ed M1B the Federal Reserve derived. We merely note that deriva-
tion of "shift-adjusted" M1B represents at best an approximation-
a "best guess." And a different estimate would have had a dramat-
ic effect on the estimate of M1B and, hence, under the monetary
targeting rule in effect, different implications for the conduct of
monetary policy. Yet, no systematic procedure exists under which
the Federal Reserve must report on and justify such abrupt rede-
finitions of the monetary target on which it is operating.

Instability of money demand has also emerged as a serious issue
for the conduct of monetary policy. Misestimation of the money
demand functon can mean that a given monetary target has effects
on the real economy which are more restrictive-or more expan-
sionary-than the monetary authorities intend. In recent years,
such misestimation has become common, and has been offered by
some as a phenomenon which partly explains how a change in
monetary policy procedures intended to be stabilizing can have de-
stabilizing consequences on output, employment, and inflation.

A particularly important shift in money demand may occur if
the public adopts durable expectations of lower inflation in the
future. In such a case, money demand may rise, as individuals see
the benefits of relative liquidity coming to outweigh the declining
opportunity cost of holding a noninterest bearing asset. A mone-
tary target which fails to take into account this shift in expecta-
tions will prove to be too restrictive in practice, driving up interest
rates and causing unemployment, when in fact no excess demand
in final goods markets exists. There is no way at present to foresee
or measure such shifts in inflationary expectations. Thus, to the
extent the monetary authorities are operating under a long-range
schedule for deceleration of predefined monetary aggregates, as the
Administration has recommended, the Nation is under a Damocle-
tian sword of potential future excess restraint.

In our last Annual Report, we argued that the Federal Reserve's
procedures for monetary control could be improved, and the danger
described above lessened, if the Federal Reserve were to undertake
a careful, public, annual exercise of linking its targets for the mon-
etary aggregates to the state of the economy at the time the targets
are set. We wrote:

The Federal Reserve should calculate its targets each
year on the basis of its long-run noninflationary money
growth objective and on the state of the economy. For ex-
ample, a technique could be to begin by adding to the po-
tential growth rate of real GNP some part of the inflation
rate which cannot be avoided in the forthcoming year
(taken as the core rate of inflation, the underlying trend of
inflation when the effects of excess demand and supply
shocks have been taken out). From that value, one could
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subtract any expected rate of increase of the velocity of
money. The benchmark value derived using this option
would imply a monetary policy that accommodates the
economy's real growth potential and the existing core rate
of inflation. If the Federal Reserve believes that a more re-
strained or a more stimulative policy would be called for,
it should so indicate, giving its reasons.

The Federal Reserve should undertake this exercise an-
nually, adjusting its targets to reflect changes in our real
growth potential, our core rate of inflation, and in the
demand for money-i.e., in the income velocity of money.
The Federal Reserve should explain to Congress the influ-
ence of changes in each of these factors on the targets
which it is presenting. Such careful linking of the annual
monetary targets to the real growth potential and to core
inflation will increase the credibility of the targets and of
the Federal Reserve's anti-inflationary policy, and it will
help focus attention on the long-run nature of the Federal
Reserve's objectives for money and credit.

In setting its monetary targets, the Federal Reserve
should be especially alert for changes in the velocity of
money. These alter the relationship between money
growth and nominal GNP, and so determine whether a
given monetary target is restrictive or expansionary in its
effect on the economy. When money velocity increases, it
is appropaite to lower the target ranges in order to main-
tain an equivalent degree of restraint, and conversely
when money velocity falls.

We continue to believe that such an exercise of explanation
would be helpful, and would help the Federal Reserve to escape
from dogmatic commitments to particular arithmetical objectives
which may be ill-advised. Nevertheless, we are now persuaded that
this alone may not be enough. There is a clear case for a funda-
mental review of the entire process of monetary policy formation
and its oversight by the Congress. We believe that the Federal Re-
serve, by undertaking to study and report on the issues listed
above, could contribute significantly to the revitalization of our
monetary policy process and to the reestablishment of the credibil-
ity of and support for the Federal Reserve System.

Recommendation No. 9: Very Short-Run Money Volatility Is Not
A Problem

We disagree with the view that very short-run volatility
of money growth significantly damaged the economy in
1981. We urge that this criticism of the Federal Reserve
be dispensed with.

In early 1981, the Administration stipulated repeatedly and ex-
tensively its analysis of the flaws of monetary policy in the past
and its prescription for monetary policy in the future. The analysis
was plain: money growth in the past had been too rapid. As Secre-
tary Regan testified on February 19, 1981:
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Stable prices are impossible if the rates of money growth
exceed the growth rate of goods and services, as they have
done on average for more than a decade.

The prescription was also plain: money growth should be slowed,
slowly and consistently over a period of years. Although the Ad-
ministration frequently used such qualifiers as "steady" and "con-
sistent" to describe the monetary policy they desired, they made it
clear that these referred to the multi-year period for which they
were prescribing monetary policy as a whole, and not to money
growth volatility in the extremely short run. This emerged in a col-
loquy between Secretary Regan and Chairman Reuss on February
19, 1981. Chairman Reuss had based his question on an inference
from Secretary Regan's testimony that the Administration had
given a specific instruction to the Federal Reserve for the conduct
of monetary policy in 1981:

Representative REuss. I am simply asking, are you sure
that the Administration is right in telling the Fed now in
1981 that it ought to get the money supply down to 1 per-
cent, the growth rate (of real GNP) that you predict . . ?

Secretary REGAN. The President is suggesting that for
the out years, not this particular year. We have not told
the Federal Reserve any particular target. We would not;
they are an independent body . .. What the President was
suggesting was for the out years, 1982 to 1984 and the
like-where we are projecting 4 to 5 percent real growth
in GNP, that the money target should be in that range.

Representative REUSS. Even there, is he now suggesting
that for 1982-admittedly, that is nine months off-we
ought.now to determine that we are going to cut the pres-
ent rate of monetary growth by one-third, from 6 to 4 per-
cent?

Secretary REGAN. No. What he is suggesting-we are on
the road going there. We can't go overnight. We can't turn
it off like a faucet. What he is suggesting is that is an ulti-
mate target, rather than a short-range target or even,
indeed, an intermediate target. It is our long-range goal
that the President is suggesting should be the Fed's course
of action.

As 1981 progressed, the Administration came firmly to the sup-
port of the tight money, high interest rate policy which was put
into effect by the Federal Reserve. On April 8, 1981, Treasury Un-
dersecretary Beryl Sprinkel testified before the Subcommittee on
Monetary and Fiscal Policy, chaired by Senator Jepsen:

... we applaud and support wholeheartedly a long-term
monetary program which will lead to a steady, predictable,
and appropriately slow rate of monetary expansion...

. . .we are supportive of the Federal Reserve's stated
intent to reduce growth in the monetary aggregates. The
monetary excesses of the past 15 years cannot be corrected
quickly and the Federal Reserve's stated intention for 1981
is a prudent first step.
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Undersecretary Sprinkel did address the question of short-run
volatility in the monetary aggregates, saying:

Obviously, strict control over money growth from month
to month is not possible given the current financial struc-
ture, and random variability is to be expected. On the
other hand, systematic deviations from the target path
which persist for several months can be avoided.

Nevertheless, this criterion had provided no grounds for criticism
of the Federal Reserve up to that point, as the following colloquy
shows:

Representative REUSS. Has the Federal Reserve (since
you have been in office) performed satisfactorily as far as
you are concerned?

Dr. SPRINKEL. I think so. There has been a significant
slowing in monetary growth since last fall.

In the months that followed, beginning in May 1981, the Federal
Reserve brought the growth of the narrowly defined money stock,
M1B, down, sharply and abruptly. MlB growth from May through
October was actually negative; on a first-quarter-to-third-quarter
basis, the annual growth rate for M1B was 1.3 percent. Interest
rates shot up, and stayed up. The consequence, a steep recession,
began in July.

Given the preference for a gradual, steady deceleration of money
growth over a period of years which it had clearly articulated to
this Committee, the Administration would have been entirely justi-
fied in June, July, August, September, and October in criticizing
the Federal Reserve for a too rapid, over-zealous, unnecessary
crackdown on the money supply. The Administration did not do so.
On the contrary, Administration officials appearing before this
Committee repeatedly and consistently endorsed the tight money,
high interest rate policy of the Federal Reserve.

On June 17, 1981, Chairman Murray Weidenbaum appeared at a
hearing of the Subcommittee on Trade, Productivity, and Economic
Growth, chaired by Senator Roth. His testimony included the fol-
lowing exchange with Senator Abdnor:

Senator ABDNOR. Increasing productivity is necessary
and important, and I support efforts to promote productiv-
ity growth, but with high interest rates our efforts will not
be effective.

Chairman WEIDENBAUM. It's my understanding, Senator,
that the high inflationary expectations are the driving
factor for the high interest rates. As we continue to bring
down the inflation, interest rates should fall. We have al-
ready seen the beginnings of at least a temporary and
hopefully a longer term decline in interest rates. I can't
give you a pinpoint forecast, but it is my expectation that,
as inflation continues to unwind-because of the monetary
and fiscal restraint we have embarked upon-we will see
inflation coming down and continue to come down, with
inflationary expectations coming down, and further prog-
ress in bringing down those painfully high interest rates,
which is our objective.
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On September 24, 1981, Dr. Jerry Jordan, a member of the
President's Council of Economic Advisers, testified before the Com-
mittee and reaffirmed the Administration's support of Federal Re-
serve policy:

Representative REUSS. Where, in your judgment, is the
Federal Reserve going astray at the present time?

Dr. JORDAN. I don't believe they are going astray....
We think that the long-term effect of relatively slow mone-
tary growth is going to decline in both short-term and
long-term interest rates, but we were aware that short-
term interest rates had to decline first. We were concerned
that people might misinterpret declining short-term inter-
est rates as being a caving-in on the will to fight against
inflation, and I don't believe that that is the correct inter-
pretation at all.

We expect interest rates to decline the rest of this year
and all of next year, but we don't think that that should
signal that we are not as determined to fight against infla-
tion or that the Federal Reserve is not persisting in its
anti-inflation policies.

On October 7, 1981, Chairman Weidenbaum testified before the
Subcommittee on Economic Goals and Intergovernmental Policy, at
a hearing on "The Defense Buildup and the Economy." Chairman
Reuss and Dr. Weidenbaum had this exchange:

Chairman WEIDENBAUM. I can assure the Chairman . . .
of the constancy of our monetary and fiscal policy. From
the outset, we have stated a steady and slow rate of
growth in the money supply in contrast to the excessive in-
flationary pace of recent years is a very necessary objec-
tive of our economic program, and we have suported and
continue to support the Federal Reserve's efforts to
achieve that steady and moderate growth in the monetary
aggregates.

Representative REUSS. Now it's tempting to jump on the
Fed and say their M1B is below their target and they'd
better rev it up. Do you, therefore, speaking as a private
person, think that the Fed should now rev up M1B?

Chairman WEIDENBAUM. Speaking as a member of the
Administration, I don't think the Fed should rev up. I
think the Fed should continue to follow its announced
policy of monetary restraint which is the policy we have
steadily supported from the outset of this Administration.
I am mindful of the difficulties in so calibrating the specif-
ic movements of the various monetary aggregates to
achieve those targets, but I strongly support the targets es-
tablished by the Fed.

But more important than the specific numbers, I think,
is the underlying policy that we will continue to make
progress, as we have so far this year, in reducing the rate
of inflation by following a steady, consistent policy of mon-
etary restraint and that, of course, has been the consistent
statement of the President going back to his comprehen-
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sive campaign statement in Chicago back in September,
through the February White Paper where we enunciate
our economic and monetary policy, and continuing
through statements to this very day.

On October 28, 1981, David Stockman, Director of the Office of
Management and Budget, testified before the Subcommittee on
Monetary and Fiscal Policy, chaired by Senator Jepsen, at a hear-
ing entitled "Government Competition with Small Business." In re-
sponse to a question from Chairman Reuss, Director Stockman
said:

... yes, in the last several months M1B has been
coming in at a very low rate. It seems to me, (that) you,
who have been one of the great experts in Congress for
many, many years, (would) recognize that with the enor-
mous change and innovation occurring in the financial
markets today that a measure of one money variable, of
M1B, especially being affected by changes in financial de-
posit practices for only a few weeks or a few months
doesn't really tell the whole story.

If you assume that M1B is still a valid measure of what
we would call transaction deposits in the economy, I would
at least suggest that we look at a year or at least the last
nine or ten months. In that case, the growth rate has been
about 5 percent which is geared to the target, and I think
not unduly low.

So what we see is that, rather than an excuse for chang-
ing the monetary policy, instead, the monetary policy is
working. Inflation is coming down. The inflationary pres-
sure is being squeezed out of the economy. If we want to
reduce the burden of these currently prohibitive interest
rates on small business and all other business for that
matter, it seems to me what we ought to do is not quarrel
with the monetary policy which is correct, but address the
problem which we are jointly responsible for, and that is
the fiscal policy, the budget, and the deficit, and work in
every way we can devise to get the Treasury borrowing re-
quirement reduced.

The next senior Administration official to appear before the
Committee was Treasury Secretary Donald Regan, who testified on
January 27, 1982. By that time, the depth and severity of the reces-
sion were better known: unemployment had risen sharply in Octo-
ber, November, and December after having been relatively stable
through the early fall, and real output in the fourth quarter of
1981 had fallen at an annual rate of over 5 percent. Somewhat
paradoxically, demand for money rose sharply at the end of the
year, a phenomenon which may be partly explained by a drop in
corporate profits, which generates a distress-based demand for
credit to provide cash flow. This demand had been partly resisted
and partly accommodated by the Federal Reserve, with the conse-
quence that interest rates, which had fallen in October and early
November, turned around sharply and started again to rise, while
at the same time, month-over-month growth of MlB resumed.
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Most important, by late January, it was almost universally
agreed that the recession was uniquely the consequence of the tight
money and high interest rate policy pursued by the Federal Re-
serve, with Administration support, consistently throughout 1981.
On January 19, 1982, three Nobel Laureates in Economic Science
testified before the Committee. All agreed on this fundamental
point. Professor Wassily Leontief testified:

Following Mrs. Thatcher's lead, the Administration is
trying to suppress inflation by beating the entire economy
into the ground. There is an old joke about a gypsy who
eked out a meagre living by renting out the services of a
horse he owned. One day, he decided to increase the profit-
ability of this enterprise by training the old nag gradually
step by step, to get by on smaller and smaller rations of
oats. For a couple of weeks-I should say for a year now-
the policy seemed to be succeeding very well until, to the
poor chap's great suprise, the horse suddenly died.

Professor James Tobin testified:
The money navigators are piloting the ship these days.

After all the rhetoric of 1981, the Federal Government's
only anti-inflation program is the same as Mrs. Thatcher's
in England, the same old remedy that previous Adminis-
trations have intermittently tried. This is to depress mone-
tary spending for goods and services and let competition of
workers desperate for jobs and employers desperate for
customers lower wage and price inflation rates. President
Reagan and his three predecessors all swore not to use un-
employment as a remedy for inflation. Every one of them
has done so, and encountered the same difficulties..

Professor Lawrence Klein testified:
The general economic environment (in early 1981) was

extremely favorable and moving in a positive direction.
What went wrong with the management of economic
policy to throw the economy into a renewed recession after
just one year, following the previous upper turning point?
A combination of overreaction by monetary authorities in
pursuing policies of tight credit, and serious miscalculation
of accompanying fiscal policies by the Administration led
to a compete breakdown of credibility vis-a-vis financial
markets. The unusually high interest rates set back home
buying, car purchasing, and other credit-based expendi-
tures.. In general, aggregate demand was weakened by a
loss of confidence in national economic policy.

On the following day,' January 20, 1982, the Committee heard
from several respected economic analysts and forecasters.

Dr. Barry Bosworth testified:
. . .the government, and particularly the Federal Re-

serve, had decided to adopt a hard-line policy of demand
restraint as a primary means of fighting inflation. One
consequence of this decision is that this recession is not an
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accident: it was the conscious and predicted result of policy
decisions, and it should be analyzed as such.

Dr. Allen Sinai testified:
The 1981 recession, I believe, came from a very tough

and tight monetary policy . . .
Dr. Michael Evans testified:

I think the proximate cause of the recession was the
tight monetary policy and high interest rates.

Finally, on January 26, 1982, the Committee heard testimony
from Chairman Paul A. Volcker of the Federal Reserve Board. He
had this exchange with Senator Sarbanes:

Senator SARBANES. Chairman Volcker, would you agree
that the high interest rates have contributed to the slow-
down in the economy and the turndown in economic activi-
ty?

Chairman VOLCKER. Yes, if you look at it in the narrow,
immediate sense, yes.

Secretary Regan appeared before the Committee, as previously
noted, on January 27, 1982. His testimony rewrote the economic
history of 1981, and thus departed sharply from the
Administration's past support of the Federal Reserve before this
Committee. It did so by introducing a novel criticism, which had
never previously been mentioned to us by any Administration offi-
cial.

Secretary Regan acknowledged and repeated the
Administration's general and often stated support for a gradual re-
duction of money growth:

The President's original economic program included the
recommendation that money growth be gradually reduced
to a noninflationary pace. During the past year, the Feder-
al Reserve made significant progress toward that goal.

But the Secretary then misstated-more precisely, understated-
the sharp reduction in money growth which had taken place with
the Administration's support in 1981, relative to previous years.

Fourth quarter to fourth quarter, M1B grew slightly less
than 5 percent in 1981. Compared to the inflationary rates
of monetary expansion in the past-7.3 percent in 1980
and an annual average of 8.0 percent in the preceding
three years-this is a substantial deceleration in money
growth.

The comparison of 5 percent 1981 nonshift-adjusted M1B growth
with the 7.3 percent growth of 1980 is invalid, and suggests that
the deceleration of M1B in 1981 was less severe than it in fact was.
The proper comparison is between the shift-adjusted growth rate of
MIB in 1981, which was 2.2 percent, and the 7.3 percent growth of
the previous year. That 2.2 percent shift-adjusted figure can also be
contrasted with the M1B target of 3.5 percent to 6.0 percent stipu-
lated by the Federal Reserve at the beginning of 1981; the nonshift-
adjusted figure of 5 percent must be viewed against a target range
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which is adjusted upward, to 6.0 to 8.5 percent, as a chart provided
at the back of Secretary Regan's testimony, and reproduced here as
Chart 11-1, acknowledges.



CHART I1-1
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The importance of Secretary Regan's misrepresentation of M1B
growth as having been 5 percent in 1981 emerges in his testimony
a few paragraphs later:

. . .we supported money growth in the middle of the
Federal Reserve's target range in 1981.

The intended logic is simple. If money growth was intended by
the Federal Reserve to be 3.5 to 6.0 percent, and if the Administra-
tion had had a clear policy of supporting growth in the middle of
that range, and if such growth was achieved, how can tight money
as such be held responsible for the unexpected recession?

In fact, MlB growth, however measured, fell far below the
bottom of the Federal Reserve's target range. And, as demonstrat-
ed above, the Administration had continued consistently to support
Federal Reserve policy through the summer and fall even though
that policy was leading to MlB growth well below the bottom of
the target range.

Next, Secretary Regan launched an entirely new line of criticism
against the Federal Reserve, drawn from a form of fringe monetar-
ism whose ideas the Administration had never previously endorsed.
The effect was to develop an entirely new explanation for the re-
cession. Secretary Regan's comments are reproduced here:

The erratic pattern of money growth that occurred in
1980 and 1981 and which contributed to the onset of the
current downturn. At various times during the year, we at
Treasury have hinted, sometimes in private, sometimes in
public, that we would like either faster or slower money
growth. Some have accused us of being unable to make up
our minds.

Nothing could be further from the truth. We have con-
sistently urged faster money growth when the money
supply was flat or declining, and slower money growth
when the money supply was rising at double-digit rates.
We supported the Federal Reserve's targets, and consist-
ently urged them to keep money growth even and steady
within the target range.

In the last three months of 1980, MlB fell at an annual
rate of 1 percent per year, after a sharp rise in the previ-
ous five months. Virtually all of the growth in MlB in
1981 occurred in the first four months of the year, when it
grew at a 13.3 percent annual rate, and the last two
months of the year, when MlB growth was at a 13.0 per-
cent rate. In the interim, MlB oscillated from week to
week. In the six months from April to October, the net
change was a decrease of 0.1 percent. Such volatile money
growth has very damaging effects on the economy. It de-
stroys the credibility of long-run monetary controls, adds
to uncertainty and risk, and thereby helps keep interest
rates high as lenders seek to protect their principal.
This very erratic pattern has kept financial markets in a state

of disarray for some time.
As a characterization of the Administration's position on mone-

tary policy in 1981, the first two paragraphs of this quotation are
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misleading. The record of testimony before this Committee clearly
indicates that the Administration had offered not one word of
formal criticism of the variability of money growth until Secretary
Regan's testimony. As late as October, both Chairman Weiden-
baum and Director Stockman specifically defended the Federal Re-
serve against the charge that money growth was too low and the
suggestion that it should be brought back within its target ranges.

As for the substantive charge leveled by Secretary Regan at the
Federal Reserve, its disingenuous character is breathtaking. The
Administration is now saying that week-to-week volatility of money
growth, and not its low level, is responsible for the high level of
interest rates. In so doing, they exonerate tight monetary policy,
which they continue to support, and therefore themselves, from re-
sponsibility for the recession. And yet this new syllogism leaves the
blame for the recession with the Federal Reserve!

The complete failure of any Administration official to criticize
the Federal Reserve for short-run money growth volatility at any
time in any of their numerous appearances to discuss monetary
policy before this Committee in 1981 poses a problem for the line of
criticism now being offered. The last such appearance, as noted
above, was by Director Stockman on October 28, 1981. At that time,
of course, every fact cited by Secretary Regan about the volatility
of money growth from October 1980 through mid-October 1981 was
already known, and yet no criticism was offered. One must, there-
fore, conclude that, with respect to monetary policies up to October
1981, the Administration changed theories after the fact. Such a
change cannot, of course, lessen the Administration's responsibility
for the consequences of a monetary policy which they supported at
least until the end of October.

We believe the Administration cannot evade the simple facts of
1981, which are that tight money caused the recession, and that
the Administration supported the tight money policy up and down
the line.

Recommendation No. 10: Reject the Gold Standard
All forms of a return to the gold standard should be re-

jected by the President, the Administration, and the Con-
gress.

Discussion of monetary policy and of the Administration's eco-
nomic policies was muddied in 1981 by a flurry of contrived inter-
est in returning to some form of the gold standard. Certain sup-
porters of the Administration's program, including some who had
earlier been most confident of an immediate noninflationary eco-
nomic boom, were heard to say, after high interest rates had negat-
ed their early optimism, that only a gold standard could lower in-
flationary expectations enough to permit the Economic Recovery
Program to work. The United States Gold Commission, established
in 1980 as part of a legislative compromise which permitted the
most recent IMF quota extensions to go forward, was constituted in
late summer and met throughout the fall and winter, with the stat-
utory duty to evaluate and report on the present and future mone-
tary role of gold.
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The record of the Gold Commission confirmed the obvious: that
supporters of a return to the gold standard have put forward no
proposal which merits further attention. The supporters of such a
return were revealed to be a heterogeneous group with differing
historical conceptions of what the gold standards was, and with
reform proposals ranging from free minting of gold coins to full
convertibility of gold bullion to a slightly disguised money growth
rule. In every case, these proposals were found to be deficient.
Moreover, even if the obstacles of practicality could be overcome,
there is simply no evidence that a return to any form of the gold
standard would contribute in the slightest to the goals of high em-
ployment, rapid growth, or stable prices.

The gold standard's supporters have had their day in the lime-
light. The Administration and the Congress should dismiss any fur-
ther efforts to keep this issue alive.

C. FISCAL POLICY

Recommendation No. 11: Promote Economic Recovery Now and a
Return to a Balanced Budget

The tax cuts scheduled to go into effect on July 1, 1983,
should be deferred, and reviewed in light of the economic
situation and the state of the budget next year. Indexa-
tion of personal tax brackets to the Consumer Price
Index should be repealed. This clear signal of responsible
future tax behavior, with its resulting sharp diminution
of the future deficit, will help to lower interest rates now,
thus providing needed stimulus and promoting a rapid re-
covery from the present recession.

The deficits proposed by the Administration in the Fiscal Year
1983 budget are intolerable. Moreover, they are the direct conse-
quence of the misguided tax, expenditure, and monetary policies
which the Administration proposed in 1981. Only a reversal of
these policies can restore the economy to a path of sustained, non-
inflationary growth, and the budget to a path leading toward
budget balance.

The spending cuts proposed in the Administration's budget for
Fiscal Year 1983 are harsh, deep, and severe. They would sharply
reduce the levels of health care, nutrition assistance, and cash sup-
port for the poor and the elderly, as well as reduce the earned pen-
sions of Federal and military retirees. But they do not begin to
cope with the budget deficit. Even the severe reductions in entitle-
ments which the Administration proposes would reduce the Fiscal
Year 1984 deficit by only $17.1 billion-from a total estimated by
the Congressional Budget Office to be $188 billion.

A change in the Administration's tax program is the only way
deficits can be brought effectively under control. Such a change
must accomplish two objectives: it must promote growth now and
so expand the tax base, and it must provide for adequate revenues
in future years, as the economy expands. The program which we
present here, which provides for the deferral of the July 1, 1983,
tax cut and for the repeal of indexing, meets both of these tests.
And it is a simply and efficient immediate-action plan.
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During 1981, the Reagan Administration, with the consent of
Congress, put fiscal policy on a course which served only to acceler-
ate the downturn brought about by its policy of tight money and
high interest rates. In his February 1981 "Economic Recovery Pro-
gram" proposals, President Reagan recommended a package of
spending cuts that would have reduced fiscal 1982 outlays by $40
billion below 1981 current policy levels, combined with a three-year
30 percent personal income tax cut weighted toward those at the
top of the income scale, the Kemp-Roth bill. Major business tax
cuts were also recommended.

On July 29, 1981, Congress cut just over $35 billion from the
fiscal 1982 budget, mostly in social programs. In September, the
President, fearing a higher-than-projected fiscal 1982 deficit, recom-
mended an additional $8 billion in social spending cuts, $4 billion
of which were agreed to by Congress and the President in the con-
tinuing resolution passed on December 10, 1981.

In the meantime, on August 4, Congress enacted a somewhat
scaled-down version of the Kemp-Roth tax bill-a 5 percent person-
al income tax cut effective October 1, 1981, followed by two addi-
tional 10 percent cuts on July 1, 1982, and July 1, 1983. The bill
also adjusted tax brackets for inflation beginning in 1985, sharply
reduced gift and estate taxes, and altered depreciation schedules
and other provisions of the corporate tax code, effective January 1,
1981, in ways that will significantly reduce receipts from this
source.

The combined effect of the Reagan Administration's tax and
spending measures was to make fiscal policy restrictive in the
short run. While the magnitude of the spending and tax cuts for
fiscal 1982 are roughly equal and thus provide no net stimulus, the
spending cuts are already being made, while the major portion of
the tax cuts will occur only during the last quarter of the fiscal
year. Moreover, the tax and spending cuts, combined, transfer dis-
posable income from the bottom to the top of the income scale.
Since upper income households save a much higher proportion of
their incomes than do lower income households, this will increase
the average personal saving rate and add to the restrictive effects
of current fiscal policy. The increase in social security taxes which
took place on January 1, 1982, will have the same effect. The tax
base rose from $29,700 to $32,400 and the tax rate rose from 6.65
percent to 6.70 percent for both employers and employees. These
measures combined raised social security taxes paid by up to 10
percent.

The Administration's tax and spending policies do not respond to
the current needs of the economy. Since last summer, the economy
has been in a steep recession. During the fourth quarter of 1981,
real gross national product fell at an annual rate of 5.2 percent and
our Nation's businesses operated at less than three-quarters of ca-
pacity. The unemployment, rate has been rising sharply and
reached 8.5 percent during January 1982 compared to 7.2 percent
in July. As a result, more than 9.3 million Americans were jobless
in January, almost as many as were unemployed during the Great
Depression in 1939.

If the Reagan Administration continues to pursue its current tax
and spending policies-and the Federal Reserve further tightens
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monetary policy-the effect will be to prolong and deepen the re-
cession. We need a change in economic policy before more damage
is done. Two steps are necessary.

First, the personal income tax cut that is currently scheduled to
become effective on July 1, 1983, should be deferred, and reconsid-
ered next year in light of budget and economic conditions then pre-
vailing. This step alone would reduce the Fiscal Year 1984 deficit
by almost $38 billion. The effect is to put the deficit on a sharply
declining path as the recovery proceeds.

Second, monetary policy should respond to this act of fiscal re-
sponsibility by permitting interest rates to fall. This would have
the effect of promoting recovery and expanding the tax base now,
and so bring about higher employment, lower interest rates, and
still lower deficits in the future.

This approach is in sharp contrast to current Administration
policies, which will cause deficits to rise during the recovery period.
According to the Congressional Budget Office, assuming no new tax
measures, the Administration's program will cause a $ 109 billion
deficit for 1982. This deficit is primarily due to the 1981-1982 reces-
sion. Under current policy, however, this deficit would be followed
during the recovery by deficits that rise to $157 billion in fiscal
1983 and $188 billion in fiscal 1984. Deficits of this size during a
recovery, combined with potentially large increases in borrowing
by businesses and consumers, can only mean rising interest rates
and renewed inflation-factors that contributed heavily to the cur-
rent downturn.

Supporters of the Administration's lock-step tax reduction will
argue that the phased-in three-year program should not be tam-
pered with because it provides an incentive for saving and invest-
ment and because it reduces business uncertainty concerning
future tax regimes. The evidence to date does not support this. We
have seen no resurgence of business investment from this source.

In addition, the indexation provision of the Economic Recovery
Tax Act of 1981, which requires that tax brackets be adjusted an-
nually for inflation beginning in 1985, should be repealed. During
periods of inflation, tax indexing will be especially damaging.
Under indexing, the mandatory tax cut grows larger as inflation
gets higher, thereby pumping up incomes and spending at just the
time they should be held in check.

Recommendation No. 12: Review Tax Expenditures
Efforts to raise additional revenues in later years should
begin with a comprehensive review of tax expenditures.

The massive budget deficits for Fiscal Years 1983 and 1984 re-
sulting from the Administration's current economic policies can be
reduced substantially by eliminating selected tax loopholes. A thor-
ough review of all tax preferences should be part of any measure to
raise revenues, but enactment should occur only after the recession
has ended and the recovery is well under way.

For decades, Congress has made use of tax preferences and other
forms of tax relief to channel resources into beneficial economic ac-
tivities, such as business investment, homeownership, energy con-
servation, and support of charitable organizations. These should be
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continued. There are many other preferences in the tax code, how-
ever, which have channeled the Nation's resources into activities
whose economic benefit is not justified by their cost, and which
have disproportionately favored the well-to-do at the expense of the
average taxpayer. By eliminating or modifying these tax loopholes,
we would reduce the projected 1983 and 1984 deficits while at the
same time improving the efficiency and equity of the economy.

The "tax-expenditure budget" which is published each year with
the Budget of the United States Government lists the special tax
preferences which result in a loss of Federal tax revenues. This
budget, as drawn up for Fiscal Year 1983, consists of 96 items with
a revenue loss of about $244 billion. By comparison, the tax ex-
penditure budget for Fiscal Year 1977 consisted of 82 items with a
total revenue loss of $106 billion.

For Fiscal Year 1983, the total revenue loss from tax preference
items will amount to more than 32 percent of projected budget out-
lays. Despite the magnitude of the revenue loss, these tax prefer-
ences rarely come under close scrutiny or review. Many tax ex-
penditures have outlived their usefulness, others are ineffectual in
fulfilling their intended purposes or actually have a perverse effect
on the economy, and many inequitably favor the well-to-do. All
such provisions withhold revenue year in and year out from the
U.S. Treasury. These are revenues which other taxpayers who are
not so favored must make up.

Recommendation No. 13: Excise Taxes
We oppose regressive increases in Federal excise taxes

solely to balance the budget. Such excise tax increases
are inflationary and unfair in their incidence. Excise tax
increases should be considered only where they serve a
compelling public interest.

Increases in Federal excise taxes, especially in the "sin taxes" on
alcohol and tobacco, are a superficially attractive means of raising
new Federal revenues. This temptation should be avoided.

Excise tax increases are inflationary in a direct and mechanical
sense: they raise the price of the products to which they apply, and
that increase enters directly into the Consumer Price Index. The
result is to raise all wages and benefits tied directly to the CPI, so
that the effect of an excise tax increase on the economy is magni-
fied, among other things, increasing Federal expenditures and so
partly offsetting the effect of the new revenue on the budget defi-
cit. Higher inflation also affects inflationary expectations, and so
puts upward pressure on long-term interest rates, which again off-
sets any positive effect of higher tax revenues on the credit mar-
kets. Thus, higher excise taxes are an inefficient macroeconomic
and anti-inflation policy instrument.

Higher excise taxes are also unfair. They fall, first, on the partic-
ular industries to which they apply, which suffer lower sales and
profits than otherwise. Second, they fall on those who continue to
purchase the taxed goods, who suffer a loss of real income repre-
sented by the higher price paid. This loss of real income is regres-
sive, since poorer people spend a higher fraction of their income on
consumption than wealthy people do.
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Recommendation No. 14: No Value-Added Tax
We oppose proposals to institute a national sales tax or

value-added tax. Such a tax would fall disproportionately
and unfairly on low- and middle-income people, thereby
compounding the loss in real income they have suffered
in recent years. In addition, introduction of a VAT would
add to inflation in the short run.

A value-added tax (VAT) is a national sales tax levied on each
sale that occurs in the production chain, not just on retail sales to
final consumers. To avoid double taxation, businesses would be al-
lowed to credit the VAT paid on their purchases against the VAT
charged on their sales. By paying only the difference to the Federal
Government, businesses in effect pay a tax only on the value they
add during the production process. They full VAT would end up as
part of the retail price, to be paid by the retail consumer.

Each 1 percentage point in the value-added tax would currently
raise about $25 billion per year, if there were no exemptions,
making VAT an attractive potential source of revenues in light of
the massive budget deficits projected for Fiscal Years 1983 and
1984. In addition, the VAT is hidden in the price of goods and serv-
ices and thus less offensive than a visible tax. Finally, since a VAT
is levied only on consumption, households would be encouraged to
consume less and save more.

Nonetheless, we oppose proposals to institute a national value-
added tax. Since the tax is included in the retail price of affected
goods and services, a VAT would be inflationary. Furthermore, a
comprehensive VAT would be regressive, since lower-income house-
holds spend a larger fraction of their incomes on consumer goods,
and save less, than upper-income households. Creating exemptions
for particular kinds of goods and services that are considered neces-
sities-such as food, clothing, and medical care-would make a
VAT less regressive but far more complicated to administer. Final-
ly, a VAT would create special problems for small businesses. With
little market power, many small businesses would have to absorb
the VAT out of profits in order to remain competitive while at the
same time facing new reams of Federal paperwork.

Recommendation No. 15: Corporate Taxes
The Economic Recovery Tax Act of 1981 provided for

accelerated depreciation as we had recommended in our
last Report. However, there remains a danger that, as the
rate of inflation falls, the new system will become distort-
ed in favor of equipment and machinery and against
long-lived structures at low rates of inflation. Should this
happen, consideration should be given to measures such
as open accounting, which would restore neutrality of the
depreciation schedules with respect to types of invest-
ment, and eliminate any danger of negative effective tax
rates. Provisions providing for tax leasing should be re-
pealed or sharply overhauled to repair abuses, thus
saving up to $5 billion per year.
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In our last Annual Report, we recommended that the depreci-
ation provisions of the corporate income tax be revised in order to
encourage investment and make the tax laws neutral in their
effect on the composition of the capital stock during periods of in-
flation. The Adminstration's Economic Recovery Tax Act of 1981
provided for accelerated depreciation, as we recommended, in the
form of the so-called modified 10-5-3 Accelerated Cost Recovery
System (ACRS). While ACRS should stimulate business investment
as it is phased in through 1986, it is neutral among classes of capi-
tal goods only within a narrow range of inflation and thus requires
further revision.

Under the Accelerated Cost Recovery System, the more than 100
asset classes that existed under prior law are combined into just
three classes for depreciation purposes, with most short-lived prop-
erty depreciated over a three-year period, most equipment over a
five-year period, and some utility property over a 10- or 15-year
period. Structures are to be depreciated over a 15-year period.

Since ACRS greatly reduces the time period over which a corpo-
ration depreciates its assets and thereby increases the after-tax
rate of return, ACRS should provide a stimulus for more business
investment in both equipment and structures.

Unfortunately, ACRS did not solve the neutrality problem.
Under prior law, the capital depreciation provisions resulted in
some asset classes being effectively taxed at lower rates than
others. As a result, the composition of business investment differed
from the composition that would have occurred under a neutral tax
system. This reduced the overall productivity of our capital stock
and held down our economy's growth.

While ACRS reduces the tax rate on all asset classes, neutrality
problems remain, particularly as inflation wanes. For example, one
CRS study found that at a 6 percent annual inflation rate, ACRS
results in a negative effective tax rate (i.e., provides a subsidy) for
such short-lived assets as cars, trucks. construction equipment, gen-
eral industrial equipment, and industrial steam equipment, and a
positive tax rate on such long-lived equipment as utility power-
plants, industrial and commercial buildings, and apartment build-
ings.

We continue to be concerned about the neutrality of the corpo-
rate income tax. Among the possible revisions to the ACRS which
Congress should examine is open accounting. Under open account-
ing, long used in Canada, businesses each year write off a portion
of the total value of assets in each asset class according to a fixed
schedule, rather than depreciate each- asset individually. Alterna-
tively, business assets could be valued at current rather than his-
torical cost for depreciation purposes, or business could be permit-
ted to expense the present value of the depreciation allowances for
each asset as proposed by Professors Dale Jorgenson and Alan
Auerbach. Any of these proposals would restore neutrality of the
depreciation schedules with respect to types of investment and
eliminate any danger of negative effective tax rates.

The new provision in the corporate tax code which permits un-
profitable firms to lease their unusable tax credits and depreciation
deductions to firms with taxable profits should immediately be re-
pealed or overhauled to repair abuses. During the next six years,
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this provision will cost the Treasury $29.1 billion by official esti-
mates and much more according to other observers, while effective-
ly eliminating the corporate income tax for many highly profitable
firms.

If the goal of this tax-leasing provision were to eliminate the cor-
porate income tax or to subsidize firms experiencing losses, the
same objectives could be accomplished in more equitable and less
costly ways. For example, the corporate income tax could have
been eliminated altogether and corporate earnings integrated into
the income of stockholders for income tax purposes, as many econo-
mists have recommended. This would eliminate double taxation of
business earnings while still assuring a fair taxation of corporate
profits. Alternatively, to help firms with losses, investment tax
credits could have been made refundable. Unprofitable firms would
be able to use their investment tax credits and depreciation deduc-
tions while profitable firms would still pay their fair share of taxes.
Either path would be preferable to the back door tax giveaway of
the tax leasing provision.

Recommendation No. 16: Spending
Further consideration of deep reductions in spending

for social programs should be deferred until recovery
from the current recession is well underway, except that
the Administration and Congress should continue aggres-
sive efforts to eliminate waste and mismanagement. The
projected increase in defense expenditures are too large
and should be scaled back.

We oppose the President's recently announced proposal to cut an
additional $41 billion from the fiscal 1983 budget. Federal spending
should be held in check wherever possible, and the budget of each
program should be vigilantly scrutinized to provide taxpayers the
best government services their hard-earned money can buy. In fact,
despite the budget-cutting fervor of this Administration, we believe
there are still large parts of the Federal budget that have escaped
serious review, particularly the defense budget and the tax expend-
iture budget.

But a recession is not the time to cut billions of dollars from
vital social programs. Cuts of the size proposed by the President for
fiscal 1983 when piled on the almost $40 billion already cut from
the fiscal 1982 budget will only prolong the recession. Further mas-
sive spending cuts now will hamper the ability of the economy to
rebound from the downturn and may even set the stage for a fur-
ther decline when the cuts take effect later this year.

During the period since World War II, our economy has weath-
ered seven recessions without a depression largely because of the
floor provided by both discretionary and automatic countercyclical
spending programs. During the 1974-1975 recession, for example,
the loss of income for two-thirds of the 7.9 million who were unem-
ployed was cushioned by up to 65 weeks of unemployment insur-
ance. In addition, Congress swiftly enacted programs designed to
create jobs for those laid off, including 700,000 public service jobs
under Title VI of CETA, a short-term public works program, a
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countercyclical revenue sharing program, and measures to stimu-
late housing construction.

The spending cut proposals made by the President for fiscal 1983
will have just the opposite effect. Instead of expanding the safety
net to help the increasing number of jobless workers, the Reagan
Administration's program will leave the unemployed with inad-
equate assistance. As George Perry testified before the Committee
on October 21, 1981:

The longer run deficits represent poor economic policy.
But some ways of attempting to cut those deficits would be
so undesirable on other grounds that the status quo should
be preferred. It would be poor economic policy and
unconscionable social policy to place the burden of further
budget tightening on the less priviledged, on State and
local governments, on public investment, on education and
research, and on important general government activities
such as data gathering and dissemination. We are the
world's greatest and richest economy. We should not
behave like mean-spirited paupers towards government ac-
tivities and responsbilities that are an accepted and impor-
tant part of a modern society.

A deep recession is no time to make massive cuts in vital social
programs. Consideration of further spending cuts should be post-
poned until the economy is well on the way toward full recovery.

D. FAIRNESS

Recommendation No. 17: Fairness
The Reagan Administration has turned its back on the

principles of fairness and opportunity for all which for 50
years have underpinned our society. This Administration
is leading America toward greater unfairness by all its
policies-tax, expenditures, monetary, regulatory. Ever-
greater inequities diminish the traditional American
value of economic opportunity, reduce the prospects for
sustained economic growth in which all share, and
threaten national unity. We urge that Congress defend
the principles of fairness and equal economic opportunity
in its tax, spending, and regulatory decisions.

In taxation, the Administration's income tax reductions benefit
chiefly the top bracket of income receivers. Furthermore, the steep
reductions in taxes on "unearned" income, from securities and
from capital gains, have far outstripped the reduction in the taxes
on wages and salaries of those who work for a living. The corporate
income tax is for all practical purposes being phased out, except for
continued unavoidable taxes on small business corporations. And
the check on huge intergenerational accumulations of wealth once
provided by our system of estate and gift taxation has been largely
done away with.

In its spending reductions, the Adminstration has sharply disad-
vantaged the working people and the middle class generally
through cuts in programs which affect the basic quality of life: edu-
cation, nutrition, health, clean air and water, the arts and human-
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ities, and transportation. Only the very affluent have been spared
the expenditure axe, through the continuation of subsidies such as
those to yachtsmen, to travelers abroad, and to pleasure aircraft
owners.

In its monetary policy, the Administration by super-high interest
rates has shifted billions of dollars in income and wealth from
debtors to creditors.

In its regulatory policy, the Administration has reduced the basic
protections of life and limb in the workplace, in the marketplace,
and in the environment around us. Cutbacks in mine safety inspec-
tions pose an especially dangerous threat to our Nation's coal
miners.

Elsewhere in this Report, we have detailed the unfair conse-
quences of the Administration's spending cuts, of its Kemp-Roth
income tax rate reductions, and of its regulatory policies. Other es-
pecially unfair aspects of the Administration's program include the
redistributive effects of high interest rates and new tax benefits for
the extremely wealthy.

Skyrocketing interest rates led to an increase in personal inter-
est income in excess of 20 percent in 1981, to more than $300 bil-
lion. Interest accounted for nearly 13 percent of total personal
income, a record high; this represented an acceleration of recent
trends: interest was less than 10 percent of income in 1977 and
only 5 percent in 1956.

The distribution of interest income is highly skewed toward the
upper income brackets. In 1979, the top 24 percent of taxpayers re-
ceived 50 percent of taxable interest; the top 3 percent received 21
percent; and the top 1 percent received 13 percent. And these fig-
ures seriously understate inequality in the distribution of total in-
terest income, for they exclude tax free interest paid by State and
local governments, concentrated almost exclusively in the very
highest income brackets.

The Reagan program, which is pushing interest rates even
higher, can only exacerbate these trends. The reduction in the top
marginal rate on "unearned income," which includes interest
income, from 70 percent to 50 percent, effective January 1, 1982,
nearly doubles the portion of taxable interest retained by those in
the top bracket, from 30 percent to 50 percent. And, with the finan-
cial burdens being placed on State and local governments, the
volume of tax-exempt All-Savers certificates, and the liberalization
of IRA's, State and local bonds lose some of their competitive ad-
vantage in credit markets, so they will have to pay even higher in-
terest rates to attract affluent bond purchasers.

President Reagan's Economic Recovery Tax Act of 1981 reduced
the maximum tax rate on long-term capital gains from 28 percent
to 20 percent on sales or exchanges after June 9, 1981. This is
lower than the marginal tax rate (21 percent) paid on a joint
return with taxable income of $12,000 last year. Capital gains
income is highly concentrated in the upper income brackets. In
1979, 57 percent of capital gains were received by the top 3.3 per-
cent of taxpayers, 47 percent by the top 1.2 percent, and 28 percent
by the top 0.1 percent (those with adjusted gross income over
$200,000). It is doubtful if there has ever been a tax provision based
less on economic need.
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Savings rose temporarily to 6.3 percent of personal disposable
income in October, when the tax cut took effect, but fell back to 5.5
percent by December. The December savings rate was below the
1980 rate and below the average for the last five years.

Similarly, last year's Tax Act lowered the top rate on dividends
from 70 percent to 50 percent, effective January 1, 1982. Dividend
income is similarly concentrated among the affluent. In 1979, 71
percent of dividends were received by the top 15 percent of taxpay-
ers; 42 percent by the top 1.2 percent; and 21 percent by the top 0.1
percent. Table II-12 shows how interest, dividend, and capital gains
income is concentrated in the hands of the well-to-do.

TABLE 11-12.-PERCENTAGE OF TAX RETURNS, TAXABLE INTEREST RECEIVED, CAPITAL GAINS, AND
DIVIDEND INCOME, BY ADJUSTED GROSS-INCOME LEVEL, 1979

(In percent]

Adjusted gross income in excess of Tax returns Interest Dividends Capital

$1,000,000.............................................................................................................. 0.0 0.7 5.2 12.4
$500,000.. ............................................................................................................... 0.0 1.5 9.7 18.1
$200,000 ................................................... 0.1 3.9 20.8 28.4
$100,000 ............................... 0.6 8.8 34.6 40.2
$75,000 .................................................... 1.2 12.7 41.7 46.6
$50,000 ................................................... 3.3 21.4 53.9 57.4
$40,000 ................................................... 6.3 28.7 60.9 64.9
o30,000 ................................................... 15.3 41.2 71.3 74.4

$25,000 ................................................... 24.2 50.0 76.9 80.4

Source: Department of the Treasury, Internal Revenue Service, Statistics of Income, sol Bulletin," Summer 1981, p. 8.

Last year, estate and gift taxes were also slashed in the
Administration's tax bill. The cumulative exemption from the
estate and gift tax will rise in steps, from $175,625 in 1981 to
$600,000 in 1987 and subsequent years. And the top rate is being
reduced, from 70 percent on taxable transfers over $5 million to 50
percent by 1985. The Joint Committee on Taxation estimates that
these changes will reduce estate and gift taxes by more than $22
billion for 1981 through 1986. By Fiscal Year 1985, the tax yield
will be reduced by more than 40 percent.

President Reagan seems to have completely reversed the princi-
ples of President Franklin Delano Roosevelt. In 1933, F.D.R. stated:

The test of our progress is not whether we add more to
the the abundance of those who have enough. It is whether
we provide enough for those who have too little.'

The implications of these unfair policies are clear: sharp in-
creases in the inequality of the distribution of income and wealth.

E. STRUCTURAL REFORM

Recommendation No. 18: Basic Industries
We must address the problems of those basic industries,

including steel, automobiles, and aircraft, which form the
backbone of America's industrial structure. Future poli-

'As quoted in the Congressional Record, January 28, 1982, p. H89.
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cies must stress modernization, reorganization, and ad-
justment, and must include strong and clear performance
criteria. Polices to promote the adjustment of firms
should be coordinated with policies promoting the adjust-
ment of workers and communities.

Every country, including the United States, has, at the least, an
implicit industrial development policy, in the sense that the combi-
nation of monetary, tax, spending, and regulatory policies it adopts
helps to determine the type of industry that will flourish within its
frontiers. An advantage of those systems whose industrial develop-
ment policy is explicit is that the goals of policy are stated, and
progress toward their attainment can be monitored. Such systems
possess a means of evaluating the effect of government policy on
industry, and we do not.

An overall assessment of the effect of U.S. Government policy on
our basic industries is difficult, in part because many policies over-
lap with or partly contradict each other. The pattern which is sug-
gested by our trade policies does suggest, however, that the net
effect is not neutral. The pattern of U.S. trade and trade-related
policy has been, on balance, to favor older, import-competing sec-
tors such as steel, automobiles, and textiles. This pattern, in eco-
nomic terms, represents an investment of resources which comes at
the expense of other possible activities, including the active promo-
tion of export-competitive industries, particularly at the high end
of the technological scale.

In the area of textiles, import relief has taken on a permanent
character and been extended from intermediate products to include
finished goods. For the last 20 years, textile and apparel imports
have been governed by some kind of international framework, the
most recent being the revised Multifiber Agreement just concluded
at Geneva. Once the decision was made to protect textiles, the in-
clusion of apparel followed inevitably, since without the added pro-
tection, U.S. apparel makers buying domestic textiles would have
been placed at a competitive disadvantage.

Over the long term, the Multifiber Agreement has not kept the
domestic textile industry from re-emerging as a competitive pro-
ducer. The structure of the industry encouraged the rapid diffusion
of technological innovations and new equipment. As a result, por-
tions of the United States textile industry have become major com-
petitors in world markets. But technological change has not come
as rapidly to the apparel field and much of U.S. industry would be
unable to survive without trade protection.

For more than a decade, the government has been giving inter-
mittent trade protection to portions of the domestic steel industry,
which has failed to keep pace with the modernization and increas-
ing efficiency of foreign steel producers. The steel industry has
argued that foreign competitors have been selling steel in the
United States below the costs of production in foreign countries-a
violation of the 1974 version of the U.S. Anti-Dumping Law. Under
considerable pressure from the steel industry, the Carter Adminis-
tration agreed to initiate an anti-dumping investigation if any steel
entered the United States below the cost of production in Japan-
the "trigger price mechanism" (TPM). There remain disputes about
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how effective the TPM has been in stopping the European coun-
tries from dumping in the American market. American steel users
also allege that foreign producers are guilty of downstream dump-
ing-selling steel at below-market prices to enhance the competi-
tiveness of foreign steel users. There is some danger that American
steel users will point to the logic of the Multifiber Agreement and
press for comprehensive protection for the steel industry and for
themselves.

In isolated cases, the government has come to the rescue of large
individual companies with direct loan guarantees-the major ex-
amples in recent times being Lockheed and Chrysler. In both cases,
the loan guarantees forestalled possible bankruptcy. Lockheed paid
back its guaranteed loans, but could not achieve sufficient sales of
its Tri-Star jetliner to make a profit on it, and last year announced
termination of the program. While the jury is still out on the
Chrysler Corporation, it is no secret that the company is experienc-
ing great difficulty, partly as a result of the recession, and that it
has not met the performance criteria specified in early, optimistic
plans.

In the wake of the Chrysler bail-out, there have been a number
of steps designed to help the beleaguered U.S. auto industry,
among other basic industries. In April 1981, the Reagan Adminis-
tration sought and received "voluntary" limits on exports of Japa-
nese automobiles to this country. In August 1981, the President
signed his tax bill, which included leasing provisions which are es-
pecially beneficial to the auto industry.

The present Administration has not expressed much interest in
the ongoing debate over an American industrial policy; nor has it
formulated policy with an explicit orientation to the needs of basic
industry. The result is that policy affecting these sectors continues
to be made on an ad hoc basis. It is therefore likely that we will
continue to provide subsidies as demanded to our basic industries
with one hand, while at the same time the other hand creates,
through high interest rates, recession, and an overvalued dollar,
conditions that contribute to their distress.

Our implicit industrial policy is also deficient in the failure to co-
ordinate programs which facilitate adjustment by workers and by
communities with programs directed at adjustment by firms. Thus,
we have the spectacle of a major steel company taking advantage
of trade protection and new tax provisions to acquire the resources
with which to acquire an oil company, while plant closings leave
tens of thousands of steel workers unemployed, and steel communi-
ties like Youngstown, Ohio, struggling for survival. As Professor
Robert B. Reich has put it in a recent paper:

While firms often are capable of divesting themselves of
their least competitive parts and diversifying in more
promising directions, a large part of the labor force is rela-
tively immobile both in terms of geography and skills.
Workers are often unwilling to leave family, friends, and
familiar territory; unable to finance their own retraining;
and ignorant about where new jobs are located and for
what jobs retraining should be sought. By the same token,
the community's infrastructure of roads, educational insti-

90-546 0-82-8
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tutions, and other public goods often depends on a steady
stream of tax revenue; the sudden departure of industry
thus may leave the community without any alternative
means of support-and just at a time when demands on
public services by the newly unemployed are at their peak.
The management of industrial decline thus requires not
only that resources be moved to more productive and com-
petitive uses, but also that the movement be coordinated
so that all resources can be fully utilized.2

This Committee believes that a more sensible approach is possi-
ble. A better macroeconomic climate would, of course, greatly im-
prove the prospects for those companies-automobile firms are an
example-some of whom are spending billions to transform them-
selves into producers of competitive products. For those basic in-
dustries which will continue, from time to time, to get into trouble,
assistance, if it is to be delivered at all, must be accompanied by a
plan for adjustment, adaptation, modernization, and return to com-
petitive viability. And the Executive Branch, if it is to be asked to
supervise such a program, should be equipped with sufficient tech-
nical expertise to ensure that the conditions laid down by Congress
can be enforced. Congress, moreover, should retain an independent
capability in the General Accounting Office (GAO) to audit any
future loan guarantee operations, by keeping the Comptroller Gen-
eral off of future loan guarantee boards.

Finally, a sensible policy toward basic industries would coordi-
nate programs directed at companies, communities, and workers,
and so endure that workers and communities share in the benefits
of Federal policies designed to help our basic industries once again
become competitive in world markets.

Recommendation No. 19: Promote Catalysts 3 4

An American approach to industrial development
should emphasize industries which can act as CATA-
LYSTS to economic development and job creation. A
catalytic industry may be defined in any of several ways:

As one with extensive backward and forward linkages
in the economy, so that strong advantage in that industry
leads to strong advantages in a wide array of final prod-
ucts. The steel industry played this role in past decades
for a wide range of fabricated projects. Today, the semi-
conductor industry is the catalytic center of industries as
varied as computers, robots, telecommunications, and a
host of electronic products.

As one in which the United States has a valuable and
underexploited resource advantage, such as coal.

2 Reich, Robert B., "Making Industrial Policy," unpublished paper.
3Representative Hamilton states: In respect to recommendations Nos. 19 and 26, while both

incomes and industrial policies need to be explored, and I commend the Joint Economic Commit-
tee for that effort, I am unable to endorse fully these recommendations without more detail.

4
Representative Long states his reservations regarding the part of this recommendation on

high-speed rail are included in the supplemental views to the Committee's earlier report on the
subject.
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As one in which, due to past imbalanced patterns of de-
velopment, unique opportunities exist, such as regional
high-speed passenger rail.

The role of government in promoting catalysts should
vary according to the situation, but in all cases the objec-
tive is the same: to foster public-private cooperation and
a climate in which economic development can take place.

We believe that the dichotomy in discussions of policy toward in-
dustry between advocates of "picking winners" and advocates of
"saving losers" has led the argument down an intellectual dry
well. The first alternative is impractical, the second, foolish. To
some, that appeared to close the matter.

We disagree. There is a role for government policy in the pur-
suits of sensible industrial development goals. We have not come
up with a single grand criterion which encompasses all of the right
things to do and rejects all of the wrong ones. But we have agreed
on a general approach which is consonant with our traditions, re-
sources, and opportunities, and which respects and strengthens the
role of private enterprise and competitive markets in our economy.
We call our approach "promoting catalysts."

In chemistry, a catalyst is a chemical which facilitates a reac-
tion, thereby increasing the efficiency which resources, like- heat,
can be applied to a process, and sometimes making possible trans-
formations that weren't possible before. Similarly, government
policy should seek for areas of enterprise where a little public-pri-
vate cooperation, a little access to credit, or a little infrastructure
development can have far-reaching effects on the efficiency of our
resource use, our future pattern of development and growth, and
the competitiveness of our final goods industries. The examples are
many. Three, which illustrate different but representative cases
which the Committee has examined in hearings or staff studies in
the past 14 months, are semiconductors, coal, and regional high-
speed passenger rail.

Semiconductors

The American semiconductor industry provides an example of a
catalyst industry, because of its extensive linkages forward into
mainframe computers and electronically controlled equipment of
all types, and backward into high-quality technical education, and
because the success of the industry depends on rapid market pene-
tration and volume sales, which may be facilitated or impeded by
government policy.

The objective of U.S. policy toward the semiconductor industry
should be to maintain a climate in which an already highly suc-
cessful industry can continue to flourish, and to guard against poli-
cies by other governments which might unfairly advantage their
competing semiconductor sections to the detriment of ours.

The current strength of the United States' semiconductor indus-
try is the product of a variety of forces, some of which have
emerged because of government policy, and others in spite of it.
The high quality of technical education in the United States, much
of it fostered by government in the aftermath of Sputnik, no doubt
fertilized the ground for rapid technological advance in microelec-
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tronics. Defense Department and NASA spending on research and
development helped refine the semiconductor, and provided a large
market which helped put the industry on its feet.

Other aspects of government policy have been less propitious.
The recession of 1974-75, in part brought about by tight monetary
and fiscal policies, stunted investment in certain mass-market
chips, allowing the Japanese to gain a significant volume and cost
advantage. Currently, some observers argue that the highly special-
ized semiconductor needs of the Defense Department are diverting
resources away from the development of the most promising com-
mercial technologies and thus weakening the future competive po-
sition of the U.S. semiconductor manufacturers. Others charge that
the government is not doing all it can to assure market access in
foreign countries for U.S. semiconductor firms, thus denying them
the sales volume needed to achieve a competitive cost position.

The dynamic firms in Silicon Valley are now feeling the pressure
of foreign competition and high capital costs. The problem has been
particularly acute with Japan, whose industry appears to have
three distinct advantages. First, the Japanese market remains
closed in significant respects to U.S. exports. Japan can thus com-
pete for the world market, while the United States is excluded
from Japan, the world's second largest consumer of semiconduc-
tors, and so Japanese manufacturers can maintain a significant
cost and volume advantage in certain mass-market chips. Second,
high technology industries in Japan are specifically targeted by the
Japanese government, and so have assured access to finance capi-
tal and other assistance. Third, lower Japanese capital costs also
contribute to a potential cost advantage for the Japanese semicon-
ductor manufacturer. The lower Japanese interest rates are in part
a function of Japan's more balanced macroeconomic policy, but
they also reflect the relative isolation of Japan's financial markets.

The Japanese are improving their worldwide share of semicon-
ductor sales. They have captured a large share of the American
market for the advanced 64K RAM. Many observers think the Jap-
anese are already ahead in the race for the next leap in semicon-
ductor technology.

In this environment, it is vital that the U.S. Government develop
and maintain close links with our merchant semiconductor produc-
ers, and that it become fully equipped to monitor developments in
world semiconductor markets, especially Japan. Support for techni-
cal education necessary to foster the next generation of electronic
engineers should be maintained and strengthened. The impact of
Defense Department research requirements on commercial semi-
conductor research and development should be evaluated, and rec-
ommendations made to ensure that we do not needlessly sacrifice
the, competitiveness of this industry.

Semiconductors are a catalyst industry which we now have, and
which we must preserve for the present and the future.

Coal
The need to increase U.S. production of coal is a case of a chal-

lenge that can be transformed into an opportunity.
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The World Coal Study 5 has projected that domestic production of
coal will have to double by 1990 and triple by the year 2000 over its
production rate of 1978 if energy supplies are to be available suffi-
cient to accommodate expected economic growth. While U.S. coal
output has expanded an average of 5 to 6 percent a year for the
last decade, a remarkable change from decades earlier when coal
usage and output declined regularly year to year, such a rate is not
nearly enough to meet projected national needs.

Because coal is a relatively inexpensive energy source, the
demand for it will inevitably increase. If the cost of obtaining a
given amount of energy from coal were the same as the current
price of obtaining the same energy from oil, the cost for a ton of
standard coal would be $165. In fact, coal, if delivered to user or
port, sells today for only $20 or $40 a ton. Indeed, much of that
price is accounted for merely by the cost of delivery; coal at certain
Wyoming mines, for example, sells as low as $7 a ton at the mine-
head. Even adding costs which have been calculated for compliance
with environmental standards, and an imputed cost for the incon-
venience of coal compared to oil, the price of coal would still be
much lower than that for oil.

If energy supplies are to expand, it is not nuclear energy or oil,
but coal, which represents the most available and reasonably
priced new source. Unfortunately, several factors have acted to
constrain both demand and output.

There is, first of all, the question of how to finance the conver-
sion of power stations. The expense of converting oil stations back
to coal is, in some cases, greater than the expense of building new
coal-fired plants from scratch.

There is also uncertainty which exists in the United States and
elsewhere as to the rate of growth of electric power. For the 20
years prior to 1974, electric output grew at a rate of 7 to 8 percent
a year, but following the first round of OPEC price increases, the
power industry began to experience a holding pattern, with electric
output expanding at an average rate of only about 3.5 percent a
year. In many respects, the power industry at the present time has
excess capacity, and yet long lead times are required for the devel-
opment of coal-fired power plants.

Increased production of coal should be encouraged as a matter of
national policy. Expansion of coal usage and coal production will
reduce American dependence of overseas sources of oil. But coal
also holds extraordinary potential for the expansion of support in-
dustries and the creation of jobs. Production of such items as large
shovels, heavy carriers, and new underground mining machinery
will be required for expanded mining operations. In addition, new
and converted boilers, processes for fluidized bed combustion, and
equipment for scrubbing, particulate control, and ash disposal will
be needed.

Increased coal production will also require an expansion of trans-
portation facilities. Barge transport on the Mississippi and Ohio
Rivers, for example, would have to be modernized. The establish-

5 The World Coal Study was an international project involving over 80 experts from 16 major
coal-using and coal-producing countries. It was directed by Prof. Carroll Wilson, of the Massa-
chusetts Institute of Technology, and its report was issued in 1980.
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ment of slurry pipelines would be another prospective develop-
ment. We stand today at the threshold of large-scale use of these
.pipelines. The main obstacle seems to be the need to acquire the
right-of-way for the ground on which they would be laid; another
problem is importing the water in which the crushed coal would be
fed down the pipeline from the coal-producing States. Both these
problems can be solved, however, by the application of a clear con-
gressional will. New deep-sea ports will have to be dredged and pre-
pared. Normal sized coal carriers weigh 50,000 tons when loaded,
but few American ports can handle them at present. None can
handle the 100,000 ton coal carriers now coming into increasing
use.

Only 100 million tons of coal are traded today; the World Coal
Study projects that this figure might increase to 400 million tons in
a few decades. The United States could, by the year 2000, earn $12
to $17 billion in 1978 dollars from coal. In contrast, the United
States earned $16 billion for grain and soybean trade in 1978.

A program of increased coal production must be accompanied by
the establishment, and strict enforcement, of rigorous environment
standards. The social and environmental hazards of "boomtown"
development can be avoided by careful foresight and planning. The
technology already exists to deal effectively with certain other pol-
lution problems, such as acid rain (by means of fluidized bed com-
bustion, improved scrubbing of coal gases, etc.), but the application
of this technology remains in many instances to be mandated.
Other issues, such as the possibility of a "greenhouse effect" associ-
ated with excessive emissions of carbon dioxide into the atmos-
phere, must be thoroughly researched and rigorously monitored.

High-Speed Regional Rail Passenger Service
The National Transportation Study Commission reported in June

1979 that a "transportation crisis in this country. is just around the
corner." The Commission estimated that, by the year 2000, nation-
al domestic person-miles of travel will increase between 81 and 96
percent and national domestic freight ton miles will increase be-
tween 165 and 314 percent. It concluded that the present transpor-
tation system will be hard-pressed to handle such dramatic in-
creases.

The U.S highway system is rapidly deteriorating. The Federal
Highway Administration projects that an expenditure of $360 bil-
lion over the next 15 years would be required merely to maintain
and repair existing far-from-adequate road quality. The Nation's
major airports and primary airlanes are also seriously congested.
Many smaller communities are losing service as a result of the in-
creasing costs, especially fuel costs, of providing service.

The Nation's railway system is at the present time in no position
to pick up the slack. Track and equipment are deteriorating. The
increase in the price of petroleum-based fuel has made railroad
travel, as air travel, increasingly expensive.

Advanced industrial nations abroad have remained dedicated to
the provision of high quality rail service. Japan inaugurated
"bullet train" service almost 25 years ago. Trains between Tokyo
and Shin Osaka average 100 miles per hour and attain top speeds
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of 130 miles per hour. One hundred twenty million passengers a
year use these trains. They operate reliably and the technologies
on which they are based are being continually redesigned and im-
proved. They also operate without government subsidies and even
make a profit. In September 1981, the "Tres Grande Vitesse" made
its debut as the French entry among bullet trains. It travels be-
tween Paris and Lyons, attaining top speeds approaching 160 miles
per hour. Throughout Europe and Canada, high speed trains are
either already in operation or currently being developed.

American trains pale in comparison. The average speed of a pas-
senger train in this country has declined from 75 miles per hour in
the mid-1950's to a current average of 40 miles per hour. Amtrak
today operates only 1,700 passenger cars. Despite smaller popula-
tions, the majority of the European nations operate at least five
times as many passenger cars. Japan operates 26,000 cars over a
rail system that covers only half the mileage of the U.S. system, in
a country which is the size of the State of Montana.

The reason for the decline experienced by America's rail trans-
portation system is not only the comparative appeal of air and
automobile travel, but certain changes undertaken in rail oper-
ations over the past 30 years that have ultimately proved deteri-
mental. Freight railroads, in response to market conditions and
cost considerations, have relied increasingly on longer, heavier, and
slower trains. This has hurt passenger service because it has
caused greater stress and damage to railroad tracks and road beds,
and it has necessitated adjustments in grade crossing signaling sys-
tems, and the super elevation of track, both of which impede high
speed rail travel.

To the extent that trains are convenient, reliable, and fast, the
demand for their service has remained high. Regrettably, these
conditions are obtained only rarely in the American rail passenger
system.

The Committee, in a bipartisan, consensus report entitled "Case
Studies in Private/Public Cooperation to Revitalize America: I.
Passenger Rail," has proposed developing such service in 20 highly
populated rail corridors. Other recommendations included the sepa-
ration of passenger and freight systems (to eliminate the problems
associated with the different track, signal, and operating require-
ments of these operations); the use of advanced technology as ap-
plied in the development of both the French and Japanese rail sys-
tems; the electrification of rail lines to improve the energy efficien-
cy of service; the elimination of grade crossings to enhance train
speeds; and the cooperation of business, labor, and government in
bringing a project of this magnitude and importance to fruition.

Amtrak President Alan Boyd testified before this Committee on
July 23, 1981, that high speed rail passenger service can be made
profitable in this country. Moreover, he indicated that such service
could prove an attractive enough business proposition to spur pri-
vate investment, and eliminate any need for direct Federal operat-
ing subsidies for high speed service. In light of the substantial ini-
tial risk that would be undertaken by private business in such a
venture, however, government loan guarantees have been suggest-
ed as a means of indirect and limited, but very helpful, government
assistance. Were it to become a matter of national policy that such
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a system be developed, this Committee would also propose the es-
tablishment of a Rail Corridor Development Expediter, a coordina-
tor of activities centrally located in the White House whose pur-
pose it would be to ensure that the proper importance remained at-
tached to the implementation of national rail policy.

The Committee believes that such an undertaking would produce
not only major direct economic benefits, but indirect ones as well,
such as providing an infusion of capital into depressed industries
and encouraging technology transfers throughout the economy.
Now that much of the Nation's highway construction is complete,
the highway construction industry's talents and capabilities could
be readily channeled to such purposes as grading, building bridges,
pouring concrete, and building fences and stations for a new rail
transportation system. Moreover, a whole new industry of rail cars,
locomotives, and equipment can help reemploy, our skilled manu-
facturing labor force and the excess capacity of our metal-working
industries.

In the same way that the development of an automobile industry
in the 1920's not only changed the face of America's transportation
system, but also created untold new jobs and business, the develop-
ment of a new high speed rail passenger service-oriented industry
could serve as the catalyst to renewed economic prosperity that the
United States is so lacking today. The Committee is proud of the
bipartisan consensus with which these recommendations have been
made, and believes this bodes well for the pursuit of such a policy.

Recommendation No. 20: Maintain Infrastructure
Investment in infrastructure-roads, bridges, water sys-

tems, ports, rails, utilities, and other physical support sys-
tems-must be restored to adequate levels. The ability of
State and local governments to meet their responsibilities
in this area has been sharply impaired by recent budget
cuts. The urgent and overlooked task of restoring our in-
frastructure should take priority over certain other engi-
neering and development expenditures which the Admin-
istration continues to support. Soil erosion is a serious
problem and should be treated as an urgent item of rural
infrastructure maintenance.

We propose:
That remaining funds in the budget for interstate high-

way construction in urban areas be redirected to mainte-
nance of this system.

That Department of Energy funds be reallocated from
exotic and uneconomic projects in the nuclear field, in-
cluding the fast breeder reactor, and spent instead on
energy conservation and accelerated conversion of elec-
tric power generation to coal.

That certain unnecessary projects of the Corps of Engi-
neers and Bureau of Reclamation be canceled and the re-
sources invested instead into upgrading ports and other
high priority projects.

That the Department of Agriculture continue on an
urgent basis a national evaluation of the problem of soil
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erosion, and programs to combat this danger, including
measures to promote conservation tillage.

Perhaps the most neglected item in redeveloping the Nation's in-
dustrial base is the need to maintain and restore its capital facili-
ties. In large part, our network of highways and bridges, ports and
railroads, and adequate water and utility systems are responsible
for the Nation's productive capacity. In recent years, however, real
capital expenditures at all levels of government have declined.
Combined public works investments by Federal, State, and local
governments in constant 1972 dollars peaked in 1968 at $41.1 bil-
lion ($4.7 billion Federal, $15.2 billion State, and $21.2 billion local)
and declined to $29.4 billion in 1977 ($4.3 billion Federal, $9.3 bil-
lion State, and $15.8 billion local). As a share of State and local
government budgets, the decline is even greater. As George Peter-
son of the Urban Institute noted in his testimony before the Com-
mittee on January 27, 1981:

. . .one of the most constant economic features of our
time since the mid-1960's has been the year-in, year-out de-
cline in the share of State and local budgets that are used
for capital purposes-either capital purposes or mainte-
nance purposes. The capital share alone is down from
about 28 percent in the mid-1960's to 15 percent of State
and local budgets in the last three years (1977-1979).
Spending for capital, spending for maintenance, has gradu-
ally been displaced by spending for social programs.

These declines in capital funding have resulted in a deterioration
of the basic public facilities upon which our economy relies. Over
8,000 of the 42,500 miles of interstate highways and 13 percent of
its bridges have now exceeded their designed service life and must
be rebuilt; the costs of rehabilitating and constructing our nonur-
ban highways necessary to maintain existing service levels will
exceed $700 billion in the 1980's; the 756 urban areas with popula-
tions over 50,000 will have to spend between $75 to $110 billion just
to maintain their water systems and it will cost upwards of $33 bil-
lion to replace or rehabilitate the Nation's deficient bridges. Pat
Choate and Susan Walker, authors of America in Ruins,6 conclude
that these deteriorated facilities are a major structural barrier to
the renewal of our national economy, and combined with an aging
industrial plant, have contributed to the decline in American pro-
ductivity.

The deterioration of the infrastructure adversely affects invest-
ment because often firms must bear the additional costs which
result from infrastructure problems. According to a recent issue of
Business Week,7 U.S. Steel Corporation is losing $1.2 million per
year in employee time and wasted fuel rerouting trucks around the
Thompson Run Bridge in Pennsylvania, because it is in such disre-
pair. Companies in Manhattan, New York, lose $166 million a year
for each additional five minutes delay on the public transportation
systems. Old or inadequate water and sewer systems also stifle eco-

6 Choate, Pat and Susan Walker, "America in Ruins." The Council of State Planning Agen-
cies, 1981, pp. 1, 11.

7 Business Week, October 26, 1981. p. 142.
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nomic development. The Commerce Department reports that
wastewater treatment plants in 47 percent of the communities it
surveyed were operating at 80 percent or more of capacity, while
the generally accepted effective full capacity utilization rate is 70
percent. As a result, new plants and homes cannot be hooked up to
these systems. In older areas of the country, large parts of the
water and sewer systems are almost 100 years old. Many of these
systems, however, were designed for a maximum of 100 years of
serviceable life.

Although discussions of the need to revitalize the Nation's decay-
ing infrastructure often revolve around the problems of our urban
centers, similar problems which plague rural America should not
be minimized. Despite growth and diversification in many rural re-
gions during the past dozen years, nagging deficiencies in rural in-
frastructure persist. According to a report of the General Account-
ing Office (GAO) issued in March 1980,8 as much as one-half of the
Nation's substandard housing may be found in rural America. An-
other GAO survey of rural water systems issued in August 1980,9
revealed that many of the systems are old, underfunded, and inad-
equate. Statistics compiled by the Carter Administration in Decem-
ber 1979,10 spoke to other problems: public transportation is used
by less than 1 percent of rural people who work away from home;
more than four million rural people have inadequate sewage dis-
posal systems or none at all; more than two million do not have
running water in their homes.

The economic recovery of the Nation and its urban and rural
governments is dependent upon increased public and private capi-
tal investments. Historically, the two have always gone hand-in-
hand-in developing manufacturing centers, and in encouraging
rail, auto, and airline use and production. Public investment in eco-
nomic development projects is and has always been vital to their
success. However, in recent years, fiscal strain has caused many
State and local officials to defer capital projects. In the short run,
at least, these deferrals tend to be invisible. It is the cumulative
affect of repeated postponements which threatens the utility of
many facilities. More and more it appears that the public and
elected officials are becomeing aware of the limits to capital defer-
ral. While it is possible that this new awareness might result in a
tapering of the decline in capital projects, the increased fiscal pres-
sures created by a national economic downturn and massive Feder-
al budget cuts in domestic programs are likely to prevent the re-
versal of this trend.

Although all but $6.5 billion of the $44.1 billion public works in-
vestment in the Nation in the most recent year for which data are
available (1977) was undertaken by State and local governments, 40
percent of this investment ($15 billion) was financed through Fed-
eral grants-in-aid. This has provided the Federal Government with
an important role in national public works investment. However,
the cuts in domestic programs which the Administration has made

'General Accounting Office. "Ways of Providing a Fairer Share of Federal Housing Support
to Rural Areas." March 28, 1980. p. 7.

9 General Accounting Office. "Rural Water Problems: An Overview." August 19, 1980. pp. i-v.
IO"The Carter Administration Small Community and Rural Development Policy." December

20, 1979. p. 3.
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and the new cuts proposed will undoubtedly alter this relationship
and the course of public investment in the United States.

The needs of rural America can be properly addressed only if
there are adequate data on which policymakers in the public and
private sectors can base their decisions. Much of the information in
use today is old; it may also be less reliable and relevant than it
should be. The Committee urges prompt completion of the National
Rural Community Facilities Assessment Study (NRCFAS) currently
underway at the Farmers Home Administration. However, in keep-
ing with observations on economic data in other parts of this
report, the Committee is concerned about the scope of NRCFAS.
Originally conceived as a study of 37 different kinds of facilities in
a random sample of 2,300 rural communities, NRCFAS has been
restricted to five kinds of facilities in 500 communities. Such a re-
striction will hamper efforts to formulate rural development poli-
cies, whether by the public or private sector.

Soil Erosion

The mainstay of our rural economy, agriculture, is also, broadly
defined, the Nation's largest industry. In 1979, agricultural produc-
tion and marketing employed 25 percent of our labor force and ac-
counted for 20 percent of the gross national product. In 1980, net
trade in agriculture contributed $23 billion toward the purchase of
oil and other things we must bring in from abroad. Underlying the
enormous productive power of America's farms is the most funda-
mental component of rural infrastructure-topsoil. Topsoil must be
maintained in good condition and protected against erosion if our
cropland is to continue to produce and expand at recent rates.

The National Resources Inventory, a survey of nonfederal agri-
cultural lands completed in 1977 and updated in 1980 by the Soil
Conservation Service, revealed that the erosion of topsoil is one of
the Nation's most serious long-term problems. The average annual
volume of soil lost to wind and water erosion on nonfederal land is
about 6.8 billion tons. The "permissible" level of yearly erosion is
roughly five tons per acre since that amount is added each year by
natural processes. If the rate of erosion is higher, the productivity
of the land begins to decline. The gradual decline could eventually
mean lower yields, higher consumer prices, increased water pollu-
tion, and possible sharp reductions in exports. Of the 338 million
acres of land cultivated in 1977, about 25 percent had potential for
erosion at rates exceeding five tons per acre. The problem could get
worse if more marginal land is brought into production.

The Committee is very concerned about the erosion of topsoil and
the potentially devastating consequences it may have for our econo-
my if it continues unchecked. Therefore, the Committee recom-
mends that the Federal Government broaden its commitment to
the maintenance and protection of our topsoil. We urge that special
attention be focused on areas where erosion is most prevalent.

Conservation tillage, in which the new crop is planted directly
over the previous year's residue, is a promising development. It
may cut erosion from 50 to 90 percent below that which occurs
with conventional farming practices. Its drawbacks are the costly
equipment it may require and the heavier use of chemicals needed
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to control weeds and insects, but in the long run conservation til-
lage may cost less than conventional methods of farming. It is esti-
mated that, in 1979, more than one-quarter of all cropland harvest-
ed in the United States was in conservation tillage. By the year
2000, one-half may be.

Recommendation No. 21: Restore Housing
For 50 years, homeownership has been a basic objective

of national economic and social policy, and the housing
industry has been one of our largest employers. Yet, cer-
tain supporters of the Administration's program advocate
a deliberate strategy to "shift resources" from housing
into the military and into capital investment. We reject
such a strategy. America's housing industry can come
back, if interest rates are brought down and kept down.

The Administration and the Congress should reject pro-
posals to dismantle or to curtail sharply the activities of
the Federal National Mortgage Association, Government
National Mortgage Association, and Federal Home Loan
Mortgage Corporation. Sufficient funding should be pro-
vided to these institutions to ensure that they can make
an adequate response to the serious needs of homeowner-
ship and the housing industry.

The Administration and the Congress should also reject
proposals to dismantle further programs which help
house low- and moderate-income families.

There is no single aspect of the Nation's infrastructure which di-
rectly affects more lives than the size and condition of our housing
stock. And, there is no sector more dependent upon or influenced
by our national economy than housing, and its allied industries.

As a result of instability in the national economy, and concomi-
tantly high interest rates, the housing sector is experiencing its
most severe and sustained contraction since 1946. It is now in its
39th month of decline from the peak of 1,525,000 units attained in
November 1978. As can be seen in Table II-13, single family starts
have already declined by 61.2 percent from peak to trough, and at
this point we can only speculate that the trough has been reached.
In no previous economic downturn has either the percentage or
unit decline been so sharp. And it should be noted that this severe
decline occurred before the national economy entered a recession.
It is, in fact, largely attributable to skyrocketing interest rates
which resulted from efforts to curb inflation through tight money.
This reliance on monetary policy to curb inflation disproportionate-
ly burdens small business as well as highly interest-sensitive sec-
tors. The housing industry is characterized by both of these attri-
butes. The result has been a plunge in housing starts and sales,
higher monthly payments to home purchasers, and unacceptably
high levels of unemployment for construction workers.
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TABLE 11-13.-SINGLE FAMILY HOUSING START CYCLES SINCE 1965
[Seasonaly adjusted annual rates]

Units

1965-66:
Peak month.................................................................... December 1965 .................................................... 1,093,000

Trough month................................................................. .October 1966 .................................................... 597,000

Unit decline................................................................................................................................................... 496,000
Percent decline............................................................... e45.4 percent.. ......................................................................................

1969-70:
Peak month.................................................................... January 1969 ............................ 967,000

Troug h month................................................................. January 1970 ............................ 612,000

Unit decline................................................................................................................................................... .355,000
Percent decline............................................................... e36.7 percent.. ............................................................

1973-75:
Peak month.................................................................... January 1973 ............................ 1,431,000

Trough month.......................................................... ..February 1975 ............................ 667,000

Unit decline................................................................................................................................. ................ 764,000

Percent decline............................................................... e53.4 percent.. ......................................................................................

1978-81: -
Peak month..............................N.................................... November 1978 ............................ 1,525,000

Trough month................u .591................................................ August 1981 ' . ............................ 591,000

Unit decline.934,000
Percent decline.............................................................. 61.2 percent.. ...........................................................................

XCycle sill in progress, and the trough may not yet have been reached.
Source: NAHB Ecoronnics Oivision, "Economic News Notes," October 1981.

The seasonally adjusted annual rate of housing starts (SAAR) in
1981 was 1.1 million units. This surpasses that of the previous
trough year for starts-1.2 million units in 1975 and is a 16 percent
reduction from the 1980 level. The 1980 level was itself 25 percent
below the 1.76 million starts of 1979, and this was 14 percent below
the 2.036 million units started in 1978. The National Association of
Home Builders (NAHB) is predicting that total starts for 1982 will
fall in the range of 1.03 to 1.3 million units. The latter estimate
can be achieved, however, only if interest rates average a maxi-
mum of 14.4 percent for the year.

In addition to housing starts, sales of new and existing homes
have also slipped dramatically. Sales of new homes peaked at
819,000 in 1977, declined to 530,000 in 1980, and averaged 428,000
in 1981. Sales of existing homes, which peaked in 1978 at 3,863,000,
declined to 2,881,000 in 1980, and averaged an annualized rate of
2,339,000 in 1981.

The severity and continuation of the declines are largely attrib-
utable to record high interest rates. No single factor so influences
housing starts and sales. In 1981, mortgage interest rate commit-
ments on 30-year conventional home mortgages with 75 percent
loan-to-price ratios averaged 16.75 percent, up from the previous
record high average annual interest rate in 1980 of 14 percent.
Mortgage interest rate commitments continued to climb from 15.40
percent in January to 17.53 percent in December 1981 (down slight-
ly from the peak of 18.23 percent in October 1981).
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Because high interest rates have discouraged buyers, the rate of
increase in prices for both new and existing homes has fallen. The
median price of new homes increased by 2.3 percent between Janu-
ary and December 1981-from $67,900 to $69,900, while prices of
existing homes increased from $64,500 to $66,900-3.7 percent.
Both new and existing home prices have fallen from their August
high-by 4 percent for new, and 1.8 percent for existing homes.
This compares to the 11.6 percent average annual rate of increase
on new homes and 10.3 on existing homes between 1970 and 1979.
Despite a slowing in the increase in housing prices, housing is be-
coming less affordable, particularly for first-time homebuyers. The
median-priced new home in October 1981 ($71,200) required a down
payment of $17,800 (25 percent) and monthly payments for princi-
pal and interest of $805 (18 percent, 30 years). Comparable figures
for the same month of 1980 were $16,525, and $592 (14 percent). Ac-
cording to NAHB estimates, on a typical home with a $60,000 mort-
gage and a 30-year term, each 1 percent increase in mortgage rates
puts the home out of the reach of 800,000 additional families.

Another result of high interest rates is market instability. Be-
cause lenders fear a loss of real return and businesses do not wish
to lock in high interest costs for long periods of time, short-term
rather than long-term loans tend to predominate. The result is
higher short-term rates and more frequent refinancing. This trans-
lates into higher costs of construction to builders and higher mort-
gage interest rates to borrowers.

This problem is further compounded by the need for financial in-
stitutions to adjust their asset portfolios to lessen future risks. Fi-
nancial institutions have been plagued by higher costs because of
the higher rates available to savers in recent years as well as a
preponderance of pre-1979 mortgages earning yields of 9Y2 percent
and less. Since 1979, the financial picture for thrifts has deteriorat-
ed significantly. In 1979, the average net income of the thrift indus-
try was $3.6 billion, for 1980, $780 million, and for the first 6
months of 1981 minus $1.5 billion. During 1980, 31 "troubled" insti-
tutions were merged with stronger savings and loan institutions
and there are currently over 400 "troubled" institutions. Twelve
have arranged mergers. There was one outright failure, the first in
a decade.

The situation for multifamily units-those units which typically
house lower and moderate income families-is equally serious. The
seasonally adjusted annual rate of housing starts in structures of
two or more units was 399,000 in December 1981, compared to
561,000 a year earlier. Most of the new construction appears to be
in condominiums, cooperatives, or subsidized rentals. As a result of
the drop-off in multifamily starts, the rental market has and con-
tinues to be very tight. The national vacancy rate was 5.0 percent
for the third quarter of 1981 compared to 5.7 percent for the same
period in 1980.

It is apparent that the Reagan Administration is attempting to
reallocate resources away from housing to accommodate their
budget goals. But, in our view, an adequate investment in housing
is compatible with high levels of capital investment, a strong de-
fense, and the continuation of programs which protect the econom-
ic and civil rights of the populace.
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Secondary Mortgage Markets

The secondary mortgage market institutions have been vital in
maintaining the mortgage resale market and have helped alleviate
the severe pressures of tight money and the recession on the hous-
ing industry and on the thrift institutions. For the first 10 months
of 1981, total secondary market purchases of home mortgages were
about $45.4 billion, down from $56.9 billion in the same period in
1980. Private investors accounted for $14.3 billion; another $16.7
billion came from mortgage pools, most of which are guaranteed by
HUD's Government National Mortgage Association (GNMA). The
rest of the investment came from State and local investment agen-
cies and from the Federal credit agencies such as the Federal
Home Loan Mortgage Corporation (FHLMC) and the Federal Na-
tional Mortgage Association (FNMA), which alone took $9.7 billion,
or 21 percent of total secondary market purchases. The actions of
FNMA, FHLMC, and GNMA has been particularly important
when mortgage lending is being curtailed as a result of tight mone-
tary policy because, if funds are made available, it is possible for
GNMA to open its "tandem" window to buy mortgages and to
resell them to FHLMC and FNMA at a discount. This was done in
1974 and 1975. The countercyclical tandem program, still on the
books, expires this year, however.

The secondary markets also have an important regional impact
on the flow of mortgage funds. In those areas where housing mar-
kets tend to be brisk but savings flows low, it is possible to contin-
ue lending by selling mortgages to investors from areas with more
capital and less activity. As a result, there is less regional variation
in interest rates than there might otherwise be, and therefore less
tendency for one region of the Nation to be more affected by inter-
rest rate cycles than others.

Recommendation No. 22: Science and Technology
Administration proposals to curtail sharply govern-

ment support for civilian research and development, and
to impose new requirements on scientists to submit to
government censorship because of possible national secu-
rity concerns, threaten to force sharp reductions or shut-
downs of government laboratories and reductions in the
supply of trained manpower for industry and universities,
to diminish the level and quality of university-based re-
search, and to lessen the contributions of science and
technology to improvements in the growth of productiv-
ity. Congress should reject such proposals.

Among the many casualties of the Administration's approach to
the budget, research and development (R&D) causes us some of our
greatest concern. The reason is that R&D is an indispensable link
in the chain of activities that leads to technological progress. The
Administration has already weakened this link with respect to the
national economy and threatens to further weaken it and the qual-
ity of science and technology.

In discussing R&D it is important to keep in mind the differences
between defense and civilian research. Both are important, but for
different reasons. The uniqueness of the defense mission and the
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increasing specialization of defense technology reduces the likeli-
hood of civilian benefits from defense R&D. It is therefore distress-
ing to witness the Administration's emphasis of defense R&D at
the expense of civilian R&D.

Total spending for R&D in the United States will be about $80
billion in fiscal year 1982. Half of this amount is spent by the Fed-
eral Government. Federal R&D spending, adjusted for inflation,
will rise modestly from fiscal years 1980 to 1982 only because of the
rise in defense R&D. Civilian R&D declines in real terms during
this period. As shown in Table II-14, Federal spending for R&D, in
current dollars, rises from $33.1 billion in fiscal year 1980 to $40
billion in fiscal year 1982. Defense R&D rises from $15.4 billion to
$22.4 billion, while nondefense R&D falls slightly from $17.62 bil-
lion to $17.56 billion in the same period. However, in constant dol-
lars, defense R&D rises 22.1 percent from 1980 to 1982, while non-
defense R&D declines 16.2 percent in the same period.

TABLE 11-14.-TRENDS IN FEDERAL RESEARCH AND DEVELOPMENT FUNDING, INCLUDING PLANT
AND FACILITIES, TOTAL AND SELECTED MAJOR AGENCIES, SELECTED YEARS, CURRENT AND
CONSTANT 1972 DOLLARS I

[Expressed in millions (Note: Constant 1972 dollars are bold)]

Obligations by fiscal year Budget authority data by fiscal year

1982 1982es
1972 1975 1980 1981 est.2 reuhe stojonal

actual actual actual 1981 action,
estimate a estimatedata

Total federal research and development . ........................... $19,860 $33,054 $36,960 $42,215 $39,955
$17,098 16,133 18,706 19,101 20,093 19,017

Defense........................................................................................................ 15,430 18,988 23,993 22,393
N.A. NA. 8,732 9,813 11,420 10,658

Nondefense......................................................... N.A. N.A. 17,624 17,973 18,222 17,562
9,974 9,288 8,673 8,359

Total Federal basic research...................................... .................. 2 ,600 4,716 5,013 5,542 5,320
2,223 2,112 2,669 2,591 2,638 2,532
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TABLE 11-14.-TRENDS IN FEDERAL RESEARCH AND DEVELOPMENT FUNDING, INCLUDING PLANT
AND FACILITIES, TOTAL AND SELECTED MAJOR AGENCIES, SELECTED YEARS, CURRENT AND
CONSTANT 1972 DOLLARS '-Continued

[Expressed in millions (Note: Constant 1972 dollars are bold)]

Obligations by fiscal year Budget authority data by fiscal year

1982 1982
1972 1975 1980 request Copgres

actual actual actual 1981 est. March sional1981 action,
estimate a estimatedata

Total Federal basic defense research (DOD and
military DOE) .................................. N.A. N.A. 552 616 723 699

Federal R and D, selected major agencies: 312 318 344 333
Department of Defense . . 9,180 14,021 17,322 22,104 20,597

8,493 7,457 7,935 8,952 10,521 9.803
Department of Energy .............................. N.A. N.A. 5,768 5,867 5,524 5,503

3,264 3,032 2,629 2,619
Department of Health and Human Services

(previously HEW) ............................... ... 2,437 3,806 3,971 4,173 3,987
1,806 1,980 2,154 2,052 1,986 1,898

(National Institutes of Health) . .1,918 3,188 3,325 3,585 3,476
1,321 1,558 1,804 1,718 1,706 1,654

National Aeronautics and Space Administra-
tion .. . 3,207 5,243 5,523 6,122 5,938

3,202 2,605 -2,967 2,854 2,914 2,826
National Science Foundation . .618 912 934 1,018 970

473 502 516 483 485 462
Environmental Protection Agency . .258 342 363 304 277

123 210 194 188 145 132

'All current dollars data for fiscal year 1972 and fiscal year 1975 are from: U.S. National Science Foundation. Federal Funds for Research and
Development, Detailed Historical Tables: Fiscal years 1970-82, Prepared by Moshman Associates, Inc., 1981. Current dollars data for fiscalfyear
1980 and loter are from Shapley, Willis H., Albert H. Teich, and Jill P. Weinberg. Congressional Action on Research and Development in the fiscal
year 1982 Budget. Washington, American Association for the Advancement of Science, January 1982. CRS computed constant 1972 dollars, using
NSF-supplied detlators.

:As expressed in March 1981 budget request for fiscal year 1982.
Includes June budget amendment tar defense of +$45.7 million.

90-546 0-82-9
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These trends would have been more exaggerated had not Con-
gress moderated the Administration's budget proposals last year by
trimming the defense R&D increases and the civilian research cut-
backs.

But the Administration's proposal for Fiscal Year 1983 demon-
strates an intent to continue cutting back on civilian R&D includ-
ing basic research. As Table II-15 shows, the Administration again
proposes that defense R&D be increased while civilian R&D is re-
duced in real terms. Table II-16 shows the trend in Federal fund-
ing for basic research. Under the Administration's proposal, de-
fense basic research would increase by 11.6 percent between Fiscal
Year 1981 and Fiscal Year 1983, while civilian basic research de-
clines by 4.5 percent during the same period.

The Administration's retreat from support of civilian basic re-
search is especially troubling. Because of the role basic research
plays as a long-range investment for the entire Nation, it is proper-
ly a Federal responsibility. The case can be made that support for
basic research should be increased rather than cut back.

Coupled with the budget initiatives are efforts by Administration
spokesmen to urge university scientists to submit their work to
government censorship because of possible national security con-
cerns and to restrict the free flow of scientific information at uni-
versities.

In an industrial economy such as ours, one of the most important
factors influencing the growth of productivity is the technological
progress that springs from advances in knowledge made possible by
R&D. Although there is considerable controversy about the precise
contribution of technological change to the rate of growth of pro-
ductivity and GNP, it is agreed that the contribution is important.
It is also agreed that the rate of technological change has not been
rapid enough to achieve adequate productivity growth and that
skilled manpower shortages are hampering the ability of high tech-
nology industries to expand.

The Administration recognizes the importance of new technology
to economic vitality and international competitiveness, and it ac-
knowledges the decline in innovation in industry and the shortages
of skilled workers, especially in computer sciences and engineering.
The Administration believes that its decision to increase spending
for defense R&D while cutting back on civilian R&D is justified by
the needs for a defense buildup and for reducing nondefense spend-
ing.
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TABLE 11-15.-TRENDS IN CONDUCT OF [FEDERAL] R. & D., SELECTED YEARS, CURRENT AND
CONSTANT DOLLARS

[Obligations in billions of dollars]

Year Defense2 Alt ether Total

1972 .................................................. 8.9 7.6 16.5
1975:

Current dollars................................................................................................................. 9.7 9.3 19.0
Constant 1972 dollars...................................................................................................... 7.88 7.55 15.43

1979:
Current dollars................................................................................................................. 13.6 15.4 29.0
Constant 1972 dollars...................................................................................................... 8.35 9.46 17.81

1980:
Current dollars................................................................................................................. 15.1 16.6 31.7
Constant 1972 dollars............................................8......................................................... 8.5 9.39 17.94

1981:
Current dollars................................................................................................................. 17.8 17.2 35.0
Constant dollars............................................................................................................... 9.19 8.88 18.08

1982, estimate:
Current dollars................................................................................................................. 22.1 16.8 38.8
Constant 1972 dollars...................................................................................................... 10.56 8.03 18.5

1983, estimate:
Current dollars................................................................................................................. 26.2 16.8 43.0
Constant 1972 dollars...................................................................................................... 11.75 7.53 19.29

Deflators supplied by NSF are 1975, 1.231; 1979, 1.628; 1980, 1.767; 1981, 1.935; 1982, 2.093; 1983, 2.229.
Current dollars data are taken from table K-9, "Trends in Conduct of R. & D., in U.S. Office of Management and Budget, special analysis K,

research and development, budget, 1983. February 1982, p. 29.
2According to source, this includes military-related R. & D. programs of the Departments of Defense and Commerce [energy].
Source: Congressional Research Service.

TABLE 11-16.-TRENDS IN FEDERAL FUNDING FOR BASIC RESEARCH, FISCAL YEAR 1981 TO FISCAL
YEAR 1983, CURRENT AND CONSTANT DOLLARS, DEFENSE AND CIVILIAN, OUTLAYS

[In millions of dollars] I

Fiscal year 1981, estimate Fiscal year 1982, estimate Fiscal year 1983, estimate Percent
change in

constant 1972
dollars

Constant Current Constant Current Constant Current between fiscal
1972 dollars dollars 1972 dollars dollars 1972 dollars dollars year 1981 and

fiscal
yearl9a3

Defense........................................... 286.3 712 294.3 616 319.4 712 +11.56
Civilian ............................................ 2,284.75 4,975 255.61 4,721 2,181.24 4,862 -4.53

Deflatars supplied by NSF are 1981, 1.935; 1982, 2.093; 1983, 2.229.
Current dollars data taken from table K-3, "Conduct of Basic Research by Major Departments and Agencies," in U.S. Office of Management and

Budget. special analysis K, research and development, budget, 1983. February 1982, p. 7.
Source: Congressional Research Service.
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According to the Administration, the incentives contained in the
Economic Recovery Tax Act of 1981 will stimulate an additional $3
billion in industrial R&D over the next five years. The removal of
unnecessary regulatory barriers to industrial innovation will
reduce private-sector costs of compliance and promote the use of re-
search funds more productively. The problem of shortages of scien-
tists and engineers, the President's science advisor has stated,
should be left to the marketplace. "I

The Administration's approach is flawed and likely to impede
technological progress for several reasons:

The Administration's civilian R&D cuts have been deep and
disruptive and are not likely to be offset by increased private
spending.

The budget reductions will reduce the number of trained sci-
entists and worsen the shortages of skilled workers for civilian
high technology firms.

The proposed cutbacks in civilian basic research and other
civilian research activities will severely affect future funding
of university-based research, and government research in such
areas as energy, biomedicine, and environmental pollution.

The cutbacks in funding for the national laboratories have
disrupted ongoing research projects.

The Administration's initiatives have created great uncer-
tainty in the science community and doubts about the Federal
Government's commitments to advances in science and tech-
nology.

Elsewhere in this Report, we have criticized the sole reliance
upon tax incentives to induce greater private spending for invest-
ment. The same criticism applies in the area of tax incentives to
increase industrial spending for R&D. The disappointing results so
far in the area of overall business investment strongly suggest that
the Administration's expectations concerning industrial research
spending are likely to be unfulfilled.

The effects of continuing the reductions over the next several
years could be crippling to the national laboratories and university-
based research. The Administration's desire to increase the level of
industrial research is commendable. However, increases in indus-
trial research, even if they occur, would not justify the damage
being done to the nonprofit research institutions where much of
the Nation's basic and longer term research is conducted. Although
the new tax Act allows businesses to use research grants to univer-
sities for R&D tax credits, there are not special incentives for such
grants in the Act. As a result, it is possible that only a small
amount of the tax credits will be used for university research.

These matters were the subject of discussion at a conference con-
vened on October 26-27, 1981, by the National Academy of Sciences
between a group of about 100 university officials, scientists and en-
gineers, and members of the Administration. There the scientists
registered in the strongest terms their objections to the
Administration's proposals. They warned that "Irreversible
damage" could occur in longer term research, that "instability and

" George A. Keyworth, testimony before the House Committee on Science and Technology,
December 10, 1981.
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abrupt" changes in funding cause research teams to be broken up
and expensive laboratory equipment such as accelerators to be
poorly used, and that the continued supply of scientists and engi-
neers could be jeopardized.

It is apparent from the Administration's handling of the R&D
program that it has not adequately taken into account the needs of
the research community and the role it plays in long-term as well
as short-term technological progress. The research proposals
appear to have been merely a by-product of the decision to reduce
overall government spending. While government R&D activities
should not be exempt from the needs to eliminate waste and
achieve economies, the long-term damage to the economy from a
poorly planned meat-axe approach in this area will exceed the
budgetary savings.

Recommendation No. 23: Labor
The Committee rejects efforts by the Administration to

deemphasize the role of labor in the production process.
In the face of massive and growing unemployment, Fed-
eral manpower training programs should be maintained
at least at reduced Fiscal Year 1982 levels. Greater pri-
vate participation in the design and conduct of Federal
manpower programs is warranted.

The sharp rise in unemployment during 1981 was exacerbated by
a substantial reduction in Federal resources devoted to the training
of our Nation's labor resources. The neglect of manpower training
and of programs to assist low-skilled persons also impedes economic
recovery and prospects for improving productivity.

Department of Labor outlays for job and training programs will
decline to some $4.5 billion in Fiscal Year 1982 from $7.8 billion in
1981 despite the addition of 1.7 million more men and women to
the unemployment rolls. The Administration further estimates
that only $2.4 billion will be needed for such programs in Fiscal
Year 1983. Proposed program changes include abolition of the ex-
isting Work Incentive Program to training and place welfare cli-
ents, most programs under the Comprehensive Employment and
Training Act (CETA), the summer jobs program, and training con-
ducted under the Trade Adjustment Assistance Act.

Some 340,000 public service jobs under CETA were already elimi-
nated in the Fiscal Year 1982 funding reduction. Under proposed
Fiscal Year 1983 Administration plans, no Federal public employ-
ment programs would exist. The remaining programs for job train-
ing and other services would be further consolidated into block
grants to States, with reduced levels of funding compared with
CETA. The new grants would also prohibit States from using the
money for public jobs programs or to pay stipends to participants
of training programs. The only current Department of Labor man-
power programs to be continued under these projections would be
the Job Corps ($387 million in Fiscal Year 1983) and job and train-
ing programs for migrant workers, American Indians, and the el-
derly ($274 million).

This proposed transition in Federal manpower programs by
Fiscal Year 1983 would reduce by almost half the current Federal
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labor training effort. It would virtually eliminate the already scant
Federal effort to retrain workers with obsolescent skills, programs
which are at the forefront of labor training programs in most other
industrialized nations. It would shift to employers an even larger
responsibility to provide remedial and elementary job training to
new workers. And, with the exception of some assistance available
from jobs tax credits, employers will bear the full burden of re-
training mature workers. Given the severity of this recession, there
is no indication that employers are willing or able to expand their
existing commitment to train workers.

Recommendation No. 24: Needed: Skilled Labor
Maintenance of existing youth and unskilled labor

training commitments should be accompanied by a com-
prehensive review of Federal training programs to meet
the emerging need for additional adult retraining pro-
grams. Youth and adult training programs should empha-
size emerging skilled occupations and employers should
be encouraged with tax credits to fill labor-short skilled
occupations through expanded on-the-job training. Spe-
cial attention must be given to the skilled labor needs of
small business in the design of new training initiatives.

Demographic changes facing the United States in this decade
will require a revision in the focus of Federal employment and
training programs. Outlays for such programs totaled almost $17
billion in Fiscal Year 1981, and will exceed $13 billion in Fiscal
Year 1982 despite the sharp reduction in CETA funding. An addi-
tional $6 billion is being provided by State and municipal authori-
ties in Fiscal Year 1981 in matching funds for 27,000 high school or
postsecondary level vocational programs. The bulk of these public
education and training outlays are targeted at youths through
CETA, guaranteed student loans, Pell grants, and vocational educa-
tion programs.

Adult education and training programs are funded largely under
the Rehabilitation Act, the Senior Community Service Employment
program, the Veterans Administration, the Trade Adjustment As-
sistance program, and the Adult Education Act. A few CETA pro-
grams, such as the Work Incentive Program and Vocational Educa-
tion, also provide some adult training. Altogether, about one-third
of all Federal employment and training funds reach adults, and
less than one-half of these adults are in retraining programs.

The overwhelming focus of Federal employment and training
programs on youths and unskilled adults reflects in some degree
the demographic reality of the last decade, when an unprecedented
number of Americans entered the labor market. The civilian labor
force increased by 24.2 million persons from 1970 to 1980, a 29.2
percent jump. In comparison, it grew barely 13 million persons
during the 1960's, or 18.3 percent. And from 1950 to 1960, the do-
mestic labor force grew even less, rising by only 6.4 million per-
sons, or 11.9 percent.

Most but not all of these new workers found employment. Over
20 million new jobs were created in the 1970's, compared to 13 mil-
lion in the 1960's. In ordinary times, such a pace of job creation
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would be cause for celebration. But the rise in labor force entrants
during the 1970's was even greater than the rise in jobs.

The surge of new workers meant that the ratio of capital to labor
fell. One study found, for example, that new real capital invest-
ment per worker added to the labor force in the last decade was
almost 20 percent below the investment level attained in the
1960's. And the economy's capital-employment ratio declined an
average one-tenth of 1 percent each year from 1974 to 1979, after
rising over the previous 25 years at an annual average rate exceed-
ing 2.9 percent.

With the quantity of capital available per worker declining, it is
scarcely surprising that U.S. productivity fell in the latter 1970's.
That phenomena also partly explains the curious situation which
our Nation confronted in that period where productivity fell, de-
spite a higher share of business fixed investment in GNP, almost 1
percentage point above the rate attained in the 1950's and 1960's.

The most pronounced effect of this sharp rise in our labor force
was a leap in unemployment. Unemployment averaged 6.3 percent
over the last decade or nearly 6 million men and women unsuccess-
fully seeking work. Not once in any of the preceding 29 years from
1941 to 1970 did the average annual number of unemployed Ameri-
cans even approach the average level of unemployment our Nation
experienced throughout the entire decade of the 1970's.

The 1970's did indeed give a new meaning to the term "unem-
ployment." Year after year, the number of unemployed workers
scored levels not seen since the 1930's. For minorities, double-digit
unemployment rates were commonplace. And for minority teens,
the best year of the last decade-1973-for them resembled 1933
when national unemployment for everyone hovered at 25 percent.

Two major forces accounted for the surge in labor force growth
during the 1970's: the maturation of the World War II baby boom
and growth in the number of working women. The bulk of the
postwar baby boom entered the labor force in the 1970's. For exam-
ple, while the total labor force grew 29.2 percent over that decade,
the number of workers between ages 16 and 24 grew 42 percent to
exceed 25 million, and now comprise one-fourth of the entire U.S.
labor pool. An even faster rate of growth was scored by working
women during the 1970's. The number of women working outside
the home soared 42 percent from 1970 to 1980, propelled by a
desire to supplement stagnating real family incomes, the trend
toward delayed marriages, and changing social attitudes toward
working women. As a consequence of these trends, four out of
every 10 working Americans today are women, up from one in
three in 1960.

The rise in numbers of working women is reflected in data on
their labor force participation rates. In 1960, only 37.7 percent of
U.S. women 16 years or older were employed or seeking employ-
ment. That participation rate eased up to 42.7 percent by 1969 as
shown in Table II-17. But by 1978, that figure had increased to 50
percent and rose to 52.1 percent in 1981. Continuing a traditional
pattern, the labor force participation rate for minority women in
1981 ran ahead of the rate for all women.
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TABLE 11-17.-LABOR FORCE PARTICIPATION 1960-81
[In percent]

Participation rates
Year

Total Males Females

1960 ................................................. 59.4 83.3 37.7
1961 ................................................. 59.3 82.9 38.1
1962 ................................................. 58.8 82.0 37.9
1963 .................................................. 58.7 81.4 38.3
1964 ................................................. 58.7 81.0 38.7
1965 ................................................. 58.9 80.7 39.3
1966 ................................................. 59.2 80.4 40.3
1967 ................................................. 59.6 80.4 41.1
1968 ................................................. 59.6 80.1 41.6
1969 ................................................. 60.1 79.8 42.7
1970 ................................................. 60.4 79.7 43.3
1971 ................................................. 60.2 79.1 43.4
1972 ................................................. 60.4 78.9 43.9
1973 ................................................. 60.8 78.8 44.7
1974 ................................................. 61.3 78.7 45.7
1975 ................................................. 61.2 77.9 46.3
1976 ................................................. 61.6 77.5 47.3
1977 ................................................. 62.3 77.7 48.4
1978 ................................................. 63.2 77.9 50.0
1979 ................................................. 63.7 77.8 50.9
1980 .............................................. 63.8 77.4 51.5
1981 ................................................. 63.9 77.0 52.1

'Civilian labor force as percent of civilian noninstitutional population.
Source: Bureau of Labor Statistics.

With a labor force participation rate of 77.0 percent in 1981, the
share of males working still exceeds that of females. Yet, the trend
of men participating in the labor force is opposite that of women.
In fact, since attaining a postwar peak of 86.6 in 1948, the partici-
pation rate for men has trended down fairly steadily, although the
rate of decline slowed some in the 1970's.

Women: Losing Ground

Women still experience substantial problems in the labor
market, despite these major changes in their labor participation.
Compared with men, women have much less access to jobs with
good pay and advancement opportunities. Even for women who
worked full time all year round, median earnings in 1980 were only
60 percent as high as for men-a percentage that has changed
little in two decades. The pay gaps are closely related to occupa-
tional characteristics: women remain concentrated in clerical, serv-
ice, and other low-wage occupations and scarce in a wide variety of
professional, technical, and managerial fields. And millions of un-
skilled women living in poverty cannot obtain employment even in
low-wage, predominantly female jobs.

The Administration's economic policies, by causing a severe re-
cession and by deep cuts in programs of proven help to women, will
aggravate these hardships and inequalities. "It is not an exaggera-
tion to say that the Reagan Administration has declared economic
war on women, particularly on those women who do not have a
man to depend on," according to testimony by Dr. Barbara Berg-
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mann, Professor of Economics at the University of Maryland, at a
hearing on "The Economic Status of Women," on February 3, 1982.

Since the recession began in July of 1981, unemployment among
women has increased significantly. Although the male unemploy-
ment rate is higher, due to the industrical compositon of job losses,
approximately 4 million women were jobless and another 2.7 mil-
lion were working part-time involuntarily. Further, the recession
may be forcing many others to settle for lower-paying jobs than
they might otherwise have gotten.

According to testimony received by the Committee at the Febru-
ary hearing, women will also suffer disproportionately from the fol-
lowing aspects of the Reagan program:

Cuts in spending for public jobs and training. Though they
reach only a fraction of the women in need, CETA job and
training programs did benefit those who participated. Studies
that follow CETA participants for several years after leaving
the programs have found that poor women experienced consid-
erably greater improvement in employment and earnings than
other groups. Participation in CETA generally equipped these
women with basic skills that enabled them to obtain clerical
jobs. Some programs also emphasized the placement of women
in nontraditional jobs and provided help with child care prob-
lems and other supportive services.

Cuts in AFDC, Food Stamps, and other income transfer pro-
grams. The Administration chose to cut welfare costs by reduc-
ing benefits to the working poor. As a result, millions of
female-headed households whose poverty rates are already
high, will become more, not less, dependent on welfare than
before. The cumulative impact of the Administration's changes
is to raise the implicit marginal tax on the earnings of a wel-
fare mother as high as 95 percent, leaving a *elfare mother
who works with no more than 5 cents of every dollar she
earns.

Across-the-board cuts in funding for day care and child sup-
port enforcement. Until the Reagan Administration took office,
a Federal program to help States locate absent fathers and en-
force child support obligations was collecting well over $1 bil-
lion a year above its costs, thus reducing the burden of child
support on the welfare system. And, as the number of pre-
school-aged children with working mothers is expected to
double between 1980 and 1985, the need for day care facilities
will rise, not decline, if there is to be a realistic hope that
these women can escape permanent dependence on welfare.

Weakening antidiscrimination activities. Budget cuts threat-
en to severely hamper the enforcement efforts and increase the
backlogs of Federal agencies responsible for equal employment
opportunity and affirmative action policies. Potentially most
damaging, however, are Administrative attempts to ease af-
firmative action requirements for government contractors and
to limit the remedies sought by government in cases of employ-
ment discrimination.
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A Labor Scarcity To Come?
The past decade of labor abundance and poor productivity

growth is giving way to one of potential scarcity as the "baby-bust'
generation matures. Labor force growth this decade will reflect the
effects of a declining national birthrate.

The birthrate declined for 18 years after 1957, when it was 25.3
births per 1,000 population. It fell sharply in the following baby-
bust years to a low of 14.8 by 1975.

Since then, the birthrate has risen slighty. For example, it was
16.2 in 1980, as women born in the postwar baby boom entered
childbearing years. Natural replacement of the population would
require that each woman of childbearing age average 2.1 children.
the Current 1.7 rate is below that replacement level and well below
The 3.7 rate attained in the peak baby-boom years of the 1950's.

The baby-bust generation will come of age in this decade. The
result will be a marked slowing in the growth of the working age
population and of new entrants to the job market. For example,
only 16 million men and women will be added to our entire poten-
tial labor pool-the noninstitutional population over the age of
16-this decade from which our Nation's workforce is drawn. This
growth is far below the 30 million added to our potential workforce
in the 1970's and even below the 20 million added to that pool in
the 1960's. It is below, as well, the number of net new jobs-19 mil-
lion-which were created during the 1970's.

Consequently, employers will face labor shortages this decade if
our economy creates anywhere near as many jobs as it did in the
1970's. If there is a higher participation rate of older workers in
the labor market, such shortages may be avoided. Those adult
workers delaying retirement for a year or two will not require
training. But adult workers lured back into the job market by
rising wages may well lack broad job skills in a fashion similar to
working mothers who entered the job market in the past decade.
These adult workers will not be interested in extended training pe-
riods at four-year colleges or perhaps even two-year schools. They
will be enticed to rejoin or remain in the workforce by rising wages
and will be generally unwilling to postpone receiving those wages
during lengthy training periods. Targeted retraining programs will
be necessary to meet their requirements.

The reentry of substantial numbers of adult workers is not the
only or even major phenomena which our labor training system
must accommodate this decade.

The rapidly evolving application of electronics to many facets of
our economy brings into question our ability to provide training for
the type of jobs to be available in the future. The level of sophisti-
cation and variety of electronic aids to business has reached major
proportions-electronic mail sorters, production line robots, bank
tellers, and word processors, to mention a few. These devices are
rapidly changing the way our society produces and exchanges
goods and services, a change unprecedented in the number of jobs
it is creating as well as eliminating, and in the new demands being
placed on existing occupations. The Department of Labor estimates
that some 80,000 new jobs will be created annually through 1990
for systems analysts, programmers, computer technicians and oper-
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ators, and keypunch operators. And, if you include the effect of re-
tirement, a total of some 105,000 new workers in these occupations
will be needed each year.

Labor Department data suggests that 2,500,000 or more skilled
jobs will be created this decade for which training capabilities do
not now exist. The search for students to fill shrinking secondary
and post-secondary classrooms should ease this training capability
gap. Yet, employers will face an unprecedented challenge in the
years ahead to conduct on-the-job training for increasingly complex
jobs.

They will be forced, as well, to rely on a typically high propor-
tion of adult and even retired workers to fill those training slots.

An objective of the Economic Recovery Tax Act of 1981 is to
boost productivity by fostering increases in savings and investment.
The development of an educated, motivated, and skilled workforce
is also necessary to improve productivity. Improving skills through
public training programs is an objective which this Committee be-
lieves should return to prominence as we seek to boost our lagging
productivity performance.

Small Business and Job Creation

On the average, at least 60 percent of all jobs in the United
States are generated by firms with 20 or fewer employees. About 50
percent of all jobs are created by independent, small entrepre-
neurs. 12

In order to sustain an increase in the number of small firms and
small business employment, it is essential that we address the em-
ployment problems which small firms experience. Since any eco-
nomic recovery will increase the demand for skilled workers, the
lack of an adequate supply of skilled workers could be a critical
bottleneck to such a recovery. And smaller firms, less able to carry
substantial overhead than larger firms, will bear the brunt of
skilled labor shortages.

The major cause of the disproportionate burden of the looming
shortages of skilled workers which will be borne by small business
is the cost of training. During joint hearings on "Economic Pro-
grams to Stimulate Employment in the Small Business Sector," in
April of 1981, by the House Education and Labor Committee and
the House Small Business Committee, the National Tool Associ-
ation estimated that the cost of training a skilled worker in a four-
year apprenticeship is approximately $30,000. For this reason,
there are very few small businesses with adequate training pro-
grams for skilled jobs. In addition, the pronounced cyclical nature
of small business dampens a firm's ability to develop such substan-
tive training programs. Finally, small firms are unable to divert
skilled workers away from production to conduct training because
of the adverse effect on productivity.

There are inadequate incentives for business, especially small
business, to hire and train skilled workers or to upgrade the skills
of the existing workforce. In the absence of these incentives, skilled

12David Birch, "The Job Generation Process," Cambridge, Massachusetts: MIT Program on
Neighborhood and Regional Change, 1979. Report submitted to the Econonic Development Ad-
ministration, U.S. Department of Commerce.
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labor shortages this decade will contribute both to inflation and
lagging productivity growth.

Targeted Jobs Tax Credit

The ERTA extended and modifed the targeted jobs tax credit,
which provides credits of up to $3,000 in the first and $1,500 in the
second year of employment for individuals hired from one or more
of seven target population groups. The ERTA extended the credit
to eligible employees hired before January 1, 1983. It repealed the
provision that limited qualified first-year wages to 30 percent of
the Federal Unemployment Tax Assessment of FUTA.

The Act included several modifications to previous law related to
eligibility and certification. The tax credit provisions were ex-
tended to certain categories of welfare recipients and a separate
credit for participants in the WIN program was repealed. The Act
removed the 35-year old age limitation for Vietnam veterans and
made eligible those workers laid off from the Public Service Em-
ployment Title VI program. Although these changes in the law
were useful, they do not adequately address the need to facilitate
the training of youths and adults for those skilled occupatons expe-
riencing shortages in industries critical to our Nation's long-term
economic recovery and health. Other modifications in the targeted
jobs tax credit should be studied by Congress, as well. Study should
be given to applying them against payroll or other taxes rather
than against taxable profits, for example. It is estimated that 40
percent of the firms with capital assets under $5 million do not pay
income taxes; most of these firms would not find the targeted jobs
tax credit useful.

Another proposal to make the targeted jobs tax credit more effec-
tive was advanced by John Bishop during the joint hearing noted
earlier.

Under this proposal, firms would receive a tax credit against
social security taxes of $1.00 per hour for every hour by which total
hours worked for both labor and management at the firm in 1982
exceeds total hours worked in 1980. The credit would apply in 1983
for increases in total hours worked over the higher of 1982 or
1980's hours worked. The 1984 tax credit would be for increases in
total hours worked over the highest previous year. The tax credit
could also incorporate an anti-inflation feature, which would
reduce the size of the credit if average wages increase by more
than a specified rate. Bishop asserted in his testimony that the em-
ployment subsidy would be attractive because of five basic features:

(1) Firms are encouraged to increase employment by hiring
inexperienced workers and training them rather than by in-
creasing overtime work or bidding experienced workers away
from other firms by raising wages.

(2) Within each firm, it tends to target the employment
stimulus on the least skilled workers because hiring lower
wage workers lowers the average wage of the firm.

(3) Targeting on less skilled workers is accomplished without
giving low-wage firms a proportionately larger subsidy.

(4) Firms are encouraged to slow the rate at which they in-
crease wages.
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(5) Both marginal and average costs of production are re-
duced while wage increases above the standard are taxed si-
multaneously.

We believe this proposal deserves serious consideration.

Recommendation No. 25: Federalism
State and local governments have borne a dispropor-

tionate share of FY 1982 budget cuts and fiscal distress is
widespread. At the same time, promised benefits from the
Administration's Economic Recovery Program have not
materialized for most cities and States. Additional budget
cuts which adversely affect State and local governments
should not be made in FY 1983.

If and when additional consolidation of categorical
grant programs into block grants are considered, they
should be introduced gradually, so that States and local-
ities can do the necessary planning without unnecessary
disruption. We reject the effort to use block grants as a
vehicle to force service cuts.

We support efforts of State and local government offi-
cials to begin a "sorting out" of Federal, State, and local
responsibilities. However, we believe that because the
design and functions of government are extremely com-
plex and technical, they cannot be recast with the mere
stroke of a pen. This process requires careful planning
and deliberation.

At the same time, we believe the Federal Government
itself must be made to work more efficiently and deliver
better results with the taxpayers' dollars. We endorse the
Bolling-Roth bill to create a Presidential Commission on
More Effective Government.

We urge that the Commission be set up quickly so it
can begin to grapple with the complexity of making gov-
ernment work better at all levels.

The contribution of the Federal Government to the State and
local sectors has been waning since 1978. At that time, for each
dollar of own-source general revenue, Federal aid represented $0.26
to municipalities, compared to $0.23 in 1980. Federal aid which
comprised 3.6 percent of the GNP in 1978, slipped to 3.0 percent in
1981. And Federal aid, which increased at an average annual rate
of almost 15 percent between 1958 and 1978, increased by only 6.9
percent per year between 1978 and 1981, and actually fell by 7.3
percent in 1982.

Neither a slowdown in Federal assistance to State and local gov-
ernments nor the perceived need for a "New Federalism" is a new
idea. Both Presidents Nixon and Carter proposed consolidations of
a number of discrete programs in efforts to simplify their adminis-
tration, increase the discretion of State and local governments in
the use of Federal funds, and increase State and local responsibility.
While these previous administrations may have set the tone for a
"New Federalism," and while many State and local officials sup-
ported the need for an overhaul of the existing system, few envi-
sioned that this would occur so quickly or dramatically and with so
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little input from the affected parties. Less than a year into the
Reagan Administration, some 57 State and local programs were
consolidated into nine new or modified block grants at funding
levels approximately 25 percent below the levels of the individual
categorical programs.

In addition, in the first round of FY 1982 budget cuts, reductions
in grants to State and local governments represented $12 billion, or
one-third of the total cuts, despite the fact that State and local
grants represented only 12.6 percent of total Federal outlays in FY
1982.

It appears that the President is intent on achieving his goal of
"taking the country back as far as the Constitution" 13 in terms of
Federal, State, and local relations. While the Reagan Administra-
tion seems to be committed to extricating the Federal Government
from State and local affairs, it does not appear that most State and
local governments are capable of assuming the responsibility for
managing and financing many programs now funded by the Feder-
al Government. So, if the Administration's goal truly is to shift the
responsibility for financing and administering programs to the
State and local level, they may achieve a theoretical victory only,
since in most instances adequate resources are simply not availa-
ble. If, on the other hand, the actual agenda is to terminate many
of those programs now funded by the Federal Government, it
seems that this goal will more readily be achieved. Many States
and cities, unable to maintain current service levels, are in no posi-
tion to assume additional administrative or fiscal responsibilities.

The President has stated, however, that the 1982 "budget is more
than a slowing of the growth rate of government; it reorders na-
tional priorities, seeking to return discretion, flexibility and deci-
sionmaking to the State and local level." 14 Perhaps this statement
of goals for our Federal system should be evaluated against the re-
ality of what has occurred.

The Administration initially proposed consolidating approximate-
ly 80 categorical programs into seven new or existing block grants.
The Administration's intent was to authorize the purposes of the
programs being consolidated and to allow the States to design and
oversee programs to meet these purposes. To achieve this, many ex-
isting laws were proposed to be repealed and the States were to be
given the option of continuing to perform or fund these activities
under the rubric of a block grant. At the same time, however, the
funding levels proposed for each of the block grants were reduced
by approximately 25 percent below the levels of their component
programs. The reduction in funds was justified on the grounds that
all of the administrative, planning, audit, and pre-approval require-
ments would have been eliminated and thus States would have
benefited from savings on administrative costs. In addition, it was
argued that, though the funds were limited, they would better
serve the needy because it is a lot easier and cheaper "to get on a
cross-town bus and go to city hall to go to the State Capitol than it
is to get to Washington."

13 "New York Times," November 22, 1981, p. 1.
14 Speech before the National Conference of State Legislatures, July 30, 1981.
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There is, however, more agreement on the need for Federalism
reform than on the approach this should take. A study of the Fed-
eral system conducted by the Advisory Commission on Intergovern-
mental Relations (ACIR) identified four major problems requiring
attention:

Administration.-There is too much red tape and too little
coordination and cooperation between Federal, State, and local
administrations.

Effectiveness.-Federal programs are marked by poor per-
formance and inadequate results.

Costs.-Federal programs are plagued by administrative
waste.

Accountability.-There has been substantial weakening in
the responsiveness of government and in its accountability to
the people.

Whether block grants adequately address these problems is still
subject to debate. The Committee held three days of hearings on
block grants between July and September 1981. The major con-
cerns expressed by the witnesses were as follows:

(1) Program Accountability.-Many of the witnesses cited the
need for the Federal Government to state its specific objectives as
clearly as possible in order to facilitate program implementation
and oversight. According to Paul Dommel of The Brookings Institu-
tion:

. . .the decentralizing goal of any block grant should be
flanked legislatively with meaningful elements of account-
ability, the most important being specification of national
objectives, a formal application process with a Federal op-
portunity to say "no,' citizen particitation, and a policy
evaluation system.

(2) Adequacy of Funding Levels.-This was a concern shared by
just about every witness who testified. Governor Orr of Indiana in-
dicated that Federal funding cuts for the block grants alone will
have a "$25 million impact on Indiana." "Indiana," he continued,
"will not pick up these lost Federal funds. We cannot afford to do
so." Similarly, John J. Gunther, Executive Director, U.S. Confer-
ence of Mayors, expressed the concern that "a level of funding that
provides only 75 percent of current funds will result in substantial
cutbacks in services."

(3) States' Abilities to Distribute Funds Equitably.-Intense
debate continues as to the ability of States to administer block
grants in an equitable fashion. Several of the witnesses, including
Ronald F. Gibbs, National Association of Counties, favored block
grants "that leave decisions about programs to the local level
where the services are delivered in order to preserve the safety net
of life-sustaining services that counties must operate." Others, in-
cluding John Thomas, Assistant Minority Leader, Indiana House of
Representatives, representing the National Conference of State
Legislatures, argued that "State legislatures are the logical place
for the discussion and resolution of State-local concerns. He cited
evidence that, over the years, States have been more responsive to
their local governments, have increased aid to localities, and have
become more resourceful in their financial and tax structures. Ste-
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phen B. Farber, Executive Director of the National Governors As-
sociation, indicated ". . . States have undergone tremendous
changes in the last 20 years and, along with better local manage-
ment, now represent the best hope for the future of our communi-
ties . . ." However, as William H. Hudnut III, Mayor, City of In-
dianapolis, testified, ". . . there have been great problems in terms
of establishing a good working partnership and relationship be-
tween the State government and local government. There is a per-
ception . . . around the country that State legislatures are . . . in-
sensitive to the problems of the cities and the plight of the urban
disadvantaged."

Similar disagreement surfaced over the likelihood of recipient
equity being maintained by the States. Lester Salamon of the
Urban Institute cited evidence that ". . . block grants lead to sub-
stantial departures from Federal purposes, particularly those pur-
poses related to the targeting of benefits on those in greatest
need." Frank G. Tsutras, Director of the Congressional Rural
Caucus, predicted the emergence of "a brutal political struggle . . .
where the most vulnerable and those without clout are almost cer-
tain losers." David Walker, of ACIR, however, foresees a "mixed
picture on the equity issue," and indicated that nine to ten States
have targeted funds well over the course of past years.

(4) Administrative Capability of States.-There was little dis-
agreement that sharp funding cuts would limit the ability of most
States to administer the block grants. As Richard Hatcher, Mayor
of Gary, Indiana, indicated, ". . . the States will have to assume in-
creased administrative responsibilities and I am really hard put to
know where the resources . . . are going to come from." Virtually
all of the witnesses deplored the 25 percent funding cut including
the National Governors Association and the NCSL which believe
States could have absorbed up to a 10 percent cut. In addition,
there was general agreement about the need for an orderly transi-
tion to the block grants. All witnesses agreed that a longer phase-
in was essential and Stephen Farber summed up the feelings of
many of the witnesses when he said, "Adequate transition lan-
guage must be included . . . if block grant implementation is to be
not a confused and damaging process but an orderly and effective
one."

Unfortunately, this warning has not been heeded. The consolida-
tion of 57 existing programs became effective on October 1, 1981.
Criticism of the magnitude of both the numbers of programs con-
solidated and the funding cuts have been widespread. One Republi-
can Senator charged, "This Administration is so busy balancing the
budget that they haven't had time to think about policy." However,
that may not be the case at all. The rapidity with which these pro-
posals were prepared, the lack of communication with State and
local officials, and the disproportionate funding cuts imposed on
this sector suggest that there was, indeed, thought to policy-the
policy being a termination of programs intended to benefit disad-
vantaged people and places.

We are not opposed to program consolidation of block grants as
such. It is our opinion, however, that block grants are not suitable
for all programs. The ACIR has pointed out, under certain condi-
tions, block grants can lead to improved efficiency, greater decen-
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tralization, and increased coordination. The ACIR further urges,
and the Democrats agree, that these grants should be used to con-
solidate similar programs to achieve national objectives, should in-
volve recipient input, and should contribute to the alleviation of
State and local problems. However, it is important to be aware of
their strengths as well as their weaknesses. In some instances, cat-
egorical programs may work better, but may require some fine-
tuning.

Revenue and Program Turnbacks

Above and beyond consolidating categorical programs, the Presi-
dent maintains that his ultimate goal is to turn the sources of reve-
nue back to State and local governments.

The first indication of the course the Administration plans to
pursue was revealed in the President's State of the Union message
on January 26, 1982. The President outlined two major policy ini-
tiatives designed to significantly realign Federal-State-local rela-
tions. The basic features of the programs are as follows:

There would be a $50 billion transfer of Federal programs to
States over an eight-year phased transition, with, we are told,
equivalent revenue sources. The major components are:

A "Swap Component"-Federal takeover of Medicaid in ex-
change for State takeover of Food Stamps and AFDC ($20 bil-
lion exchange). Under this plan, Medicaid would be fully Fed-
eralized in Fiscal Year 1984 and at that time States would
assume full responsibility for AFDC and Food Stamps with
"flexible" maintenance of benefits requirement for the State
program.

A"Turnback Component"-Approximately 43 Federal pro-
grams would be turned back to the States-the largest compo-
nent being social, health, and nutrition services. A $28 billion
trust fund would be established to finance these.

Phase one of the turnback would occur during Fiscal Years 1984
to 1987. During this time, trust fund allocations to States would be
based on historic program shares from 1979 to 1981. State funds
may be added to Federal grant programs which continue in their
current form through Fiscal Year 1987 or as a no-strings super rev-
enue sharing payment if the States opt out of the Federal pro-
grams early.

Phase two would occur in Fiscal Years 1988 to 1991. During this
time, the grant programs would be terminated at the Federal level.
The trust fund payments and Federal excise taxes would decline by
25 percent each year with States free to substitute their own taxes
or reduce program costs.

Before these proposals are enacted, however, the following con-
siderations must be carefully weighed and resolved.

Swap Component

Although the Administration has indicated that the dollar-for-
dollar trade-off between Food Stamps and AFDC on the one hand
and Medicaid on the other may balance in the aggregate, a recent

90-546 0-82-10
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analysis by CBO 15 concludes that, if the swap had occurred in FY
1981, the State sector would have lost $4.4 billion. On a State-by-
State basis, it seems certain there will be some winners and many
losers. The Southern States typically have lower Medicaid costs
and also have contributed less for welfare payments, which were
supplemented by the Federal Government. The Federal Govern-
ment would now assume the Medicaid costs. However, since there
will no longer be Federal supplementation of welfare or Food
Stamps, States may have to increase expenditures for these pur-
poses-particularly if there is a hold-harmless involved. It seems
clear that recipients in Southern States are likely to derive higher
benefits if Medicaid is nationalized, as benefits in these States are
presently very low. The question remains, however, whether recipi-
ents in higher-benefit States would be penalized if a shift to Feder-
al control of Medicaid were to occur.

In some States, the costs for welfare and Food Stamps may be
less than the Medicaid amount being assumed by the Federal Gov-
ernment. However, many States are hard-pressed fiscally, and may
find it politically attractive to trim these welfare programs; espe-
cially if no hold-harmless is required.

Many other States will be net losers. In Florida, for instance, the
Federalization of Medicaid in fiscal year 1981 would have saved an
estimated $221 million, but the assumption of Food Stamps and
AFDC would have cost $770 million, for a net loss of $549 million.

If Food Stamp and AFDC standards are imposed by the Federal
Government, they must be accompanied by sanctions for nonco-
operation (loss of funds, etc.). However, Federal standards of any
sort fly in the face of the Administration's objectives of delegating
these responsibilities to State and local officials. And since no Fed-
eral funds are involved, any sanctions may lack effectiveness.

If no Federal standards for AFDC and Food Stamps are imposed,
presumably States would be free to determine benefit levels as well
as eligibility requirements. This could result in tremendous diver-
gence from one State to another, with the result that more benevo-
lent States become attractive to those individuals able and willing
to "vote with their feet." Thus, the lowest common denominator
could prevail if States attempt to stay competitive and not become
magnets for the Nation's poor.

Cities with chronically high unemployment rates tend to be fis-
cally strained. There is a correlation between large cities with
fiscal problems and States with fiscal problems. Those States in
which large fiscally stressed cities are located tend to have fiscal
problems as well. These States tend to have large dependent popu-
lations and a large demand for AFDC and Food Stamps. However,
they are least able to afford to establish new services. Even with
the Medicaid tradeoff, States that are raising taxes and cutting
services may find it fiscally or politically difficult to absorb new
programs for the poor at anything but a minimal level. If there is a
Federal minimum standard, this could well become the ceiling as
well as the floor in many States.

1 5
Congressional Budget Office. AFDC, Food Stamp and Medicaid Exchange. Washington,

D.C., January 29, 1982, p. 1.
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Tuhnback Component

There are significant problems in turning the 43 categorical pro-
grams over to the States and paying for them (at least initially)
with excise taxes. In the first place, unlike progressive Federal
income taxes currently used to support these programs, excise
taxes are regressive. Even if States chose to support such programs
with other taxes, property and sales taxes and user charges are
also regressive. Thus, these programs would be supported by dis-
proportionately burdening the poor. Moreover, creating new or in-
creasing existing taxes is very difficult on the State and local level;
particularly if needed to support programs such as community de-
velopment and social welfare, which do not benefit the community
at large.

State legislatures are frequently regarded as less than fully re-
sponsive to the needs of poor people or minorities. In addition,
many State Capitols are located outside of the major urban centers;
not easily accessible to the poor. Also, sessions frequently are short,
thus prohibiting extensive debate or opportunity for citizens to be
heard. In other States, the Governor would have total control and
discretion over how the funds are spent and which programs are to
be continued (at least initially; if taxes are to be levied, the legisla-
tures must be involved). However, some Governors are apt to make
arbitrary decisions without consultation with local officials or in-
terest groups.

In addition to these, there are a number of complicating factors.
For instance, some governors, who might ordinarily support such
proposals, would oppose any Federal requirements at all. If there
are no Federal requirements, there will be a storm of protest from
interest groups and other who feel that these are necessary to safe-
guard the welfare of the Nation's poor. However, establishing mini-
mum requirements, in and of itself, will create problems because
some States are bound to win and others to lose when this occurs.

Also, mayors and other local officials who presently receive Fed-
eral grants for such programs as community development, water
and sewer programs, transportation programs, etc., Are not likely
to support these programs becoming State block grants with the
governors and/or State legislature having total discretion over
which programs are continued and who will receive them.

Above and beyond these ideological and political considerations,
there remain important questions about the cost estimates pre-
pared by the Administration. The $30.2 billion estimated cost of the
programs to be turned back understates the total current program
funding by over $7 billion. Like the AFDC and Food Stamp costs
estimated by the Administration, they are assuming new cuts will
be passed by the Congress. State and local governments lost $12 to
$15 billion in fiscal year 1982 Federal funds and the Administra-
tion is proposing an additional $7 billion cut in these 43 programs
prior to fiscal year 1984. Above and beyond these, if the AFDC and
Food Stamp cuts are not enacted, the States would lose $1 billion
in the swap. Additionally, it has come out that the excise taxes,
which are to comprise the trust fund, are also proposed to be re-
duced and therefore would fall short of the $28 billion being used
for illustrative purposes. These facts were not immediately made
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available and their release was not initiated by the Administration.
In dealing with such a complex, technical, and far-reaching propos-
al, it is absolutely essential that all data and information be
straightforward and accurate. If the Administration is not pre-
pared to assume this responsibility, then proposals of this magni-
tude ought not to receive the serious attention of Congress or other
interested parties.

If a "New Federalism" is the order of the day, then our State
and local governments and their residents are due, at the very
least, a careful deliberation of the ramifications of the proposed ac-
tions, an opportunity to be heard, and a gradual transition to the
new approach. To date, they have been afforded none of these
rights.

The Bolling-Roth Bill
S. 10 and H.R. 18, the Bolling-Roth Bill, would create a Commis-

sion on More Effective Government. The Commission would take a
sweeping look at the Federal system, particularly the Executive
Branch, and would design a blueprint for improving governmental
performance throughout the intergovernmental system. This would
be a two and one-half year Commission costing $10 million. S. 10
passed the Senate on December 7, 1981, by a vote of 79-4. Its early
enactment would help restore the right of State and local govern-
ments to a careful consideration of the intergovernmental system
before irrevocable actions are taken.

F. FIGHTING INFLATION

Recommendation No. 26: A Cooperative Policy to Fight Infla-
tionl6 17

In past years, we have consistently called for an in-
comes policy as a necessary component of a comprehen-
sive strategy against inflation. This year, we repeat that
recommendation. An incomes policy should take the form
of a national bargain between government and labor,
with business participation. Such a bargain must be
founded on principles of fair treatment, and its details
must be worked out in discussions between those who
would be a party to it.

Government should guarantee to labor that workers
will not suffer unfairly as a consequence of good-faith
cooperation in fighting inflation.

As the economy pulls out of the current recession, we urge that a
policy be developed to avoid a repeat of the wage-price spiral which

16 See footnote 3, part II.
17 Representative Long states: I agree that exclusive reliance on restrictive monetary policy to

fight inflation is extremely costly in terms of unemployment, lost opportunities and the longrun
non-competitiveness of the American economy. There are alternatives. In my view, greater
labor-management cooperation in the plant as well as at the industry level will help spur pro-
ductivity as it moderates inflationary pressures. The Federal Government can play a supporting
role in this process. A growth- and investment-oriented overall economic policy would create the
climate in which private sector flexibility is likely to thrive. In addition, the government can use
its good offices to help facilitate private sector initiatives originating with labor and manage-
ment.
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so seriously impaired our ability to control inflation during the
1970's.

The Nation's economy has been pummeled by inflation for more
than 15 years, and the vast majority of American businesses and
consumers have come to expect it as a fact of life. Each sector of
the economy has developed structural mechanisms that have
helped it adapt to a climate of rising prices, but these structures in
turn contribute to the momentum of inflation. Many labor con-
tracts, for example, include cost-of-living adjustment clauses that
compensate for all or part of the inflation-induced loss of real
income. The fact that many major labor contracts are written for a
three-year period locks in these cost-of-living adjustments even
during deep recessions. To the extent that these increases are not
offset by productivity improvements-especially elusive during a
recession when output generally falls more rapidly than employ-
ment-they raise business costs and thus put upward pressure on
prices.

The efforts of workers and businesses to adjust to continued in-
flationary expectations, and to stay even with or ahead of rising
prices, thus contribute to the inflationary process and make it
more difficult to slow the pace of inflation. Each round of wage in-
creases in turn raises unit labor costs. These higher costs then
result in higher prices, which form the basis for yet another round
of wage demands. This generates a momentum in the information
rate which tends to be very persistent and very difficult to reduce.

During the past decade and more, the United States has experi-
mented with a variety of techniques to suppress wage and price in-
creases-outright wage and price controls, Presidential jawboning,
tight monetary policies, taxing: and spending policies designed to
slow economic growth, tax measures to boost productivity, and poli-
cies designed to induce recessions.

All of these techniques failed to provide permanent relief be-
cause we never developed a comprehensive anti-inflation program
which included agreement on an equitable distribution of the
burden of fighting inflation. Left to their own devices, business and
labor sought instead to protect their real incomes by demanding
ever-higher wages and prices, creating an inflationary momentum
that could only be temporarily broken by recession and unemploy-
ment.

The present Administration has adopted a simple, traditional
strategy-that of bludeoning labor into low wage settlements. HIgh
interest rates and recession have destroyed the profitability of the
basic industries up for contract renegotiation this year, especially
automobiles, rubber, and trucking. High unemployment has
brought home the threat remaining workers face directly and
harshly. The result is indeed likely to be relatively low wage settle-
ments this year and for as long as the recession and imminent
threat of unemployment continue to hold workers in thrall.

This situation obviously cannot endure indefinitely. The Ameri-
can people will not long tolerate government policies which perpet-
uate unemployment, thwart their desires for improved wages and
living standards, and cripple the trade union movement. Either
this Administration will move sooner or later to foster economic re-
covery, or the voters will replace it with an Administration that
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will. And when that happens, the inflation genie will re-emerge
from its bottle, as both business and labor strive to restore real
living standards more rapidly than underlying economic improve-
ments may permit.

For this reason, a durable anti-inflation strategy must be recon-
ciled with economic growth. It must be a "supply-side" strategy: it
cannot rely on periodic bouts of depressed demand to weaken tight
labor markets, reduce farm, commodity, and housing prices, and
soften inflationary expectations. Rather, it must be a strategy
which guarantees a durable increase in the real standard of living,
including the quality of worklife as well as private consumption, in
return for nominal wage increases which are in keeping with the
economy's real productivity growth and hence with rising real in-
comes and near-stable prices. This is an old objective, more often
stated than achieved. The key to getting there, we believe, is a na-
tional bargain between government and labor, with business par-
ticipation, which establishes common goals on the basis of common
economic expectations and negotiated agreement regarding the
pursuit of important political goals.

Very few other mature economies have been able to avoid the in-
flation and unemployment syndrome that has plagued the Ameri-
can economy. But where there have been successes, an incomes
policy has generally been involved. Such a policy has typically
meant, more than anything else, that a climate of trust and cooper-
ation exists between a country's government and its working popu-
lation. Trust makes possible negotiation, in which each side is will-
ing to give up a little of what the other side wants most, and in
which new international developments-such as rising oil prices, or
shifting exchange rates-can be jointly analyzed and rapidly ad-
justed to. Trust, negotiation, shared responsibility, and coordinated
behavior seem to underlie the relatively successful performances of
Germany, Japan, and Austria, and form more of a common link be-
tween the systems of those countries than any specific institutional
mechanism provides.

During the past year, the Joint Economic Committee heard testi-
mony concerning the contribution which a widely supported in-
comes policy can make to fight against inflation. Our hearings in-
cluded an historic appearance by Austrian Finance Minister Hans
Seidel on June 2, 1981, the first member of a foreign government to
appear before the Joint Economic Committee.

Austria provides a case of a successful incomes policy based on a
national bargaining process. During the 1970's, while unemploy-
ment in the United States ranged as high as 9 percent and infla-
tion reached over 13 percent, Austria-whose economy was buffet-
ed by the same ill winds as our own-kept unemployment below 2
percent while bringing inflation down from 10 percent in 1975 to
less than 4 percent in 1978 and 1979. In addition, the economy of
Austria was virtually free of strikes and enjoyed a period of almost
unparalleled social peace.

This was largely achieved through an incomes policy, according
to Austrian Ambassador Karl Schober, who testified:

The explanation for this Austrian miracle, as it is some-
times called, lies in a well-functioning mechanism for dis-
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cussion and settlement of basic economic and social issues.
This mechanism, called the Commisson of Parity, provides
for an institutionalized and continuous dialog between all
the economic forces of labor and commerce on a decision-
making level. The role and the effective representation of
those forces as well as our government in this mechanism
go a long way to assure that compromise is always found
and that strikes are practically eliminated from our eco-
nomic life.

The Austrian system was described for the Committee by Fi-
nance Minister Seidel:

Perhaps the best way to begin a description of the Aus-
trian version is to explain what it is not. (a) Incomes policy
in Austria is not a short-term device to overcome tempo-
rary difficulties. We do not switch between policy-on and
policy-off periods. Instead, incomes policy is regarded as a
permanent task with long-term consequences. (b) Incomes
policy in Austria does not use mandatory controls, govern-
ment intervention is kept to a minimum. Only in the im-
mediate post-war period did price fixing play an important
role. (c) There are no explicit (openly announced) quantita-
tive wage guidelines, although there is a widespread un-
derstanding in which wage increases seem to be consistent
with a sound economic development and that the claims of
individual unions should stay in line. (d) Incomes policy in
Austria is not required as an instrument for changing the
personal or functional distribution of incomes. It is based
on the idea of approximate constant shares of labor and
capital in the national income.

I think incomes policy in Austria has to be regarded as
an essential part of the broader concept of what we call
"Social Partnership," a durable cooperation between the
representatives of labor, business, and agriculture.

The institutional framework at first might seem to be
rather complicated, but it has developed on the idea of a
social contract along the following lines: the trade unions
are willing to abstain from using their full bargaining
power in wage settlements if they get something for it. Es-
pecially, they want to have some influence on the forma-
tion of prices for products in oligopolist markets, and they
want to participate in decisions on general economic
policy.

Social partnership, according to my view, not only
means that we all sit in the same boat; it also means that
we are willing to steer the boat in a direction upon which
most of us agree.

The success of the Austrian incomes policy was described by For-
eign Minister Seidel at the conclusion of his testimony:

First, there are almost no strikes in Austria. We are, so
to speak, on the bottom of the international strike league.
The disruption of production associated with long-lasting
conflicts in the labor market has been avoided.
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Second, during the stormy seventies, the overall per-
formance of the Austrian economy was quite satisfactory.
The annual growth rate on average was 1 percent higher
than in the whole OECD area; inflation was lower than in
the other industrial countries; and unemployment kept at
low levels.

The most remarkable development in the seventies in
the context of this hearing, and of my argument, was the
rapid decline of inflation after the first oil price shock. In
1975, we had an inflation rate of nearly 10 percent, but
this rate was reduced to 3.5 percent in the years 1978 and
1979 without creating unemployment on even a temporary
basis.

These and other observations are clearly not sufficient
alone as evidence for the effectiveness of incomes policy in
Austria. Other factors surely have to be computed into the
so-called success story of Austria. Nevertheless, most
economists who have analyzed the Austrian case have
argued that incomes policy in Austria has been reasonably
successful.

In both Sweden and Norway, according to other witnesses who
testified at a hearing on Scandinavian Incomes Policies on October
20, 1981, incomes policies also succeeded in holding wages and
prices in check during the 1970's, although government policy mis-
takes and strong external shocks undermined the effectiveness of
these efforts toward the end of the decade.

A national bargain underlying a successful cooperative incomes
policy in the United States could be designed as follows:

(1) Government would make a formal commitment to a
range of policies which are in the national interest and in the
interest of working men and women, both union and nonunion.
These policies include fair tax policy, vigorous pursuit of occu-
pational safety and health objectives, enforcement of antidis-
crimination statutes, and support for fair labor practices and
for the objective of enhancing job security through the collec-
tive bargaining process.

(2) Organized labor would agree to the pursuit of moderate
wage claims, and so set a national climate for average wage
settlements that is compatible with decelerating inflation.
Such a climate can emerge from annual discussions between
labor and government, with business participation, in light of
economic conditions prevailing at the beginning of each year.

Over time, an evolution of collective bargaining calendars
toward annual, coordinated negotiations would facilitate ad-
justment and reduce inflationary inertia.

(3) Finally, government would guarantee to labor that work-
ers would not suffer unfairly as a consequence of good-faith co-
operation in fighting inflation.

The measures we have recommended elsewhere in this chapter
will help stabilize prices in the long run by reducing costs, increas-
ing productivity, and by cutting the momentum of the underlying
rate of inflation. While they should be implemented as soon as pos-
sible, we can expect them to have little short-term effect.
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During the transition period-while the economy is recovering
from the recession and we are progressing toward necessary long-
run changes in the structure of the American economy-the in-
grained expectation that inflation will reaccelerate must be broken.
Otherwise, business and labor will make wage and price decision in
anticipation of renewed inflation that will only serve to generate
the very inflation we all hope to avoid.

In order to end our unfortunate dependence on recessions to con-
trol inflation, Congress must cooperate with the President to devel-
op a full range of policy options for dealing with rising inflationary
expectations. Enactment of mandatory measures, however, should
be contingent upon the introduction by the President of a compre-
hensive and productivity-enhancing anti-inflation program.

Recommendation No. 27: Promote Energy Security

We must continue to promote energy conservation; there-
fore we oppose the reallocation of Energy Department re-
sources from conservation which the Administration has ef-
fected. Enhanced development of coal is vital, as discussed
elsewhere in this Report. In addition, we should encourage
development of improved techniques for enhanced oil and
unconventional gas recovery, and continue to fill the Stra-
tegic Petroleum Reserve at a satisfactory rate. These meas-
ures would work to reduce the sensitivity of U.S. energy
supply and price to external shocks.

The security of U.S. energy supplies increased in 1981 as the flow
of imported energy fell to the lowest level in almost a decade. In
1981, imported energy met only 19 percent of total U.S. energy
demand, down from 26.3 percent in 1977..

Our reduced energy dependence reflects the impact of reduced
demand for petroleum as a result of the broad recession, continued
conservation progress, and maintenance of domestic oil and natural
gas production. The staggering economy pushed the consumption of
petroleum products, including natural gas plant liquids, down some
7 percent in 1981, for the third consecutive annual decline. Total
domestic energy consumption per (constant) GNP dollar fell over 4
percent during the first three quarters of 1981 compared to the
year-earlier period. The United States utilized energy more effi-
ciently in 1981 than at any time in recent history.

The complete decontrol of oil prices in early 1981 stabilized do-
mestic crude production at close to the 1980 level of 18.6 million
barrels a day, including Alaskan production. Robust domestic pe-
troleum prospects are also reflected in record rates of exploration.
Rotary rigs in operation and the number of exploratory and devel-
opment oil wells drilled set new records last year. Natural gas pro-
duction was robust in 1981, as well, with output slightly exceeding
the 1980 level despite a decline in consumption. While natural gas
imports declined 10 percent, the stock of working gas in under-
ground storage reservoirs at the end of October and available for
withdrawal was at record levels.

The continued reduction in U.S. energy dependence in 1981 is
partly obscured by demands placed on imports used to fill the Stra-
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tegic Petroleum Reserve. An average 334,000 barrels of oil daily
were pumped into the SPR in 1981, six times the rate attained in
1980. At the end of 1981, the SPR contained oil comparable to im-
ports received during a 40-day period at the import rate achieved
in 1981. Private primary crude oil stocks exceeded 350 million bar-
rels at the turn of the year. Consequently, total domestic oil re-
serves in the absence of other energy demand and supply actions
are now comparable to three months' imports.

The United States enjoys a greater degree of energy security
today than at any time since 1973. This degree of security is still
not fully adequate, however. While domestic oil stocks and energy
production are high, nearly one in five units of energy consumed
domestically in 1981 came from abroad.

Our Nation's improved ability to minimize the impact of relative-
ly short energy import disruptions has not resolved our excessive
level of energy dependence. We still rely too heavily on insecure
foreign energy supplies. The stability of world oil and energy prices
is tenuous, as well, and is solely the result of continued high pro-
duction by Saudi Arabia. In addition to the continued filling of the
SPR, a variety of other steps should be taken to increase our
Nation's energy security.

For several years, the Committee has argued for Federal efforts
to promote the use of enhanced oil recovery technology. Primary
and secondary oil extraction techniques typically capture less than
30 percent of oil from reservoirs. From 7 to 8 percent more of that
oil can be extracted with a variety of enhanced recovery tech-
niques, including gas and steam injections and more exotic chemi-
cal application.

As the Committee stated in 1980:
Federal research into enhanced recovery technologies

should be accelerated now if this promising supply option
is to contribute notably to the domestic energy stock
during the 1980's.

In 1980 and 1981, a variety of promising unconventional Federal
energy research options was evaluated on behalf of the Committee
by the Congressional Research Service. The 18-month long analysis
by over 15 experts was completed and released in early May 1981.
Thirty-one unconventional near-term energy supply options were
evaluated. The most cost-effective and promising unconventional
sources of additional energy through the year 2000 identified were
heavy oil, which is too thick for extraction with existing technol-
ogy, and unconventional natural gas trapped in coal, sandstone,
and shale rock.

The analysis noted that limited Federal R&D support of heavy
oil extraction technologies could result in a doubling of heavy oil
production by 1990 to one million barrels daily. Similar limited
Federal support for research into unconventional gas technologies
could increase U.S. domestic natural gas production by up to 45
percent by 1990.

To the extent Federal funds are available for unconventional
energy supply R&D, the refinement of technologies to extract
heavy oils and unconventional natural gas should be priorities.
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The Committee continues to believe that energy conservation
and the use of renewable energy alternatives is a necessary compo-
nent of a comprehensive national program to improve our energy
security. Substantial investment has occurred as a consequence of
tax incentives for industrial and residential conservation and the
installation of solar energy equipment. The continuation of these
fiscal incentives is appropriate to ensure that reliance on imported
energy sources continues to decline.

Further gains in our Nation's energy security can be realized
from continued research into energy conservation and the renew-
able energy technologies. In Fiscal year 1980, Federal research, de-
velopment, and demonstration budget authority for these programs
totaled $1.5 billion, and comprised almost 11 percent of the Depart-
ment of Energy's budget. Private conservation efforts have contin-
ued to blossom and renewable energy technologies mature. Yet, Ad-
ministration budget requests for these programs in the current
fiscal year were reduced percipitously to less than $400 million,
only 3 percent of DOE's budget. Administration plans for Fiscal
Year 1983 call for a further reduction in Federal support for these
programs to $22 million (conservation) and $73 million (solar).

A continued viable Federal program of research on energy con-
servation, renewable energy, and coal technologies is a necessary
component of a broad-based national program to improve our
energy security. While we support efforts to eliminate waste and
fraud and reduce government spending, such motives should not
provide an excuse to eliminate support for conservation, renewable
energy, and coal research.

Recommendation No. 28: Maintain Agricultural Stockpiles
The bumper grain crop of 1981 and large carry-over

stocks provide an opportunity for action to expand our
program of grain reserves and to ensure stable prices for
consumers and stable incomes for farmers in future
years. The Department of Agriculture should be directed
by the President to develop a proposal for maintaining
national grain stockpiles at adequate levels. Sharp fluctu-
ations in our food supplies could be reduced by pursuing
a renewed bilateral purchase agreement with the Soviet
Union.

The grain and rice reserve program has as one of its goals to sta-
bilize prices for agricultural products. This is desirable for the con-
sumer, because inflation in the agriculture sector puts inflationary
pressure on the economy as a whole, and for the farmer because an
adequate reserve protects him against devastating swings in supply
(for example, due to weather) or in demand (due to the high vari-
ability of world demand for U.S. food exports).

The farmer-held grain reserve program for wheat, corn, barley,
sorghum, and oats is the largest part of current reserves; this pro-
gram was established by the Food and Agriculture Act of 1977.
Through this program, farmers are encouraged to store designated
commodities when stocks are higher to than needed to meet domes-
tic and export requirements, and to release these stocks to the
market when demand and prices are high. Currently, grain carry-
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over stocks are enormous. As of the end of October, the total stock
of wheat in the United States was 24.7 million metric tons, of
which 12.9 million was farmer-owned. Feed grain carry-over was
49.8 million, making a total grain reserve of 77.2 million metric
tons.

Grain reserves of this volume can put a strain on the system,
particularly in times of high interest rates and hence high carrying
costs. At the same time, the existence of ample reserves provides
an opportunity to buffer the economy against the resurgence of ag-
ricultural price inflation in the future, while simultaneously boost-
ing depressed farm income.

We urge that the Department of Agriculture explore the possibil-
ity of enlarged national grain reserves to ease the burden on farm-
ers of the present system and help assure stable prices to consum-
ers in future years.

It is disappointing that the Administration chose to include
among the "sanctions" imposed on the Soviet Union after the
Polish crisis a decision to defer renegotiation of the long-term grain
purchase agreement which had been in effect since October 1, 1976.
While we sympathize with the Administration's expressed motives,
it should be remembered that this agreement served primarily to
assure a stable and predictable Soviet demand for our grains, and
to avoid a repeat of the "Great Grain Robbery" of 1972, during
which massive and unexpected Soviet purchases drove up U.S.
grain prices and added sharply to domestic inflation. The long-term
grain agreement was thus more of a protection for consumers in
the United States than for the Soviet Union. We urge the Adminis-
tration to move to the necessary process of negotiating renewal of
that agreement as soon as the international political climate
allows.

Recommendation No. 29: Promote Competition, Not Cartels 18

The Reagan Administration has retreated from prog-
ress toward free competition in several vital transporta-
tion sectors.

The Interstate Commerce Commission, under Chair-
man Reese Taylor, has moved abruptly and dramatically
to reinstall cartel-like restrictions on the trucking indus-
try, to the detriment of independent truckers, shippers,
and consumers. The President should give explicit guid-
ance to the Interstate Commerce Commission that it
return to a policy of free entry, free price-setting, and
free competition in the trucking industry, consistent with
the deregulation purposes of the Motor Carrier Act of
1980, and should take all necessary steps to ensure the in-
stallation of a pro-market majority on the Commission.

In the case of airlines, the Administration has also
compromised the principles of free competition. Interna-
tional air carriers have been permitted to resume price-
fixing negotiations at the International Air Transport As-
sociation, and domestic carriers have seen severe new re-

"8Senator Sarbanes expresses concern about certain deregulation procedures which may in
fact not serve the public interest.
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strictions on free entry in the domestic market for air
routes. The Administration should move promptly to
reassert the rule of the market in air transport.

In antitrust enforcement, the Administration has
adopted a "bigger is beautiful" attitude which has encour-
aged marriages of the giants, further reducing the scope
of competition in the economy, and exacerbating the di-
version of scarce capital resources away from longer-
term, productive investment.

The Committee has consistently argued in past years for a reduc-
tion in unnecessary regulation and for the selection of the most
cost-effective methods to reach legislated regulatory goals. This Ad-
ministration came to office pledged to a platform of free competi-
tion and deregulation. Since January, the Administration has
moved aggressively to reduce regulatory bureaucracies throughout
the government to the point where questions may be raised wheth-
er it has gone beyond the mere promotion of efficient performance,
and begun to hamper effective enforcement of environmental,
safety, health, antidiscrimination, fair labor practice, and other leg-
islated national objectives.

In the area of transportation, however, the Administration has
reversed the progress toward free competition which had been
made in previous years. The reversal is most egregious in the case
of Interstate Commerce Commission regulation of the interstate
trucking industry, as the Committee was told by a bipartisan panel
of witnesses at a hearing on November 13, 1981. The ICC, under
President Reagan's newly appointed Chairman, Reese Taylor, has
turned back the clock, back to the days when the Commission
served the price-fixing and entry/retarding interests of the large
truckers rathr than that of the public at large. This reassertion of
special interest against the general welfare should be reversed at
once.

In the 16 months immediately following passage of the Motor
Carrier Act, motor carriers displayed a new willingness to offer
cost-related discounts on freight rates. Both carriers and shippers
moved aggressively to explore new business opportunities. Service
availability to cities and towns remained at least as good as before;
and, in some instances, service improved. Operating authorities ap-
plied for by truckers were broadened, giving them permission to
haul more commodities to and from more places. New entry was
eased, as was the setting of rates and tariffs.

Under the Chairman appointed by President Reagan, Reese
Taylor, voting patterns of the Commission began to change. Evi-
dence presented before the Committee at the hearing in November
indicated what one panelist, Alfred Kahn, described as a "clear re-
treat from free market principles." Former Commissioner Marcus
Alexis was more direct. He charged before the Committee that, "In
a series of decisions, the Commission has embarked on a deliberate,
calculated policy to reimpose restrictive, burdensome, inefficient,
inflationary-prone, and fuel-wasting regulation on the trucking in-
dustry."

Tariff filings, it was noted, are reviewed more closely than
before, even in the absence of complaints. Price discounts are being
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disallowed on the grounds that they are "predatory" or "discrimi-
natory." The ICC has sought a larger enforcement budget even at a
time when the Administration has announced its intent to reduce
enforcement at other regulatory agencies (the Food and Drug Ad-
ministration, the Federal Trade Commission, the Occupational
Health and Safety Administration, the Consumer Product Safety
Commission, the Environmental Protection Agency, and others).
Oral hearings are being required more frequently than before de-
spite their expense to shippers and the chilling effect they have on
applicants seeking new or expanded operating authority. The ICC
is granting new operating authorities in much narrower terms
than previously. More restrictive tests of fitness for operating au-
thority are being proposed.

The restrictive interpretation of the Motor Carrier Act of 1980
now being applied at the ICC is contrary to the intent of Congress,
economically unsound, and also conflicts with the 1980 campaign
position of candidate Ronald Reagan, who said "our objective will
be to deregulate and revitalize the entire transportation industry-
rail, highway, and water-to reduce waste. .. ." We have urged in
a bipartisan report that the President renew his Administration's
originally stated position on trucking regulation, and, if necessary,
help to reorient ICC policies by nominating Commissioners of more
appropriate views to vacant Commission seats.

The trucking industry as regulated by the Interstate Commerce
Commission is a national giant. It generates $43 billion a year in
revenue, employs nearly one million people, and pervades our na-
tional economic life. Restoring competition in the industry is im-
portant not only for the sake of theoretical principles of the free
market, but also for purposes of fighting excessive dependence on
overseas oil, and market -efficiency. In an Administration known
for its otherwise zealous determination to deregulate, the case of
the trucking industry stands as a glaring omission.

In other parts of the transportation industry, progress toward de-
regulation and free markets has likewise been impeded under the
new Administration. The Interstate Commerce Commission has re-
sumed strict tariff examinations for rail freight operations, which
discourages the railroads from effective price competition with
each other or, perhaps more important, with the trucking industry.
The effect of this is anticompetitive, and carries no corresponding
short- or long-run benefits for the general public.

In the case of international air transport, particularly with re-
spect to the North Atlantic traffic, the Administration appears to
have retreated from the determination of the previous Administra-
tion to bring about an era of free and competitive pricing. On June
9, 1978, the Carter Administration canceled the antitrust immunity
for air carriers which had previously permitted them to fix prices
under the auspices of the International Air Transport Association
(IATA). The effect was to unleash a wave of competitive pricing be-
havior so that North Atlantic air travel prices today are lower in
nominal dollars than they were in 1975, with enormous benefits to
Americans seeking to travel overseas and to the national efforts
against inflation.

The Reagan Administration has repeatedly refused to enforce
the Carter Administration's anti-price fixing efforts, with the result
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that U.S. air carriers have now returned to IATA price-fixing
forum. The effect will be higher prices and less scope for free com-
petition. According to an article in the February 1, 1982, issue of
Forbes, the air fare in economy class for North Atlantic travel may
rise as much as 15 percent this spring as a result of such renewed
price fixing.

In our view, the market remains the best solution for air travel.
We see no reason to allow price fixing in this market simply to
allow airlines to underwrite the cost of massive excess capacity on
North Atlantic routes. The correct solution to excess capacity and
high costs is to reorganize service, not to perpetuate inefficient be-
havior. Subsidization by other nations of their own national air-
lines should be a matter for trade negotiations, but should not en-
courage us to emulate their wasteful example. The Reagan Admin-
istration should not further extend the deadline for the airlines to
show cause why they should not be prosecuted under our antitrust
laws for participating in international air traffic price fixing.

The case of domestic air travel is less clear-cut. The air traffic
controllers' strike and the Administration's response to it clearly
forced a reduction in total commercial passenger flights. The Fed-
eral Aviation Administration (FAA) has administered that reduc-
tion in an inflexible way so that free entry into specific markets,
which was the mainstay of airline deregulation, has been brought
to a virtual halt. It certainly is time that the FAA revised its air
traffic restrictions to restore more flexibility to airline markets.

We attach enormous importance to rapid and thorough deregula-
tion of our Nation's transportation industries, for two reasons.
First, such deregulation sacrifices no benefits-the evidence clearly
shows that the Nation will be better off under free price and entry
competition in trucking, rail, and airline service than under heavy-
handed government regulation. Second, the regulation of our trans-
portation sector is immensely costly. According to a study prepared
in 1978, regulation by the Interstate Commerce Commission alone
imposes a larger cost on the economy than any other form of regu-
lation: more than all environmental regulation, more than all
safety and health regulation, more than all energy regulation,
more than all consumer regulation. The author of the study was
Dr. Murray Weidenbaum, currently Chairman of the President's
Council of Economic Advisers.
Recommendation No 30: Productivity: The Private Sector Must

Lead
The lead role in improving productivity must be as-

sumed by the private sector. American business can and
must take the lead in designing more efficient production
processes, selecting and purchasing the most efficient
equipment, and developing better worker-management re-
lations and quality control.

We also reaffirm our support of the role government
must play in promoting a higher rate of productivity
growth. The role includes:

Economic policies which pursue economic growth, re-
duced inflation, full employment, and lower interest
rates:



156

Tax incentives for saving, investment, and productivity
growth;

Improved investment in public and private infrastruc-
ture;

Reduced anticompetitive economic regulation and Fed-
eral paperwork, cost-effective social regulation, and im-
proved productivity in the Federal Government itself.

Faster productivity growth would make the most durable contri-
bution to reduced inflation during a future period of economic
growth. High productivity growth helps keep inflation under con-
trol by reducing unit costs. In addition, high productivity growth
helps make American industry more competitive relative to that in
the rest of the world.

During the past decade, our record of productivity growth has
been dismal. Since 1973, output per hour in the private business
sector has grown an average of less than 1 percent per year, a
third of the 2.8 percent yearly increase registered between 1950
and 1973. Since 1977, productivity has risen barely one-tenth of 1
percent per year. Wage gains over the decade have been more than
offset, as a result, by price increases and the real income of the
average American worker today is actually lower than it was in
1973.

In part, our poor productivity performance can be explained by
our poor economic growth performance. Productivity is highly sen-
sitive to the business cycle; in particular, it falls rapidly during a
recession. If, as has happened in 1980 and 1981, two recessions suc-
ceed each other with a short interval, the average productivity gain
one might otherwise expect will not occur. And if productivity falls
by more than money wages in a recession, as has happened, unit
labor costs will rise and the expected gains against inflation will
not occur during the recession either.

The Committee lays great emphasis on achieving a faster growth
rate of productivity. During 1981, we issued a Midyear Report on
Productivity containing nine recommendations to improve produc-
tivity, which were agreed to unanimously by the Democratic and
Republican members of the Committee. In light of the close rela-
tionship between productivity growth, inflation, high interest rates,
and recession, we continue to emphasize the need to improve our
productivity growth.

The Federal Government can create an economic climate that is
conducive to productivity growth by adopting the recommendations
that we have made elsewhere in this Report. Monetary and fiscal
policies should be coordinated to assure lower interest rates and
economic growth, corporate tax provisions should be rewritten to
assure efficient investment, spending for human capital formation
should be maintained, urban and rural infrastructures should be
overhauled, and an industrial development policy should be devel-
oped to help sustain the international competitiveness of American
industry. In the short run, a return of economic growth would
cause a significant and needed cyclical increase in productivity
growth. All of these actions will help direct our economy toward
higher productivity and lower inflation.
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But the private sector can and must act on its own if we are to
make permanent gains in productivity. American business manage-
ment should begin focusing internal corporate policies on produc-
tivity, by balancing their short-term goal of higher profits with a
new emphasis on such long-run strategies as developing new prod-
ucts, creating new markets and technologies, enhancing the quality
of their products, upgrading the skills and training of production
workers, and looking to their long-run survival in an increasingly
competitive world economy.

According to Professors Robert Hayes and William Abernathy of
the Harvard Business School, who testified before the Committee
on May 1, 1981, corporate management today focuses too heavily
on improving annual, and even quarterly profits, at the expense of
investments that would enhance long-term productivity and kom-
petitiveness.

Professor Hayes testified:
Managers in Europe and Japan hold different assump-

tions, display different attitudes, and follow different prac-
tices than U.S. managers. Moreover, they're becoming
more and more critical of U.S. managers, whereas a
decade ago they regarded U.S. management practices with
great respect.

Second, there's evidence that U.S. management practices
and attitudes have undergone a profound change in the'
last 30 years. Japanese and European businessmen almost
invariably refer to what we call modern management the-
ories, or modern management practices, as modern U.S.
management theories and modern U.S. management prac-
tices, and differentiate those very much from their own at-
titudes and practices.

Third, there are theoretical bases for arguing that these
new U.S. management practices might be expected to
cause many of the problems that we are seeing.

For example, our performance measurement systems,
compensation practices, and the promotion expectations that
have developed in this country over the last 30 years all
tend to encourage short-term biases on the part of Ameri-
can businessmen.

Second, the organizational designs that we have adopted
and the marketing orientation of American companies en-
courage a reduced emphasis on technological competition.

And third, the backgrounds of U.S. businessmen, their
modes of training, their orientation, and the increasing di-
versification of large U.S. companies tend to encourage de-
tached, analytical, and often superficial management un-
derstanding of the businesses they are entrusted to
manage.

In short, there is reason to fear that American managers have
abdicated their strategic responsibilities by foreswearing long-term
technological superiority as a competitive weapon in favor of maxi-
mizing short-term financial returns.

This new management orthodoxy involves three aspects of corpo-
rate behavior. First, as companies grow and decentralize, they tend

90-546 0-82-11
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to look at profit centers as the primary unit of managerial respon-
sibility, emphasizing short-term financial measures like return on
investment for evaluating the performance of individuals and man-
agement groups. In this environment, a short-term drop in profits
is a sign of failure even if it is the result of actions that would en-
hance the company's long-run competitiveness and productivity.
Second, managers increasingly have viewed diverse businesses as
portfolios, in which a remote group of dispassionate experts lacking
technical experience allocate resources among different profit cen-
ters on the basis of portfolio theory. This leads to management
which is overly cautious and too often unwilling to assume even
reasonable risks. Finally, business managers have recently paid too
much attention to producing only what is currently marketable,
rather than risking the great technological leaps that will produce
superior products in the future.

The result is too many American businesses that give us imita-
tive rather than innovative product design, a reliance on outside
capital goods producers to develop new technologies rather than on
in-house equipment design and development, and an emphasis on
merging with other companies as a way of surviving the vicissi-
tudes of competition rather than on developing superior products
at lower cost.

Some of the business emphasis on short-term returns is due to
inflation and the structure of the tax code. This can be alleviated
by appropriate government actions. But business must bear much
of the responsibility for making necessary changes. As Professor
Hayes testified:

Now, our intent in this presentation is not to put all the
blame for our current problems on the backs of U.S. man-
agers, but is to emphasize that they share in the blame,
and they must share in the solution.

Our problems will not go away if the government gets
off their back, or if OPEC gets off their back, or if orga-
nized labor gets off their back, or inflation goes away. The
problem is a systemic one. And we are all, in some meas-
ure, responsible for it.

We cannot guarantee, therefore, that government meas-
ures will, by themselves, encourage U.S. businesses to
change their behavior. U.S. businessmen must themselves
want to change. We are heartened by the evidence that
there are a number of U.S. companies who have either
begun to change from or have never changed to, some of
these modern practices that we are concerned about.

What should be done by American industry to enchance produc-
tivity? The business practices of foreign industry, particularly the
Japanese, as well as the practices of successful American firms can
provide some direction.

The highest growth rate for productivity during recent decades
has been achieved by Japanese industry. According to witnesses
who appeared before the Committee in 1981, productivity growth
has been a direct result of the Japanese emphasis on product qual-
ity. Within the Japanese system, quality means more than just
having a low product rejection rate. Quality involves the whole ap-
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proach to the production process. This includes preplanning for
quality during the product design stage, training workers to have
more pride in their work, developing an environment in which
everyone is encouraged to expose quality problems and work to cor-
rect them, and checking all materials entering the production proc-
ess for defects. Emphasizing quality also enhances productivity be-
cause, as Professor Abernathy points out, "When you get it right
the first time, you don't have to fix it."

The Japanese emphasis on quality is already being adopted by
some American companies. The Public Systems Company of Wes-
tinghouse Electric ". . . made an emphasis on quality throughout
our entire production process one of our key strategies for produc-
tivity improvement," according to testimony by its president,
Thomas J. Murrin, on June 1, 1981.

In a similar vein, the Motorola Company said in a statement sub-
mitted to the Committee:

The classic definition of productivity is output per man-
hour. We firmly believe that a high quality product or
service is a greater output than a poor quality product or
service. In addition, by building a quality product, we
avoid the wasted manhours required to repair faulty prod-
ucts and eliminate the manhours of labor that wind up in
the scrap barrel in many factories.

We encourage other American companies to review their compa-
ny policies toward product quality and the acceptable level of re-
jects, with a view toward adopting the Japanese policy of zero de-
fects. The contribution to productivity can be significant.

Participatory management is another successful Japanese tech-
nique for improving productivity which is being adopted by Ameri-
can firms. Recognizing that no one knows as much about a job-
and how to improve it-as the person who performs it, many firms
have begun including production workers in business decisions
through Quality Circles. By having workers define the problems
they encounter on the assembly line or in their jobs and then de-
velop their own solutions, firms that use Quality Circles have
found numerous ways to increase productivity. For example, at
Honeywell, 11 Quality Circles at one plant implemented solutions
to 109 production problems, reducing assembly costs by 36 percent.
Westinghouse has over 700 Quality Circles in over 150 plants, in-
volving over 10,000 people.

There are numerous other ways in which businesses can gener-
ate employee enthusiasm for improving productivity. Sony Corpora-
tion of America, for example, attributes its success in achieving
high quality and productivity to the special relationship Sony's
management develops with its employees, as well as to the fact
that Sony does not lay off employees during business downtowns.
According to testimony presented to the Committee on May 1,
1981, by Sony's Assistant Vice President, Chris Wada:

You can raise capital for your machines, automated
robots, computer-controlled robots. You can have technol-
ogy. You can have all the schematics you want. But with-
out dedication of the people, you will not have quality nor
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productivity, and you cannot buy dedication from people.
That is something we have to earn.... We believe we
must have common goals and common pride between man-
agement and employees. Once you have dedication of your
employees, they will help you solve problems. They will
find for you more efficient manufacturing methods. They
will cut out waste to maximize output.

According to Dr. James Renier, President of Control Systems,
Honeywell tries to achieve the same results by recognizing that
corporate goals must contribute to employee self-esteem. According
to testimony by Renier:

As part of our continuing work in this area, we are con-
ducting research to assess the relationship of attitudes to
productivity. Preliminary findings suggest a postive corre-
lation between high performance, i.e., productivity, and
the sense of personal accomplishment. Conversely, depart-
ments with lower performing workers were also those with
negative perceptions of their work climate-that is where
they felt they were treated like "kids," where they saw
management as having a "blaming" attidude and where
managers were not seen to be helpful in problem solving.

Other witnesses told the Committee of more traditional ways in
which their companies are enhancing productivity. Robert Lynas, a
group Vice President testifying for TRW, emphasized the need to
engineer quality into products while they are being designed, by
upgrading the "critical areas of quality and plant engineering"
where the "Japanese are strategically out-engineering us." The
Millipore Corporation, according to testimony on May 11, 1981, of
its Chairman Dimitri D'Arbeloff, takes the view "that we must
buck the tide, take the long-run view, make research and develop-
ment expenditures in order to continue to grow and serve our cus-
tomers here and around the world." Motorola establishes standards
of performance for its production teams and then pays a monthly
bonus proportional to the savings realized by the team.

While there are a wide variety of ways in which American busi-
ness firms are trying to improve productivity, the critical element
for success seems to be a commitment by top management to in-
crease productivity, improving product quality, and upgrading the
role of production workers in the decisionmaking process. The suc-
cesses of the companies whose representatives testified before the
Joint Economic Committee in 1981 indicates that there is much
that American business can do to improve their own productivity,
regardless of what the government does to help.

We urge each and every American business firm to develop its
own productivity improvement program, as part of the solution to
the Nation's productivity problems.

G. INTERNATIONAL ECONOMIC POLICY

Recommendation No. 31: Trade
The Administration's policy of tight money and high

interest rates has led to an overvalued dollar, which has
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hurt U.S. exports, helped produce a sharp drop in our
trade balance, and added to protectionist pressures.

The United States should press harder for more open
international markets by accelerating the reduction in
barriers to trade in high technology goods, pushing for
international agreements on trade in international serv-
.ices, and reducing existing barriers to foreign direct in-
vestment. The United States should resist the temptation
to transfer recession-bred unemployment to our trading
partners with unfair trade restrictions. The United States
should continue to facilitate the growth of U.S. exports,
recognizing that the greatest progress in this area will
come from a shift in economic policy fundamentals
which encourages lower interest rates, worldwide eco-
nomic growth, and a less overvalued dollar.

The United States confronts many challenges in shaping an in-
ternational trade and investment strategy for the 1980's. The
United States is still the driving force behind the liberal trading
order. If barriers to trade and investment are to be eliminated in
the future, it will still require American initiative and leadership.

Early U.S. leadership in designing the post-World War II eco-
nomic institutions reflected the strong American military and po-
litical position at the close of the War. But America's economic
leadership has also depended on the strength and dynamism of the
American economy. The maintenance of a strong domestic econo-
my depends principally on the right combination of fiscal and mon-
etary policies, adequate public-sector investment in industrial in-
frastructure, research and education, and the presence of an ag-
gressive, risk-taking private sector. In the case of the United
States, spurring domestic economic growth will also require a defi-
nite shift in trade policy.

Going forward with the liberal trading order will be difficult be-
cause of growing pressures to go backward. As Europe and Japan
have regained their standing as sophisticated industrial competi-
tors and the developing world has begun to challenge our primacy
in many markets, more and more U.S. industries face serious
import competition. As a result, Congress and the Executive
Branch can be expected to feel greater and greater pressure to slow
the process of trade liberalization. In many cases, industries will
seek temporary relief from import competition or perhaps even
more comprehensive protection modeled on the the support cur-
rently given to the textile and apparel industries. The pressure for
domestic protection of new industries is likely to grow as more of
America's competitors seek to enter the high technology fields of
computers, semiconductors, telecommunications, bioengineering,
and mineral exploration-especially off-shore drilling.

Keeping Foreign Markets Open

The latest Tokyo round of trade negotiations continued the proc-
ess of liberalizing trade in manufactures among the industrial de-
mocracies.

Many barriers to trade, however, still play a role in determining
trade flows. The remaining trade barriers hit particularly hard at
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two major areas of U.S. export strength-agriculture and high
technology goods. Europe, Japan, and a number of developing coun-
tries are intent on moving into a range of high technology indus-
tries that had long been dominated by the United States. Japan
has already made substantial strides in closing the gap in a variety
of electronic products and actually opened a gap of its own in the
sale of the 64K Ram semiconductor and the development (an-
nounced by Hitachi in February 1982) of the 256K Ram.

In attempting to develop high technology industries, America's
competitors have adopted a wide range of policies, including the
closing of the domestic market to foreign competition. In its search
for greater balance in an expanded liberal trading community, the
United States must forcefully move to open foreign markets to its
current high technology strengths.

The Tokyo round of trade negotiations did make a little headway
in the high technology area. For instance, tariff reductions on some
high technology goods were included in the overall package of
tariff cuts.

In a recent initiative, the Administration reached an agreement
with Japan to accelerate the reduction in tariffs on semiconductors
that had already been negotiated as part of the Tokyo round. The
Administration has also continued to monitor the commitment of
Nippon Telegraph and Telephone to open up its bids to American
competition. We need a great deal more of the same. The initiative
announced by Japan in January to further reduce nontariff bar-
riers indicates a welcome awareness on their part of the problems.
Although neither we nor the Administration believe that bilateral
trade balance with Japan is necessary or desirable, further prog-
ress in opening Japanese markets to U.S. exports will have highly
beneficial effects, politically as well as economically.

The United States has a vital stake in the continued growth of
its high technology industries. There is a growing concern in the
United States that the American system of open markets and pri-
vate enterprise will not be able to compete with the relatively
closed markets and sophisticated industrial policies found in some
of our major competitors. Some industry specialists are already
suggesting that the United States will have to close its markets to
maintain our high technology lead. It will be doubly difficult to
resist such pressures from high technology industries without a
firm commitment to opening high technology markets overseas.

There were also important questions that were not touched on at
Tokyo round. The growing trade in international services and the
links between foreign direct investment and import penetration
may require the development of new international rules.

International commerce in services has become an important ele-
ment for a variety of American businesses. Insurance, banking, en-
gineering, accounting, management consulting, construction, and
many other services are now provided by American-based compa-
nies to a large number of foreign countries. The sale of internation-
al services often complements the sale of American exports or the
overseas presence of American manufacturing enterprises. In addi-
tion, the revenue from services makes a substantial and positive
contribution to America's international payments position.
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The question of international services is not confined to the
United States. European, and more recently Japanese, firms are
now competing in a wide variety of services. The developing coun-
tries also have a growing stake in open markets for international
services. For instance, Korean and Brazilian construction firms
have been active and successful in the Middle East.

The continued growth of the multinational corporation, the
closer travel and communications links among countries, and the
steady increase in world economic interdependence all point to a
rapid growth in internationally traded services. At the same time,
the lack of general rules governing trade in services could lead to
competition among nations that would be extremely disruptive.
Data processing and telecommunications, where links between for-
eign country and home office may be necessary to provide an effec-
tive service, are particularly vulnerable to unilateral requirements
imposed by a single government. As the current leader in the pro-
vision of international services, the United States has a vital stake
in helping to establish adequate rules governing the international
trade in services.

The United States must also be concerned about how foreign reg-
ulations on foreign direct investment affect the ability of U.S.-
based exporters to compete in world markets. In some cases,
market access may depend on making a foreign direct investment.
Until recently, it was virtually impossible for an American busi-
ness to acquire a controlling interest in a Japanese firm and
almost impossible to establish a new wholly owned manufacturing
facility in Japan. Most economists are convinced that Japanese
barriers restricting U.S. investments in Japan have limited the
ability of U.S. goods to penetrate Japanese markets. In January
1980, Japan adopted a less restrictive law governing foreign direct
investment. It is still too soon to say how much the change of the
law will affect Japanese limitations on foreign investment, in prac-
tice.

The various requirements of many developing countries are also
beginning to have an effect on U.S. exports to third country mar-
kets and on sales in the domestic American market. Many develop-
ing countries close their markets to imports through tariffs or
other import barriers. To participate in the developing country
market, a foreign-based firm will often have to establish a manu-
facturing firm in the developing country. In some instances, the de-
veloping country will require an investor to export a certain per-
centage of his output.

The growing competition for foreign direct investment can also
affect trade flows. A foreign firm may be attracted to a country by
a combination of tax incentives and government subsidies. The sub-
sidies may cause lower cost production that will not only displace
countries currently supplying the host country's market, but it
may also make the new foreign investors more competitive in third
country markets.
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Keeping Domestic Markets Open

There is little a firm or industry can do to bring down interest
rates or fight the domestic effect of a recession. They can, however,
try to do something about imports.

Although the United States has the most open economy of any of
the industrial democracies, it has occasionally applied trade restric-
tions to shelter a number of industries from foreign competition. In
the wake of a recession, one can expect greater use of the existing
remedies against unfair competition as well as an increase in
"escape clause cases" under GATT rules where industries seek
temporary protection from foreign competition that they cannot
currently meet.

In the past, temporary relief to shield a domestic industry has
generally been granted to final consumer goods-shoes, television
sets, apparel, and, most recently, automobiles. In two instances,
textiles and steel or steel products, the United States has sheltered
industries whose production is not generally sold directly to the
public.

The current contractions in the automobile industry are a stark
reminder of how disruptive a change in preferences and the loss of
competitiveness can be. Reducing the adjustment costs through
slowing imports, however, can impose severe costs on the economy.
The pattern of protection has been even more costly to the overall
growth of the economy. By slowing the transfer of resources to
emerging industries, the United States could be endangering its
long-run industrial strength.

The Reagan Administration has repeatedly stressed its commit-
ment to reliance on the working of international as well as domes-
tic markets. Its trade policy has emphasized the need to keep the
United States market open to foreign competition. In terms of
actual trade decisions, however, the Adminsitration has not always
practiced what it preached.

The most serious gap between rhetoric and reality was opened by
the Administration's role in encouraging the Japanese to impose
voluntary controls on automobile exports to the United States. Al-
though Administration officials were in Japan shortly before the
voluntary restraint arrangement was announced, they have denied
any explicit role in setting the level of quotas or, in fact, determin-
ing whether or not export quotas would be imposed.

Whatever the extent of Administration involvement, they have
set a dangerous precedent. In the 1970's, the American government
negotiated import restraints only after the International Trade
Commission had found that imports were a "major" or, more re-
cently, a "substantial" cause of injury to a domestic industry. In
the case of automobiles, the ITC has not found imports to be a sub-
stantial (i.e., more serious than any other) cause of the economic
difficulties besetting the American auto industry. The
Administration's involvement in the Japanese decision to impose
voluntary export controls on autos is disquieting.

Building an Export Economy

In the long run, an effective domestic economic policy will do the
most toward making U.S. goods competitive in foreign markets.
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New mouse traps, high quality goods, and fair prices are all crucial
ingredients in a U.S. export strategy. Elsewhere in this Report, the
Committee spells out its owh prescription for putting the United
States back on the path to steady growth and international
competitiveness.

.The United States is in the midst of a gradual shift toward great-
er involvement in the world economy. In the past decade, the im-
portance of the trade component of our GNP has more than dou-
bled. Until early 1981, U.S. exports had grown rapidly for several
years and appeared to be regaining some of the world share of
manufactured goods that had been lost earlier in the 1970's. High
interest rates and the overvalued dollar have since reversed that
progress. The result has been large and increasing trade deficits,
which contributed heavily to the recession.

The Administration's economic policies have worsened our exter-
nal position which, in turn, has worsened the domestic economy.
The sharp drop in the U.S. trade balance that resulted from these
policies is a major contributing cause of the recession and will do
continuing harm to the economy, the prospects for recovery, and
trade policy. In all likelihood, the unfavorable trade balance will
lead to more protectionist pressures and possibly to serious interna-
tional monetary disturbances.

The trade deficit registered for 1981-$27.8 billion-in the face of
a decline in oil imports, and the near record deficit for all mer-
chandise trade-$37.7 billion-reflects a deterioration in the U.S.
competitive position abroad. Simply stated, our imports greatly ex-
ceeded our exports. Had the trade balance not fallen so far, the re-
cession may have been avoided despite the declines in housing and
automobile production.

High U.S. interest rates underlie our trade difficulties. The per-
petuation of high interest rates. has led to the substantial overeva-
luation of the dollar in exchange markets, and to the overpricing of
American goods. Export orders of major U.S. firms have gone down
by about 40 percent while imports of goods such as steel and Euro-
pean autos have risen even though U.S. demand is weak. When the
inevitable exchange-rate swing occurs, it may trigger a precipitous
decline in the dollar as well as a new episode of severe internation-
al monetary instability.

In 1981, the U.S. merchandise trade deficit increased from the
preceding year for the first time since 1978. 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 deterioration in the U.S. trade balance in 1981 was masked to
some extent by a substantial reduction in petroleum imports since
the beginning of 1981. But the low growth rate of recent exports
contrasted sharply with the 18 to 27 percent annual increases in
the preceding three years.

It is against this background that some trade experts are begin-
ning to say that the dollar is more overvalued than it was when we
went to flexible exchange rates in 1971 and devalued again in 1973.
These trends coupled with a decline in relative productivity and in-
ternational competitiveness must be closely monitored. We must
not be lulled into any false sense of security by the following ex-
cerpt from the Economic Report of the President (pp. 180-181):
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One need not be concerned if the U.S. current account
moves into deficit as domestic economic policies begin to
revitalize the economy. With strong domestic performance,
U.S. import demand will also strengthen; the effects of this
revitalization on U.S. exports will take more time. Thus, a
deficit on current account will simply reflect the adjust-
ment process at work.

For much of the last two years, the effect of trade deficits on the
value of the dollar has been more than offset by high domestic in-
terest rates. The Department of Commerce has been put in the
awkward position of creating export promotion programs that are
more than offset by the effects of high interest rates.

The export programs of the Department of Commerce, however,
remain important initiatives in the long-run effort of the United
States to remain competitive in foreign markets. The efforts to
create an aggressive and imaginative Foreign Commerce Service,
trade fairs, the worldwide information base of trade opportunities,
and other activities may, if implemented efficiently, help the
American economy reap the benefits of foreign commerce.

Recommendation No. 32: International Financial Institutions
The United States should continue to support the

World Bank, the Regional Development Banks, and the
International Monetary Fund. In many countries, the De-
velopment Banks and the IMF have helped build the capi-
tal and human infrastructure which are necessary pre-
conditions for a thriving private sector. Furthermore, the
activities of the Bank and the Fund have been consistent
with long-term U.S. economic goals. The Administration
should take the lead in working for a seventh Replenish-
ment of the International Development Association and
the eventual expansion of IMF quotas.

Although the world economy has undergone great change in the
postwar period, the Bretton Woods institutions have proved re-
markably resilient. The World Bank has successfully shifted its
focus from reconstruction in the industrial West to the broader
challenges of economic growth in the developing world. Despite the
advent of floating exchange rates, the International Monetary
Fund has continued to play an important role in policing interna-
tional financial relations among the industrial democracies. In ad-
dition, the IMF has become much more involved with the attempts
of developing countries to make the difficult structural adjustments
required by the great jump in oil prices.

The Administration has adopted an equivocal approach to the
World Bank and the regional development banks. The Treasury
Department has spent more than a year working on a report de-
tailing the effect of the banks on economic development and at-
tempting to assess whether or not the development banks have
served American interests.

The September draft of the Treasury report spoke in glowing
terms of the Bank's past performance and found their activities
consistent with American interests. Despite the words of praise for
the Bank's performance, the September draft report proposed a
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steady reduction in the United States participation in Bank fund-
ing. To avoid loss of American influence within the Bank, other
members of the Bank would have to decrease steadily their partici-
pation in the Bank as well.

This is not the time to curtail the activities of the development
banks or their soft loan affiliates. The International Development
Association and the soft loan windows of the regional development
banks will continue to play a vital role in helping to modernize the
least developed countries. Many countries are not yet ready to com-
pete for commercial loans or for private foreign investment. For
these poorer countries, foreign assistance and the IDA will contin-
ue to be important sources of development finance throughout the
coming decade.

In the past, we have often looked upon foreign assistance and
concessional loans as a reflection of our determination to eliminate
poverty and suffering everywhere. Humanitarian concern has
always been an important part of U.S. international economic
policy. But concessional loans have also served our long-term politi-
cal and economic interests. Several of the former recipients of IDA
loans purchase a substantial portion of our manufactured exports
and are likely to be even more important customers in the future.
In a very real sense, economic modernization that is, in part, a
product of IDA activity has served as a long-term program of
export development.

The adjustment to high oil prices required a major restructuring
of the economies of the industrial as well as the developing world.
The high oil prices and the industrial world's adoption of restric-
tive policies slowed the demand for developing country exports of
raw materials and manufacturers.

At the time of the first oil shock, the IMF could provide only a
small share of the financing that would allow continued growth in
the developing world. Caught between limited IMF funds and stag-
nating markets in the industrial world, a number of the more ad-
vanced developing countries turned to the commercial banks and
the Eurodollar markets. American and other Western banks were
quick to respond. Limited loan demand in their home countries and
the prospect of attractive yields resulted in billions of dollars of
lending to the developing world. In effect, much of the OPEC sur-
plus was channeled back to the developing world by way of the
commercial banking system. A similar pattern of borrowing took
place after the second oil shock in 1979.

It is not clear that the commercial banks will continue to in-
crease the amount of LDC debt in their loan portfolios. The indus-
trial countries are in the midst of an attempt to modernize their
traditional industries and continue to move into high technology
fields. In many cases, the move toward industrial renovation has
been accompanied by large public deficits. With growing demand in
their secure home markets and an already large exposure to the
developing world, commercial banks may be unwilling to play the
same role in meeting the loan demand of the developing countries.

To complement the activities of the commercial banks, the IMF
will almost surely have to assume an even larger role in dealing
with the future payments difficulties of the developing world.
Future growth of IMF resources therefore will be necessary for the
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smooth functioning of the international financial system. The Ad-
ministration should begin laying the basis for a future increase in
IMF quotas or an expanded IMF presence in world money markets.

Finally, to help the developing world complete the adjustment to
high energy prices, measures to help diversify energy sources are
needed. Discussions which might lead to the establishment of an
energy affiliate for the World Bank have been stalled since the
Cancun summit by a lack of interest on the part of the Administra-
tion. Such discussions should be resumed.

Recommendation No. 33: Global Negotiations
At the 1981 Summit in Cancun, the Administration ex-

pressed a willingness to move forward with global negoti-
ations on international economic questions. It is time for
the Administration to come forward with some specific
proposals and a timetable for the negotiations. The Ad-
ministration should formulate a coherent policy to pro-
mote economic growth in the developing world. Its
agenda should include measures to encourage trade with
the developing world, an emphasis on shifting bilateral
and multilateral assistance to the poorer of the develop-
ment countries, and policies that will facilitate additional
private-sector investment in developing economies.

During the past decade, the United States has multiplied its eco-
nomic ties with the developing world. The United States now looks
to a number of developing countries for almost all its imported oil,
large amounts of strategic minerals, and important industrial raw
materials. Manufactured exports from the developing world range
from shoes and low-cost textiles to automobile engines and jet air-
craft.

The developing world has also become a key market for U.S. ex-
ports. Developing countries now buy more U.S. manufactured prod-
ucts than do Europe and Japan combined. United States based
multinational firms have invested tens of billions of dollars in man-
ufacturing facilities throughout the developing world and U.S. base
international banks have lent developing country governments and
businesses many billions more.

In the early post-World War II period, the United States played a
relatively small role in the developing world. The Good Neighbor
policy and the pressures of the Second World War brought a flurry
of activity in Latin America, but that activity slowed after the end
of the War. Elsewhere, the developing world was still largely in Eu-
ropean hands or fighting for national stability. Only gradually did
the United States turn its attention from the reconstruction of
Europe and Japan to the much more ambitious task of bringing
economic prosperity to the whole world.

That early perspective of spurring economic growth is still very
much a part of U.S. policy. But there is a new element. A vast
array of economic ties between the United States and the develop-
ing world has created a broad range of very specific common inter-
ests. Dealing with the developing world has become very complicat-
ed and very big business.
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For a variety of political and economic reasons, the developing
countires have continued to press for global negotiations over pro-
posals to change the nature of the international economy, increase
the flow of resources to the developing world, and augment the
voice of the developing world in existing international institutions.
At the 1981 Summit meeting in Cancun, the Reagen Administra-
tion expressed a willingness to move forward with global negotia-
tions. As yet, however, there has been no indication as to what the
Administration will propose in terms of either a timetable or an
agenda. It is time that the Administration took steps to follow up
on its statements at Cancun.

Formulating a coherent policy for the developing world poses a
considerable challenge. The developing world is made up of coun-
tires that differ greatly in terms of education, per capita income,
health, degree of industrial development, natural resources, and
size.

There are, however, several productive directions in which the
Administration could move. At Cancun, the President spoke of the
need to make broadly defined regions of the developing world self-
sustaining in food and in energy. We encourage this approach. Re-
newed discussions on a World Bank energy affiliate would, as
noted above, constitute a positive step in this direction. Similarly,
an adequate level of U.S. grain reserves, which we recommend in a
preceding section, would provide a safety net for third world agri-
cultural policies, permitting the devotion of substantially increased
resources to agricultural development projects whose benefits will
be realized only over an extended period of time.

The poverty, sickness, and population pressure in many of the
poorest countries also continue to demand our attention, for the
most part, in countries that are not rich in raw materials or on the
brink of successful industrialization. In a preceding section, we rec-
ommended. continued support for the International Development
Association. The United States could also concentrate its bilateral
concessions on the poorer countries. For instance, several of the ad-
vanced developing countries might be graduated out of the provi-
sions governing the Generalized System of Preferences (GSP), or
poorer countries could be given larger quotas within the overall
quota for textiles and apparel imports.

Recommendation No. 34: East-West Trade
The Administration should develop a coherent policy

concerning East-West commercial and financial relations.
There is an urgent need for the development of a unified
approach with our allies in West Europe and Japan.

During the past decade, expanded commercial and financial ties
between the East and West have outrun the development of foreign
economic policy in the United States and amoung our European
and Japanese allies. The Nixon policy of detente with the Soviet
Union and the initial opening to China laid the basis for Europe
and Japan to expand their trade with China and the Soviet bloc
countries. By the end of the decade, the Eastern bloc, including the
Soviet Union, had become important markets for West Germany,
France, and some of the other European countries. In the case of
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West Germany, Eastern bloc trade was a high percentage of total
production for a number of key industries.

Western, particularly West-European, banks provided the bulk of
the credit to finance the expanding volume of East-West trade.

Suppliers credits from Western governments also played a role
and, in many cases, private bank loans were guaranteed by West-
European governments.

Although it was the political initiatives of the United States that
opened the door to the rapid expansion of East-West trade, the
United States limited its own participation. Congressional action
made it difficult for the Soviet Union and several other Eastern
bloc countries to gain most favored nation status (which would
have reduced tariff barriers to trade) or Export-Import Bank cred-
its. Despite these restrictions, however, a combination of poor har-
vests in the Soviet Union and elsewhere in the Soviet bloc coupled
with the Soviet's long-standing desire to purchase high technology
products increased U.S. exports to the Eastern bloc.

The Soviet invasion of Afghanistan brought a sharp halt to in-
creased U.S. participation in East-West trade. President Carter im-
posed a range of sanctions, including a partial embargo on grain
sales to the Soviet Union and additional restrictions on the sale of
high technology goods to the USSR. The U.S. sanctions received
little support from our allies and other noncommunist countries.

Up until December 1981, the Reagan Administration was slow to
spell out is own thinking on East-West commercial policy. The
President lifted the partial embargo on grain sales, but he decided
to extend the grain agreement for one year rather than settling on
a full five-year extension. Early estimates suggest that the Soviets
will buy a record amount of U.S. grain under the terms of the one-
year agreement.

The open door with regard to grain exports, however, has not
been extended to East-West trade in general. The Administration
refused to sanction butter exports to the Soviet Union and prom-
ised to take a harder look at licenses for high technology exports.
The Administration also sought to discourage the West-Europeans
and the Japanese from aiding the construction of a pipeline that
would bring Siberian gas to a number of West-European countries.
Despite Administration efforts, West Germany and other European
countries have announced their intention of supplying the Soviets
with goods and credits that will be used in building the pipeline.
Once the decision was made, the Administration gave every indica-
tion of allowing U.S. firms or European firms using U.S. technol-
ogy to participate in the export sales generated by the pipeline.

While the Reagan Administration was still seeking to define an
overall East-West commercial policy, the imposition of martial law
in Poland precipitated a rapid series of decisions. The Reagan Ad-
ministration quickly announced a limited range of economic sanc-
tions against Poland. Just a few days later, sanctions were also im-
posed on the Soviet Union. The United States announced its inten-
tion to refuse export licenses on equipment used for energy devel-
opment and other high technology goods. Negotiations on a new
maritime accord and a long-term grain agreement were also sus-
pended. The Administration, however, has not restricted the sale or
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shipment of U.S. grain to the Soviet Union under the existing
agreement, which has a year to run.

Once again, the Western Europeans were slow to emulate unilat-
eral American action. Although Japan was quick to follow America
in imposing post-Afghanistan sanctions, it too proved reluctant to
follow the American lead on Poland.

The United States is the leader of the Western alliance and will
inevitably be faced on occasion with circumstances in which unilat-
eral action is necessary. We have not, however, done an adequate
job of working with either Euorpe or Japan to define the circum-
stances in which trade sanctions will be necessary. Without Euro-
pean and Japanese support, most limitations on industrial trade
will be ineffective.

The Administration has not yet faced up to such critical ques-
tions as: Are sanctions effective? When are they the preferred
method of sending a message or taking a largely symbolic action?
What strictly economic benefits flow from continued East-West
trade? Do expanded commercial ties inevitably entail a loss of flexi-
bility on both sides? In early February 1982, the Joint Economic
Committee issued a study on where we stand in the formulation of
East-West trade policy. Based on the responses of various Executive
Branch departments to questions from Chairman Reuss, the study
pointed up the need to make some hard decisions within our own
Administration.

H. SAVING THE STATISTICAL SYSTEM

Recommendation No. 35: Save the Statistical System
Recent budget cuts threaten the quality, coverage, and

continuity of vital economic statistics. In most cases,
greater attention to the maintenance of the statistical
function could preserve data-gathering capability without
significant increases in budget cost or burden on the
public. We recommend that:

Further cuts in the budgets of the Bureau of Labor Sta-
tistics and Census Bureau not be made, since these cuts
threaten the integrity of core economic data.

The Administration strengthen the statistical policy co-
ordination function, either by providing it with strong
leadership and increases in staffing within OMB, or by
establishing a separate Office of Statistical Policy outside
OMB.

The Special Analysis of statistical policy in the
President's budget, discontinued in 1979, be restored.

The budget cuts enacted for Fiscal Year 1982 and the additional
reductions proposed for Fiscal Year 1983 threaten to turn the
American statistical system into a shambles.19 These cutbacks rep-
resent a penny-wise, pound-foolish approach, an extreme cause of
false economy. Budget reductions leading to deterioration in the
quality of the Consumer Price Index could lead to an overstate-
ment of the increase in the cost of living, causing billions of dollars

Additional discussion is found in "Maintaining the Quality of Economic Data," a study pre-
pared for the Joint Economic Committee by Dr. Courtenay Slater, November 27, 1981.
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in excessive payments in those entitlement programs covered by es-
calator clauses. Alternatively, lowered quality of our statistical
system could lead to understatement of the rise in living costs,
causing millions of citizens to be deprived of the benefits to which
they are rightfully and legally entitled. A priori, it is impossible to
determine if deterioration of the statistical system would be a case
of false economy or if it would lead to the deprivation of benefit
entitlements, but it is virtually certain that one of these two conse-
quences will result. If Congress wishes to make adjustments in en-
titlement programs, they should be made after open discussion and
debate on the programs themselves, not by the unforeseen and un-
known consequences of cuts in statistical budgets.

To date, the statistical agencies have dealt with budget retrench-
ment in a professionally responsible way, attempting to minimize
the damage to our economic data and programs. But the additional
cuts in the Fiscal Year 1982 continuing budget resolution and those
in the President's Fiscal Year 1983 budget proposal threaten to un-
dermine the cornerstones of our statistical system. The United
States was the pioneer in many areas of statistical design, develop-
ment, and application, and has long had one of the world's best sta-
tistical systems. It is now in serious jeopardy. Some data series that
are available in other industrialized countries are being discontin-
ued in the United States, and the quality, coverage, and timeliness
of other series are being reduced.

There have been several occasions in the past when errors in
data led to mistakes in economic forecasting and to policy steps
which might not have been taken with more accurate statistics. Se-
rious understatement of inventory accumulation in 1973 and 1974
disguised the unwanted inventory buildup at the onset of the reces-
sion, contributing to the underestimation of the depth of the de-
cline. (On a smaller scale, a similar situation arose in the third
quarter of last year, when the preliminary GNP estimate showed
inventory accumulation at a $17.6 billion annual rate; this was sub-
sequently revised to $24.3 billion and then to $27.5 billion.) In an-
other case, the benchmark revisions of GNP in December 1980
added 8 to 10 percent to the previous estimates of total business
fixed investment for 1977 to 1979. Because the greatest underesti-
mates were in the most recent period, the growth rate as well as
the level of investment had been underestimated. This in tuxn led
to somewhat erroneous estimates of the causes of our productivity
slowdown.

Specific effects of the recent cutbacks in budgets and personnel
include:

(1) The Consumer Price Index overstates somewhat the in-
crease in the cost of living over the last decade because the ex-
penditure weights are based on the buying patterns of consum-
ers as determined in a survey of consumer expenditures con-
ducted in 1972 and 1973. Thus, for example, the CPI currently
does not take into account the many steps taken to conserve
energy in response to the 260 percent increase in energy prices
since 1972. To remedy this, the Bureau of Labor Statistics
(BLS) has initiated a continuing expenditure survey of current
buying patterns, but no funds have yet been appropriated to
incorporate the results of this survey into the CPI.
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(2) The official measure of the incidence of poverty is mis-
leading, because it fails to take into account "in-kind income
(Food Stamps, housing subsidies, fringe benefits, and other
income supplements). The Cesus Bureau and the Department
of Health and Human Services had planned a new survey, to
remedy these deficiencies, but the survey has been dropped.

(3) The quality of data about State and local areas is being
reduced and some series are being discontinued altogether. Im-
provements had been planned by BLS in State and local unem-
ployment information, used in the allocation of $17 billion of
Federal funds. These plans have now been dropped and budget
cuts have forced economies which could lead to deteriorating
quality and possibly to misalocation of funds. Detailed informa-
tion on employment and payroll by industry, monthly esti-
mates of retail sales by geographic area, and State and SMSA
data from the annual survey of manufacturers will all be
dropped by the Census Bureau. Population data used in the
distribution of revenue sharing funds will be gathered bian-
nually rather than annually. State and local data will be in-
creasingly important in evaluating the prospects for the "New
Federalism" proposed by President Reagan.

(4) BLS monthly surveys on labor turnover and on construc-
tion materials requirements will be eliminated. The compre-
hensive series on work days lost due to stikes will be severely
reduced, leaving the United States as the only industrialized
country with little information on current strikes. Information
on collective bargaining agreements and wage surveys in many
key industries, used fequently by both sides in contract negoti-
ations, will also be curtailed due to the severe budget cuts im-
posed on the Bureau.

(5) Concern among new entrants to the labor force about em-
ployment is very high, with the youth unemployment rate of
nearly 22 percent. The "Occupational Outlook Handbook" is a
valuable, widely used reference for counselors and jobseekers,
but the number of occupations covered and the scope of the
projections are being reduced.

(6) Discussion and analysis of our productivity decline have
been hampered by the fact that the official productivity meas-
ures only take into account the role of labor input, neglecting
capital, energy, and other factors. In previous years, this Com-
mittee has endorsed development of productivity measures for
these other determinants of output and of an overall multiple
factor productivity index. BLS intends to develop such meas-
ures, but their plans have been delayed.

(7) Sample sizes will be reduced in a variety of surveys, in-
cluding the Consumer Price Index and the Current Population
Survey, and other data will be delayed. These changes are not
dramatic, but may prove to be the most insidious of all.

The impact of the budget cuts and personnel reductions is exac-
erbated by the fact that many requirements for the collection or
use of statistics have been written into law with insufficient consid-
eration of the cost involved. For example, the preparation of "pa-
perwork budgets," estimates of foreign direct investment required
by the International Investment Survey Act of 1976, and per capita

90-546 0-82-12
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income estimates required for the revenue sharing program have
all added significantly to the work load of the statistical agencies.

In these times of budgetary stringency, major improvements in
our statistical system may be difficult, but we should at least try to
hold the line to prevent further deterioration. Steps which could be
taken include:

(1) Resumption of the Special Analysis of statistical pro-
grams in the President's budget. This was carried out until the
Fiscal Year 1979 budget, and it provided at least a partial over-
view of the statistical program. The Congressional Budget
Office could prepare a similar document if the Special Analysis
is not resumed.

(2) In budget decisionmaking, attention should be given to
the statistical program as a whole, even though the agencies
involved are located in many different departments. This
would help prevent unintended damage to one specific part of
the statistical program arising from disproportionate cuts for
certain agencies. For example, under the current continuing
budget resolution, BLS has been subject to a 4 percent cut on
top of the earlier 12 percent cut. This exceeds the reduction for
some of the other major statistical offices, even though BLS
publishes key indicators such as the CPI and the employment
measures.

Better coordination of statistical policy can be achieved in
several different ways. The function of statistical policy coordi-
nation can be strengthened in its current location within the
Office of Information and Regulatory Affairs at OMB, or
moved to another office within OMB, or established as a sepa-
rate Office of Statistical Policy outside OMB.

(3) Legislation to permit statistical agencies to make shared
use of the Census Bureau's Standard Statistical Establishment
List (SSEL) under strict confidentiality safeguards should be
considered. This list would permit more efficient survey tech-
niques, and reduce both costs and the reporting burden on the
public. At the same time, it would improve the quality of the
data collected by permitting greater comparability among sta-
tistical series collected by different agencies.

Recommendation No. 36: Needed: More and Better Information
The amount and quality of economic, social, industrial,

and technological information available today are manifest-
ly inadequate to the needs of modern government, particu-
larly for the formation of sensible economic, military, regu-
latory, industrial, and productivity policies. Moreover, fail-
ure to coordinate the use of existing data and economic
models, coupled with political manipulation of key assump-
tions, has helped undermine the quality and the credibility
of basic economic policy decisions, especially with respect
to the budget.

In the preparation of this Report, we have encountered again
and again situations in which the information needed to answer a
vital question of public policy did not exist. For example, we could
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not predict when or if inflationary pressures due to bottlenecks will
arise from the present military buildup, because the data do not
exist. We could not, at first, analyze the effects of the
Administration's tax program on income distribution, because a
model appropriate to this task did not exist until we built one. We
could not make a definitive analysis of the effects of diverse poli-
cies on the competitiveness of basic industries, because no authori-
tative source of comprehensive information exists. Our analysis of
the fiscal condition of American cities is hampered by a lack of
timely information in the Executive branch, and so we have to rely
on spot surveys which we conduct ourselves. Likewise, there is no
national inventory of infrastructure investment needs, no national
assessment of prospects for high technology industries, and nothing
remotely resembling a comprehensive evaluation of the effective-
ness of labor training programs. And- the many economists who
have attempted to analyze the sources of productivity decline or
the costs and benefits of various regulatory policies know all too
well how little information is available.

At the same time, fairly substantial resources have been invested
by many agencies of the government in the development of econo-
metric models, many of which bear little relation to each other.
The situation described by the Advisory Committee on National
Growth Policy Processes to the National Commission on Supplies
and Shortages in 1976 still largely holds true today:

The Departments of Commerce, Labor, Agriculture, and
Interior, the Federal Energy Administration, and the Envi-
ronmental Protection Agency all use econometric models
to forecast the progress of the national economy or of nar-
rowly defined sectors of it. These models are written in di-
verse computer languages and usually cannot "communi-
cate" with each other. Their output is not easily compared;
their underlying assumptions about the state and future of
the economy vary widely.

More recently, a new problem has emerged: the politicization of
econometric forecasting within the government. It is well known
that small variations in the rates of growth, inflation, unemploy-
ment, and interest rates assumed in projecting Federal expendi-
tures and revenues on a multi-year basis, as required by the con-
gressional budget process, can have a large effect on those esti-
mates and thus on the size of the projected future budget deficit or
surplus. Past Administrations largely avoided the temptation to
manipulate underlying economic assumptions for political effect.
This Administration, faced with a Presidential promise to balance
the budget in 1984 and no policies capable of reaching that goal,
succumbed in 1981. The result has been a severe deterioration in
the credibility of economic forecasting done by the Office of Man-
agement and Budget, and a potentially dangerous loss of public
confidence in government economic forecasting generally.

On January 19, 1982, the Committee heard testimony on the
need for improved information services from Professor Wassily
Leontief. Professor Leontief's testimony makes the essential case
for a new direction in U.S. statistical policy, and we quote it here
at length:
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* The United States is the only advanced, industrialized
country that still does not possess a real, central statistical
office responsible for collection, systematic organization,
and dissemination of facts and figures pertaining to popu-
lation, natural resources, technology, and other aspects of
the national economy and society. As things stand now,
each department and each agency of the Federal and of
most local governments compiles data of one sort or an-
other that it happens to need or has needed in the past in
connection with the discharge of its administrative or reg-
ulative responsibilities. While it collects and publishes
more data than any other agency of the government, the
Bureau of the Census is not a real central statistical office.
Confronted with a giant jigsaw puzzle, economists and stat-
isticians working in the government or private business, as
well as those engaged in academic research, spend a large
part of their time trying to put its pieces together, that is,
to reconcile incompatible figures coming from different
sources and to fill as well as they can the gaping holes in
the total picture.

What a contrast with the Statistical Organization of
Japan or even that of a small country like Norway which
has decided recently to discontinue its census because, as
it was explained to me, all data needed for government
planning, business planning, and independent research are
collected, systematized, and brought up to date continuous-
ly, month by month and year by year. The compilation of
a decennial U.S. Input-Output Table is assigned to a small
team tucked away in one of the many bureaus of the De-
partment of Commerce; its printed version consists of two
modest 150-page-thick paperback pamphlets. The compila-
tion of the most recent Japanese Input-Output Table was
carried out by the combined effort of 13 ministries under
the general supervision of a committee of the Counsel of
Ministers. The amount of information presented in five
hardcover folio volumes containing the Japanese Table is
several times larger than its United States counterpart;
and it was compiled much faster.

Creation and maintenance of a comprehensive data base
would permit a drastic reduction in the amount of guess-
work, and one might add, of idle theorizing that is in-
volved in our policymaking process now. But as I said
before, providing the requisite data base is not enough.
The time has come to take a decisive step by setting up a
strong, autonomous research organization analogous to the
Congressional Research Service, but more authoritative
and much larger, that would provide all branches and
agencies of the government with the technical support
needed for developing a systematic, coordinated approach
to development and practical implementation of national
and local, general and sectoral economic policies.

This organization should also be responsible for monitor-
ing, in great detail, developments in all parts of the
United States economy, with emphasis on changes in their
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interdependence, and whenever necesssary, on changes in
the structure of the world economy. It should be able to
identify the existing and anticipate the potential trouble
spots. The analytical capabilities of this organization
should be engaged not so much in futurist prediction but
rather in elaboration of alternative scenarios each describ-
ing-with emphasis on sectoral and regional detail-the
anticipated effect of any particular combination of nation-
al, regional, and local economic policies. This is, in fact,
the only means by which the government and the elector-
ate at large would be enabled to make an informed choice
among alternative policy actions.

While providing research support to legislators and ad-
ministrators responsible for the overall direction of nation-
al economic policies and assisting in the choice of appropri-
ate methods for their practical implementation, the pro-
posed technical organization should be involved in final
decisionmaking only to the same limited extent as is, for
instance, the Bureau of Labor Statistics in the Department
of Labor, or the Bureau of Economic Analysis in the De-
partment of Commerce. To discharge effectively the re-
sponsibilities assigned to it, this independent agency
should, however, have a decisive voice in determining the
direction and scope of the data-gathering activities of the
Federal and, in some instances, on a consultative basis of
State and local governments.

The data-gathering and monitoring operations compris-
ing also the formulation of alternative scenarios would
eliminate or at least reduce to reasonable proportions one
of the most wasteful and futile aspects of the present poli-
cymaking process which for what of a better word I call
'adversary fact finding.' Studying the supposedly factual
reports contributed by the interested parties, one cannot
help but be reminded of testimonies presented by wit-
nesses summoned by both sides before a judge trying to
find out what has actually happened in an automobile ac-
cident. The policymaking process would be much more ef-
fective if it did not imitate a traffic court but rather were
modeled along the lines of a formal arbitration procedure.
The arbitrator first establishes the relevant facts and only
after does he proceed to explore alternative paths toward a
workable agreement.

We recognize that his is an ambitious proposal, not consonant
with the political realities of the present budget debate. Sooner or
later, however, the present crisis will pass, and the time for a seri-
ous reexamination of the adequacy of our information base will
arrive. We are convinced that the need of the Information Econo-
my for a vastly expanded reservoir of information about itself will
then become apparent to all.



Part III. REVIEW OF THE ADMINISTRATION'S PROGRAM FOR
ACHIEVING THE OBJECTIVES OF THE FULL EMPLOY-
MENT AND BALANCED GROWTH ACT OF 1978 AND
REVIEW OF THE CURRENT SERVICES BUDGET
The Humphrey-Hawkins Act (The Full Employment and Bal-

anced Growth Act of 1978) established national goals of full em-
ployment, price stability, and a reduction of the share of gross na-
tional product represented by Federal outlays. The President is ad-
monished in that Act to pursue economic policies designed to rapid-
ly attain those goals and to present those policies annually in his
Economic Report. Interim goals are specified in the Act, as well, as
both a guide and a measure of progress toward those goals. The in-
terim Humphrey-Hawkins inflation goal is 3 percent in calendar
1983; the unemployment goal is 4 percent for that year; and the
Federal outlay goal is 21 percent for calendar 1981. Under the pro-
posed Administration economic program, none of these goals will
be met. By the Administration's own forecast, inflation as meas-
ured by the Consumer Price Index, would be 5.1 percent in 1982,
the unemployment rate would be 7.9 percent in 1983, the Federal
outlays amounted to 23 percent of GNP in 1981. Indeed, no prog-
ress toward reining in government outlays or reducing unemploy-
ment compared to 1978 is estimated to occur as a consequence of
this program. Unemployment in calendar 1983 is projected to be
1.8 percentage points above the calendar 1978 level of 6.1 percent.
And, under the Administration's proposals, even projected Fiscal
Year 1983 outlays will represent a larger share of GNP than did
such outlays in calendar 1978.

Some progress in slowing inflation is projected by the Adminis-
tration toward achieving the interim goals for our Nation con-
tained in the Humphrey-Hawkins Act. But these same projections
indicate that attainment of goals for unemployment and for con-
trolling Federal outlays will be farther away in 1983 than when
the Humphrey-Hawkins Act was signed into law.

The Humphrey-Hawkins Act calls for simultaneous reduction in
both inflation and unemployment. The Administration predicts
that this will happen, but, as discussed elsewhere in this Report,
their policies will not work to achieve it. Rather, the
Administration's monetary policy will reduce inflation only at an
enormous cost in lower production and higher unemployment. This
is in conflict with the Humphrey-Hawkins Act, which states that
"'policies and programs for reducing the rate of inflation shall be
designed so as not to impede achievement of the goals and timeta-
bles . . . for the reduction of unemployment."

The Administration also advocates a fiscal policy which contrib-
utes, through tax reduction and military spending increases, a
measure of fiscal stimulus. But any beneficial effect on unemploy-
ment of this stimulus is likely to be offset by draconian monetary
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restraint. And as outlined in the Report, significant inflationary
risks arise from the scale of the defense buildup and from the huge
deficits anticipated for future years. Monetary and fiscal policy
simply cannot be compartmentalized, with one being used to fight
inflation and the other to reduce unemployment, as the Adminis-
tration appears to believe.

The Administration is paying lip service to the Humphrey-Haw-
kins goals, but is pursuing contradictory policies that will prevent
their achievement, and is rejecting additional policies which could
help in their attainment.

CURRENT SERVICES BUDGET ESTIMATES

The Congressional Budget Reform and Impoundment Control Act
of 1974 requires that the President submit a current services
budget to Congress. This budget notes the level of outlays and
budget authority consistent with maintenance of existing program
levels. Such benchmark estimates and the corresponding current
services receipts estimates play a vital role in expediting efforts of
congressional committees and the Administration to develop and
evaluate timely and credible policy alternatives. The
Administration's proposed outlays and receipts for Fiscal Year 1983
are compared with the corresponding current services outlays and
receipts in Table III-1.

TALBE 111-1.-RECEIPTS BY SOURCE AND OUTLAYS BY FUNCTION, ON CURRENT SERVICES BASIS
AND AS PROPOSED BY THE ADMINISTRATION, FISCAL YEAR 1983

[In billions of dollars]

Current Administration differenc
service basis prop-sl, ifrec

Receipts:
Indbivdual income taxes........................................................................................... 301.0 304.5 3.5
Corporation income taxes........................................................................................ 56.2 65.3 9.1
Social insurance taxes and contributions .......................... ................... 223.6 222.5 - 1.1
Excise taxes............................................................................................................ 40.4 41.7 1.3

Other....................................................................................................................... .32.1 32.1 .0

Total................................................................................................................... 653.3 666.1 12.8

Outlays:
National defense..................................................................................................... 202.3 221.1 18.8
International affairs................................................................................................. 11.7 12.0 0.3
General science, space, and technology.................................................................. 7.6 7.6 0.0
Energy..................................................................................................................... 5.5 4.2 -1.3
Natural resources and environment......................................................................... 10.7 9.9 -0.8
Agriculture.............................................................................................................. 4.5 4.5 0.0
Commerce and housing credit................................................................................. 3.6 1.6 -2.0
Transportation ............................................. 20.9 19.6 -1.3
Community and regional development.................. ..................................................0 7.3 7.3 0.
Education, training, employment, and social services ............................................. 26.7 21.6 -5.1
Health..................................................................................................................... 82.5 78.1 -4.4
Income security....................................................................................................... 271.5 261.7 -9.8
Veterans benefits and services................................................................................ 24.9 24.4 -0.5
Administration of justice......................................................................................... 4.8 4.6 -0.2
General Government ............................................. 4.8 5.0 0.2
General purpose fiscal assistance............................................................................ .16.6 6.7 .
Interest................................................................................................................... 115.1 112.5 -2.6
Allowances ... 1.5 -1.3 -2.8
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TALBE 111-1.-RECEIPTS BY SOURCE AND OUTLAYS BY FUNCTION, ON CURRENT SERVICES BASIS
AND AS PROPOSED BY THE ADMINISTRATION, FISCAL YEAR 1983-Continued

[In billions of dollars]

Current Administration difference
services basis proposal

Undistributed offsetting receipts ................ ............................ -33.4 - 43.5 -10.1

Total................................................................................................................... 779.3 757.6 -21.7

Deficit (-) ............................................ -126.0 -91.5 34.5

Source: Office of Mangaement and Budget, the Budget of the United States Government, 1983, Special Analysis A, Current Services Estimates,
pp. 7-8.

Since the Fiscal Year 1981 budget, the economic assumptions uti-
lized in the current services estimates and other components of the
President's budget have been identical. That practice was contin-
ued in preparation of the Fiscal Year 1983 budget documents, as
well. That uniformity resulted from repeated recommendations by
this Committee that economic assumptions, particularly regarding
inflation, for each program be consistent. Last year, the Committee
recommended modifications of Section 605 of the Congressional
Budget Act to:

Require submission by the President of a current serv-
ices budget by January 31 of each year, with the Joint Eco-
nomic Committee evaluation to follow by March 1. This
change would make the law consistent with the present
satisfactory practice.

That Act now requires submission by the President of current
services budget estimates on or before November 10 of each year,
and the Committee's evaluation of such budget estimates must be
submitted to.both Budget Committees by December 31. Compliance
with these deadlines .has typically not occurred because it would
reduce the usefulness of the evaluation which of necessity would be
based on assumptions not necessarily adopted for the ensuing
budget. The proposed modification has not yet been made, and the
Committee again urges that this step be taken.

In previous years, this Committee has called for more detailed
current services estimates for a five-year period, to facilitate longer
run policy formulation. The Administration has provided projec-
tions of outlays on a -"current services baseline with adequate de-
fense" basis for Fiscal Years 1982 to 1987.1 The estimates for Fiscal
Years 1984 to 1987 are deficient on two counts:

(1) They combine two very important but very different con-
cepts-current services and an "adequate defense." The basic
rationale for the current services budget is that it is intended
to provide objective estimates of spending in the absence of
policy changes. By combining it with the much more subjective
(though important) concept of an "adequate defense," the esti-
mates lose their meaning and, in fact, they create confusion.
At a minimum, strict current services estimates should also be
provided for in Fiscal Years 1984 to 1987 so that Congress can

1983 Budget, pp. 3-6.
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better see what the Administration means by "adequated de-
fense" for those years.

(2) Rather than projections of total current services outlays
only for Fiscal Years 1984 to 1987, additional detail should be
provided. This would facilitate the congressional budget proc-
ess.

A summary of the current services budget estimates under the
"higher growth scenario" and "lower growth scenario" altenatives
to the Administration forecast would also be useful.2

2Those alternatives are summarized in the 1983 Budget, pp. 2-11.



PART IV. ADDITIONAL VIEWS

SEPARATE VIEWS OF SENATOR LLOYD BENTSEN

Chairman Reuss, the full Committee, and staff are to be compli-
mented for the diligence and effort involved in preparing the views
presented in this Report. While there are parts of the Report which
I cannot endorse, the views presented in it will contribute to the
current economic debate.

The Report contains elements which I supported while Chairman
of the Committee, including a monetary policy that is restrained
but allows money growth necessary to finance economic growth,
the availability of credit to finance productive purposes, efforts to
promote a strong economy and a rapid return to a balanced budget,
fairness in our tax laws, the removal of excessive regulations and
red tape, the absolute need to promote the housing industry, the
need for more skilled labor, and greater domestic energy produc-
tion. And, while I do not endorse a number of the recommenda-
tions, analyses, or views printed in this Report and am filing sepa-
rate views, I join the full Committee in transmitting them as re-
quired by the Employment Act of 1946, As Amended, to the Con-
gress. My views are presented in this Separate Views portion of the
Report.

Our economy faces a major challenge in attaining the robust eco-
nomic recovery this year necessary to quickly reduce unemploy-
ment and reduce the Federal deficit. Overcoming this challenge re-
quires a bipartisan approach by Congress and the Administration.
Our economy is neither Republican nor Democratic. It is a national
one and a joint national effort is urgently needed to restore it to
health.

The focus of economic policy this year must be to establish the
foundation for a strong and sustainable economic recovery, while
reducing the Federal deficit without a resurgence of inflation.
Rapid economic growth is the key to turning the American promise
of a meaningful and productive job into reality. It is the key to un-
leashing the American productive genius and meeting the flood of
high quality, competitive imports. It is the key to providing our
Nation with both the necessary level of military preparedness and
adequate investment in plant and equipment for the production of
consumer products and, it is the key to reducing the Federal defi-
cit.

Meeting the challenge of building a solid foundation for economic
growth requires a coordinated monetary and fiscal policy.

MONETARY POLICY

Last year, an extraordinarily tight monetary policy in the second
and third quarters cut short a hopeful economic recovery. Interest
rates rebounded as a result to near-record levels and plunged inter-
est-sensitive industries, such as housing and autos, into a severe re-
cession. Housing starts in 1981 fell to a 35-year low. Thrift institu-
tions, timber, and other related industries scored record losses.

(182)



183

Auto production in December reached a 20-year low. And the
number of bankruptcies among small businessmen and women rose
over 40 percent. The tragedgy of unemployment increased sharply,
as well, with 2 million fewer men, women, and youths gainfully
employed in December than in May. Almost 800,000 Americans left
the labor force completely in that period, frustrated in their search
for employment.

Lower interest rates are a prerequisite for a robust economic re-
covery this year. Reducing interest rates will require a consistent,
moderate, and predictable monetary policy from the Federal Re-
serve Board of Governors, one which can accommodate a recovery
without rekindling inflation. The Board of Governors should
pursue a moderate monetary policy designed to lower interest
rates, and avoid a return to loose money or "stop-go" monetary
policies.

FISCAL POLICY

A record deficit is projected for the current fiscal year which will
approach or even exceed $100 billion. A sizable portion of this defi-
cit is the result of sliding tax receipts and rising Federal outlays
related to the recession. Even so, financing this deficit and tradi-
tional off-budget Federal borrowing will place substantial pressure
on capital markets and interest rates. Should the Board of Gover-
nors pursue the monetary policy just advocated, this pressure
should not prevent an easing of interest rates as inflationary expec-
tations subside. But Congress and the Administration cannot and
must not place the full burden of generating and sustaining a
robust economic recovery on the Federal Reserve System. Vigorous
and effective steps must be taken immediately to reduce the Feder-
al deficit for the current Fiscal Year and the large deficits project-
ed for future years, as well. A tighter fiscal policy stessing substan-
tial reductions in the deficit must go hand-in-hand with a moderate
monetary policy.

Reductions in the deficit require action on both government
spending and taxes. Further aggressive actions to hold down Feder-
al outlays must be built around a bipartisan consensus of cuts in
Federal programs developed jointly by both Houses of Congress and
the White House. These reductions must include continued vigi-
lance to reduce waste, fraud and mismanagement in government
programs. Restrained Federal spending should be accompanied by
an acceleration in the use of private contractors to perform those
activities now conducted relatively inefficiently by Federal agen-
cies. Congress should not escape the budget knife either. Improve-
ment in the Nation's military posture is critical and that requires
increased spending for national defense. Strengthening. this
Nation's defense demands not only that we spend enough to get the
job done, but that we make sure the money is well spent.

The deficit should be reduced by steps to boost Federal tax re-
ceipts, as well. In particular, the transferability of or leasing of tax
benefits, such as the investment tax credit and depreciation, should
be eliminated. This one step will reduce the Federal deficit by as
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much as $80 billion over the next decade. Congress should review a
variety of other options to enhance revenues, as well, and keep
open the option of postponing the 10 percent personal income tax
reduction scheduled for 1983. Given the current recession, however,
I feel it would be a mistake to postpone the 10 percent individual
tax cut scheduled for July, 1982.

In addition to a bipartisan effort to reduce the Federal deficit,
Congress can and should work to ensure that the Federal budget
treats all groups and regions in this country fairly and equitably.

SKILLED LABOR SHORTAGES

As the Democratic Views presented in this Report note, our
Nation confronts the prospects of substantial shortages of special-
ized labor skills this decade. The magnitude of these shortages
depend on the rate of economic growth, but any shortages would
debilitate efforts by the private sector to meet necessary defense
obligations and maintain accustomed American positions in world
markets, especially in high technology products.

Provisions of the Economic Recovery Tax Act of 1981 provided
needed incentives for savings and investment in new plant and
equipment; Improvements in the pace of such private investment is
a necessary component in rebuilding our Nation's productivity.
Equally important in building a productivity boom, however, is a
resurgence in the skills brought by men, women, and youths to the
workplace. Our Nation should take steps designed to increase the
quantity and quality of skills in our workforce. These steps should
focus on those skills which are projected to be in short supply as
our Nation turns to increasingly complex new production tech-
niques in the future.

HOUSING

The persistence of excessive interest rates continues to depress
our critical housing sector. The pace of recovery in housing will be
slow even once interest rates begin to abate because mortgage rates
typically lag behind interest rate movements. Yet, a great deal of
this Nation's success in moderating Federal deficits and meeting
necessary military and defense obligations depends on a rapid and
robust economic recovery in 1982. That robust recovery cannot
occur without a resurgence in housing. Specific Federal assistance
in 1982 to spark that resurgence is necessary and a bipartisan con-
gressional and administration effort to quickly design and imple-
ment such assistance should occur.

WORLD AGRICULTURAL TRADE

The financial crisis confronting American farmers is deep and
pervasive. The American farmer is worse off now than at any time
since the Great Depression. This reality conflicts with the general
impression of our food and fiber sector. Our food stores are brim
full. American consumers pay only 16 percent of disposable income
for food, the lowest percentage in the world. Our farmers' produc-
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tivity is the best in the world. While total U.S. merchandise trade
wallowed in a $40 billion deficit last year, U.S. agriculture trade
was $26 billion in surplus.

Yet, a different picture emerges if we look below this veneer of
success. Profit margins for most major crops have dropped nearly
50 percent since 1974. Net income per acre has skidded from $11 in
1950 to barely $4 today. Total real net farm incomes in 1980 and
1981 were the lowest since the Depression. Many forecasters sug-
gest 1982 could even be worse. The farmer's purchasing power from
crop sales is only one-half what it was 30 years ago. The American
family farm is a capital-intensive, leveraged activity that must
service an increasing debt to maintain its capital equipment. Farm
debt is growing twice as fast as farm income and was up 74 percent
from 1976 to 1980. Yet, domestic farm prices received by farmers
increased only 31 percent in the same period.

Agricultural exports are the critical difference between profit
and loss for farmers. We are the world's leading agricultural trad-
ing Nation. In Fiscal Year 1971, the United States supplied 36.7
percent of world wheat exports and 41.3 percent of world exports of
coarse grains. By 1980, U.S. wheat and coarse grains export per-
centages had risen to 41.1 percent and 69.1 percent, respectively.
Exports provide 25 percent of all U.S. farmers' market returns
today. We export one-half of all our crops by value, and about 60
percent of the value of our wheat, rice, and soybeans.

The highly leveraged and mechanized U.S. agricultural industry
is increasingly dependent on access to world markets. Yet, this de-
pendency threatens to turn against the American farmer. Instead
of unrestricted access to world markets, the American farmer has
been subjected to agricultural embargoes and is being branded an
unreliable supplier. Instead of competing in a free world market
with prices set by the laws of supply and demand, American farm-
ers are forced to sell in foreign markets where price is artificially
depressed by direct subsidies to local farmers or by the dumping of
subsidized exports from other countries. The more efficient Ameri-
can farmer is not given an opportunity to compete with farmers in
other countries. Rather, those markets are too often supplied by
the most heavily subsidized producer, and the use of such subsidies
is widespread.

The Secretary of Agriculture estimated last year that European
trade barriers and agricultural export subsidies cost U.S. wheat
farmers 50 cents per bushel in reduced market prices and cost the
U.S. Treasury $400 million in wheat deficiency payments. Bolstered
by a gigantic $13 billion annual subsidy, European Community
farmers have become the world's biggest exporters of dairy prod-
ucts, sugar, barley, wheat flour, and poultry. The European Com-
munity made an agreement with us to import 10,000 metric tons
per year of U.S. beef, but it has imported no more than 2,000 tons
in any year since. Its subsidies for grain production, up to $2 per
bushel in the case of soft wheat, and up to 100 percent in the case
of other commodities, actually enabled the European Community
to become a net grain exporter in 1980 for the first time.

Japan imposes similar barriers to the free trade of U.S. food and
fiber, as well, including strict quotas on U.S. imports. Its last con-
cession on U.S. meat imports amounted to only one hamburger
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patty per Japanese per year. And, in recent years, Japan has
dumped portions of its heavily subsidized rice crop in traditional
U.S. markets overseas.

A variety of international agreements have been constructed to
clarify permissable trade practices. The major purpose of these
agreements, represented by the General Agreement on Tariffs and
Trade (GATT), is to provide rules designed to promote stability and
predictability in would trade. In agriculture commodities, a
number of these rules are ambiguous and go unenforced. In part to
rectify this shortcoming, an agricultural subsidy agreement was ne-
gotiated during multilateral trade negotiations (MTN) which led to
the Trade Agreements Act of 1979. This Subsidy Code provided
that, in addition to the preexisting GATT rules, parties may not
grant export subsidies on agricultural products in a way which
either displaces exports of another nation or which brings prices
for subsidized exports materially below those of other suppliers to a
particular market.

The United States has abided by GATT and the MTN Subsidy
Code. And we should continue to do so in order to set a positive
example for a more open world trading system. But many other na-
tions have not. These trade agreements contain enforcement provi-
sions and outline procedures for resolving disputes. However, the
United States has been very reluctant to use the complaint process
for fear of offending other countries. Yet, our quiet diplomatic ap-
proach to discussions of foreign agricultural subsidies are consist-
ently turned aside in Europe and elsewhere. These foreign repre-
sentatives talk but nothing changes except the financial crisis af-
fecting our farmers.

Our Nation's approach to unfair agricultural trade subsidies and
barriers abroad must begin to protect the farmer. More action is
urgently needed including the aggressive use of enforcements pro-
visions by the Special Trade Representative. We need an an-
nounced national policy of unilaterally identifying trade problems
and bringing them up in the GATT. Specific or generic trade prob-
lems, such as the European Community's export subsidy program,
should be studied in great detail and provisions which violate the
GATT and MTN Subsidy Code exposed to the glare of publicity.
Formal GATT and MTN Subsidy Code cases should be initiated by
the government, as well, and the cumbersome complaint procedure
itself sharply truncated.

The trade policy of the United States is not to freeze internation-
al market shares in agricultural products at some past, present, or
future level. Nor is it to attack any common policy of a united
Europe. We do have laws to attack the unreasonable and unjusti-
fiable practices of our trading partners, especially where those
countries-by actions inconsistent with their international trade
obligations-impair our own access to foreign markets. Our govern-
ment must begin the task of seeing that these laws are enforced.
This does not mean protectionism. Quite the opposite. It means
movement towards a fair and open trading system, toward an in-
ternational economic system which works, not one increasingly
hamstrung by tariffs, nontariff trade barriers, and gigantic export
subsidies.

LLOYD BENTSEN.



ADDITIONAL REMARKS BY SENATOR WILLIAM PROXMIRE
This country faces an interest rate recession.
This is not 1932 when there was falling demand, falling prices,

and falling interest rates.
This is 1982 and a half century later. Prices are still rising at his-

torical rates for a recession.
Interest rates are at an all-time recession high.
There is great need for housing, automobiles, and consumer

goods, but credit for consumers, small business, farmers, and others
is in short supply or nonexistent. Even when it is available, these
groups cannot afford the interest rates or carrying charges to
borrow the funds.

The causes of the 1982 recession and the 1932 Depression are far
different too.

In 1982, we face a collision between monetary and fiscal policies.
By historical standards, we have a restrictive monetary policy.
But we have, at the same time, a super inflationary fiscal policy.
The President proposes a $91.5 billion deficit in his new budget

which we all know, if no changes at all are made, will actually be
far in excess of $100 billion. As in virtually every President's
budget, revenues are exaggerated, spending is underestimated, and
the economic forecast is optimistic.

What this means is that for at least the net three years in a row
the budget deficit will exceed $100 billion a year.

The reaction of the financial community and the credit markets
to this has been dramatic. They know these huge government defi-
cits will continue to crowd out funds needed for the private
sector-for housing, automobiles, investment, and consumer goods.
A measure of the dimensions of that problem is the next year the
government itself will sop up $206 billion, or more than half, of the
new credit available to the economy.

As a result, we are now building fewer than one million houses a
year when we need two million. The automobile industry is a
basket case. These conditions cost the country at least two million
jobs in construction and hundreds of thousands of jobs in autos,
steel, glass, aluminum, and other sectors serving the domestic auto
industry.

The answer to this is not a massive new public works spending
spree. We cannot spend our way out of a recession caused by high
interest rates and rampaging inflation.

What we must do instead is to cut the budget sufficiently to
make major progress towards a balanced budget and to produce a
program which will actually bring a balance in the next two or
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three years-by the President's fourth year in office as he prom-
ised during the 1980 campaign.

The President and the Congress must bite the bullet and cut
spending to bring this about. To the degree that cutting spending is
not sufficient to get the job done, we must raise revenues to make
up the difference.

This is the hard, tough, painful prescription.
We cannot spend our way out of this interest rate recession. That

will make matters worse. We cannot get out of the mess by shoot-
ing the messenger, by blaming the Federal Reserve, or by printing
money.

We must get ourselves on a balanced budget track now. We
should provide a balanced budget in any year in which unemploy-
ment is at 7 percent or below. And we must do this first by a mas-
sive cut in spending which the American people perceive as just
and fair and which shares the burden equally, and second by in-
creasing revenues to the degree that spending cuts are inadequate
for the job.

This is a new kind of recession. New problems must be met with
answers which address the present conditions and not those of a
distant past.

My colleague Henry Reuss from Wisconsin, the Chairman of this
Committee, is leaving Congress after 28 years.

He has been one of the most innovative, creative, constructive,
and compassionate Members of Congress in every one of those
years. He is an example of a man with a fine mind, a contagious
personality, and great strength of personal character. His Chair-
manship of the Committee and his leadership this year in produc-
ing the hearings on which this Report is based illustrates those
amazing traits. The citizens of the 5th District and the entire State
of Wisconsin, as well as the American people, have been served
nobly by Henry Reuss who, year in and year out, put the best in-
terest of the American people at the head of his agenda.

WILLIAM PROXMIRE.
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CHAPTER I. THE OUTLOOK FOR 1982

The Republican Members of the Joint Economic Committee are
optimistic about the prospects for the national economy in 1982.
We believe in the fundamental soundness of the Reagan economic
program and are confident in its success. We reject calls for a
change in direction, for tax increases, or a return to the worn-out
Keynesian economic policies which got us into the current econom-
ic mess. We recommend continuation and enhancement of the pro-
gram which is already in place. In particular, we recommend:

1. Further efforts to reduce the Federal budget deficit by ad-
ditional spending reductions, not by tax increases;

2. Consideration of additional tax measures aimed at increas-
ing saving, investment, and productivity;

3. Redoubled efforts to eliminate and reform excessively bur-
densome Federal regulations;' and

4. Most importantly, a renewed commitment by the Federal
Reserve to maintain a steady, consistent, noninflationary mon-
etary policy.

Although the economy is currently in a recession, with unem-
ployment rising and continued high interest rates, we believe it is
critical to remember that the Reagan economic program was not
enacted as a short-term, countercyclical program, but rather as
part of a long-range strategy to reduce inflation and increase pro-
ductivity, real economic growth, international competitiveness and
real standards of living. We support President Reagan's rejection of
economic tinkering in response to short-run economic develop-
ments. He believes, and we agree, that such policies have in the
past created instability, inflation, and false expectations which are
at the root of our current economic problems. With the severe limi-
tations of economic forecasting, the actions of economic variables
outside our control (such as OPEC), and the notable lack of success
of past countercyclical efforts, we believe that the proper role of
government economic policy is to foster a climate of long-run sta-
bility and noninflationary growth. The Reagan program meets this
criterion.

It must be remembered that President Reagan inherited an econ-
omy which was not only moving into a recession, but one which
had been in secular decline for some years. As Table I.1 illustrates,
our Nation's rate of real GNP growth-the most basic measure of
economic well-being-has declined from a rate of 4.3 percent per
year from 1959 to 1965, to 4 percent from 1965 to 1969, to 3.6 per-
cent from 1969 to 1973, to 2.8 percent from 1973 to 1979. There has
been virtually zero growth since 1979. There has also been a sharp
decline in national productivity, which translates directly into
lower standards of living. Table I.2 indicates how poorly the U.S.
has done in comparison to other industrialized countries, and Table
1.3 graphically illustrates how the decline in productivity and GNP
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growth has lowered living standards, in terms of weekly earnings.
As one can see, in terms of real gross weekly earnings, and espe-
cially in terms of real spendable weekly earnings, American work-
ers are much worse off today than they were ten years ago.

TABLE 1-1. REAL GNP, TOTAL FACTOR PRODUCTIVITY, AND FACTOR INPUTS
[Average annual growth rates, 1959-79]

Period Real GNP Total factor Laborproductivity Capital Lar

Total GNP
1959 to 1965 ............................................. 4.3 2.5 3.8 0.9
1965 to 1969 ............................................. 4.0 1.9 4.1 1.2
1969 to 1973 ............................................. 3.6 2.3 3.5 0.4
1973 to 1979 ............................................. 2.8 1.2 2.5 1.6

Private nonfarm nonhousing GNP
1959 to 1965 ...... 4.4 2.5 4.1 1.0
1965 to 1969 ...... 4.0 1.3 5.8 1.31969 to 1973 ...... 4.1 2.4 4.2 0.7
1973 to 1979 ...... 2.8 0.6 3.2 1.8

Sources: Department of Commerce (Bureau of Economic Analysis), Gollop, Frank and Jorgenson, Dale, "U.S. Productivity Growth By Industry1947-1973"; and Council of Economic Avisers.

TABLE 1-2. GNP PER EMPLOYED WORKER IN MAJOR INDUSTRIAL COUNTRIES
[Percent change per year, 1963 to 1979]

Country 1963 to 1973 1973 to

United States ........................................................................................................................................... 1.9 0.1
Japan ....................................................................................................................................................... 8.7 3.4
Germany ................................................................................................................................................... 4.6 3.2
France......................................,................................................................................................................ 4.6 2.7
United St..te..1.0 0.3
Italy ......................................................................................................................................................... 5.4 1.6
Canada ..................................................................................................................................................... 2.4 0.4

Estimate.
Source: Organization for Economic Cooperation and Development.

TABLE 1-3. GROSS SPENDABLE WEEKLY EARNINGS IN CURRENT AND 1977 DOLLARS

Gross average weekly earnings Spendable average weekly earnings

Year and month Worker with so dependents Married worker with 3
Current dollars 1977 dollars dependents

Current dollars 1977 dollars Current dollars 1977 dollars

1971 ........................ 127.31 190.58 103.80 155.39 112.43 168.31
1972 ........................ 136.90 198.41 112.19 162.59 121.68 167.35
1973 ........................ 145.39 198.35 117.51 160.31 127.38 173.78
1974 ........................ 154.76 190.12 124.37 152.79 134.61 165.37
1975 ........................ 163.53 184.16 132.49 149.20 145.65 164.02
1976 ........................ 175.45 186.85 143.30 152.61 155.87 166.00
1977 ........................ 189.00 189.00 155.19 155.19 169.93 169.93
1978 ........................ 203.70 189.31 165.39 153.71 180.71 167.95
1979 ........................ 219.91 183.41 178.00 148.46 194.82 162.49
1980 ........................ 235.10 172.74 188.82 138.74 206.06 151.65

Source Department of Labor, Bureau of Labor Statistics.

The President's economic program was designed to alter these
trends by increasing the reward for work, saving, and investment,
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by reducing tax and regulatory barriers to production, by reducing
government's command of private sector resources, and by stopping
inflation. Inflation has abated, short-term interest rates are well
below the level in January 1981, the growth of government spend-
ing has been greatly reduced, and government spending, taxes and
the deficit are all declining as a share of GNP. (See Tables I.4 and
I.5.)

TABLE 1-4. INFLATION AND INTEREST RATES
[Percent]

Year Change In CPI Average Treasury bill

1977 ................................................ 6.8 5.3
1978 ................................................ 9.0 7.2
1979 ................................................ 13.3 10.0
1980 ................................................ 12.4 11.5
1981 ................................................ 8.9 14.1
1981:

January....................................................................................................................... .7 14.7
February...................................................................................................................... 1.0 14.9
March......................................................................................................................... .6 13.5
April............................................................................................................................ .4 13.6
May ................................................ .7 16.3
June ................................................ .7 14.6
July ................................................ 1.2 14.7
August........................................................................................................................ .8 15.6
September................................................................................................................... 1.2 15.0
October....................................................................................................................... .4 13.9
November.................................................................................................................... .5 11.3
December.................................................................................................................... .4 10.9

Source: Bureau of Labor Statistics and Department ot Treasury.

TABLE 1-5. FEDERAL BUDGET TRENDS
(Percent]

Fiscal year Growth In Share ou GNP
Outlays Outlays' Receipts Deficit'

1980 ...................................... 17.4 23.0 20.1 2.9
1981 ...................................... 14.0 23.7 21.0 2.8
1982 ...................................... 10.4 24.2 20.3 3.8
1983 ...................................... 4.5 22.5 19.4 3.1

' Including oufbudget entities.
Source Oftice of Management and Budget.

Although we must see progress in reducing the size of the federal
deficit-in absolute terms as well as share of GNP-we strongly
oppose efforts to achieve this goal by reducing the size of the sched-
uled tax cut. It the first place, it would do little to accomplish this
goal, since the increase in budget receipts from delay of the tax cut
would offset only a small fraction of the estimated deficit-and this
assumes current economic growth trends which would certainly be
lower if the tax cut were delayed. Secondly, the personal tax cut
barely offsets the tax increases taking place simultaneously, as the
result of bracket-creep and social security. Thus any reduction in
the size of the personal tax cut constitutes a significant tax in-
crease and a serious hardship for all taxpayers. (See Tables 1.6 and
1.7.)
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TABLE 1-6. GROWTH IN FEDERAL BUDGET RECEIPTS
[Billions of dollars]

1982 1983 1984 1985

Under existing law, administrative actions and proposed legislation ........................................ 27.5 39.4 56.9 73.6
Under tax rates and structure in effect January 1, 1980 ....................................................... 56.5 75.1 90.4 91.7

Difference........................................................ . ....................................................................... 29.0 35.7 33.5 18.1

Source: Office of Management and Budget.

TABLE 1-7. FACTORS AFFECTING PAYMENT OF PERSONAL INCOME TAXES
[In billions of dollars]

Increase
cunty Bracket ~ Total Tax cuts 2 Personal net

Social Secunty - Bracket creep Total change

Calendar year:
1981 ................................. 6 13 19 -4 15
1982 ................................ 13 28 41 -41 0
1983 ................................ 19 53 72 -84 -12
1984 ................................ 26 77 103 -116 -13

Increase in tax rates plus increase in base above that consistent with growth of incomes.
2 Rate reductions and reduction of marriage penalty.
Source Department of Treasury, Office of Tax Analysis.

We know of no school of economic thought which argues that
taxes ought to be increased during a recession or as a means of in-
creasing economic growth. We believe that the best way to reduce
the deficit is to encourage economic growth over the long term, and
the recently enacted tax cut is the best means we have for accom-
plishing that goal. At the same time, we are gravely concerned
that individual Americans not be called upon to sacrifice well
being for the sake of long-term goals. While further budget cuts are
necessary, we must take account of the truly needy.

Those who propose that significant tax cuts be taken away in the
hope of using these tax increases to balance the budget have forgot-
ten recent experiences. From fiscal year 1976 to fiscal year 1981,
the tax burden on the people of this country increased by $300 bil-
lion. What was the effect on the deficit of this doubling of the tax
burden during these years? Deficits totalled over $300 billion
during this five-year time period, and the fiscal year 1981 deficit of
$57.9 billion was only $8.5 billion less than the fiscal year 1976
deficit. What was the effect of this $300 billion tax increase on eco-
nomic growth? Economic growth declined every year from fiscal
year 1977 to fiscal year 1980, and in 1981 we had a meager 1.9 per-
cent increase in real GNP.

The message is clear. If the large portion of the stimulative tax
cuts-such as removal of the third year of the tax cut-are rescind-
ed, we can look for slower economic recovery and larger deficits.

We do not defend deficits. We want a balanced budget. The Re-
publicans on the Joint Economic Committee have for many years
been concerned with the growing control over the economy by the
Federal government, through higher and higher spending. We are
compelled to point out, however, that some of the arguments sur-
rounding deficits are without fact of evidence.



Chapter II.-THE 1968 TO 1980 MACROECONOMIC GAME PLAN
AND THE MESS IT CREATED

The problems that afflicted our economy in 1981 did not emerge
suddenly. They began 15 years ago. They are rooted in the macro-
economic game plan that evolved in the 1960's and dominated eco-
nomic policy actions in the Administrations of Presidents Johnson,
Nixon, and Carter. They will be cured by the policies of President
Reagan's New Beginning.

THE GAME PLAN OF THE SIXTIES AND SEVENTIES

The macroeconomic game plan of the 1960's and 1970's had four
elements. Each element had its own purpose.

Fiscal policy was used to manage aggregate demand. In theory, it
was to be used symmetrically, providing stimulus when aggregate
demand was faltering and restraint when the economy was over-
heating.

Monetary policy was used to manage interest rates. In theory, it
was used to keep them low.

Incomes policy was used to guide, constrain, and even to control
business and labor price and wage decisions. The purpose was to
keep inflation in check.

And regulatory policy was used to achieve such varied goals as
clean air, clean water, workplace safety, and lower energy prices.

The way things worked out, the plan did not succeed. Incomes
policy failed to keep inflation in check. Monetary policy failed to
prevent interest rates from rising as the years passed. Fiscal policy
turned out to be one-sided. Fiscal stimulus was applied almost en-
tirely through increased spending, even when restraint was called
for-except in 1968 when restraint was applied via a tax increase,
and then it did not work. In addition, tax and spending policies
were used in ways that favored consumption and penalized saving,
personal effort, and risk taking. And Federal regulations proved to
be burdensome, impacting on investment, productivity, and eco-
nomic growth.

To understand President Reagan's New Beginning and the prob-
lems and promise that lie ahead, it is useful to review briefly the
evolution, history, and internal flaws of the disastrous fiscal, mone-
tary, incomes, and regulatory policies of the 1960's and 1970's.

Evolution

Price and wage guideposts were first spelled out in 1962. They
were aimed at preventing businesses and unions, which were per-
ceived to have power to raise prices and wages, from doing so. As
President Johnson explained in 1965, business and labor were
given "a guide for sound noninflationary price and wage decisions."
He later told the Nation, "I count on the sense of public responsi-
bility of our labor leaders and our industrial leaders to do their full
part to protect and extend our price stability."
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It did not work. Despite some awesome jawboning by President
Johnson, prices and wages began to creep up in 1965. This had
nothing to do with "the sense of public responsibility of our labor
leaders and our industrial leaders." Inflation, which had been
stopped after World War II and again after the Korean War, was
revived in the late 1960's by the combination of unrelenting fiscal
stimulus and accommodative monetary policy. Incomes policy could
not keep the inflationary momentum that these policies unleased
in check.

Fiscal policy had been used to stimulate the economy in 1964,
when the Kennedy tax cut was passed. By itself, the Kennedy tax
cut would not have been inflationary. Indeed, it has welcome
supply-side effects. However, the expenditures side of the budget
became increasingly stimulative beginning in 1965 as spending for
the Vietnam War and the Great Society accelerated. Worse, mone-
tary policy was accommodative, adding extra stimulus. The growth
rate of the exchange media measure of money (Ml) was accelerated
from 2.5 percent per year in 1961, 1962 and 1963 to 4.2 percent in
1964, 1965, 1966, and 1967. Thus, despite the price and wage guide-
posts and President Johnson's jawboning, inflation was born again.
By 1968, it was clear that either fiscal policy or monetary policy, or
both, would have to be used to fight inflation.

Unfortunately, the Johnson Administration made the wrong
choice. It chose to use tax policy to do the job, while attempting to
use monetary policy to keep interest rates down. As the Council of
Economic Advisers said in their economic report in 1968, "After a
hard look at the alternatives, it has been and remains the convic-
tion of both the Administration and the Federal Reserve that the
Nation should depend on fiscal policy, not monetary policy, to
carry the main burden of the additional restraint on the growth of
demand that now appears necessary for 1968."

To stop the emerging inflation, President Johnson proposed 10
percent surcharges on personal and corporate income taxes. Con-
gress enacted them in June 1968. Monetary policy, however, re-
mained expansive, putting the entire burden of restraint on fiscal
policy. As stated by President Johnson, "the cost of monetary re-
straint is high and unfair, imposed on a single industry-home-
building."

To carry out its assignment, the Federal Reserve accelerated
money growth. It acted under the traditional Keynesian assump-
tion that the creation of new money will decrease interest rates.
Measured year on year, Ml money growth was increased from 3.9
percent in 1967 to 7.0 percent in 1968. In the second half of 1968,
Ml growth averaged over 8.0 percent per year.

The result of the combination of tight fiscal and loose monetary
policy of that time was very different than planned. Despite the
tax surcharges which produced the equivalent in 1981 terms of a
$70 billion decrease in the deficit, inflation was given a further
boost and interest rates rose. Interest rates were higher by the end
of 1968 than they were in June 1968 when the surtaxes were
legislated.

In 1969, the incoming Nixon Administration temporarily depart-
ed from the game plan in order to fight inflation. Monetary re-
straint-true monetary restraint, the slowing of money growth-
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was applied. The tax surcharges, which were scheduled to expire in
June 1969, were extended. The growth of Federal spending was
slowed. Incomes policy was forsworn. In time, inflation fell. Meas-
ured from four quarters earlier, inflation topped-out in the first
quarter of 1970. However, before it did, the deceleration of money
growth, together with the depressing effects of the surtaxes and the
still accelerating inflation, which was raising producer costs and
narrowing profit margins, had brought about a recession. That re-
cession began late in 1969.

Early in 1970-ironically, just as slower money growth began to
slow inflation-the Nixon Administration reactivated the Johnson
game plan in order to fight recession. Monetary growth was accel-
erated. New fiscal stimulus was provided. Incomes policy was re-
vived. In August 1971, a wage-price freeze was ordered and kept in
place for 90 days when a comprehensive mandatory system of flexi-
ble controls was put in place.

Nixon's new policies appeared to be successful-at least in the
short run. The recession ended late in 1971, and inflation contin-
ued to slow. However, the seeds of later destabilization had been
planted.

In mid-1973, inflation was again seen as the economy's main
problem, and once again money growth was slowed. Then, late in
1973 and early in 1974, OPEC raised the price of oil fourfold. Infla-
tion and interest rates soared still higher. Money growth continued
to decline and by the fall of 1974, buffetted by inflation and the ini-
tial effects of slowing money growth, which temporarily reduces
output, the economy was deep in the throes of our worst recession
since the 1930's. However, the worst was about over, at least for a
while. The recession caused interest rates to plunge, beginning late
in 1974, and slower money growth caused inflation to decelerate
sharply, beginning in the spring of 1975. Economic recovery began
in the spring of 1975.

In spite of OPEC's supply shock, and even though unemployment
rose to a post World War II high in the spring of 1975, monetary
growth was kept relatively low in 1974 and 1975. Measured year
over year, it was 4.9 percent in 1974 and 4.6 percent in 1975. That
laid the groundwork for sustained economic recovery.

In 1976, measured for the whole year from all of 1975, real GNP
rose nearly 6 percent. Thanks to the moderation in money supply
growth, that happened without inflation being rekindled or interest
rates rising. In fact, at the end of 1976, inflation measured by the
change in the GNP deflator from four quarters ago was only 4.7
percent, well below the 10.9 percent peak rise between the first
quarter of 1974 and the first quarter of 1975 and substantially
below the 7.7 percent increase between the fourth quarter of 1974
and 1975. And interest rates drifted irregularly down throughout
1975 and 1976. In December 1976, the 90-day Treasury bill rate was
4.4 percent, and the prime rate was 6.4 percent. However, defeat
was soon snatched from the jaws of victory.

The same game plan that had ignited inflation, sent interest
rates soaring, and made the economy extremely vulnerable to re-
cession under Presidents Johnson and Nixon was tried anew by
President Carter.
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The Carter years were marked by spending increases from start
to finish, a tax cut in 1978, rapid money growth-averaging nearly
8 percent a year from 1977 to 1980-and the use of incomes policy
to contain inflation. As was the case under Presidents Johnson and
Nixon, at first there was improvement. Real growth was substan-
tially greater than normal in 1977 and 1978, and unemployment
fell. In addition, there was a run on the dollar, gold soared, and
devaluation on the currency occurred. However, the boom turned
sour after 1978. Incomes policy could not contain the forces of infla-
tion (which were being fed by rapid money growth). Inflation
mounted steadily. The four-quarter rate of rise in the GNP deflator
reached 6.1 percent at the end of 1977, 8.5 percent a year later, 8.1
percent at the end of 1979 and 9.8 percent at the end of 1980.

With inflation renewed, interest rates soared. The 90-day Treas-
ury bill rate, for example, climbed from 4.4 percent in December
1976 to 6.1 percent a year later, to 9.0 percent in December 1978, to
12.1 percent in December 1979, and to 15.7 percent in December
1980.

With higher inflation and soaring interest rates, real growth de-
clined: It fell to 1.7 percent in 1979 and in 1980 real GNP actually
receded by 0.3 percent.

Inherent Flaws

This brief history of macroeconomic events from 1968 until now
provides compelling lessons for present and future macroeconomic
policy.

(1) Incomes policy does not work. In spite of the best efforts of
Presidents Johnson, Nixon, and Carter to make them work, price
and wage guideposts, and even controls, did not keep inflation in
check. The wonder is that it should have been so widely believed
that they would. Inflation is not a mechanical process in which
wages and prices chase one another upward. True, inflationary
wage and price increases can be triggered by all manner of supply
shocks. However, such shocks will not produce a wage-price spiral
unless household and business spending increases enough period
after period to validate period-to-period increases in prices and
wages. And that cannot happen unless money growth is increased
enough period after period to accommodate continual increases in
household and business spending at inflationary rates. The result is
that prices ultimately end up being more or less where they would
have been without the controls or guidelines.

(2) Tax increases are not an effective way of keeping inflation in
check or interest rates down. That is the lesson of 1968, when the
Johnson Administration imposed 10 percent surcharges on person-
al and corporate taxes precisely to cool off the overheating econo-
my and keep interest rates from rising. It did not work. Inflation
rose after the tax surcharges were adopted. The rate of rise of the
GNP deflator increased from 4 percent in the year ending in
second quarter of 1968 to 4.6 percent the following year, and 5.5
percent the year ending in the first quarter of 1970. Interest rates
also rose. The 90-day Treasury bill rate averaged 5.9 percent in De-
cember 1968 versus 5.5 percent in June 1968 (5.3 percent in the
first half of the year). Yields on Treasury issues with three to five
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years to maturity averaged 6.0 percent in December versus 5.7 per-
cent in June yields on taxable Treasury bonds rose from 5.2 per-
cent in June to 5.7 percent in December. Interest rates continued
to rise in 1969. The bill rate averaged 7.7 percent in December
1969, the three- to five-year yield averaged 8.0 percent and the
bond yield averaged 6.8 percent.

The record from 1976 to 1979 provides additional evidence.
During these years, the deficit fell primarily as a result of in-
creased tax revenues from "bracket creep." At the same time, both
interest rates and inflation increased significantly. The National
Income Accounts deficit fell from $69 billion in 1975, to $53 billion
in 1976, to $46 billion in 1977, to $29 billion in 1968, to $15 billion
in 1979. In the same period, the 90-day Treasury bill rate (meas-
ured at year-end) first fell from 5.5 percent in 1975 to 4.4 percent
in 1976 and then rose to 6.1 percent in 1977, to 9.1 percent in 1978
and to 12.1 percent in 1979. Other interest rates exhibited similar
changes. The GNP deflator inflation rate (measured between
fourth quarters) fell from 7.7 percent in 1975 to 4.7 percent in 1976
and then rose to 6.1 percent in 1977, to 8.5 percent in 1978 and 8.1
percent in 1979.

(3) Monetary policy should be aimed at curbing inflation and
keeping it in check. It is no accident that inflation and interest
rates accelerated after 1967. They did so because money growth
was increased. From 1956 to 1967, yearly Ml money growth aver-
aged 2.3 percent and the yearly increase in the GNP deflator aver-
aged 2.2 percent. From 1967 to 1980, both rose at an annual rate of
6.4 percent. From 1977 to 1980, money growth averaged 7.5 percent
and inflation averaged 7.7 percent.

(4) The fight against inflation requires patience, perserverance,
and courage, especially in the conduct of monetary policy. Money
growth is the sustenance of inflation. Inflation will endure as long
as money growth exceeds the economy's long-run real growth po-
tential. Courage is required to fight inflation because the initial
effect of slowing down money growth is likely to be a slowdown in
economic activity and real hardship for many people, although a
proper fiscal policy can largely mitigate these effects. And it should
be remembered that inflation too imposes many hardships, espe-
cially on the elderly and those of fixed incomes. Patience is re-
quired because it takes time for reduced money growth to reduce
inflation. Perseverance is required because reaccelerating money
growth will reignite inflation. Unfortunately, twice since 1968
defeat was snatched from the jaws of victory by abandoning the
fight. Money growth was slowed in 1969. That triggered a recession
starting in the fourth quarter of 1969. Then the Federal Reserve
reversed course early in 1970 just as the 1969 deceleration in
money growth started to reduce inflation.

Money growth was again slowed in mid-1973. The deceleration
was sharp enough and kept in place long enough to dramatically
reduce inflation. Between 1974 and 1976, the year-on-year rate
dropped from nearly 10 percent to just over 5 percent. But the
effort was not sustained. Year-on-year money growth was increased
from under 5 percent in 1974 and 1975 to 5.6 percent in 1976, 7.5
percent in 1977, 8.2 percent in 1978, 7.8 percent in 1979, and 6.4
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percent in 1980. As a result, inflation was reignited and surged to
new post World War II highs.

In summary, from 1968 to 1980 the Federal Reserve produced
roller coaster money growth superimposed on high average money
growth. That, in turn, helped to produce stagflation-recessions in
1969-70, 1974-75, and 1979-80 and high and rising inflation. High
money growth validated the inflation effects of supply-side shocks
in 1973-74 and 1979-80 and converted the enormous budget deficits
of the past 13 years into persistent and virulent inflation. The ulti-
mate irony is that fast money growth did not keep interest rates
down or financial markets calm. The volatility of financial markets
increased and interest rates skyrocketed.

(5) Fiscal policy is a supply-side tool. In the 1968 to 1980 period,
we tried to use tax and spending policies to improve the standard
of life for the poor and disadvantaged. On balance, it did not work.
True, there has been some improvement in their living standards.
But there might have been more if we had focussed on increasing
growth instead of on redistributing income.

Some of the spending programs that were put in place helped the
poor and the disadvantaged. No one should deny that. But others
did not. Even those that helped, sometimes provided assistance to
persons other than the truly needy. No one should deny these facts
either. Tax policies, on the other hand, definitely had perverse ef-
fects. The tax code was used to penalize saving, personal effort, and
risk taking. Consequently, investment, productivity, and growth all
suffered. The result is that we are still far from our goal of elimi-
nating poverty.

(6) Finally, during the past 15 years, the Federal Government in-
creasingly used regulations to channel private sector resources
toward achieving such public goals as a cleaner environment, safer
workplaces, less hazardous consumer products, and equal employ-
ment opportunities. Many of these programs produced substantial
benefits. However, the cost of achieving laudable social goals on the
private sector were not adequately considered in setting regulatory
policy.

By the end of 1980, it was clear that it was time to change-time
to dismantle all incomes policies; time to take a hard look at the
costs as well as the benefits of government regulations; time to end
those spending programs that do not improve the lot of the poor
and to prune all programs so that only the truly needy are helped;
time to revise the tax code to spur saving, personal effort, and risk
taking; and time to conduct monetary policy to curb inflation and
keep it in check. As discussed in the remainder of our Report,
these changes are being implemented, and they are beginning to
work. The most visible signs that they are working are that infla-
tion and interest rates are topping out and the saving rate is bot-
toming. We are confident that in time the U.S. economy will pass
from the unstable problem period we have been in to an era
marked by price level stability, reasonable interest rates, sustain-
able growth, and full employment.



Chapter IIIA.-FISCAL POLICY, PART A: SPENDING

The rapid growth in the size of the Federal Government has had
a crippling effect on growth in the U.S. economy. Federal spending
is out of control. Unless strong remedial actions are taken to sharp-
ly reduce growth in this spending, the economy will continue to
suffer from high real interest rates, sluggish economic growth and
a less than optimal rate of capital formation. Also, the long-term
policy of reducing poverty, labor market discrimination, and
income inequality will be thwarted.

The Republican members of the JEC oppose short-run fiscal
policy manipulations to achieve macroeconomic goals. Instead, the
Congress would be wise to consider adopting a multiyear planning
process designed to achieve two broad objectives. First, Federal
spending growth ought to be limited until the share of GNP ac-
counted for by the Federal Government declines from its present
level of 23.5 percent to 19 percent or less. Second, although deficits
are unavoidable during recessions, a long-term goal of narrowing
the gap between expenditures and revenues ought to remain a firm
commitment of long-run fiscal policy. Attempts to reduce the defi-
cit by raising taxes should be resisted, since, as in the past, this
would accelerate growth in government and reduce economic
growth.

EXPENDITURE TRENDS

Table IIIA-1 presents trends in Federal budget outlays as a per-
cent of GNP over the period 1965 through 1981. These budget out-
lays include outlays for national defense, nondefense spending, pay-
ments to individuals, net interest, and other outlays.

The trends in Federal spending since the initiation of the Great
Society programs are striking. Federal spending has been increas-
ing at a much faster pace than the economy. For example, total
Federal outlays advanced by 455 percent and nominal GNP by 333
percent from 1965 to 1981. After correcting for inflation, real Fed-
eral outlays advanced by 98.3 percent. The result has been a pro-
nounced secular rise in the ratio of total Federal outlays to GNP.
In particular, total Federal outlays were about 23.0 percent of GNP
in 1981, up from about 18.0 percent in 1965.

Unquestionably, the Great Society programs launched in the
mid-1960's enlarged the share of the Nation's resources allocated
by the Federal Government. Moreover, this trend will continue
unless Congress takes strong action to control government spend-
ing, especially the so-called uncontrollable items.

The impact of the Great Society programs is even more evident
in the shift in Federal spending priorities over time, especially
from national defense to nondefense spending.

(203)
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TABLE IIIA-i.-FEDERAL BUDGET OUTLAYS AND ITS COMPONENTS AS A PERCENT OF GNP

Year Total National Total Payments AlloYttays defense nandefense to Net itereot other
indinitrtala

1965 ..................................... 18.0 7.2 10.8 4.9 1.3 4.6
1966 ..................................... 18.6 7.6 11.0 5.0 1.3 4.7
1967 ..................................... 20.3 8.8 11.5 5.5 1.3 4.6
1968 ..................................... 21.4 9.5 12.0 5.9 1.3 4.8
1969 ..................................... 20.2 8.7 11.4 6.1 1.4 4.0
1970 ..................................... 20.2 8.1 12.1 6.5 1.5 4.1
1971 ..................................... 20.4 7.3 13.0 7.6 1.4 4.0
1972 ..................................... 20.4 6.8 13.7 8.0 1.4 4.2
1973 ..................................... 19.6 6.0 13.7 8.2 1.4 4.1
1974 ..................................... 19.4 5.6 13.8 8.5 1.6 3.7
1975 ..................................... 21.9 5.8 16.1 10.2 1.6 4.4
1976 ..................................... 22.2 5.5 16.8 10.8 1.6 4.4
1977 ...................................... 21.5 5.2 16.3 10.3 1.6 4.3
1978 ..................................... 21.5 5.0 16.5 9.9 1.7 4.9
1979 ..................................... 20.9 5.0 15.9 9.7 1.8 4.4
1980 ..................................... 22.5 5.3 17.2 10.6 2.0 4.6
1981 ..................................... 23.0 5.6 17.4 11.1 2.4 3.9

Source: Office of Management and Budget, Council of Economic Advisers, and the Senate Budget Committee.

Table IIIA-2 shows the components of budget outlays expressed
as a percent of total budget outlays. Defense spending in 1965 was
$47.5 billion or 40 percent of total Federal outlays. By 1981, defense
spending rose to $159.8 billion, but the share of Federal outlays de-
voted to national defense fell to 24.3 percent over the period.

Nondefense outlays have steadily risen from $71 billion in Fiscal
Year 1965 to $497.4 billion in Fiscal Year 1981, a jump of about 600
percent. The seven-fold increase of nondefense spending since the
mid-sixties reflects the profound shift in Federal budget priorities.
In 1965, nondefense spending amounted to 60 percent of total Fed-
eral outlays, but by 1981 it increased to 76 percent. Moreover, non-
defense spending increased from 10.8 percent of GNP in 1965 to
17.4 percent of GNP in 1981.

TABLE IIiA-2.-COMPONENTS OF FEDERAL BUDGET OUTLAYS AS A PERCENT OF TOTAL OUTLAYS

Year National Total Payments to AllYear Nfdense nondetense indidals Net terest other

1965 ..................................... 40.1 60.0 27.3 7.3 25.4
1966 ..................................... 40.8 59.2 26.9 7.0 25.4
1967 ..................................... 43.3 56.7 27.3 6.5 22.8
1968 ..................................... 44.2 55.8 27.3 6.2 22.2
1969 ..................................... 43.2 56.8 30.1 6.9 19.8
1970 ..................................... 40.2 59.8 32.3 7.4 20.2
1971 ..................................... 36.1 63.9 37.4 7.0 19.5
1972 ..................................... 33.2 66.8 39.4 6.7 20.8
1973 ..................................... 30.3 69.7 41.6 7.0 21.0
1974 ..................................... 29.0 71.0 43.9 8.0 19.1
1975 ..................................... 26.4 73.6 46.4 7.2 20.1
1976 ..................................... 24.5 75.4 48.4 7.3 19.7
1977 ..................................... 24.3 75.7 48.0 7.5 20.2
1978 ..................................... 23.5 76.5 46.1 7.9 22.6
1979 ..................................... 24.0 76.0 46.3 8.7 21.0
1980 ..................................... 23.6 76.4 47.0 9.1 20.3
1981 ..................................... 24.3 75.7 48.2 10.5 17.1

Source: Office of Management and Budget.
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Nondefense spending includes payments to individuals, social
service spending, grants to State and local governments, interna-
tional affairs, net interest, and a number of other items. From
Table IIIA-1 it is evident that exploding payments to individuals
comprise most of the real increase in Federal spending since 1965.
This category includes unemployment compensation, Federal em-
ployee retirement benefits, food stamps, housing subsidies, social
security, medicare and medicaid, and other programs. These pay-
ments have jumped 880 percent since 1965. From 27 percent of
total outlays in 1965, transfer payments had mushroomed to 48
percent of Federal outlays by Fiscal Year 1981.

Equally impressive is a comparison of transfer payments to GNP.
Transfer payments jumped from 4.9 percent of GNP in 1965 to 11.1
percent in 1981. This exponential growth is the primary driving
force behind such of the expansion in Federal spending.

A slightly different way to look at outlays is to compare total ex-
penditures to spending on domestic services. Domestic services may
be defined as income security, health and hospitals, education,
public welfare, and housing and urban development. According to
Professor Roger Freeman of the Hoover Institution, domestic serv-
ice outlays in 1965 amounted to 40 percent of total expenditures,
but by 1978 it was estimated that this figure exceeded 60 percent.

The rate of increase of nondefense spending accelerated during
the Carter Administration. Overall, nondefense outlays increased
from $275 billion in 1976 to $497 billion in 1981, a jump of 81 per-
cent. Total transfer payments jumped from $177 billion to $317 bil-
lion, an increase of about 79 percent. Entitlements such as unem-
ployment compensation, food stamps, and social security, jumped
from $177 billion in 1965 to $304 billion in 1981, a rise of 72 per-
cent, or about 13 percent annually.

The outlook for Federal outlays is much more promising than
the trends in the past might indicate. The Reagan Administration
is committed to expenditure restraint. Instead of the 15.7 percent
average annual growth rate that prevailed between 1979 and 1981,
the Administration has proposed limiting that to about 7 percent.
Moreover, within this limit the allocation of funds may change;
some programs such as entitlements will likely continue to grow,
albeit at a slower rate, while other lower priority programs may be
pruned or eliminated.

As a first step in the struggle to restrain spending increases, the
Congress passed the Administration-supported Omnibus Reconcili-
ation Act of 1981 (P.L. 97-35). This law reduces projected spending
increases by about $35 billion in FY 1982, $44 billion in FY 1983,
and $51.6 billion in 1984. Though this is considered by some to be a
massive reduction in Federal outlays, expenditures will likely jump
to $725 billion in FY 1982, $758 billion in FY 1983, and $806 billion
in FY 1984, according to Administration estimates and taking into
account budget cuts in the 1982 First Concurrent Resolution.

EXPENDITURE ISSUES

It would be a mistake to think that achieving expenditure re-
straint will be an easy task. Entitlement indexation may render
current expenditure controls ineffective. Moreover, off-budget out-

90-546 0-82-14
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lays and Federal credit activity are areas of rapid expenditure
growth outside of the unified budget. As discussed below, each of
these present unique problems in controlling government outlays.-

One of the most difficult problems in restraining spending is the
immense and growing amount and proportion of so-called "uncon-
trollable" outlays now outside the annual budget process. An ex-
penditure is defined by the Office of Management and Budget
(OMB) as uncontrollable if spending in any year is determined by
existing law or obligation. Most uncontrollable spending is for enti-
tlements, but it also includes outlays for prior year contracts and
interest costs. In 1982, $545 billion, or 75 percent of outlays, will
fall into the uncontrollable classification.

Of total nondefense outlays projected for 1982, 87 percent is clas-
sified as uncontrollable, compared to 37 percent of defense spend-
ing. Entitlement payments now absorb about two-thirds of nonde-
fense outlays. An entitlement establishes a claim to Federal pay-
ments by any person meeting the eligibility criteria of the pro-
gram. Most entitlement outlays are permanently authorized and
automatically funded without annual appropriations. Some entitle-
ments, such as food stamps, do require annual appropriations, but
the recipient nonetheless has a legal right to the entitlement bene-
fit. Thus, annual outlays for entitlements are hardly influenced by
congressional or presidential actions in the short run but are auto-
matically generated. Most entitlement outlays consist of transfer
payments to individuals, the single fastest growing component of
Federal spending since 1965.

Over the years, increases in eligibility, participation rates, and
indexing adjustments have contributed to the explosion of entitle-
ment outlays. It is clear that to limit the expansion of Federal
spending, it is absolutely essential that the growth of entitlement
programs be contained. The best way of doing this is by increasing
economic growth. For example, the rise in unemployment in 1982
will increase outlays for unemployment programs (unemployment
insurance, assistance payments, food stamps, etc.) by $8 billion.
Sustainable economic growth will reduce these automatic outlays.

Attention should be paid to the problem of indexation of entitle-
ments. Besides generating increases in outlays independent of the
annual budget process, indexation can distort Federal budget prior-
ities. By automatically boosting outlays for indexed programs, in-
dexing may divert resources from other programs accorded higher
budget priority, in effect, crowding them out. The problem is that
no one can foresee what the CPI or other indices will be in future
periods, so the allocation of Federal resources is to some degree
variable, arbitrary, and irrational.

Currently about 30 percent of Federal outlays are tied to the
Consumer Price Index. This index has been criticized over the last
few years for overstating inflation. The General Accounting Office
(GAO), the Congressional Budget Office (CBO), and many other
sources have found that the overstatement of inflation by the CPI
has cost the Federal Government billions annually in recent years.
Consequently, reform of indexation has become a major topic in
the effort to restrain increases in Federal spending.

What is needed is a method that reconciles the goals of indexa-
tion and budget control. Although few indices, including the CPI,
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will accurately measure inflation over the business cycle, perhaps
for the purposes of public policy and continuity the CPI should be
maintained in a modified form, at least in the short run. One modi-
fication of indexation which has been proposed would limit benefit
increases or outlays to 75 percent of the increase in the CPI, or the
CPI minus 3 percent, whichever is lower. Other indices that have
been suggested include the PCE or real wage index. Another option
is to allow the President to propose adjustment of all indexed pro-
grams subject to congressional review. Whatever the exact method,
some revision is sorely needed if spending is to be brought under
control.

OFF-BUDGET SPENDING

The view of trends in spending afforded by analysis of Federal
budgets doesn't provide a totally accurate picture because of off-
budget Federal outlays. The unified budget used since 1969 to
measure Federal revenues and outlays excludes a number of Feder-
al programs. Aside from expenditures by the U.S. Postal Service,
most off-budget spending consists of Federal credit activities facili-
tated by off-budget entities, especially the Federal Financing Bank
(FFB). It has been estimated that FFB operations in 1981 amounted
to practically all of the $21.0 billion of off-budget outlays. In addi-
tion, privately owned, government-sponsored enterprises have
become increasingly active in financial markets. However, their
outlays are not considered governmental.

Table IIIA-3 shows the exponential growth of off-budget spend-
ing in recent years from nothing in 1972. The general upward
trend reached a startling 48 percent increase between Fiscal Year
1980 and 1981. Evidently this mode of Federal spending is totally
out of control.

TABLE IIIA-3.-COMPARISON OF OUTLAYS FOR THE FEDERAL BUDGET, OFF-BUDGET FEDERAL
ENTITIES, AND GOVERNMENT-SPONSORED ENTERPRISES

[In billions of dollars]

Federal Government Government-
Fiscal year Budget off -utdget Total onsed

enitie eTtotrse

1965 ............................................. 118.4 ............. 118.4 1.2
1966 ............................................ 134.7 ............ 134.7 1.9
1967 ............................................ 157.6 ............ 157.6 -2.9
1968 ............................................ 178.1 ............ 178.1 1.7
1969 ............................................ 183.6 ............ 183.6 4.3

1970 ............................................. 195.7 . ............ 195.7 9.6
1971 ............................................ 210.2 . ........... 210.2 2
1972 ............................................ 230.7 . ........... 230.7 4.4
1973 ............................................ 245.6 0.1 245.7 11.4
1974 ............................................ 267.9 1.4 269.4 14.5

1975 ............................................ 324.2 8.1 332.3 7.0
1976 ............................................ 364.5 7.3 371.8 4.6
1977 ............................................ 400.5 8.7 409.2 9.7
1978 ............................................ 448.4 10.4 458.7 24.5
1979.. . ........................................... 491.0 12.5 503.5 25.9



208

TABLE IIIA-3.-COMPARISON OF OUTLAYS FOR THE FEDERAL BUDGET, OFF-BUDGET FEDERAL
ENTITIES, AND GOVERNMENT-SPONSORED ENTERPRISES-Continued

[In billions of dollars]

Federal Genernment Gevemnment-
Fiscal year Budget Off-midget l sponsered

Fiscal year Budget O~~~~~ein .tite Total enterprises

1980 ...................................... 576.7 14.2 590.9 25.3
1981 ...................................... 657.2 21.0 678.2 33.4

Source: Otfice of Management and Budget.

Off-budget spending causes a number of problems in accountabil-
ity and political responsibility. Large increases in Federal outlays
can occur without adequate congressional review or control. Budget
priorities may become distorted and noneconomic projects encour-
aged. In short, the existence of off-budget spending can encourage
marginal and special interest spending that would otherwise not be
funded. Moreover, the true extent of Federal involvement in finan-
cial markets and the rest of the economy is significantly under-
stated.

Federal credit activities consist primarily of on-budget agency
direct loans. and off-budget loan guarantees. Some would also con-
sider the credit activities of quasi-public and government-sponsored
enterprises to be a form of Federal credit. Most Federal credit ac-
tivities are not included in the unified budget, although they con-
tribute greatly to the extent of Federal direction of economic re-
sources. While unified budget outlays have increased annually,
about 12 percent since 1976, new Federal credit has exploded at the
annual rate of 27 percent. The estimated total amount of Federal
Government credit outstanding is about $558.9 billion. The relative-
ly rapid rate of growth in Federal credit is probably a result of its
freedom from annual scrutiny in the appropriations process. Table
IIIA-4 shows the increase in Federal credit and its growing propor-
tion of capital funds since 1972.

TABLE IIIA-4.-FEDERAL PARTICIPATION IN DOMESTIC CREDIT MARKETS
[Dollars in billions]

1972 1973 1974 1975 1976 1977 1978 1979 1980 1981

Total funds
advanced in
U.S. credit
markets ....... $151.9 $198.5 $186.7 $174.4 $241.5 $310.8 $378.9 $412.9 $342.5 $407.8

Advanced under
Federal
auspices ....... $22.0 $26.1 $25.5 $27.0 $26.9 $36.7 $58.4 $72.9 $79.9 $86.5

Direct loans:
On-budget $3.0 $0.9 $3.3 $5.8 $4.2 $2.6 $8.6 $6.0 $9.5 $5.2
Off-budget $18.9 $16.6 $10.3 $8.6 $11.1 $13.5 $13.4 $25.2 $31.6 $28.0

Guaranteed
loans . . $16.6 $10.3 $8.6 $11.1 $13.5 $13.4 $25.2 $31.6 $28.0

Government-
sponsored
enterprise
loans ...... $0.1 $8.5 $11.2 $5.6 $4.9 $11.7 $25.2 $28.1 $24.1 $32.4
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TABLE IIIA-4.-FEDERAL PARTICIPATION IN DOMESTIC CREDIT MARKETS-Continued
[Dollars in bilions]

1972 1973 1974 1975 1976 1977 1978 1979 1980 1981

Federal
participation
rate
(percent) 14.5 13.4 .13.7 15.5 11.1 11.8 15.4 17.7 23.3 21.2

Source: Office of Management and Budget.

Federal credit, through concessionary interest rates and the
credit standing of the U.S. Treasury, diverts scarce capital re-
sources toward projects most favored by politically influential spe-
cial interests. Because of the subsidization involved, the capital
may be allocated on political rather than economic criteria. Thus,
Federal credit activities amount to the public allocation of capital,
a process which benefits favored borrowers at the expense of every-
one else. This implies that capital will not be invested in its most
efficient and optimal use, generating a misallocation of resources
and slower growth.

The Federal Financing Bank facilitates Federal credit activities
byb serving as a conduit to financial markets. Originally, the FFB
was to consolidate the credit demands of Federal agencies by issu-
ing FFB obiligations in financial markets and lending the proceeds
to the lesser recognized agencies, thus minimizing interest costs.
Unfortunately, almost immediately the FFB became reliant on the
U.S. Treasury for all of its funds.

As a financial intermediary the FFB engages in three basic oper-
ations: purchase of agency debt, purchase of agency loans and loan
assets, and purchase of loans guarantees. In performing these func-
tions, however, FFB operations can obscure the flow of funds and
effectively alter the character of purchased -assets. For instance,
through its purchases of on-budget direct loans the FFB can trans-
form them into off-budget loans. Moreover, by buying loan guaran-
tees directly from a Federal agency, the FFB can convert loan
guarantees into off-budget direct loans. In fact, this is the fastest
growing activity of the FFB. The $21 billion in FFB outlays during
1981 pushed outstanding FFB credit to an estimated $83 billion.

Starting in 1981 a nonbinding credit budget and control system
was inserted in the budget. Total new Federal credit estimated FY
1982 is $143.4 billion, up from $133.7 billion in the previous year.
The Administration is expected to push for reductions in the rate
of increase in Fiscal Years 1983 through 1986.

The Impact of the Federal Government on the Economy

Republican members of the Joint Economic Committee believe
that rapid growth of the Federal Government is adversely affecting
growth in the private sector. Growth in real GNP slowed from 73.7
percent over the 1950-65 period to 59.2 percent over the 1965-80
period. At the same time, growth in real Federal outlays acceler-
ated. Adjusted for inflation, Federal budget outlays increased by
82.8 percent over the 1950-65 period and by 98.3 percent over the
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1965-80 period. If off-budget outlays are included, the results would
be even more dramatic.

There are several reasons for the inverse relationship betweeen
growth in government and growth in the private sector. First,
growth in government occurs by extracting resoures from the pri-
vate sector. The opportunity cost of more government is foregone
private sector output. Growth in Federal bureaucracy and pro-
grams leaves fewer resources to the private sector. Second, the
higher tax rates asssociated with growth in the size of government
discourages saving, investment, and work effort. The result has
been a decline in economic growth and a slowing of capital forma-
tion and technological progress.

Third, along with growth in the size of government has been a
growth in political power and Federal bureauracy. Government bu-
reaus and agencies have extended their influence into many new
areas of American life. One result has been growth in government
regulations and burdensome paperwork, both of which have added
to the direct and indirect cost of doing busines. A major indirect
cost is the extended time delays in investment decisions, time
delays that can significantly curtail capital formation during peri-
ods of high interest rates. Another result is that a greater share of
the Nation's resources are being allocated directly and indirectly
by government rather than through the marketplace. Milton Fried-
man has argued that this loss of economic freedom is the real cost
of growth in government. In particular, the loss of economic free-
dom has been a significant factor in lessening the creativity and vi-
tality of the Nation's economy. Entrepreneurship and risk-taking,
the basis of economic expansion, are discouraged by the encroach-
ment of government.

Finally, short-run fiscal and monetary policies have contributed
to the long-run slowdown in the U.S. economy by adding to insta-
bility. Too little is known about the impact of discretionary manip-
ulations in tax rates, expenditure levels, and the money supply on
the economy to place much reliance on these tools to "fine tune"
the economy. In fact, government fiscal and monetary policies have
proven on balance to be more destabilizing than stabilizing, creat-
ing an environment that is not conducive to investment and capital
formation. The end result has been stagflation (high unemploy-
ment, inflation, and interest rates, and sluggish economic growth),
adding to upward pressure on growth in Federal outlays.

This analysis of Federal outlays has emphasized the impact of
government spending on the economy, but the causation runs both
ways; that is, changes in the economy also affect budget outlays
and revenues. The two-way causality implies that changes in Fed-
eral Government tax and expenditure programs affect the econo-
my, but changes in the economy feed back and influence revenues
and expenditures of the Government. In particular, the progressive
tax rates, the open-ended nature of entitlement programs, and in-
dexation have greatly increased the sensitivity of the budget to
changes in the economy.

As shown in Table IIIA-5, a 1 percent increase in the unemploy-
ment rate, other things equal, results in a $29 billion increase in
the budget deficit. Outlays rise by $7 billion as a result of higher
unemployment and welfare payments, and revenues decline by $22
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billion due to the shrinking tax base. In general, a 1 percentage
point increase in the unemployment rate is associated with a de-
cline of about 3.5 percentage points in real GNP growth. Tax col-
lections from income, profits, sales, and inventory decline as a
result.

TABLE IIIA-5.-SENSITIVITY OF BUDGET OUTLAYS TO SELECTED ECONOMIC INDICATORS
[in billions of dollars]

Indicator Outlays Receipts Defict impact

Unemployment rate (1% increase) ............... .............................. 7 - 22 + 29
Consumer Price Index (1% increase)..............................................................................2 7 -5
Interest rate (1% increase).........................................................................................3 2 +1
Real GNP growth (1% reduction)...................................................................................6 -13 +19

' Average interest rate on all new Government debt.
Sotce: Congressional Budget Office and ioint Economic Committee statf estimates.

The budget is also sensitive to the inflation rate. In general, due
to bracket creep, a 1 percentage point increase in the inflation rate
raises revenue more than expenditures, resulting in a positive
impact on the deficit. Other things equal, expenditures rise by $2
billion and revenue by $7 billion as a result of a 1 percent increase
in the inflation rate. The progressive income tax rate structure re-
sults in revenue rising faster than cost-of-living adjustments to
Federal expenditures. The result would be a $5 billion reduction in
the deficit.

The budget also moves cyclically with changes in interest rates.
A 1 percentage point increase in the interest rate raises revenue by
$2 billion and outlays by $3 billion, other things equal. Thus, the
combined impact results in a net increase in the deficit of $1 bil-
lion.

The impact of a reduction in the growth in real GNP of 1 per-
centage point would increase Federal outlays by $6 billion and re-
ceipts would fall by $13 billion, resulting in a net increase in the
deficit of $19 billion. Of course, a reduction in the growth of real
GNP mirrors a rise in the unemployment rate, but the correspond-
ence is not one to one, resulting in different estimates of the budg-
etary impacts.

The complexity of the interrelationships between the economy
and the budget is compounded when interdependencies among the
economic indicators that influence the budget are taken into ac-
count. Inflation, interest rates, and unemployment are themselves
interdependent. For example, inflation and interest rates generally
move up and down together in a procyclical manner, whereas the
unemployment rate often falls during expansions and rises during
contractions. Recently however, inflation, interest rates, and unem-
ployment have all risen together, creating a condition called stag-
flation. The upshot of this is that the budget outlook will be very
sensitive to the economic assumptions underlying the forecast.

Interestingly, when the interdependence among the economic in-
dicators is taken into account, the impact of inflation on budgetary
expansion and expenditure growth is magnified. Inflation results in
higher nominal interest rates and can lead to an inflationary reces-
sion with the unemployment rate rising. As we have seen, high in-
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flation, high interest rates, and high unemployment all contribute
to expenditure growth. Moreover, inflation increases revenue by
more than it increases expenditures, allowing the expenditures to
be financed without raising taxes, even when tax rates are reduced
somewhat.

Unquestionably, the interdependence between inflation, interest
rates, and unemployment greatly magnifies the importance of in-
flation as a determinant of expenditure growth. Thus, it would
appear that controlling inflation by sound monetary management
is a major factor in reducing growth of Federal expenditures. How-
ever, reducing Federal spending growth, deficits, and off-budget
borrowing will certainly aid in the maintenance of a noninflation-
ary monetary policy.

Some politicians and economists favor a balanced budget amend-
ment to the U.S. Constitution that would require Congress to
adjust taxes and expenditures to keep the budget in balance each
year. They argue that budget deficits drive a wedge between the
perceived cost of government programs and their actual cost to the
taxpayer. Although future tax liabilities rise as a result of deficit
spending, the increase is not perceived by the current taxpayer,
creating a "fiscal illusion." Economists also point to inflation as a
hidden tax that further contributes to the "fiscal illusion" of the
public, since the financing of public services is generally not associ-
ated with inflation. For these reasons, the public's demand for
public services is overstated, creating excessive growth in govern-
ment. Thus, a balanced budget amendment would correct this insti-
tutional deficiency, by forcing the costs and benefits of spending to
be considered simultaneously, and would halt the exesssive growth
in government.

This proposal has merit in terms of its intent-to stop inflation
and reduce excessive growth in government, but its adoption could
have some perverse effects. First, Federal deficits expand during
recessions and decline during -expansions. Balancing the budget
when the economy is in a recession would require a combination of
higher taxes or lower expenditures. The result would be a tempo-
rary reduction in the deficit, but the severity of the recession might
be exacerbated. The ultimate result could be the reemergence of a
deficit requiring still further procyclical fiscal adjustment.

Another problem with a balanced budget amendment is that it
does not deal with the main factors behind growth in government,
such as inflation, liberal spending attitudes, and the behavior of
the Federal bureaucracy. For example, a balanced budget amend-
ment, if enacted by Congress, would not end inflation. Inflation is
caused by excessive monetary growth. And monetary growth can
be inflationary regardless of whether the Federal budget is bal-
anced or not.

Third, the "fiscal illusion" concept constructed to provide a
rationale for the balanced budget amendment is itself faulty. Pro-
fessor Robert Barro, for example, suggests that the public views ex-
penditures financed by deficits or taxes as similar, since deficits
represent future tax liabilities. Thus, deficit finance cannot add to
alterations in the public's preferences for public and private goods,
destroying the notion of a "fiscal illusion." Consequently, according
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to Barro, public deficits do not create a bias toward public expendi-
tures at the expense of public consumption.

Another prominent view places much of the blame for growth in
government on the self-interest behavior of government bureau-
crats and agencies. Professor Paul Craig Roberts, for example,
argues that Federal bureaucracies and agencies have a perverse in-
centive system. Promotions and salary increases are based upon
agency size, rather than productivity, leading to a proliferation of
new programs, resistance to eliminating old programs, and fat-
tened budget requests. Moreover, according to this view, there is a
lack of executive and congressional surveillance of agency pro-
grams and budgets. The net result is a great deal of waste, fraud,
and abuse in government, and an excessive growth in government
spending.

We believe the solution to controlling growth in government is to
reform the incentive system within the Federal bureaucracy and to
increase efforts to monitor agencies to achieve greater fiscal re-
sponsibility. Proposals to link salary increases and the promotion
of bureaucrats to cost reductions and to increase interagency com-
petition are typical of this view. Also, some proponents of this view
advocate setting up special "watchdog" committees to oversee
agency budgets and program developments.

The proposal to improve surveillance and monitoring of agency
actions and programs has a great deal of merit. The proposal to
link salary increases and promotions to productivity, as measured
by cost reductions, ought to receive the support of Congress. Also,
all programs, new or old, ought to be carefully screened to deter-
mine their net worth to society. The adoption of these proposals
would potentially save billions of dollars for the taxpayer and in-
crease government efficiency, but their adoption would not signifi-
cantly reduce growth in government attributable to economic stag-
nation-high inflation, unemployment, and interest rates-and the
emerging military priorities.

RECOMMENDATIONS

Congress must take direct action to limit Federal spending and
control growth in the size of government. The following are some
recommendations that Congress should consider.

(1) Serious study should be given to implementing a multiyear
budget cycle for budget resolutions along with authorization and
appropriations legislation. Each budget cycle could be initiated
with a binding budget resolution applied to the next few years.
Furthermore, instead of 13 separate appropriation bills, all might
be rolled into one omnibus appropriations bill to be passed in the
first year of the cycle.

A multiyear cycle would provide enough time for smoother and
more deliberate consideration of budget and spending measures. As
illustrated by the Table III.A.6 below, in recent years Congress has
missed budget resolution deadlines by generally large margins, par-
ticularly the binding second resolutions.
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TABLE IIIA-6.-CONGRESSIONAL ACTION ON BUDGET RESOLUTIONS

Days' lag after Days' lag after
Fiscal year Date tst resolution adopted May 15, Date 2d resolution adopted September tS,

deadline deadline

1977 .May 13, 1976...................0 Sept. 16, 1976 ................... 1
1978 .May 17, 1977 ................... 2 Sept. 15, 1977 ................... 0
1979 .May 17, 1977 ................... 2 Sept. 23, 1978 ................... 8
1980 .May 24, 1979 ................... 9 Nov. 28, 1979 .................. 74
1981. June 12, 1980 .................. 28 Nov. 20, 1980 .................. 66
1982 .May 21, 1981 ................... 6 Dec. 10, 1981 .................. 86

Source: Congressional Research Service.

This tendency, along with the delay recently experienced with
enactment of the 13 appropriations bills, has greatly disrupted the
budget process. The consolidation of appropriations measures into
one omnibus bill would be quicker, while facilitating more internal
consistency in setting long-term priorities.

Multiyear budgeting would have the additional advantage of fo-
cusing attention away from short-run stabilization objectives to
long-run fiscal objectives. For example, Congress might adopt mul-
tiyear planning targets focused on achieving a desired ratio of gov-
ernment expenditures to GNP over the planning horizon. Year-to-
year deviations would be tolerated as long as they are justified by
economic circumstances or national priorities. The Congress would
issue new spending directives consistent with the revised spending
plans.

The adoption of two long-run fiscal objectives are strongly recom-
mended. First, growth in Federal expenditures ought to be less
than growth in nominal GNP until Federal outlays relative to
GNP falls from its current level of over 23 percent to 19 percent or
less. Second, reduction in Federal deficits must be a firm long-run
goal of fiscal policy. The acceptance of these long-run objectives
must be accompanied by a commitment to reduce the budget defi-
cits primarily by reducing growth in Federal outlays, not by raising
taxes.

(2) Another possible reform would be to amend the budget act to
allow the President to rescind appropriated funds subject to con-
gressional disapproval-a line item veto. Currently, exercise of the
President's recission authority must be specifically approved by
acts of each house of Congress. Thus, a President's efforts to save
money can be frustrated unless Congress acts with a resolution of
approval within 45 days of notification. The present institutional
arrangement tends to favor increase spending, but revision of the
Budget Act to allow presidential recission unless rejected by Con-
gress would change this. Under this reform, the onus would be on
Congress to vote for or against each effort at spending restraint.

(3) As evidenced in Table IIIA-2, interest charges on the national
debt have steadily grown to about 10 percent of the Federal budget.
At high interest rates the issuance of long-term Federal debt is
expensive and also undermines the credibility of the President's
program to lower inflationary expectations. Consequently, we
recommend that the Federal Government curtail the issuance of
long-term debt until interest rates drop considerably.
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If issuance of long-term debt were necessary for efficient debt
management, we suggest that two alternatives be explored. One
possibility would be'to index the interest rates of the securities to
some measure of inflation. Another idea would be to float low in-
terest securities with gold clauses. Such bonds could save the
Treasury billions of dollars over the next few decades.

(4) Finally, although Federal bureaucracy may or may not be a
major cause of expenditures growth, it is nonetheless a contribut-
ing factor. The incentive for Federal bureaus and agencies to
expand staff and budgets needs to be reversed. We strongly recom-
mend that the Congress study and adopt measures to reward cost-
cutting and productivity-enhancing actions within the Federal bu-
reaucracy.

The adoption of these specific measures would provide the Con-
gress with important tools to constrain growth in Fedeal outlays.
However, unless the underlying economic conditions that lead to
growth in government are reversed, strong pressures to expand
Federal outlays will continue. Inflation, high interest rates, and
sluggish economic growth (i.e., high unemployment) provide
upward pressure on Federal outlays. Only by persistence in sound
monetary management will inflation continue to subside. The ex-
penditure controls recommended in the study offer no substitute
for a sound economy in getting growth in Federal outlays under
control.



Chapter IIIB. FISCAL POLICY, PART B: TAXATION

The Economic Recovery Tax Act of 1981 was probably the most
significant economic policy development in many decades. By some
indicators, the 1981 tax cut was the largest since imposition of the
Federal income tax in 1913. The Mellon tax cuts of the 1920's in-
volved proportionally larger cuts in marginal tax rates but were in-
stituted in several acts of legislation passed over several years;
moreover, a large part of the population at that time paid no taxes
and were thus unaffected. The Kennedy tax cut (1964-1965) was
about the same magnitude in terms of percentage reductions in
marginal tax rates but, again, was less momentous than the
Reagan tax cut in that the personal income tax absorbed less of na-
tional personal income in the mid-1960's than is true today. Many
years of inflation-caused "bracket creep" have raised tax rates
since the mid-60's for nearly all Americans.

Though the magnitude and the percentage of the population af-
fected by the tax cuts were large by historical standards, the most
important impact of the tax cuts was that it changed the philos-
ophy by which government taxes the economy.

Many earlier tax cuts viewed largely as attempts to stimulate ag-
gregate demand to overcome a recession. Typically these attempts
to stimulate demand also tried to redistribute national income. Tax
rebates, increases in the standard deductions and personal exemp-
tions, and other tax instruments that provide more tax relief to
lower income individuals than to middle- and upper-income taxpay-
ers were commonplace in the tax cuts over the past 15 years.

On the other hand, the 1981 bill was viewed by the Reagan Ad-
ministration as a stimulus to long-term economic growth of the
economy rather than as a "quick fix" to solve a short-run down-
turn in the economy. This sustained growth would be achieved, the
Administration argued, predominantly by adopting tax changes
that led to an increase in the supply of goods in the economy rela-
tive to the supply of money. In addition, the 1981 tax cut was
'across the board ' in nature and therefore reduced all taxpayers'
tax bills by the same percentage.

Therefore, the tax cuts provided a strong signal that the Reagan
Administration would try to construct a tax system that would
stimulate economic growth rather than a tax system aimed at
taking money from one group of taxpayers and giving it to another
group of taxpayers.

The Economic Recovery Tax Act (ERTA) materially reduced the
disincentive effects of high taxation on productive endeavors, in-
creasing the rate of return of investments on both physical and
human capital. The reduction in marginal tax rates by roughly 23
percent promised taxpayers of all walks of life considerable relief
by substantially reducing the tax on additions to income. In addi-
tion, the reduction in marginal tax rates also caused a reduction in

(216)
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capital gains taxes. This reduction should stimulate capital mar-
kets by reducing capital immobility imposed by the tax code. The
10-5-3 depreciation allowance provided relief and correction for
the devastating impact of inflation on the replacement cost of capi-
tal goods.

A key element of the Administration's economic plan is the stim-
ulation of national savings. The tax bill's intent to encourage sav-
ings was positively promoted by liberalized rules regarding individ-
ual retirement accounts. In addition, the changes in depreciation
will increase retained earnings which are, by definition, savings.
Furthermore, reducing the top tax bracket on savings income from
70 to 50 percent will do much to increase savings from those
income groups that do most of the country's saving. Lastly, begin-
ning in 1985, the 1981 Tax Act will allow individuals to exclude 15
percent of interest received; up to $3,000, net of interest paid (other
than mortage interest). On the other hand, the provisions permit-
ting tax-free "all savers" certificates had a distinctly less stimula-
tive effect on the level of national savings.

While the 1981 tax cut passed by Congress was on balance a very
positive development, it is not as large a tax cut as was initially
presented by the Administration. The amount of the reduction in
marginal tax rates was cut back (from 30 to 23 percent), and the
start of the cuts was delayed. The effect of congressional action was
to lower the size of the 1981 marginal tax rate cut substantially.
Thus the stimulative impact of the cut will become apparent only
in 1982 and not fully apparent until 1983 and later.

Moreover, given the persistence of inflation-albeit at a more
moderate rate than in the last two years-the phenomenon of
"bracket creep" will lower the real size of the tax cut dramatically.
Indeed, the percentage of. income going to Federal taxes rose in
1981 because the 5 percent tax cut on October 1 amounted to a
mere 1.25 percent cut for the year 1981 as a whole, which was
more than offset by the impact of higher tax rates associated with
inflation-related increases in nominal incomes.

The real tax cut over the next three years will vary sharply with
the assumptions one makes about the rate of inflation. Reductions
in inflation will increase the real magnitude of the cut, which will
extend the duration of the economic expansion. As is detailed in
the monetary policy section of this report, the action of the Federal
Reserve Board to follow a noninflationary money growth program
is crucial to the success of the tax cuts to bring about substantial
real economic growth.

In this regard, perhaps the most important long-term benefit of
the 1981 bill comes from the provision calling for the indexation of
Federal income taxes beginning in 1985. The provision makes it
mandatory that increased government spending either increase the
deficit or be paid for by legislated tax increases. No longer will
spending proponents be able to allow the hidden tax increases
caused by bracket creep to finance harmful increases in spending.

Another important feature of the Economic Recovery Tax Act
was the overdue reform of estate tax rates and credits. There is evi-
dence that high estate taxes reduce incentives to save on the part
of families wanting to pass on farms, businesses, or other assets of
their children. The estate tax changes in 1981 will ultimately
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reduce these disincentive effects, although here again prolonged in-
flation can undo much of the good achieved in the 1981 bill.

INSUFFICIENCIES OF THE 1981 TAX ACT

Although the Economic Recovery Tax Act of 1981 (ERTA) was an
extremely positive development of historic importance, it can be
criticized for not going as far as initially contemplated in terms of
reducing marginal tax rates. Because of inflation, the real tax re-
duction under the Act is more modest than was the case of the
Kennedy tax cut. Some of the provisions added to the legislation to
make it politically more palpable (e.g., the provision permitting the
sale of tax credits, the "all savers" certificate) offer considerably
less stimulus to the economy per dollar of revenue involved than
would the alternative approach of offering larger marginal rate re-
ductions.

Provisions to encourage savings were not as bold as would be de-
sirable given the fact that the personal savings rate in the United
States is less than half that of most other major industrial nations.
In several rapidly growing nations, most notably Japan, there are
substantial tax incentives for saving. Though the 1981 changes in
the U.S. tax code will stimulate additional savings, we need a sub-
stantial increase in national savings to fuel an economic boom that
will endure for many years.

Increased savings other things equal, will increase the supply of
loanable funds and lower interest rates, leading to increased capi-
tal formation and long-run economic growth. In the short run, in-
creased national saving will provide stimulus to the economy to
counteract recessionary pressures by aiding depressed interest rate-
sensitive industries such as capital goods, housings, and auto-
mobiles.

The precise short-run revenue effects on the U.S. Treasury of tax
incentives for additions to saving are difficult to predict and
depend on several factors, most notably the sensitivity of savings to
tax incentives. It is certain, however, that any short-run impact on
Federal deficits would not have economically severe deleterious ef-
fects for three reasons.

First, for tax incentives that apply on to additions to savings, the
growth in Federal borrowing due to the tax change will be more
than offset by the increase in the national savings pool. This occurs
because the Government loses only a portion of each additional
dollar of saving (equal to the individual marginal tax rate), but the
entire dollar of additional saving goes for debt financing. A person
in the 25 percent tax rate bracket would be placing in the credit
market four times the amount of debt caused by his deduction for
increments to saving. Thus the "crowding out' of private invest-
ments through the interest rate mechanism that is sometimes asso-
ciated with rising deficits is not applicable here. In fact, a situation
of "crowding in" would exist.

Second, because the deficit level has attracted much public atten-
tion, it is important to note that additions to savings should be
viewed as a method to achieve a balanced budget and not a move-
ment away from reduced government deficits. The channelling of
savings into private investment should have the long-term impact
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of raising output because of enhanced capital formation; this, in
turn, will increase incomes and tax receipts in the future, reducing
and possibly eliminating any initial adverse budgetary impact.

Third, deficits themselves do not cause inflation, and the histori-
cal relationship between budget deficits and inflation rates is quite
tenuous. Deficits can aggravate inflation only if they are financed
by monentary expansion, something which need not and should not
occur.' The need to offset this proposed tax reform with other new
forms of revenue is also reduced if our recommendations calling for
governmental expenditure restraints are adopted. Reduction in the
rate of growth in government spending can permit us to finance
tax reductions without increased Federal borrowing.

ENTERPRISE ZONES

Enterprise zones are intracity geographical areas that have expe-
rienced significant economic decline. In these zones, tax and regu-
latory burdens on economic activity would be significantly reduced
in order to stimulate commerce and create jobs. The Administra-
tion is expected to propose the following provisions to Congress:

Non-refundable personal income tax credits for employees,
Employer tax credit on payroll and employer tax credit for

the hiring of disadvantaged workers,
Additional investment tax credits for structures and equip-

ment,
Elimination of capital gains on resale of property in the

zone, and
More generous loss carryover privileges.

The Federal Government will provide tax and regulatory relief
only if the local governments also provide significant reductions in
their tax and regulatory burdens in the zones. The local efforts will
result from the competition for designation. The Department of
Housing and Urban Development will designate no more than 25
zones during each of the first three years after enactment of the
enterprise zones legislation.

The linkage of local government "effort" to Federal Government
"reward" is not a new concept. What is unique is that the enter-
prise zones concept encourages a local response beyond govern-
ment. In other words, in addition to tax and regulatory relief, local
efforts to gain designation may include marshalling of all local pri-
vate sector resources that could aid revitalization of an economical-
ly depressed area. Examples of local incentives outside of tax and
regulatory relief include improved access to financial markets,
technical assistance to new businesses, and community efforts to
provide such social support services as crime control and child
care.

We hope that local governments will be given sufficient latitude
in constructing their packages of inducements and will be encour-
aged to utilize their resources of the local private sector. Only in
this way can the local governments be expected to propose the
most workable and effective mix of incentives. After all, a goal of

' U.S. Congress, Joint Economic Committee, Deficits: Their Impact on Inflation and Growth,
b Robert E. Weintraub, Joint Committee Print (Washington, D.C.: Government Printing Office,

581).
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the enterprise zones concept is to reverse the trend of strict plan-
ning at the Federal level. The Joint Economic Committee held
hearings on this subject in Atlanta, Los Angeles, and Toledo. The
Committee studied free market efforts to solve the problems, in co-
operation with government. For example, in Toledo, its prototype
enterprise zone located in the Warren-Sherman area, the Commit-
tee saw firsthand how the total commitment of the resources of all
sectors of the community-labor, government, banks, business,
churches, neighborhood associations-are necessary to provide the
slightest hope of revitalizing distressed areas. In particular, small
businesses, which have been and will-continue to be the major job
generators in our economy, are in particular need of the incentives
that localities can offer.

This reliance on various types of private initiative is not an argu-
ment that tax and regulatory relief by local and Federal Govern-
ment are unimportant to the economic development of distressed
areas. On the contrary, JEC hearings on local and State economic
development this past year showed that taxes and regulation are
significant burdens. The areas which would be eligible for enter-
prise zones designation are so depressed that various types of local
and Federal involvement are necessary to accomplish revitaliza-
tion.

Finally, a tax incentive Which has been put into effect in the
British enterprise zones should be considered for implementation
in American zones. Special deductions are allowed for contributions
in amounts less than the equivalent of about $20,000 to small busi-
nesses less than three years old. The result has been the formation
of many investment clubs, with individuals pooling their resources
to help the establishment and expansion of small businesses. With
this provision in effect in American enterprise zones, healthy num-
bers of small jobs-producing businesses should be established.

The proper focus should not be to attract businesses into zones,
but to unleash entrepreneural abilities which already exist there.
This would enable us to add to the Nation's economy rather than
simply reallocate it by encouraging tax-paying businesses to relo-
cate to areas where taxes are lower. In any event, the Nation's
economy benefits from having formerly idle individuals involved in
productive enterprise.



Chapter III-C. FISCAL POLICY, PART C: DEFICITS

At present, many financial analysts, the press, and Members of
Congress are greatly concerned about the prospect of large budget
deficits projected for the next few fiscal years. This concern has led
some to suggest that taxes be raised to offset these looming deficits
and, hopefully, calm financial markets and reduce inflation and
high interest rates. The Republican Members of the Joint Econom-
ic Committee, however, reject this approach and oppose tax in-
creases to offset short-run increases in deficit projections generated
by recession. This does not mean that we are unconcerned about
deficits; indeed we are, but we believe that they would be reduced
and, ultimately, eliminated by expenditure control rather than by
"revenue enhancement."

TRENDS IN DEFICIT FINANCE

The growth in Federal outlays has been accompanied by growth
in the size of the public debt. Gross Federal debt increased from
$323.2 billion in 1965 to approximately $1,003.9 billion in 1981. This
211 percent increase in gross Federal debt resulted from the Feder-
al Government's well known proclivity to spend more money than
it takes in through tax collections. Accumulated deficits over the
16-year period from 1965 to 1980 amounted to $413 billion.

What are the probabilities that in a given year the budget will
be in balance? The historical record speaks for itself. The Federal
Government was in the black in only one year since 1965 and in
only nine years since 1930. Moreover, the deficit as a percent of
GNP has been increasing. It averaged 1.02 percent of GNP from
1965 to 1970, 2.37 percent from 1975 to 1980, and is expected to rise
to about 4 percent of GNP by 1984.

TABLE IIIC-l.-FEDERAL DEFICITS AS A PERCENT OF GNP AND TOTAL FEDERAL OUTLAYS

Percent of GNP outlays

Fiscal year:
1965 ............................................... 0.2 1.4
1966 2......................... .................................. , . ............ 0.5 2.8
1967 ' ............................................ 1.1 5.5
1968 ............................................ 3.0 14.1
1969 ............................................ 3 (0.4) 3 (1.7)
1970 2 ......................................... ,.,,.,,,,,,,,,,,,.......................... 0.3 1.4
1971 ' ............................................ 2.2 10.9
1972 .2.11 .................... 10.1
1973 ............................................ 1.2 6.0
1974 2 ....................................... ,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,.0.3...0.3 1.8
1975 ' ............................................ 3.1 13.9
1976 ............................................ 4.0 18.2
1977 ............................................ 2.4 11.2
1978 ............................................ 2.3 10.9
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TABLE III C-I.-FEDERAL DEFICITS AS A PERCENT OF GNP AND TOTAL FEDERAL OUTLAYS-
Continued

Percent of GNP Percent of Federal
outlays

1979 2........ .................................................................................,, 1.2 5.6
1980 1............ ... .. 2.3 10.3
1981 .......................................... 2.0 8.8

Recession years.
Peak year in economic activity.
Surplus.

The proportion of total Federal outlays financed by deficits
varies considerably from year to year. As can be seen from Table
IIIC-1, the Federal deficit was 14.1 percent of Federal outlays in
1968, 1.8 percent in 1974, 18.2 percent in 1976, and 8.8 percent in
1981. On average, the Federal deficit was 4.4 percent of total Feder-
al outlays in the last half of the 1960's and 9.0 percent in the 1970's
(9.1 percent if 1980 and 1981 are included). Evidently, the willing-
ness of politicians to turn to deficit finance is on the upswing.
Thus, it would appear that since the size of the public debt is deter-
mined by deficits and surpluses in the budget, the rate of growth in
the size of the public debt is also on the upswing.

The year-to-year variations in the Federal deficit as a percent of
Federal outlays largely reflects cyclical patterns in the economy. In
particular, the proportion of total Federal outlays financed by defi-
cit spending rises during recessionary periods and falls during peri-
ods of economic growth. This cyclical pattern is shown in Table III
C-1. It is quite clear that budget deficits as a percent of total Fed-
eral outlays are the highest during recession years and the lowest
in peak years. This suggests that policies to stimulate economic
growth, such as the recently enacted tax cuts, can do much to
reduce the Federal Government's reliance on deficit spending in
the long run.

Table IIIC-2 provides insight into the relationship of budget
deficits to the state of the economy. The economy experienced
three recessions since 1970, and in each case the budget deficit
jumped substantially. The growth of the budget deficit by about
$40.5 billion from 1974 to 1975 reflects the severity of the 1975 re-
cession; whereas, the smaller increase of $20.2 billion in the 1970-
71 recession and the $31.9 billion in the 1979-80 recession reflects
the relatively mild nature of these recessions. On average, the
budget deficit increased by $30.8 billion in the three recessionary
periods of the 1970's.

TABLE III C-2.-SENSITIVITY OF FEDERAL DEFICIT TO RECESSIONS
[Change in millions of dollars, 1970-80]

Receipts Outlays Deficits

Period:
1970 to 1971 ............................................. -5,351 14,837 20,188
1974 to 1975 ............................................. 16,055 56,531 40,466
1979 to 1980 ............................................. 54,110 85,978 31,869

Source: Office of Management and Budget.
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Historically, Federal deficits have risen in recessionary periods
because Federal receipts decline and Federal outlays increase.
Indeed, this was the case in the 1970-71 recession which saw re-
ceipts fall by about $5.4 billion and outlays increase by about $14.8
billion, but this pattern may no longer hold. For example, receipts
in the 1974-75 recession advanced by $16.1 billion and outlays rose
by $56.5 billion. The Federal deficit jumped by $40.5 billion. A simi-
lar pattern was followed in the 1979-80 recession. Receipts jumped
by $54.1 billion and outlays by an explosive $85.9 billion during
that recession.

Double-digit inflation, high interest rates, and high unemploy-
ment account for the anomaly. As discussed earlier, inflation has a
powerful impact on growth in Federal outlays, especially in a reces-
sion. Indexation of entitlement programs resulted in explosive
growth and payments to individuals in the 1970-71, 1975-76, and
1979-80 recessions; however, inflation also contributed to growth in
Federal outlays through "bracket creep" in the latter two reces-
sions. Ironically, real tax rates were forced upward by inflationary
pressures at a time when economic circumstances warranted reduc-
tions in the real tax burden, deepening the recession and adding to
additional Federal outlays. '

In 1982, the U.S. economy is in another recession. Prior to going
into the recession, the projected 1982 budget deficit was approxi-
mately $45 billion, but now it is expected to rise to $99 billion.
Most of the 1982 deficit in excess of $45 billion is due to worsening
in the economy. For example, fiscal year 1982 tax receipts will de-
cline by $31 billion because of reduced business activity and rising
unemployment. Federal outlays will rise by $8 billion because of re-
cession-induced payments for unemployment insurance, food
stamps, and other assistance. Thus the recession accounts for $39
billion of the $54 billion excess in the current-estimated $99 billion
deficit and the earlier-estimated $45 billion deficit for 1982. The
rest of the gap is accounted for by higher debt interest costs and
reduced revenues resulting from rapidly declining inflation rates.
True, reduced inflation lowers indexed entitlement outlays, but
these outlays are more than offset by reduced revenues from infla-
tion-swollen taxes.

EFFECTS OF DEFICIT FINANCING

Given that we have large Federal budget deficits and will contin-
ue to have them for some years into the future, it is important that
we understand what the economic effects of deficits are. In particu-
lar, what are the effects of budget deficits on inflation and interest
rates?

Briefly stated, in the short run, budget deficits are actually asso-
ciated with low, not high, interest rates and inflation rates. This is
a cyclical phenomenon, reflecting high revenues and a strong
desire to invest during economic expansion and law revenues and
poor investment prospects during recessions. (See Table IIIC-3.)

' U.S. Congress, Joint Economic Committee, Studies in Fiscal Policy: Paper No. 2 Indexing the
Individual Income Tax For Inflation: wfill This Help to Stabilize the Economy? by Thomas F.
Dernburg, Joint Committee Print (Washington, D.C.: Government Printing Office, 1976).
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TABLE IIIC-3.-DEFICITS, INFLATION, AND INTEREST RATES
[Calendas years; dollars in billions]

Obude Deficit as 3-mo T-billCalendar year cldeficit GNP percent of GNP deflator rate
Olie ~~~~~GNP (average)

1971 .................................. $25 $1,078 2.3 5.0 4.3
1972 ................................... 17 1,186 1.4 4.2 4.1
1973 .................................. 18 1,326 0.6 5.7 7.0
1974 - 11 1,434 0.8 8.7 7.9
1975 ................................... 75 1,549 4.8 9.3 5.8
1976 .................................. 56 1,718 3.3 5.2 5.0
1977 .................................. 51 1,918 2.7 5.8 5.3
1978 ................................... 44 2,156 2.0 7.3 7.2
1979 .................................. 28 2,414 1.2 8.5 10.0
1980 .................................. 68 2,626 2.6 9.0 11.5

Source: Department of Treasury.
Note.-The data in this table, showing calender year figures, differ somewhat from data in other tables in this Chapter and in Chapter lIlA,

which are shown on a fiscal year basis.

Real interest rates are determined chiefly by the real rate of
return (after taxes) on additional plant and equipment-that is, the
inherent productivity of the additional investment goods firms buy
with the money they borrow. On top of this "real" interest rate is
an "inflation premium." On top of the inflation premium is a "risk
premium," which can be specific to bonds of differing quality or be
a general problem if uncertainty has been created by frequent
policy changes and by wide swings in money growth, inflation, and
interest rates in the recent past. Interest rates may change if tech-
nological advances alter the usefulness of additional units of capi-
tal, if the tax code alters the reward to the investor, if there is a
change in inflation due to a change in money growth rates, or if
there are renewed fears of a vacillating policy.

Deficits do not necessarily affect any of these items quickly or to
a significant extent. In particular, the Federal Reserve is not re-
quired to monetize deficits and has often chosen not to do so in the
past. Such steady behavior contributes to lower risk and uncertain-
ty and has beneficial effects. The Administration opposes the mon-
etization of budget deficits and supports the Federal Reserve's
policy of monetary stability.

One reason the Federal Reserve can avoid monetizing deficits is
the responsiveness of saving. A deficit may crowd out private bor-
rowers because it absorbs private saving. However, a higher saving
rate can cover a deficit while still leaving ample funds for a
healthy level of investment and real growth. It is the health of the
economy, not the deficit per se, that concerns all of us. It is impor-
tant to put deficits into the context of the savings available to fi-
nance them.

Next year's projected deficit may seem substantial, and it cer-
tainly is. The private saving which 'will be absorbed by that deficit
could be used to better purpoe in private sector investment in
plant, equipment, and housing. Every effort should be made to
reduce that deficit target. Nonetheless, that deficit does not mean
the same thing in terms of crowding out and pressure in the finan-
cial markets as it would have meant in the absence of the Econom-
ic Recovery Tax Act of 1981 (ERTA).



225

Tax reduction has an immediate and direct effect on private
sector saving. Business tax reductions for 1982 will total more than
$14 billion. This represents a $14 billion increase in business saving
and, therefore, is money that it will not need to borrow from the
financial markets. Personal tax reductions for 1982 will be $42 bil-
lion. Typically, a substantial portion of personal tax reductions is
saved. It should be especially true under the incentive-oriented,
pro-saving ERTA, which- should promote a substantial reallocation
of income from consumption to saving, adding perhaps $10 to $15
billion to saving above what would otherwise have occurred due to
income growth alone.

The additional private sector saving of between $25 and $30 bil-
lion must be viewed as an offset to the projected 1982 deficit. These
additional savings flows make the deficit that much easier to fi-
nance than a comparable deficit under the previous tax law.

U.S. budget deficits do not appear to be the primary reason for
high interest rates. Our budget deficits are not large relative to
those abroad or in terms of our own recent historical experience.
Two measures of fiscal influence are shown in the following Table
IIIC-4 for the Big Seven countries for 1979 and 1980. The table
shows the ratio of the public sector budget deficit to total domestic
output and the ratio of the level of public sector expenditures to
gross domestic output. Note that the table includes State and local,
as well as Federal, data. It is clear from the table that the perform-
ance of the United States on both measures has been better than
others of the Big Seven. In terms of government spending, only
Japan, where the private sector carries on many government-type
functions, showed a smaller proportion of expenditures to GDP in
1980 than the United States. From the standpoint of the budget
deficit as a proportion of GDP, only the French had a lower ratio
than the United States in 1980.

TABLE IIIC-4.--GENERAL GOVERNMENT EXPENDITURES AND REVENUES OF THE BIG SEVEN
[Percent ot gross domestic product]

Nation Year expendiatlures Total revenues Surplus orexpenditures ~~~~deficit(-

Canada ......................................... 1979 38.6 36.8 -1.8
1980 40.1 37.8 -2.3

France.............................................................................................................. 1979 45.4 44 .8 -0.6
1980 46.3 46.6 0.3

Germany........................................................................................................... 1979 45.6 42.7 -2.9
1980 46.1 42.6 -3.5

Italy................................................................................................................. 1979 45.9 36.5 -9.4
1980 45.6 37.7 - 7.9

Japan............................................................................................................... 1979 31.3 26.6 -4.7
1980 31.6 27.6 -4.0

United Kingdom................................................................................................ 1979 42.4 39.1 -3.3
1980 44.3 40.6 -3.7

United States ......................................... 1979 31.2 31.7 0.5
1980 33.1 31.9 - 1.2

Note.-Data are for all government, including State and local; data are partly estimated for 1980.

It is also true that foreign countries have a higher rate of nation-
al savings. Other things being equal, this enables them to finance
larger budget deficits with less upward pressure on interest rates.
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Therefore, the encouragement of saving, as well as the reduction of
the budget deficit, is an essential element of the Administration
program.

Some observers concede that the deficit is modest relative to
GNP but contend that it is alarmingly large relative to total sav-
ings and to the capacity of our credit markets. This is not the case.

There are roughly similar patterns of. Federal deficits as a per-
cent of GNP, total private saving (including internal financing by
firms), and funds raised in U.S. credit markets (private saving less
internal financing by firms). This is due to the fairly stable ration
of saving to GNP, a ratio which has not swung violently over time.

Table IIIC-5 indicates the extent to which Federal budget deficits
have eaten into the pool of private saving. (Private saving equals
personal saving and business saving-which consists of capital con-
sumption allowances and retained earnings.) During the last five
years, deficits, including off-budget items, have averaged 17.4 per-
cent of total private savings. The net drain of the savings pool by
the Federal Government has been partially offset, starting in the
latter part of the 1970's by positive net savings of State and local
governments. (These are not reflected in the figures.)

TABLE IIIC-5.-FEDERAL GOVERNMENT ABSORPTION OF PRIVATE SAVING
[Dollars in billions]

Surplus or deficit Surplus or deficit as percent of

Fiscal Gross private gross private savingl
Uniied budget Including offd saving Unified budgef budget tens

1965 ............................ - 1.6 - 1.6 112.0 - 1.4 - 1.4
1966 ............................ -3.8 -3.8 124.7 -3.0 -3.0
1967 ............................ -8.7 -8.7 134.0 -6.5 -6.5
1968 ............................ -25.2 -25.2 143.5 -17.6 -17.6
1969 ............................ +3.2 +3.2 139.8 +2.3 +2.3
1970 ............................ -2.8 -2.8 150.9 -1.9 -1.9
1971 ............................ - 23.0 - 23.0 171.0 - 13.5 - 13.5
1972 ............................ - 23.4 - 23.4 183.2 - 12.8 - 12.5
1973 ............................ -14.8 -14.9 206.7 -7.2 -7.2
1974 ............................ -4.7 -6.1 235.7 -2.0 -2.6
1975 ............................ -45.2 -53.2 253.4 -17.8 -21.0
1976 ............................ -66.4 -73.7 295.6 -22.5 -24.9
1977 ............................ - 44.9 - 53.6 310.0 - 14.5 - 17.3
1978 ............................ -48.8 - 59.2 347.4 - 14.0 - 17.0
1979 ............................ -27.7 -40.2 392.2 -7.1 -10.2
1980 ............................ - 59.6 - 73.8 423.0 - 14.1 -17.4

' A minus percent implies an offset to private spending.
Source: Oepartment of Treasury.

Table IIIC-6 indicates the extent to which funds raised under
Federal auspices have risen as a share of total funds raised in the
nonfinancial sector of the U.S. economy. Federal on-budget and off-
budget deficits, Federally guaranteed loans, as well as government-
sponsored enterprise borrowing (e.g., FNMA, Sallie Mae, Federal
Land Banks) are included. The ratio has risen recently but remains
within the range of earlier experience. It does not provide an ade-
quate explanation of the current height of interest rates.
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TABLE IIIC-6.-FUNDS RAISED IN CREDIT MARKETS
[In billions of dollars]

1972 1973 1974 1975 1976 1977 1978 1979 1980 1981

Total funds raised in U.S. credit
markets ...................... 151.9 198.5 186.7 174.4 241.5 310.8 378.9 412.9 342.5 407.8

Raised under Federal auspices ..................... 39.1 46.5 24.2 64.8 98.1 79.0 93.9 80.7 123.5 142.1
Federal borrowing from public ................. 19.4 19:3 3.0 50.9 82.9 53.5 59.1 33.6 70.5 79.3
Borrowing for guaranteed loans .............. 18.9 16.6 10.3 8.6 11.1 13.5 13.4 25.2 31.6 28.0
Government-sponsored enterprise bor-

rowing ...................... .7 10.6 10.9 5.3 4.1 12.0 21.4 21.9 21.4 34.8
Federal participation rates ...................... 25.7 23.4 13.0 37.2 40.6 25.4 24.8 19.5 36.1 34.8

Source Office of Management and Budget.

Interest rates are determined by the supply and demand for
credit in credit markets. Credit demand declines during a recession
as does the supply of credit. Interest rates decline since demand for
credit generally declines relative to the supply of credit. Under
these conditions, government demand for credit generally increases
(deficits as a percent of total Federal outlays increase), while pri-
vate demand for credit declines.

Overall, there is a general decline in total credit demand. As a
result, Federal deficits act to keep interest rates from falling to a
level that private credit demand would indicate. However, this does
not cause crowding out in the credit market. Clearly, the higher-
than-would-be interest rates discourage investment borrowing
somewhat, but investment borrowing is down in the recession as a
result of rising inventories and excess production capacity, hardly
conditions to encourage new investments. The Federal deficit, by
stimulating demand and reducing business inventories will reduce
excess productive capacity and lead to a higher level of private in-
vestment. Thus, instead of discouraging private investment in a re-
cession, the net effect of a Federal deficit is more likely to be a
higher level of private investment.

Whether or not crowding out actually occurs is an empirical
question. An examination of the factual evidence does not support
the crowding out hypothesis. For example, the Federal deficit as a
percent of total Federal outlays increased by 7.85 percent in the
1975 recession, but interest rates declined by 6.1 percent (see Table
IIIC-3). Likewise, the inflation rate subsided instead of accelerating
as the "crowding out" hypothesis suggests. Moreover, interest rates
and the inflation rate began to increase in 1979 at a time when the
Federal deficit was relatively small, again contradicting the crowd-
ing out hypothesis.

In general, the evidence against crowding out is overwhelming. A
projected Federal deficit in the magnitude of $100 billion will not
cause chaos in the credit markets, nor will it necessarily cause in-
flation and high interest rates. The real danger of Federal deficit
spending is that it may forestall attempts to implement an effec-
tive system of expenditure controls.

THE DEBT BURDEN

The public debt has now soared above $1 trillion. A public debt
of this magnitude conjures up fears of financial disaster and eco-
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nomic collapse-or if not total collapse, implied shifting of the tax
burden from the current and past generations to future genera-
tions.

The problem of intergenerational shifting of the debt burden
arises from the choice between taxation and debt finance. To most
economists, there is no essential distinction between public debt
and taxation. Debt finance represents a future tax liability that
current taxpayers must consider in their saving decisions. Thus,
aside from the possibility of reduced saving in the current period,
there can be no intergenerational transfer of the public debt
burden.

To be sure, the future generation will inherit a lower capital
stock resulting from less saving in the current period, but the fi-
nancial markets will operate in such a way that other real costs
will be borne by the present generation. In other words, since the
real resources (e.g., steel, raw materials, and energy) required to
provide public services are withdrawn as the debt is incurred, the
real cost is likewise incurred by the present generation, and the
real burden borne concurrently.

From Table IILC-7 it is clear that although increasing in absolute
amounts, the national debt as a percentage of GNP has been de-
clining over the last 15 years or so. Total national debt as a per-
centage of GNP has fallen from 49 percent in 1965 to about 35 per-
cent in 1981. Overall, gross Federal debt expanded by 211 percent
and GNP by 333 percent between 1965 and 1981.

TABLE IIIC-7.-COMPARISON OF TRENDS IN FEDERAL DEBT AND GROSS NATIONAL PRODUCT
[Dollar amounts in billions]

Debt outstanding, end of year

Held by the t'blic Gnoss Gross Federal Publicl held
Fiscal yean Gnnss Fedenar eeal Federal national debt debt asdebt Government Fdrlproduct peGnt of pecnto

accounts Total Reserve Other
System

1965 ........ 323.2 61.5 261.6 39.1 222.5 659.5 49 40
1966 ........ 329.5 64.8 264.7 42.2 222.5 724.1 46 37
1967 ........ 341.3 73.8 267.5 46.7 220.8 777.3 44 36
1968 ........ 369.8 79.1 290.6 52.2 238.4 831.3 45 35
1969 ........ 367.1 87.7 279.5 54.1 225.4 910.6 40 31
1970 ........ 382.6 97.7 284.9 57.7 227.2 968.8 39 29
1971 ........ 409.5 105.1 304.3 65.5 238.8 1,031.5 40 30
1972 ........ 437.3 113.6 323.8 71.4 252.3 1,128.8 39 29
1973 ........ 468.4 125.4 343.0 75.2 267.9 1,252.0 37 27
1974 ........ 486.2 140.2 346.1 80.6 265.4 1,379.4 35 25
1975 ........ 544.1 147.2 396.9 85.0 311.9 1,479.9 37 27
1976 ........ 631.9 151.6 480.3 94.7 385.6 1,640.1 39 29
1977 ........ 709.1 157.3 551.8 105.0 446.8 1,864.1 38 30
1978 ........ 780.4 169.5 610.9 115.5 495.5 2,083.8 35 29
1979 ........ 833.8 189.2 644.6 115.6 529.0 2,353.3 35 27
1980 ........ 914.3 199.2 715.1 120.8 594.3 2,567.5 36 28
1981 ........ 1,003.9 209.5 794.4 124.5 670.0 2,858.6 35 28

Source: Office of Management and Budget.

The declining ratio of publicly held dept to GNP implies that the
real burden has fallen relative to the ability of the economy to sus-
tain the debt. Thus, although the size of the Federal debt presents
a variety of debt-management problems, growth in the Federal
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debt is no reason for alarm. Of course, we should not be sanguine
about the size of the public debt. Most economists agree that debt
financing is a logical way to finance capital projects when the bene-
fits are spread over many years, but the financing of current ex-
penditures by debt finance should be undertaken only when neces-
sary to achieve long-run macroeconomic goals such as accelerated
capital formation and economic growth.

As previously discussed, the ratio of the public debt to GNP has
been declining, but interest payments on the public debt are an-
other matter. Monetary policies pursued in recent years have in-
creased interest rates by generating inflationary expectations and
a high-risk premium. Consequently, although the ratio of national
debt to GNP has fallen, interest on publicly held debt as a percent-
age of GNP has jumped from 1.49 percent in 1965 to 2.76 percent in
1981 (Table IIIC-8). In this same period, the share of the budget ab-
sorbed by these interest payments rose from 8.29 percent to 12.00
percent of total budget outlays, a significant rise considering how
rapidly the budget has grown in that time.

TABLE IIIC-8.-COMPARISON OF TRENDS IN INTEREST ON FEDERAL DEBT
[Dollar amounts in billions]

Interest on nhe gross Federal debt Interest on debt held by
public as percent of-

Paid to the public
Fiscal year

Total Federal Federal GNP Budget
Government T otal Reerve Other otays
accounts Reservnotly

1965 ...................... 11.8 2.0 9.8 1.4 8.4 1.49 8.29
1966 ...................... 12.6 2.1 10.4 1.7 8.7 1.44 7.75
1967 ...................... 14.2 2.6 11.6 2.0 9.6 1.50 7.39
1968 ...................... 15.6 3.0 12.6 2.4 10.2 1.52 7.09
1969 ...................... 17.6 3.5 14.1 2.9 11.2 1.55 7.70
1970 ...................... 20.0 4.4 15.6 3.5 12.2 1.61 7.99
1971 ...................... 21.6 5.3 16.3 3.7 12.6 1.58 7.78
1972 ...................... 22.5 5.8 16.6 3.7 12.9 1.47 7.20
1973 ...................... 24.8 6.3 18.5 4.3 14.2 1.48 7.54
1974 ...................... 30.0 7.7 22.4 5.5 16.9 1.62 8.35
1975 ...................... 33.5 8.8 24.7 6.1 18.6 1.67 7.60
1976 ...................... 37.7 9.0 28.7 6.3 22.5 1.75 7.89
1977 ...................... 42.6 9.6 33.0 6.8 26.2 1.77 8.24
1978 ...................... 49.3 10.2 39.2 8.0 31.2 1.88 8.73
1979 ...................... 60.3 12.1 48.3 9.6 38.6 2.05 9.83
1980 ...................... 75.2 14.8 60.4 12.5 47.9 2.35 10.48
1981 ...................... 94.5 16.5 78.0 13.6 65.3 2.76 12.00

Source: Oftice of Management and Budget.

Although the real burden of the public debt must be borne by
the current generation, principal repayment and interest burdens
may be another matter. Some economists argue that the financial
costs can be shifted forward to the future generations regardless of
the absorption of real resource costs by the current generation.
Other economists disagree for two reasons. First, to the extent that
the Federal debt is internally held, payment of principal and inter-
est on the public debt simply transfers income from the bondhold-
ing public to the nonbondholding public. Second, interest paid to
Federal Government accounts and the Federal Reserve System,
though rising rapidly, does not require higher future taxes, since
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interest payments are ultimately retained by Federal agencies or
with the U.S. Treasury. What the government pays on the one
hand, it receives on the other.

Of importance to the future interest burden is the increase in
the proportion of the Federal debt owned by investors overseas. In
1965 only $12.3 billion, or 4.7 percent of the publicly held debt fell
into this category. By 1980 this amount had expanded to $135.5 bil-
lion, or by 1,000 percent over just 17 years. Foreign and interna-
tionally owned debt now stands at about 17 percent of the publicly
held debt. While gradually increasing after 1970, it grew especially
rapidly after 1976. As shown in Table IIIC-9, it jumped 94 percent
from the 1976 level of $69.8 billion to about $135.5 billion at the
end of fiscal year 1981.

TABLE IIIC-9.-FOREIGN HOLDINGS OF FEDERAL DEBT
[In billions of dollars]

Debt held by public Borrowing from public Interest on debt held by
Fiscal year public

Total Foreign Total Foreign Total Foreign

1965 ........................ 261.6 12.3 4.1 0.3 9.8 0.5
1966 ........................ 264.7 11.6 3.1 -. 7 10.4 .5
1967 ........................ 267.5 11.4 2.8 -. 2 11.6 .6
1968 ........................ 290.6 10.7 23.1 -. 7 12.6 .7
1969 ........................ 279.5 10.3 -1.0 -.4 14.1 .7
1970 ........................ 284.9 14.0 3.8 3.8 15.6 .8
1971 ........................ 304.3 31.8 19.4 17.8 16.3 1.3
1972 ........................ 323.8 49.2 19.4 17.3 16.6 2.4
1973 ........................ 343.0 59.4 19.3 10.3 18.5 3.2
1974 ........................ 346.1 56.8 3.0 -2.6 22.4 4.1
1975 ........................ 396.9 66.0 50.9 9.2 24.7 4.5
1976 ........................ 480.3 69.8 82.9 3.8 28.7 4.4
TQ ........................ 498.3 74.6 18.0 4.9 7.6 1.2
1977 ........................ 551.8 95.5 53.5 20.9 33.0 5.0
1978 ........................ 610.9 121.0 59.1 25.5 39.2 7.9
1979 ........................ 644.6 125.2 33.6 4.1 48.3 10.7
1980 ........................ 715.1 126.4 70.5 1.3 60.4 11.8
1981 ., 794.4 135.5 79.3 9.1 78.9 16.0

Source: Office of Management and Budget.

Interest payments on externally held debt impose a financial
burden on future generations that cannot be dismissed as merely
distributional. However, the inflow of this foreign capital has made
short-run financing of the Federal debt easier and cheaper, while
minimizing any possible negative effect on capital formation. In ad-
dition, it has also improved the U.S. balance of payments.

The interest burden of the debt is closely related to the maturity
of privately held marketable U.S. Government debt. This debt typi-
cally consists of Treasury bills with maturities of 90 to 180 days,
Treasury notes with maturities between one and five years, and
Treasury bonds with maturities over five years. The average length
and maturity of the debt held by private investors indicate the
maturation and refinancing of securities that must be rolled over
each year. For example, if the average maturity structure was ten
years, 10 percent of the debt would be rolled over each year.

The shorter the maturity structure, the more refinancing costs
are affected by the level of short-term interest rates. If long-term
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interest rates are high as well, this may make issuing long-term
bonds excessively costly, thus increasing the attractiveness of
short-term instruments. Otherwise, the Government would be
locked into paying high rates for extended periods of time, leading
to higher than necessary Federal outlays.

Since 1973, the maturity of privately held U.S. Government debt
has increased. Its average length was about three years in 1973,
but by 1981 it had lengthened to four years. Although the relative
proportion of debt maturing within one year fell from 50 percent to
46 percent, its amount jumped from $168 billion to $558 billion.
Thus, any increases in short-term interest rates exert a -strong
upward influence on current interest payments included in the
Federal budget.

RECOMMENDATIONS

The Reagan Administration has adopted a long-run strategy for
the economy that is correctly aimed at stimulating long-term eco-
nomic growth. The Reagan program rejects short-run manipula-
tions in taxes and expenditures to achieve short-run stabilization
goals, but it recognizes that the long-run fiscal policy can have a
powerful supply-side effect on the economy. Planned tax rate re-
ductions and a reduction in expenditure growth have been
achieved, and others have been proposed consistent with reduction
in the rate of growth of Federal revenue.

In light of the current budget deficit and the need to reduce the
deficit in the long run, the Joint Economic Committee Republican
members offer the following recommendations.

(1) Resist pressures to reduce the current deficit by raising taxes.
If there is one thing on which economic theory is consistent, it is
that raising tax rates in a recession makes no sense. Whether one
focuses on diminished demand or counterproductive supply effects,
increased taxes are seen as debilitating to a weak economy. More-
over, proposals to increase taxes, ostensibly to lessen the deficit,
will likely have a negative impact on business while collecting
little revenue. A much more rational approach would be to hold
the line on tax increases. A tax increase would depress economic
incentives and, by prolonging the recession, increase the deficit.

(2) The Congress should support the Administration's objective of
reducing the deficit by stimulating economic growth and thus tax
revenues. Though large in amount, in fiscal 1982 the deficit is not
unduly large relative to GNP for a recessionary period. As econom-
ic recovery follows the implementation of the President's tax pro-
gram, outyear deficits will decline, though restraint in expenditure
growth will be necessary to ensure this result. The reduction of
outyear deficits will limit possible crowding out and thus facilitate
the anticipated upsurge in capital investment. The steady decine in
the size of the deficit, especially relative to GNP, will increase the
pool of savings available for capital formation and sustained eco-
nomic expansion.

(3) Restraint or growth in Federal expenditures must be intensi-
fied to keep outlays in line with revenue projections in the foresee-
able future. Otherwise, deficits may add to the already considerable
amount of the national debt and interest payments. Limiting in-
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creases in the debt and its financing costs should continue to be a
major priority. The only way to achieve this within the context of
the tax program essential to economic recovery is by renewed ef-
forts to trim Federal expenditure growth.



Chapter IV. MONETARY POLICY

There is considerable and widespread confusion about the thrust
of monetary policy in 1981 and now. And it is understandable.
Short- and long-term interest rates moved in different directions
last year. The growth rates of the most commonly used monetary
aggregates also provided different signals. The confusion is under-
standable whether the trust of monetary policy is judged by
changes in interest rates or by the growth rates of the monetary
aggregates.

In specific, viewed in December 1981 against the figures for De-
cember 1980, short-term interest rates declined, but long-term in-
terest rates rose. For example, the Federal funds rate fell from 18.9
percent to 12.4 percent, and the 90-day Treasury bill rate fell from
15.7 percent to 10.9 percent. However, the yield on Treasury bonds
with 10 years to maturity rose from 12.8 percent to 13.7 percent.
The fall in short-term rates suggests that credit conditions eased
last year. The change in long rates suggests that they tightened.

Monetary trends also were mixed. Measured between the fourth
quarters of 1980 and 1981, and compared to changes between the
fourth quarters of 1979 and 1980, the growth rates of the Ml meas-
ures of money fell but the growth rate of M2 was virtually un-
changed. In specific, between the fourth quarters of 1979 and 1980,
Ml (which was called MlB in 1981) grew 7.3 percent and M2 grew
9.6 percent. Between the fourth quarters of 1980 and 1981, the
growth rate of Ml slowed sharply to 4.9 percent, but M2 growth
was 9.5 percent or about the same as it was in 1980. Judged by the
slowdown in Ml growth, the Federal Reserve tightened in 1981.
Judged by the constancy of M2 growth, it did not.

To further confuse matters, last year, the Federal Reserve also
adjusted Ml for the shift of deposits into NOW accounts from pass-
book savings accounts and other sources, aside from ordinary
demand deposits. Federal Reserve officials viewed this variable
(called MlB shift adjusted in 1981) as a truer measure of the Ml or
transactions balances measure of money in 1981 than plain MlB.
Shift adjusted M1B increased only 2.2 percent between the fourth
quarters of 1980 and 1981 versus 6.8 percent for the period between
the fourth quarters of 1979 and 1980.

It is understandable that some will look at credit developments
and monetary trends for 1981 and conclude that monetary policy
was relatively loose or easy while others will look at the same data
and conclude that policy was relatively restrained and tight. We,
therefore, begin our discussion of monetary policy by delineating
precisely what we shall use to judge the direction and force of mon-
etary policy, and why.

(233)
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OUR CHOICE
We use the growth rate of the Ml measure of money-with no

adjustment for the shift of savings deposits into NOW accounts-to
gauge the thrust of monetary policy. The Fed's Ml data series
tracks plain MlB in 1981, Ml before that.

Ml includes coin and currency held outside the vaults of com-
mercial banks, nonbank travelers' checks and publicly held depos-
its subject to check in depository institutions. It includes demand
deposits in commercial banks and mutual savings banks. It also in-
cludes NOW accounts and automated transfer service accounts in
banks and thrift institutions, and credit union share drafts. Ml
does not include money market mutual fund shares. Some
MMMF's are checkable, but none is held in depository institutions.

WHY WE Do NOT USE INTEREST RATE LEVELS AND CHANGES

Interest rate levels and changes are the most commonly used
measures of the thrust of monetary policy. When interest rates are
high or rising, monetary policy is said to be restrained, tight, and
anti-inflationary. When they are low and falling, monetary policy
is said to be easy, loose, and expansionary. This view assumes that
the Federal Reserve controls interest rates. It assumes that when
interest rates are high or rising monetary policy is tight, and that
when interest rates are low or falling it is because the Fed has
been generous in supplying reserves. Other things the same, that
view is correct. However, other things are never the same, and that
is the problem with using interest rate levels and changes to moni-
tor and measure the thrust of Federal Reserve policy.

Business conditions play the dominant role in the determination
of interest rates. In inflation and expansion periods, credit de-
mands rise and competition bids interest rates up. Hence, when in-
terest rates rise in inflation or, more broadly, expansion periods,
that fact does not prove that monetary policy is restrained, tight,
and anti-inflationary. Policy could be loose, easy, and acting to pro-
mote inflation. Clearly, it would be a mistake to use interest rate
changes to gauge the thrust of monetary policy in inflationary or
expansionary periods.

In the same way, the fact that interest rates fall in recession pe-
riods does not mean that monetary policy is easy or loose. In reces-
sions, credit demands fall and interest rates are bid down. Falling
interest rates can reflect slack credit demands. Insofar as they do,
monetary policy could be promoting recession, even though interest
rates are low and falling.

In summary, interest rate changes do not provide firm footing
for interpreting what the Federal Reserve is doing and gauging the
thrust of monetary policy.

Interest rate trends also can be misleading if they are used to
find out where the economy is headed. Historically, rising interest
rates were a sure sign that a recession was coming. However, infla-
tion has made it risky in recent years to predict a recession on the
ground that interest rates are rising. We were all surprised by how
far interest rates climbed before the economy began to recede in
1980 and again in 1981. Inflation also has made it virtually impos-
sible to predict from one recession to the next how far interest
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rates must fall in recession periods to spur spending and economic
recovery. In short, because of inflation, interest rate trends have
become a poor guide to what is happening in the economy and
what the Federal Reserve must do to turn things around.

Our skepticism about using interest rate levels and changes to
gauge the thrust of monetary policy, or the economic winds, does
not mean that we are insensitive to the problems that high and
rising interest rates create for householders, farmers, business
firms, charitable institutions, and State and local governments. We
want to emphasize that interest rates must be reduced. They must
be reduced so that agriculture, housing, and small business can re-
cover from the slumps which they have suffered in recent years,
and be sustained in future years, and so that our hopes for increas-
ing long-term capital investment can be realized. The Federal Re-
serve has an important part to play in reducing interest rates and
keeping them down. The Fed's role is to achieve and maintain
stable noninflationary monetary growth. If this is done, over time,
inflation will be eliminated and uncertainty will be reduced. As a
result, interest rates will fall. The premiums that borrowers and
investors now pay lenders and savers for bearing the risks of infla-
tion and uncertainty will be eliminated and reduced.

Although this may seem paradoxical, using interest rate levels
and trends to monitor how the Federal Reserve is carrying out its
assignment, could lead us to conclude that it was not doing it very
well when, in fact, real progress was being made, or that it was
doing well when it was not. The reason for this is that the initial
effect of a change in money growth on interest rates is the opposite
of the final effect. For example, the initial effect of reducing money
growth to a noninflationary level is to increase interest rates. This
is the so-called liquidity effect. In time, however, the liquidity effect
is overwhelmed by the transactions and inflation effects of reduced
money growth. Reduced money growth reduces the growth of trans-
actions and ultimately also the rate of inflation. These reductions,
in turn, operate to decrease interest rates. A study by the Republi-
can staff of the Committee shows that a 1 percentage point reduc-
tion in Ml growth reduces the 90-day Treasury bill rate the same 1
percentage point in two to three years.

In summary, whether our concern is with what the Federal Re-
serve is doing, where the economy is headed, or whether progress is
being made in reducing interest rates, we can be misled into draw-
ing the wrong conclusions if we look at interest rate levels or inter-
est rate changes to find the answers. The thrust of monetary policy
is better measured by what is happening to money growth.

WHICH MONEY

As indicated, we use Ml growth to gauge the thrust of monetary
policy. We prefer Ml to M2 growth for three reasons.

Our first reason stems from the fact that M2 includes overnight
RP's, Eurodollars, savings accounts, small demonination time de-
posits, and money market mutual funds. These accounts are inter-
est sensitive. As a result, M2 growth is highly susceptible to inter-
est rate influences. Ml growth is only marginally sensitive to these
influences.
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Because interest rate levels and changes can be misleading, nei-
ther interest rate levels and changes nor monetary trends and
changes that are readily influenced by interest rates are reliable
interpretive tools. The relative insensitivity of Ml growth to inter-
est rates is a powerful reason for using it, and not M2 growth, to
measure the direction and strength of monetary policy.

Our second reason for choosing Ml growth instead of M2 growth
arises from the fact that the response of the latter to changes in
interest rates or, more broadly, business conditions, has been
changing. This makes it difficult to use historic relationships be-
tween M2 growth and changes in economic performance variables
as guides to the future.

In times past-for example, in 1966, 1969, and early in 1970-M2
growth tended to fall sharply in periods when interest rates rose
and to rise sharply in periods when interest rates fell. That meant
that we could expect M2 growth to slow in booms and sow the
seeds of every boom period's end, and to accelerate in recession and
provide a foundation for recovery. Historically, M2 growth was a
good leading indicator of the economy's performance, and that was
reason enough to monitor it closely. However, in recent years, M2's
growth rate has begun to behave pro rather than countercyclically;
rising when interest rates increase and falling when interest rates
decrease. No such shift in response is encountered in using Ml
data.

Our third and most important reason for using Ml growth to
guage the thrust of monetary policy is that the relationship be-
tween yearly percentage changes in current dollar gross national
product (GNP) and Ml growth is both close and stable. It is better
in both respects than the relationship between yearly percentage
changes in $-GNP and M2 growth. If this were not the case, there
would be no point in focusing on Ml for, in the final analysis, what
we are interested in is the economy's performance, not the Federal
Reserve's.

In this regard, we are aware of the argument that, even if focus-
ing on Ml once made sense, it no longer does because of the devel-
opment and spread in recent years of RP's, Eurodollars, money
market certificates, money market mutual funds, ATS accounts,
NOW accounts, electronic banking, street banking, zero and mini-
mum balance banking, telephone transfers, credit cards, etc. Many
contend both that the relationship between Ml growth and nomi-
nal GNP growth has shifted in recent years because of these new
instruments and techniques, and that it has become more volatile
from one year to the next. However, the facts do not bear out
either one of these contentions.

We recognize that the development and spread of new banking
instruments and techniques has both allowed and impelled the
public to decrease its demand for Ml balances relative to nominal
GNP. Ml's velocity has increased. However, and this is the crucial
point, Ml velocity has increased no faster in recent years than it
did in the late 1950's and early 1960's.

Put otherwise, those who argue that recent developments in
money markets and banking have undermined the usefulness and
validity of using Ml growth to gauge the thrust of monetary policy
(or as the target of policymakers) must show that Ml velocity is
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now rising at a faster rate than it did in the past, or at least that it
is rising more unevenly. Neither of these things can be shown. Nor
can it be shown that M2 velocity rises more evenly than Ml veloc-
ity from one year to the next, or that its average yearly rate of rise
from one five- or ten-year period to the next is more stable.

In the last five years-from 1977 to 1981-the average yearly
rate of rise of Ml velocity was 3.59 percent. For the five years pre-
ceding that, it was also 3.59 percent. For the period 1967 to 1971, it
was only 1.76 percent. However, that period is not representative of
the pre-1972 period. For the post-Korean War years, from 1956 to
1966, the yearly rise of Ml velocity averaged 3.57 percent. Even in
the post-World War II years, from 1947 to 1955, it averaged 3.48
percent (excluding 1950 and 1951 when the year-to-year increase
soared to 9.27 percent in a buying spree that lasted from mid-1950
to mid-1951 following the outbreak of war in Korea).

It is clear to us that recent banking and money market develop-
ments and innovations have not changed the trend of Ml velocity
anymore than such developments and innovations as CD's, lock
boxes, mail banking, Saturday banking, and the growth of the
thrift industry did in the 1950's and 1960's. This is the bottom line.
The average relationship over two-, three-, four-, and five-year peri-
ods between percentage changes in Ml growth and percentage
changes in nominal GNP growth is essentially the same now as it
was 15, 20, and 25 years ago. It is a very stable relationship. Nomi-
nal GNP has and continues to grow, on average, by 3.4 percent per
year plus the average yearly percentage growth in Ml. The con-
stant term in the relationship is the average yearly rate of rise of
Ml velocity.

In contrast to Ml velocity's rate of rise, that of M2, has shifted
upward in the most recent five years. From 1977 to 1981, it aver-
aged 1.25 percent per year. From 1972 to 1976, the trend of M2 ve-
locity was negative. It declined, on average, by .4 percent a year. In
the 1967 to 1971 and 1960 to 1966 periods, it also declined, by .1
and .5 percent yearly, respectively.

The data also show that the volatility of the rate of rise in Ml
velocity is less now than it was in the late 1950's and early 1960's.
That means that from one year to the next, the relationship be-
tween percentage changes in Ml and nominal GNP is closer in
recent years than it was 15, 20 or 25 years ago. Finally, the data
show that the rate of increase in M2 velocity is more changeable
from one year to the next than that of Ml velocity, and that its
volatility has been increasing.

Relevant statistics are set forth in Tables IV-1 and IV-2. Table
IV-1 presents yearly average percentage changes in:

The dollar or nominal value of GNP,
Ml,
Ml velocity in relationship to nominal GNP, and
M2 velocity also in relationship to nominal GNP for the 1956

to 1981 period.
Table IV-2 groups the Ml data in two-year and three-year peri-

ods.

90-546 0-82-16
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TABLE IV-1.-GROSS NATIONAL PRODUCT, MONEY SUPPLY, AND VELOCITY MEASURES
[Year-to-year percent changes]

Year Dollars orism Ml Mt velsty M2 velocitGNP Iu lvlct 2vlct

1956 ....................................... 5.42 1.17 4.20.
1957 ....................................... 5.29 .54 4.71.
1958 ....................................... 1.28 1.17 .11.
1959 ....................................... 8.49 2.23 6.12.
1960 ....................................... 3.82 .06 3.76 0.07
1961 ....................................... 3.57 2.06 1.48 -2.97
1962 ....................................... 7.74 2.46 5.15 .03
1963 ....................................... 5.58 3.09 2.42 - 2.62
1964 ....................................... 6 .88 3.92 2.85 -.90
1965 ....................................... 8.35 4.27 3.92 .23
1966 ....................................... 9.39 4.58 4.60 2.63
1967 ............................. 5.78 3.98 1.73 -1.12
1968 ....................................... 9.22 7.00 2.07 .76
1969 ....................................... 8.08 5.93 2.03 1.76
1970 ............................... . ....... 5.18 3.78 1.35 1.24
1971 ............................... ........ 8.55 6.81 1.63 -3.20
1972 ....................................... 10.06 7.19 2.68 -2.18
1973 ....................................... 11.85 7.30 4.24 1.69
1974 ....................................... 8.12 5.01 2.96 1.78
1975 . :8.03 ............... 4.69 3.19 -1.35
1976 ....................................... 10.89 5.71 4.90 -2.05
1977 ....................................... 11.64 7.64 3.72 -1.18
1978 ............................... . ....... 12.41 8.22 3.87 3.22
1979 ....................................... 11.96 7.77 3.89 2.83
1980 ....................................... 8.79 6.26 2.38 -.08
1981 ....................................... 11.28 6.92 4.08 1.45
Using shift adjusted Ml: 1981 ....................................... 11.28 4.62 6.36 .

TABLE IV-2.-YEARLY PERCENTAGE CHANGE IN GNP, Ml, AND Ml VELOCITY
[2- and 3-year nonoverlapping periods, 1956 to 1981]

Dollars minus
GPrGNP Ml Ml velocit

2-year period:
1956 to 1957 .5.35 0.86 4.46
1958 to 1959 .4.88 1.70 3.12
1960 to 1961 .3.69 1.06 2.62
1962 to 1963 .6.66 2.78 3.79
1964 to 1965 .7.62 4.10 3.39
1966 to 1967 .7.59 4.28 3.17
1968 to 1969 .8.65 6.47 2.05
1970 to 1971 .6.87 5.30 1.49
1972 to 1973 .10.96 7.25 3.46
1974 to 1975 .8.08 4.85 3.08
1976 to 1977 .......... ........................... 11.27 6.68 4.31
1978 to 1979 ..................................................... 12.19 8.00 3.88
1980 to 1981 ...................................................... 10.04 6.59 3.23

3-year period:
1956 to 1958 ..................................................... 4.00 .96 3.01
1959 to 1961 ..................................................... 5.29 1.45 3.79
1962 to 1964 ..................................................... 6.73 3.16 3.47
1965 to 1967 ...................................................... 7.84 4.28 3.42
1968 to 1970 ...................................................... 7.49 5.57 1.82
1971 to 1973 .. .................................................... 10.15 7.10 2.85
1974 to 1976 ..................................................... 9.01 5.14 3.68
1977 to 1979 ...... ..................... 12.00 7.88 3.83
1980 to 1981 .10.04 6.59 3.23
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It is clear to us that Ml growth has been and remains a reliable
and useful gauge of the thrust of monetary policy and that it is a
better measure of this policy than M2 growth. When Ml growth ac-
celerates, it is a good bet that within two or three years, nominal
GNP growth also will accelerate and it will do so percentage point
for percentage point. Vice versa, when Ml growth is slowed, it is a
good bet that nominal GNP growth will soon slow commensurately.
With this well established empirical relationship in mind, we turn
now to reviewing the performance of monetary policy and its
impact on the economy in 1981. We present our recommendations
after this review.

Ml GROWTH IN 1981

Monetary policy was in trouble when 1981 began. One reason
was that inflation had doubled since late 1976. The increase in the
GNP deflator was less than 5 percent between the fourth quarters
of 1975 and 1976. It was nearly 10 percent between the fourth quar-
ters of 1979 and 1980. As a result, the economy was highly suscepti-
ble to recession. Interest rates were high and rising because of in-
flation. The 90-day Treasury bill rate averaged 15.7 percent in De-
cember 1980. The prime rate peaked at an incredible 21.5 percent.
Net worth positions had been dangerously eroded by rising mort-
gage and other long-term interest rates. Unsustainable imbalances
between debt and income, taxes and income, and costs and profits
had developed. A liquidity crisis threatened.

The Carter Administration had not been unaware of our
economy's increasing vulnerability to recession because of the
mounting financial problems. President Carter had moved to deal
with these problems in March of 1980 by requiring the Federal Re-
serve to control credit flows. But that did not work. Instead, it pro-
duced a severe recession with unemployment rising from 6.2 to 7.6
percent and very little relief from inflation. There was no let up in
inflation based on changes in the GNP deflator and only a little
based on changes in the CPI. Credit controls were lifted in July.

To stop the 1980 recession, money growth was increased sharply.
Between the second and fourth quarters of 1980, Ml grew at a 13.3
percent per year rate. That was the fastest rate of growth in Ml in
any half-year period since 1945. The recession did stop. Real GNP
growth was positive in the summer of 1980 and increased further
in the fourth quarter. However, rapid money growth in the second
half of 1980 helped create a terrible dilemma for monetary policy
in 1981.

The dilemma was this. If the Federal Reserve opted to maintain
Ml growth at or near the record rate of the second half of 1980,
inflation would be perpetuated and ultimately accelerate, and the
seeds of a calamity boom and future depression sown. However, if
money growth was reduced to a rate that put us on a disinflation-
ary track, that would make the economy extremely vulnerable to
another downturn in 1981. The forces of recession had been driven
back by fast money growth in the second half of 1980, but they had
not been dissipated. As 1980 drew to a close, they were more dan-
gerous than ever, evident in interest rates that were at historical
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highs and climbing higher, in deteriorating balance sheets and in
divers other financial imbalances.

Initially, in 1981, the Federal Reserve maintained Ml money
growth close to the record high rate of the second half of 1980. In
the first quarter of 1981, Ml (called M1B at the time) increased at
a yearly rate of 10.1 percent, measured using monthly averages of
the Federal Reserve's seasonally adjusted Ml data. In April, Ml
growth accelerated to 23.7 percent per year. Between April 1980
and April 1981, Ml growth was 10.8 percent. That is the highest 12-
month growth in Ml recorded from World War II until now.

During the early part of 1981, the Federal Reserve may not have
perceived that it was continuing to inflate the money supply at a
record rate. The Fed may have been monitoring the growth of the
measure of Ml which it adjusted for shifts from savings to NOW
accounts. That measure's growth was negative in the first quarter.
However, as in the case of plain Ml, shift adjusted Ml jumped dra-
matically in April. It grew at an annual rate of 17.7 percent that
month. Measured between April 1980 and April 1981, shift adjusted
Ml grew 8.2 percent.

Table IV-3 displays the 1981 growth records of both Ml money
measures. The data show that the growth rates of plain Ml and
shift adjusted Ml were very different in the first quarter but rea-
sonably close thereafter. As a result, their velocities rose at very
different rates, both in the first quarter and in the year as a whole.

TABLE IV-3.-Ml MONEY MEASURES IN 1981
[Yearly rates ot changes]

Pedod Plain Ml Shift adjusted

January ........................................................ 10.9 -0.3
February ... , ........... 5.9 -1.5
March ........................................................ 13.6 8.4
April ........................................................ 23.7 17.7
May ........................................................ -5.7 -4.4
June ........................................................ -7.2 -8.9
July ........................................................ 3.7 2.9
August ........................................................ 7.8 6.8
September ........................................................ -2.8 -3.8
October ........................................................ 3.4 3.2
November .. . . . .. 14.5 12.0
December ........................................................ 12.1 10.6
January 1982 ........................................................ ' 27.7 .
Full year 1980 to full year 1981 ........................................................ 6.9 4.6
Ist quarter (monthly average) ........................................................ 10.1 -.9
2d quarter (msonthly average) ........................................................ 3.6 5.3
3d quarter (monthly average) ........................................................ 2.9 -.3
4th quarter (monthly average) ........................................................ 10.0 4.7
4t h quarter 1980 to 4th quarter 1981 ........................................................ 4.9 2.2
December 1980 to March 1981 ........................................................ 10.1 2.2
March 1981 to June 1981 ........................................................ 2.9 1.2
June 1981 to September 1981 ........................................................ 2.8 1.9
September 1981 to December 1981 ........................................................ 9.7 8.4
December 1980 to December 1981 ........................................................ 6.3 3.4

'Preliminary.

In the first quarter, the velocity of plain Ml using quarterly data
increased at an annual rate of 13.8 percent; that of shift adjusted
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Ml at a 20.2 percent rate. Between the fourth quarters of 1980 and
1981, plain Ml's velocity increased 4.2 percent versus 7.0 percent
for shift adjusted Ml's velocity. Measured for the whole year, Ml
velocity increased 4.1 percent versus 6.4 percent in the case of shift
adjusted Ml's velocity.

As shown in Table IV-1, the average yearly increase in Ml veloc-
ity in the post-Korean War period is 3.4 percent. The fastest rate
recorded for any whole year is 6.1 percent, which was recorded in
1959. Thus, in 1981 as a whole, as well as in the first quarter, the
rate of rise of the shift adjusted Ml measure's velocity was far
above the norm. In contrast, although it was high in the first quar-
ter, the volocity of plain Ml was close to the norm for 1981 as a
whole, and the first quarter rise was not outside the range of expe-
rience for quarter-to-quarter changes.

It is clear that plain Ml is a far more valid and useful measure
of transactions money in 1981 than is the Federal Reserve's shift
adjusted Ml measure.

Ml growth (our reference is to plain Ml from here on) was kept
on an excessively slow track in the second and third quarters of
1981, and continuing through October. It did not grow at all from
May to October. In no month in that period was the volume of
money higher than it had been in April. As a result, the forces of
recession, which had been gathering for some time, were let loose
again.

With the GNP deflator having increased nearly 10 percent be-
tween the first quarters of 1980 and 1981, and then showing no
signs of slowing, and with Ml growth having surged to 13 percent
per year in the second half of 1980, and having been maintained
near that rate through April of 1981, the Fed had to clamp down
hard. It was imperative that it slow money growth and do so quick-
ly lest inflation soar even higher and be that much harder to deal
and live with.

We believe that the Federal Reserve clamped down too hard be-
ginning last May. Looking back, it would have been better if money
had grown closer to 5 or even 6 percent per year in the second and
third quarters of 1981 instead of at annual rates of 3.6 and 2.9 per-
cent. However, we should remember that the Fed should not have
been in the position where it had to clamp down at all to begin
with. The recession of 1981 was due to the rapid money growth the
Fed engineered in the second half of 1980, and to the inflation,
high interest rates, and financial problems that high money growth
in the 1977 to 1980 period as a whole produced, as well to the sharp
deceleraton of money growth that occurred in the spring and
summer quarters of 1981. Generally, our problems have not been
the result of slow money growth but of too fast money growth. In
November and December 1981, Ml growth was again accelerated
and this latest surge picked up speed in January 1981. The latest
three-month growth rate is 15 percent.

RECOMMENDATIONS

In retrospect, our major complaint about money growth in 1981
is that it was much too erratic. No useful purpose would appear to
have been served by moving Ml growth from 10 percent per
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annum in the first quarter to 3.6 and 2.9 percents the next two
quarters, then back up to 10 percent again, as the Federal Reserve
did in 1981. That kind of growth pattern is sure to make the econo-
my perform like a rollercoaster, and it did.

In examining the rollercoaster pattern of Ml growth last year,
we believe that a great mistake was made at the end of the year.
The new surge in Ml growth that began in November recreates the
same terrible dilemma for monetary policy in 1982 as the surge in
the second half of 1980 helped to create for 1981. In this regard, we
are supportive of the Fed's long announced, but so far unrealized,
intention to reduce money growth to a noninflationary rate and to
maintain that rate. That seems to us to be the correct horn of the
dilemma to choose. Our nation cannot prosper or remain truly free
if inflation persists.

We believe that some progress was made toward achieving non-
inflationary money growth in 1981. However, we cannot justify or
excuse the extraordinary swings in Ml growth that the Federal Re-
serve allowed last year. These swings set money and capital mar-
kets on edge. It is difficult to plan ahead in this kind of monetary
environment. No one can know at any point in time when or even
if the latest swing will be reversed. As a result, investors have
become speculators and long-term capital investments have been
postponed. And, the increased uncertainty has provided added pres-
sure for interest rates to remain high and even to rise further.

Last July, the Federal Reserve disclosed its preliminary target
range for Ml growth for the period between the fourth quarters of
1981 and 1982. The range is 21/2 to 51/2 percent. Its midpoint is 4
percent, which is about 1 percentage point below actual Ml growth
between the fourth quarters of 1980 and 1981. It is an appropriate
target for 1982.

The long-run stability and vitality of our economy depends criti-
cally on money growth being gradually reduced to a rate "commen-
surate with the economy's long-run potential to increase produc-
tion" and kept there, as is required by existing law. Most econo-
mists now put the U.S. economy's long-run potential to expand
output at 3 percent. Realistically, we can hope for somewhat higher
growth over the next few years because of the tax cuts which Con-
gress passed last year. However, over the long run, our potential to
increase production is about 3 percent per year.

Ml growth has been far above 3 percent yearly for a long time.
High money growth did not give us more real growth. Rather, it
was accompanied by high inflation, reduced saving and lower pro-
ductivity growth.

Unfortunately, the significant surge in Ml growth that began in
November 1981 and picked up speed in January 1982 raises prob-
lems for 1982.

If Ml growth now is reduced to even out the latest surge, the re-
covery which many economists predict will begin before midyear
could be aborted before the end of the year.

We believe that Ml growth must be reduced in such a manner to
make sure that the Federal Reserve stays in its target for Ml
growth in 1982 (2Y/2 to 5/2 percent). By doing so, we avoid another
bout with double-digit inflation, bring about a reduction in interest
rates, and promote stable and vigorous real growth over the long
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run. If yearly Ml growth rises back to the 7 to 8 percent level of
the 1977 to 1980 period, the mid-1980's are going to be marked by
high inflation and high interest rates and low and erratic real
growth.

What was done last year is done. Putting the lid on Ml growth
completely for six months from May to October in 1981 was wrong,
but now we have to look ahead. We should recognize that progress
was made last year in reducing money growth and establishing the
foundation for vigorous, sustainable noninflationary real growth. It
would be a shame to squander that progress by a new prolonged
surge of money growth, especially as we have already paid for re-
ducing money growth. The economy has not yet adjusted to the
latest surge in Ml growth. It can be evened out quickly and the
1982 target hit, and those things should be done.



Chapter V. REGULATORY POLICY

Government regulation, though desirable and beneficial in many
cases, imposes heavy costs on society. Direct compliance costs have
been estimated at about $100 billion by a JEC study, no small item
in business costs. In addition, there are significant indirect or sec-
ondary costs-uncertainties for the investment decision process,
losses in productivity, sluggish economic growth, the demise of
many small businesses, and upward pressure on prices throughout
the whole economy.

Excessive government regulation is a truly bipartisan concern,
and well it should be. The Carter Administration made some im-
portant beginnings in dealing with this problem. The Reagan Ad-
ministration has taken the process much further. And regulatory
relief legislation in Congress has been sponsored both by Demo-
crats and Republicans.

In the past two decades there has been an explosion of regula-
tions, particularly social regulations. The Federal Register, where
all new regulations are printed, provides the evidence. In the mid-
1950's, some 10,000 pages were published in the Federal Register
each year. By 1970, 15 years later, that number had doubled to
20,000. But by 1980, the number of pages added was 74,000. Today,
the Federal Register is growing more slowly now that curbs have
been put on the regulatory process by the Reagan Administration;
the pages added in 1981 were 58,000.

Many government regulations, particularly those affecting
health, safety, and the environment, have contributed significantly
to the well-being of the vast majority of American consumers and
workers. We would not turn back the clock because many regula-
tory policies have produced substantial benefits for the public.

However, heretofore the benefit goals of regulations have been
set with very little regard for the costs they impose. Much of the
fault for this lies with Congress, as some laws have allowed regula-
tions without requiring that costs or benefits be weighed, while
other laws actually have prohibited the consideration of costs. The
time has long since passed for consideration of the cost side of the
regulatory coin.

The problems differ with regard to economic regulation and
social regulation. Until the mid-1960's government regulation was
aimed primarily at achieving strictly economic objectives, such as
control over monopoly or stabilization of an industry, and did so
through intervention in the marketplace in the form of controls
over prices, entry requirements, or other aspects of economic activi-
ty. In specific industries, primarily transportation, banking and
communications, the effect of economic regulation has generally
been to raise the level of consumer prices or rates above the level
that would have prevailed in the absence of regulation.

(244)
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A more recent source of regulatory burden is the rapid growth of
Federal social regulation. During the past 20 years, Congress has
enacted numerous measures dealing with clean air and clean
water, more healthful workplaces, fair credit practices, toxic sub-
stance control, highway and auto safety, strip mine controls, inter-
state land sales, and consumer product safety, as well as other im-
portant social concerns. In contrast with economic regulations
which affect few industries, social regulations seek specific objec-
tives across a broad range of industries. It should be noted that
many of these social regulations have been directed at having pri-
vate industry internalize the costs previously borne by society as a
whole. It is this avalanche of social regulation that makes up the
bulk of the $100 billion in annual compliance costs referred to ear-
lier.

A problem with social regulation, quite apart from the cost prob-
lem, is the lack of coordination among regulatory agencies that has
often resulted in regulations which are duplicative, conflicting, and
excessive. Witnesses appearing before the Joint Economic Commit-
tee. have provided examples of instances where compliance with
one regulation requires violation of another. This not only puts
businesses in unnecessary jeopardy, both legally and financially, it
also reduces respect for the law and the Federal Government.
Small businessmen are often hardest hit by the morass of conflict-
ing and duplicative regulations because they cannot afford the nec-
essary legal advice.

We are pleased that President Reagan has recognized the stag-
nating and inflationary impact of government regulations and has
taken measures to improve the regulatory process. The creation
last year of the President's Task Force on Regulatory Relief under
Vice President Bush has resulted in the elimination of many need-
less and unproductive regulations and has resulted in the current
and future saving of billions of dollars of compliance costs. These
results apparently have come without jeopardizing the ability of
regulatory agencies to carry out essential congressional mandates.

ECONOMIC REGULATION

Federal economic regulation began with the establishment of the
Interstate Commerce Commission (ICC) in 1887, and by the 1930's
most of it was in place. The Federal Trade Commission (FTC) was
established in 1914. In the 1930's we had the Federal Power Com-
mission (FPC), the Securities and Exchange Commission (SEC), the
Federal Deposit Insurance Corporation (FDIC), the Federal Com-
munications Commission (FCC), and the Civil Aeronautics Board
(CAB). More recently we have seen the establishment of the Feder-
al Energy Administration (FEA) in 1973 and the Commodity Fu-
tures Trading Commission (CFTC) in 1975.

The initiation of much of the industry-specific economic regula-
tion in the 1930's came at at time when the public generally
thought that government should and could solve many perceived
social and economic problems. Economists and the general public
now realize that Federal regulatory activities can exert a negative
impact on the economy; it can raise prices and lower capacity,
product quality, and service. It reduces the economy's ability to
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adjust efficiently and swiftly to technological change. In turn, this
reduces productivity growth.

Productivity in major regulated industries-electric, natural gas,
telephone, airline, and railroad-was quite adequate in the 1960's
and earlier. But in the 1970's productivity in some of the regulated
industries-particularly natural gas, railroads, and electric indus-
tries-began to trail even the sluggish U.S. total productivity of
that era.

Between the early 1960's and early 1970's output per manhour
fell 9 percentage points in natural gas, 8 percentage points in air-
lines and railroads, 4 percentage points in electric power. Only in
telephone service did productivity growth increase between these
two periods. In the early 1970's productivity in natural gas and
railroads was negative.

The tendency of regulation to produce rigidity is one of the major
causes of diminished productivity. Firms with discretion to base
prices on costs have greater incentive to discover and meet demand
for new services. Allowing firms to reflect the costs of new technol-
ogies in rates and to engage in promotional pricing of new services
would increase variety and accelerate the pace of change. Such va-
riety would also result from relaxation of entry restrictions. Firms
with access to new technologies or with new product or service
ideas would be more readily able to enter the market. For example,
the Interstate Commerce Commission has, in the past, severely re-
stricted common carrier trucking firms trying to choose the most
efficient routes for their trucks. And regulations that rigidly seg-
mented both the telecommunications and financial industries
helped thwart innovations that would have improved productivity.
Moreover, once regulations are issued, they are seldom given a
fresh look to see if they should be altered in the light of new
knowledge or new conditions.

In several industries-airlines, railroads, trucking, energy, tele-
communications, banking-significant reform has already been
achieved. The Civil Aeronautics Board, the Interstate Commerce
Commission, and the Federal Communications Commission, have
acted administratively to reduce the burden of regulation where
their statutes allowed them to do so, and new legislation, begun in
1975, has carried the process even further.

The Airline Deregulation Act of 1978 was the first major indus-
try deregulation achievement. Since then, Congress also has taken
major deregulation steps in common carrier trucking, interstate
movers of household goods, railroads, and financial institutions.
Meanwhile, the decontrol of domestic crude oil prices and phased-
in natural gas decontrol provide a spur to the exploration and de-
velopment of new domestic sources of oil and natural gas and aid
energy conservation.

Deregulation has not often gone smoothly. But the overall results
to date have been good. For example, there have been some strange
gyrations in airline fares, but productivity improvement permitted
by deregulation prevented the sharp rise in energy prices of the
1970's from resulting in even larger increases in unit costs and
thus in still higher air fares; and air rates are comming down cur-
rently.
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For railroads, energy shortages and rising energy prices caused
different problems. Federal legislation enacted in 1976 provided the
railroads with increased rate flexibility, but this initial "deregula-
tion" ran into some snags. The booming demand for coal prompted
the railroads to raise coal-hauling rates sharply. The fear of even
more rapid increases if the ICC controls were lifted, caused oppo-
nents of further deregulation to press for continuing ICC surveil-
lance of coal-hauling and other bulk commodity rates. A compro-
mise was reached that permitted a relaxation of the ICC's rate-ap-
proval authority on a pre-arranged schedule. In this way, the rail-
roads were given some freedom to alter rates to meet shifting
market conditions; at the same time, rail users were provided some
protection against abuse of this freedom.

Financial Institutions

The banking industry is the most extensively regulated of all in-
dustries. The Depository Institutions Deregulation and Monetary
Control Act of 1980 made a beginning in turning this around, yet
much of the intricate mass of bank regulation built up over the
last half century was left untouched by the 1980 Act. Basically,
what the 1980 Act did was dismantle the anticompetitive cartel
structure that was created by the Banking Act of 1933. Placing on
the statute books developments that had been taking place in the
1970's anyway, banks no longer have a monopoly on checking ac-
counts, and, by authorizing various substitutes for checks (NOW ac-
counts, etc.), the prohibition of interest on demand deposits is final-
ly eliminated.

The 1980 Act made some major strides toward a more viable fi-
nancial system. Interest rate ceilings on time and savings deposits
were to be phased out over six years and S&L's were given expand-
ed asset powers, allowing them to place up to 20 percent of their
assets in consumer loans. The Act repealed State usury interest
ceilings on consumer and business loans. These ceilings had seri-
ously depressed such lending in certain States.

In the mid-1960's, there were many restrictions on depository in-
stitutions. The motivation behind these restrictions was to main-
tain a sound financial system while providing housing markets
with a sufficient flow of funds. For the financial system this meant
specialization. Commercial banks provided "full service" banking
to households, businesses, and governments, while thrift institu-
tions had a more limited role as the principal repository for house-
hold savings and the major source of funds for residential mort-
gages.

This compartmentalized financial system worked pretty well
from the 1940's through the mid-1960 s. Financial markets were
relatively tranquil. But, beginning in the mid-1960's, sharp swings
in interest rates and higher and higher peaks propelled by infla-
tion, induced sweeping changes in financial markets. Ceilings on
deposit interest rates lagged behind rising market interest rates
and disintermediation became a painful thorn to thrift institutions
and banks and also became a new term in our vocabulary.

Despite efforts to hold their competitive position by finding new
ways to attract funds outside the purview of Federal regulation,
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banks and thrift institutions still were unable to provide a fully
competitive range of financial services. Nondepository institutions,
much less burdened by regulation, found the banking markets prof-
itable and they began issuing deposit-like instruments and offering
bank-like services. The most impressive competition came from the
money-market mutual funds. These provided small savers high,
competitive yields while offering substantial liquidity, including
limited checking services. Money-market mutual funds did not
even exist in 1970, but today they have a value of $188 billion.

The piecemeal modernization of the financial system in the
1970's, culminating in the Depository Institutions Deregulation and
Monetary Control Act of 1980, has helped depository institutions to
compete but regulations affecting these institutions still need more
sweeping reforms.

Adverse interest rate action in 1980 and 1981 threatened the sol-
vency of hundreds of thrift institutions and some banks. The prob-
lem is simple and serious: On average in 1981, savings and loans
earned 9.7 percent on their portfolios, but they paid out 10.9 per-
cent to obtain funds. Losses in the industry amounted to about $5
billion in 1981. Obviously this cannot go on or S&L's will be out of
business in the not too distant future. Fortunately, cost of funds
rates peaked in October 1981 and are coming down now. If the
trends continue, the S&L's should be off the ropes by the second
quarter of 1982.

Changes in the financial regulatory structure in the 1970's and
early 1980's have helped to make regulation compatible with much
of the new financial environment. But, the challenge for the 1980's
will be to go further to achieve the appropriate balance between
unnecessary restraints on the market and the regulatory goals of
preserving the safety and soundness of the financial system.

Concluding Comments on Economic Regulation

With all of its problems, and recognizing the political difficulties
of doing so, aggressive deregulation of major industries is an impor-
tant objective of public policy if we hope to increase productivity
and promote more rapid economic growth. It is essential to disman-
tle the regulatory barriers to efficient pricing and to do so relative-
ly quickly. If necessary, separate action can be taken to provide
compensation for losses or to prevent unusual windfall gains, but
deregulation should go forth.

We recommend that the legislation enacted in 1980 on trucking
deregulation be fully implemented as soon as possible. Renewed ef-
forts to further deregulate the railroad industry should be under-
taken. In the financial industry a stepped up schedule for removal
of deposit interest ceilings, coupled with expanded powers for thrift
institutions and legislation to facilitate bank and thrift institution
mergers across State lines, are in order.

SOCIAL REGULATION

While a large part of the economic regulation placed on the stat-
ute books over the years has been eliminated or substantially re-
duced, Federal regulations designed to protect the environment
and the health and safety of both workers and consumers goes on,
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and, in most cases, this is appropriate policy. Much public good
flows from these social regulations.

However, Federal social regulation is flawed in many ways.
Much of it was put on the books with tunnel vision-concern only
for the end result, with virtually no concern whatever for the costs
imposed on society. If these costs were minor, there would be no
problem. But they are huge, and they are growing.

Regulatory reform was a third and important plank in the
Reagan Administration's Economic Recovery Program. There has
been a major change in attitude and philosophy of regulation. The
pro-regulation wave has been broken and is beginning to recede.
Early actions by President Reagan to chip away at the entrenched
regulatory framework were swift and forthright. For example:

January 21: A Presidential Task Force on Regulatory Relief is
created.

January 29: A freeze is placed on all regulations proposed by
the outgoing Administration that were not yet effective.

February 17: The President issues Executive Order 12291 set-
ting forth regulatory principles and calling for review by the
OMB of all new regulations and reassessment and posssible
modification of selected existing regulations.

The accomplishments in 1981 under Executive Order 12291 were
quite impressive. The Office of Management and Budget received
2,781 new regulations for review and completed review of 2,715. Of
these, 2,412 were found consistent with the Executive Order with-
out change, 134 were found consistent with minor changes and 91
were returned to, or withdrawn by, the agencies. The remainder
were exempt from the Order.

A total of 91 existing regulations and 9 paperwork requirements
were designated for review. Actions were completed on 38 of the
existing regulations, with 27 more to follow by the end of March
1982. Substantial reductions in paperwork burdens will soon be an-
nounced for three of the designated paperwork requirements.

In addition, the number of Federal Register pages has fallen by
one-third during the first ten months of 1981 compared to the same
period of 1980. The number of rules published in the Federal Regis-
ter has decreased by about 25 percent for the same period. Roughly
half as many major regulations were published during the first ten
months of 1981 as during the same period of 1980.

Altogether savings of $2.8 to $4.8 billion in capital investment
costs and $1.8 to $2.0 billion in annually recurring costs have been
achieved.

However, there needs to be fundamental changes in some stat-
utes and in regulatory agency performance before the goal of sound
regulation reform can be fully achieved.

Two basic concepts are at issue: (1) the micro concern for the cost
and efficiency of specific regulations and (2) the macro concern for
the overall total compliance costs which regulations impose on soci-
ety. The first concern can be met by a "least-cost alternative" re-
quirement and the second concern by a "regulatory budget."

Regulatory programs should attempt to consider costs and bene-
fits whenever possible. A cost-benefit test for government regula-
tions, as desirable as it might be in theory, however, poses many
problems in practice.
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First, it is often impossible to measure the benefits of regulatory
programs. What is the value of a human life? Second, the imprecise
nature of the data needed for accurate benefit-cost analyses of reg-
ulations would make it easy for such studies to be manipulated to
achieve a predetermined result. Third, there is the distinct possibil-
ity that regulatory decisions made solely on the basis of cost-benefit
analyses would be morally repugnant. For example, if lives are
valued on the basis of earnings potential, as they are in many cost-
benefit analyses studies, highway safety programs would be concen-
trated in wealthy neighborhoods, since the economic value of a life
saved there would exceed the economic value of a life saved in
poorer neighborhoods.

Fortunately, for most regulatory programs, such computations
are not necessary to reduce regulatory-imposed waste and ineffi-
ciency. Congress, in enacting regulatory programs, generally pre-
sumes or sets a level of benefits to be achieved, just as it does with
spending programs. The benefit level is not, and should not be, de-
termined by the administering agency. Rather, the agency should
be charged with achieving the congressionally mandated goals at
the least cost. This eliminates the need to measure benefits precise-
ly and instead focuses on costs which can be more accurately meas-
ured.

A cost-effectiveness requirement is the simplest way of assuring
that regulatory goals are achieved at the lowest possible cost and
with the least waste of resources.

The Administration has adopted such an approach in Executive
Order 12291, issued February 17, 1981. Under that Order there is
the general requirement that regulatory actions will not be under-
taken unless the potential benefits to society outweigh the poten-
tial costs, and that regulatory priorities should be set on the basis
of net benefits to society. But, the benefit measurement problems
just cited mean that this cost-benefit assessment will be very gener-
al.

Of most relevance, Executive Order 12291 directs agencies to de-
termine the most cost-effective approach for meeting any given reg-
ulatory objective and requires that factors such as the economic
condition in an industry and in the national economy be taken into
account.

The Order requires a description of alternative approaches that
could substantially achieve the same regulatory goal at lower cost,
together with an analysis of the potential benefits and costs and a
brief explanation of the legal reasons why such a less-cost alterna-
tive could not be adopted, if it is not adopted.

The major flaw in the Administration's Executive Order, howev-
er, is that it does not cover the 19 Independent Agencies, and the
Constitutional history on this question is ambiguous. This is unfor-
tunate because some of these agencies are very active in the social
regulation process. They include the Consumer Products Safety
Commission, the Nuclear Regulatory Commission, the FTC, the fi-
nancial institution regulators (Fed, FDIC, FHLBB, SEC) and others.

A few of the agencies have volunteered to comply with the over-
all spirit of the Executive Order and some of its requirements. But
in fact the Administration has only limited powers with respect to
independent agencies. To fully reach them and to avoid Constitu-
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tional battles in the process, the President needs the cooperation of
Congress.

A second major concern is with the overall total cost of compli-
ance with regulations and the impact on the economy, the macro
problem.

The current regulatory process fails to recognize that the goals of
regulatory programs must be balanced rationally with other na-
tional objectives. The achievement of any objective, public or pri-
vate, involves resources that could be used for several purposes.
The more resources that are devoted to one purpose, the less avail-
able for others. Even if all regulations were cost effective, the prob-
lem of balancing resources for regulatory purposes with resources
for other purposes would still exist. This balance could best be ac-
complished by a regulatory budget.

Prior to the rapid growth of social regulatory programs, the pres-
ent fiscal budget was generally adequate to show the impact of gov-
ernment on the economy. Almost all the activities of the Federal
Government involved direct spending, in the form of purchases or
transfers, or direct taxation, and these showed up in the budget.
There were very few regulatory programs.

One could have a fairly clear picture of the Government's influ-
ence in the economy by reading the budget. But with the rapid
growth of the new regulatory agencies-the Occupational Health
and Safety Administration, the Environmental Protection Agency,
the Highway and Traffic Safety Administration, and the many
others-the Federal budget no longer conveys a complete picture of
the Government's economic impact.

The annual fiscal budget understates the proportion of the
Nation's resources that are used for public purposes. Spending in
the private sector for auto safety, mine safety, pollution control,
and consumer protection, plus the attendant government-required
paperwork, do not appear in the budget. Nor do the possible higher
prices paid by consumers because of economic regulation. The costs
and benefits of both social and economic regulations should be
more clearly available to policymakers.

Consideration should be given to developing an annual regula-
tory budget to set a limit on the costs of compliance each agency
could impose on the private sector.

What we are dealing with here is a third aspect of our budget
process. The present budget is essentially an administrative budget
containing the "on-budget" items. There are also 13 "off-budget"
agencies not now included in the budget, such as the Federal Fi-
nancing Bank, with total direct expenditures of about $21 billion in
fiscal 1981. There are proposals for folding these off-budget expend-
itures into the regular budget.

"Off-off-budget' spending, the costs of compliance with Federal
regulations, should also be shown in the budget. These costs have a
financial impact on businesses just as a tax would, and an impact
on the economy just as Federal spending would. For example, the
massive cost of a smokestack scrubber to achieve cleaner air is
passed on directly to the consumers, who pay higher utility bills as
surely as they pay taxes.

While a regulatory budget would provide an incentive for the
regulatory agencies to limit the compliance costs of their regula-
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tions, it would have other important purposes as well. A regulatory
budget, along with the fiscal budget, would provide a more accu-
rate picture of the Federal Government's total impact on the econ-
omy. It would provide an effective tool for determining what per-
centage of the Nation's output should be devoted to public uses and
what percentage should be devoted to private uses. It would make
possible a better balance between regulatory programs and tradi-
tional spending programs.

Although some regulatory costs will be hard to measure, many
costs are measurable, including the costs of required investment,
paperwork, and changes in product quality. All costs need not be
measured, as long as there is consistency in what costs are meas-
ured in applying the requirements of the regulatory budget across
the board to all regulatory agencies.

With intelligence and skill, the problems can be overcome, just
as they were in developing the fiscal budget. With the rapid in-
crease in the costs of compliance with social regulation, a regula-
tory budget is essential. Congress should begin the process to make
it a reality.



Chapter VI. INTERNATIONAL ECONOMIC POLICY

Over the last decade, the interdependence of the international
economic system has risen dramatically, greatly increasing U.S.
vulnerability to events overseas and other nations' sensitivity to
U.S. economic policy and policymaking. The international
community's conversion to flexible exchange rates in 1973 in-
creased the fluidity of the capital system and enabled countries to
pass through more easily to overseas partners the effects of foreign
exchange-related and domestic economic decisions. The tenfold rise
in oil prices fueled inflation, placed severe strains on financial re-
sources and increased the worldwide need for conservation and the
development of alternative energy sources.

Trade and investment have also become more important ele-
ments of our economy. In 1970, U.S. exports constituted 4.5 percent
of our gross national product. Today, they account for nearly 8.5
percent, while imports have a 12 percent share. Moreover, in 1980,
U.S. investment abroad exceeded $200 billion, and foreign direct in-
vestment in the United States was $66 billion.

Increasingly, the United States finds itself forced to operate in a
predominantly international, rather than national, setting. The
previous Administration, however, failed to take into account the
extent to which economic policy decisions, made primarily for do-
mestic reasons, affect our trading partners. As a result, U.S. action
exacerbated international economic instability and led to foreign
demands that we "get our economic house in order."

The previous Administration's domestic inflation rates of over 13
percent eroded confidence in the dollar worldwide, further destabi-
lizing markets. Moreover, its massive intervention purchases of for-
eign currencies to stabilize the dollar had little descernible benefi-
cial impact. These purchases treated only the symptoms of our na-
tional economic decline and not its underlying causes.

In trade, governmental policies and private sector pressures at
home had important effects for the U.S. foreign suppliers. Ever-in-
creasing balance of merchandise trade deficits resulting from de-
clining U.S. productivity and competitiveness led to renewed calls
for import protection in such sectors as steel, automobiles, and tex-
tiles.

Actions taken overseas likewise affected the U.S. economic pic-
ture. Foreign restrictions on the nature and scope of U.S. direct in-
vestment, for example, distorted capital markets and led to less-
than-optimal placement of capital. Uncontested agricultural export
subsidies from the European Community to member state farmers
seriously injured U.S. producers seeking to sell overseas. In addi-
tion, aggressive export practices by the Japanese escalated pressure
on the U.S. market, expecially for steel, autos, and electronics prod-
ucts. Domestic capacity utilization declined, and the number of jobs
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available in the automotive and auto-related sectors in particular
was reduced by one million.

LONG-RANGE POLICY RECOMMENDATIONS

(1) The same policies that promote our domestic economic recov-
ery will restore our global trade competitiveness and stability in in-
ternational financial markets. In the monetary area, a policy pro-
viding for gradual but consistent increases in the money supply is
necessary for growth at home and abroad.

U.S. firms must have predictability in capital markets before
they are willing to make the kinds of investments needed for pro-
ductive plant and equipment. Such investment would lead to per-
unit cost savings and improved products and hence greater interna-
tional competitiveness. Monetary stability at home would also go a
long way toward reducing inflationary expectations, thus improv-
ing the price attractiveness of U.S. goods and services.

(2) In the foreign exchange arena, the emphasis should be on al-
lowing the marketplace to work.

Repeated interventions in the foreign exchange market serve pri-
marily to undermine confidence in the dollar and may elicit equal-
ly distortive exchange-rate related reactions from our foreign part-
ners. As in domestic monetary policy repeated interference in ex-
change rates encourages nonproductive speculation and misuse of
scarce capital. The United States should, therefore, continue the
Reagan Administration policy of intervening in foreign exchange
markets only when necessary to counter disorderly conditions.

(3) U.S. international investment policy should concentrate on re-
ducing distortions and restrictions overseas while maintaining
openness at home. Once again, the emphasis should be on allowing
the marketplace to function relatively freely.

International investment yields benefits to the United States as
well as to the rest of the world. At home, profit on our overseas
investments contributes to a positive balance of payments. And its
contribution has been growing. In 1960, U.S. earnings on foreign
direct investments were only $3.6 billion. By 1970, those earnings'
contribution to the current account reached $8.2 billion, and since
then, the inflows have roughly quintupled to an estimated $41 bil-
lion for 1981. These repatriated profits have added to our scarce do-
mestic capital supply and expanded employment opportunities in
the United States.

U.S. investment overseas is also advantageous for foreign part-
ners, increasing their store of capital and freeing up domestic fi-
nancial resources. In addition, international investment has eased
the recycling of petrodollars. Nevertheless, numerous countries
impose strict limitations on foreign direct investment, holding of
foreign securities, bank deposits and loans, and the ownership of
real estate. Such restrictions greatly distort the investment deci-
sionmaking process and conflict with the principle of free flow of
goods, services, and capital to which the United States adheres.

Further distortions are so-called investment-related "perform-
ance requirements" imposed by developed and developing countries
alike. From Mexico with its Decree for the Development of the
Automotive Industry, to India with its rules for investment in so-
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phisticated technology, to Canada with its Foreign Investment
Review Ageney, there is an increasing tendency for countries to re-
quire that, as a price for equity participation, the foreign investor
will use a specified percentage of locally produced components and
will export all or part of his output. Many of these requirements
are imposed long after the investment has taken place, when firms,
saddled with sunk costs, have no choice but to comply or risk losing
valuable assets.

No matter what form, however, performance requirements are
highly distortive. They increase pressure on the world's more open
markets-including the United States-to absorb output, and they
impose artificial constraints on investment decisions.

On the domestic front, the United States should continue to
maintain an open market policy for investment. Foreign capital in-
flows increase the supply of private money vitally needed for in-
vestment in modern and more productive plant and equipment.
Such investment, in turn, contributes to a restoration of high pro-
ductivity growth rates and a concomitant rise in U.S. international
competitiveness.

(4) The United States should continue the present trend toward
emphasizing bilateral over multilateral aid and private over public
participation in economic development.

There is no doubt that multilateral institutions, such as the
World Bank, play a key role in today's international economy.
Throughout the 1970's, the commercial banks took surplus funds of
the OPEC cartel and recycled them to nonoil developing countries.
However, the existing debt burdens, a worldwide downturn in
demand, and growing concern over other countries, future ability
to service debt through earnings-rather than through additional
loans or rescheduling-have dissuaded some commercial banks
from further lending. International financial institutions have been
called on increasingly to take up the slack.

The United States had traditionally played an important rule in
these multilateral development institutions. The U.S. share of the
most recent capital increase or replenishment of development
banks, for example, ranges from 16 percent in the African Develop-
ment Bank to over 34 percent in the Inter-American Development
Bank. Total budget authority for the banks rose from $1 billion for
FY 1981 to over $1.26 billion for FY 1982, an increase of 26 percent.
Moreover, the United States has been a major force in the Interna-
tional Monetary Fund, lending it support for the stability of econo-
mies overseas.

While such multilateral participation is important, the United
States must recognize the benefits to accrue at home and in the de-
veloping countries from an increased emphasis on bilateral strate-
gies. For the United States, bilateral assistance has important
export advantages, both in the initial stages of economic develop-
ment projects and in terms of building the basis for long-term de-
veloping country demand for U.S. goods and services. For develop-
ing countries, bilateral approaches allow greater freedom to the
private sector and should enable governments, over time, to reduce
official debt burdens, increase aggregate private investment,
expand technical training, and achieve realistic exchange rates.
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(5) As an over-arching policy, the United States should stress in-
creased trade over aid.

Export earnings are a more significant source of development fi-
nance than aid, both in terms of the amount of money involved
and by virtue of the economic efficiency that a successful export in-
dustry represents. Of total U.S. imports in 1980 of $241 billion, $62
billion, or 26 percent, were from developing countries. By contrast,
total U.S. economic assistance to developing nations in 1980 was
$7.3 billion. Export-led economic growth has enabled countries in
the Far East and Latin America, in particular, to advance rapidly
and provide a sound basis for continued expansion.

To encourage the development of trading ability, the United
States should continue to provide special benefits to imports from
developing countries under the U.S. Generalized System of Prefer-
ences (GSP). The U.S. GSP program grants duty-free treatment, up
to a certain import percentage or dollar value limitation, on ap-
proximately 2,800 items from 140 beneficiary developing countries
and nonindependent territories. In 1979, $6.3 billion in goods en-
tered the United States duty-free under this program. In 1980,
these imports reached $7.3 billion, and final 1981 figures are ex-
pected to reach $9 billion. The U.S. GSP is illustrative of our com-
mitment to achieve market-based growth in developing countries
thereby reducing, over the longer term, those countries' require-
ments for financial assistance.

At the same time as we encourage economic development
through trade, however, the United States should more thoroughly
implement the concept of "graduation," i.e., phasing the more ad-
vanced developing countries out of preferential treatment in inter-
nationally competitive sectors, thereby distributing GSP advan-
tages among a wider scope of beneficiary countries.

In 1978, five countries-Brazil, Mexico, Taiwan, Korea, and Hong
Kong-accounted for 70 percent of the goods imported into the
United States under the U.S. GSP. In 1980, their share had de-
clined to 60 percent and in 1981 is expected to be smaller yet. Nev-
ertheless, these countries' share remains excessively high, and the
United States should take steps to ensure they begin to compete on
an equal basis with more developed countries and accept the great-
er obligations and responsibilities that accompany increased inter-
national competitiveness and strength.

(6) The United States should emphasize the benefits to accrue
from free and fair trade and should achieve expanded export oppor-
tunities for U.S. suppliers.

Free trade is essential to a strong U.S. economy. Moreover, ex-
ports generate larger real income and more jobs, while imports in-
crease consumer choice and strengthen competition. Through ex-
panded trade, we enjoy lower prices, reduced inflationary pres-
sures, and more efficient use of the Nation's resources.

Increased exports are an essential part of efforts to revive the
American economy and to strengthen American influence abroad.
Currently, over 3.5 million Americans are employed in the export
sector, and it has been estimated that a $1 billion increase in U.S.
industrial shipments overseas could increase this employment level
by another 40,000.
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If exports are to be a principal engine of growth in our economy,
however, we must couple should domestic economic measures with
fair treatment from our trading partners.

One of the major accomplishments of the 1975-to-1979 Tokyo
Round of Multilateral Trade Negotiations was the development of
codes of conduct on nontariff barriers. These distortions, which
have been taking on increasing importance as worldwide tariff
levels have declined, primarily take the form of export subsidies,
unfair pricing and discriminatory government purchasing prac-
tices. The multilateral codes were designed to establish discipline
in, or eliminate the use of, these measures.

Notwithstanding the existence of these agreements, however, for-
eign trading partners continue to restrict imports, reducing U.S.
global sales opportunities. Japan, for example, continues to severe-
ly restrict the importation of agricultural products, including beef
and citrus. The European Community-as part of its Common Ag-
ricultural Policy-provides an unfair competitive edge to its ex-
ports of farm goods through the use of government subsidies. U.S.
producers of sugar, wheat, wheat flour, and poultry have all com-
plained of sales lost to European competitors as a result of the lat-
ters' unfair advantage. U.S. speciality and carbon steel manufac-
turers have filed cases citing "dumping" and subsidization of ex-
ported steel from Europe, Latin America, and South Africa. Thus,
the anti-free trade policies continue.

The United States must impress upon its partners by word and
deed that trade must be conducted according to mutually agreed
"rules of the game" and open market policies. While a stable
dollar, improved products, and greater marketing skills for U.S.
producers will surely go a long way toward improving the saleabi-
lity of American goods and services, we will achieve only limited
results overseas unless our trading partners allow the marketplace
to operate freely, unfettered by insidious nontariff distortions to
trade.

The other side of the coin is the elimination of unnecessary bar-
riers to exporting that result from U.S. laws and regulations. The
United States took an important step toward achieving this objec-
tive through the Economic Recovery Tax Act (ERTA). Under the
previous system of taxation, U.S. businessmen and their families
who represented our exporting interests abroad were penalized
with excessive assessments on the higher costs of living overseas.
ERTA reduced this tax bite with an exemption for the first $75,000
in income earned abroad, plus a deduction for housing and other
expenses.

More remains to be done, however, to reduce export disincen-
tives. Congress must still approve legislation allowing for the estab-
lishment of export trading companies that can benefit from bank
equity participation and immunity from certain antitrust restric-
tions. Moreover, action must be taken to clarify the application of
the 1977 Foreign Corrupt Practices Act (FCPA). Because of the am-
biguous terms of this law and the fear of liability for the actions of
overseas sales agents, small- and medium-sized firms in particular
have been discouraged from breaking new export ground. More-
over, the costs of complying with the accounting and recordkeeping
standards of the law are prohibitive. While the United States must
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zealously guard against bribery, it can do so without the overly re-
strictive and vague terms of the present FCPA.

It is estimated that only 2 percent of U.S. firms account for 80
percent of our exports. There are between 20,000 and 30,000 small-
er and medium-sized firms that could be selling overseas but do not
do so because of lack of adequate financing and marketing know-
how. Moreover, they are stymied by the myriad of laws and regula-
tions, often imposed for legitimate domestic purposes, that confuse
and discourage international risk taking. The removal of these dis-
incentives must be a high priority if exports are to play a dominant
role in our economic recovery.

(7) At the same time as we pursue policies that promote export-
ing, the United States should increase job opportunities for those
adversely affected by foreign competition.

Through tax policies to encourage research and development, the
U.S. Government can foster investment in productive sectors and
greater employment opportunities in competitive industries. More-
over, by allowing for the smooth operation of the marketplace, the
United States will provide stability for firms, facilitate long-term
planning and investment, and ensure job security for U.S. workers
in all sectors of the economy. To promote this goal of economic
growth, attention should be paid to increasing cooperation between
business, labor and government, and improved training programs
for workers.

(8) Agricultural exports deserve special attention, since, along
with services, they have shown growing strength in the interna-
tional arena. The United States should pursue domestic monetary
and fiscal policies and international trade strategies that will en-
courage the maintenance of a strong agricultural export sector, as
well as an increase in the share of processed agricultural commod-
ities in our export totals.

The agricultural sector is of vital importance to the U.S. econo-
my. Farm products directly and indirectly account for approximate-
ly 20 percent of our GNP and about 23 million jobs. Agricultural
exports account for 20 percent of all American exports and should
bring in an additional $45 billion in 1981, for a balance of farm
trade surplus of $28 billion. One of every three acres of harvested
U.S. cropland now produces for the export market, and these agri-
cultural exports not only improve our balance of payments but also
boost the domestic economy. For every additional $1 billion in over-
seas farm sales, approximately 35,000 domestic jobs are created.

U.S. farmers are the most efficient producers in the world for
most temperate agricultural products. Moreover, our producers
have become increasingly successful at selling their output over-
seas. In 1960, the value of agricultural exports represented only 15
percent of farmers' cash receipts. In 1980, exports' share had risen
to one-quarter.

This strong performance is threatened, however, by unfair
import barriers and other countries' agricultural export subsidies.
U.S. farmers find themselves increasingly obliged to compete with
overseas producers protected from worldwide market forces. They
cannot be expected to do so forever.

Moreover, exporters of processed agricultural goods face high
and growing barriers to importing into countries like Japan.
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Our agricultural export success will quickly disappear unless the

United States settles trade problems with overseas competitors and

places all international transactions on a free market basis.



Chapter VII. AGRICULTURE

The economic activity generated by farm products as they flow
through our economic system accounts for a full 20 percent of this
Nation's gross national product and makes agriculture this
Nation's largest industry and employer. For example, a one million
dollar export sale of wheat generates almost $5.5 million of direct,
indirect and induced business activity. Agriculture's assets today
are nearly $1 trillion, almost 9/ioths as large as the combined assets
of all manufacturing corporations in this country. The 23-million
plus people who are employed in agriculture and related business-
es-the growing, storing, transporting, processing, merchandising
and marketing of all farm commodities-make up a fifth of the
Nation's labor force. The product of one out of every three acres
harvested is exported, resulting in farm exports exceeding imports
by $28 billion; the largest positive net contributor to our balance of
payments.

U.S. families spend only 16.5 percent of their incomes for food, by
far the lowest percentage of any country in the world, freeing bil-
lions of dollars of income for the purchase of other goods, savings
and investment. Agriculture is also a big consumer, using enough
steel to account for 40,000 jobs in the steel industry and enough
electricity to power all the homes in New England, Maryland, Ken-
tucky, and Washington, D.C. Farmers annually purchase $14 bil-
lion of farm machinery and $13 billion of fuel.

The primary risk-takers in agriculture are the owners of
America's approximately 2.4 million farms. Perhaps the most strik-
ing characteristic of present day farming is that, in the aggregate,
nonfarm income earned by farm families exceeds what they earn
from farming. In fact, only 1 in 12 farm families depend entirely on
farming for income. Nonfarm sources of income have helped the
agricultural sector to adjust to volatile demand and supply situa-
tions and wide swings in farm prices and incomes. But, at the same
time farming is now, more than ever, influenced by those economic
conditions which impact the typical city wage-earner such as social
security taxes, unemployment insurance and, of course, unemploy-
ment itself.

Agriculture is an inherently unstable business. Natural forces-
weather, pests, diseases-coupled with market uncertainty and in-
stability arising from changing economic and political events
throughout the world, more often than not, dictate the farmer's
fate. This was certainly the case in 1981 when unusually favorable
growing conditions, resulting in record production levels for virtu-
ally every major product, were coupled with generally unfavorable
economic conditions in the U.S. and in major U.S. trading coun-
tries. Net farm income before inventory adjustment is expected to
be about $19 billion for 1981, a 13-percent decline from 1980.
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Farm income levels for 1982 will depend on the timing and
strength of economic recovery in the U.S., political, economic and
trade policies of major U.S. trade partners and, of course, the
weather, both in the U.S. and in other countries. Agriculture has
already had two consecutive years in which net farm income in
constant dollar terms has been lower than at any time in more
than 40 years. While strong U.S. economic recovery in 1982 will be
a significant contributor to reversing this disastrous trend, there is
no guarantee that agriculture will fully share in the benefit; farm-
ers were not helped much by the last "recovery" in 1980-81. Ac-
tions must be taken to ensure that agriculture is a full participant
in the next recovery.

The Reagan Administration has taken important steps to aid the
agriculture economy. The net income position of U.S. farmers will
be improved in 1982 as a direct result of several provisions of the
Economic Recovery Act of 1981. That Act affects farmers in three
highly important areas: (1) a 23-percent reduction during the next
two years in marginal income tax rates, with tax brackets indexed
for inflation starting in 1985; (2) a reduction in the maximum capi-
tal gains tax rate from 28 percent to 20 percent; and (3) a limit on
the imputed interest on land sales between family members to 7
percent for tax purposes. These excellent provisions are in addition
to those contained in the recently enacted four-year farm bill,
which is expected to provide U.S. farmers with an estimated $11
billion of benefits. However, these actions will still fall short of as-
suring farmers an adequate income. This important sector of our
economy requires continued surveillance and possibly further
action to assure its viability.



ADDITIONAL VIEWS OF SENATOR WILLIAM V. ROTH, JR.

While I agree with the general thrust of the Republican views
and their emphasis on long-term growth as the best means of per-
manently reducing inflation, interest rates, unemployment, and
Federal budget deficits, I believe more emphasis must be placed on
the needs of the American people during these trying times. In par-
ticular, we must recognize that high interest rates have discour-
aged investment in productivity improvements and employment op-
portunities, and that further budget cuts-while critically needed
to reduce deficits-can be made only if the needs of those most ad-
versely affected are met. I believe that, throughout the process of
meeting our economic targets and getting our economy back on
course, we must be compassionate and fashion those policies that
will best meet the needs of the individual American.

WILLIAM V. ROTH, JR., U.S.S.
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ADDITIONAL VIEWS OF REPRESENTATIVE MARGARET M.
HECKLER

While I do not endorse all of the analyses and recommendations
contained in this Report, I join the full Committee in transmitting
them as required by the Employment Act of 1946, As Amended, to
the Congress.

MARGARET M. HECKLER.
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ADDITIONAL VIEWS OF REPRESENTATIVES JOHN H.
ROUSSELOT AND CHALMERS P. WYLIE

While we share agreement with the goals to reduce Federal
spending mentioned in the spending section of the Fiscal Policy
chapter of the Republican Views, we do not agree that deficits
should be tolerated even in the short run. William E. Simon,
former Secretary of the Treasury, best described the true costs of
deficit spending in his book, "A Time For Action."

Deficit spending does not eliminate the costs of govern-
ment; it only conceals them. Everything in life must be
paid for somehow, and we are paying dearly for our defi-
cits: a national debt of nearly $1 trillion, interest charges
of $67 billion a year and rampant inflation spurred by Fed-
eral pressure on credit markets and an irresponsible ex-
pansionary monetary policy.

Without realizing it, William Simon dated himself in this pas-
sage to the October 1980 publishing of his book. The national debt
has since passed the $1 trillion mark and gross interest charges on
the debt are estimated to be $100 billion, the third largest govern-
ment expenditure after spending for income security and defense,
for fiscal year 1982.

These figures stand as testimony to the government spending ex-
cesses and to the lack of fiscal discipline in the Congress. The enor-
mity of the costs we are incurring for past and present deficit fi-
nancing cannot be understated. As the President pointed out last
September, our interest payment on the debt each year is now
". . . more than the total combined profits last year of the 500 big-
gest companies in the country; or to put it another way, Washing-
ton spends more on interest than all of its education, nutrition and
medical programs combined."

Because the Federal government has only been able to balance
its budget once in the last fifteen years and only nine times in the
last fifty-two years, we firmly believe that only through a Constitu-
tional amendment to mandate a balanced Federal budget will Con-
gress begin to live within its fiscal means. Of course, we do not sup-
port a Constitutional amendment which would lock Congress in
without consideration given to special circumstances that may
arise. Flexible consideration must be given the Congress to allow
for time of war or national disaster. But while we have reserva-
tions in amending the Constitution when statutory means might be
able to accomplish the same desired ends, past history has clearly
demonstrated the need for a Constitutional amendment to balance
the budget. Historical experience shows that Congress has not yet
passed a law to balance the budget, so the time has come for dra-
matic action.
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An historic moment occurred on May 19, 1981 when the full
Senate Judiciary Committee approved S.J. Res. 58, the Tax Limita-
tion/Balanced Budget Amendment, for Senate floor consideration.
This represents the first time that a Constitutional amendment to
balance the budget has been, referred to the floor of either the
House or Senate for consideration. In addition, 31 states are now
on record calling for a Constitutional Convention to consider an
amendment requiring a balanced Federal budget. Only three more
states are necessary for the convention to convene. With these two
impending actions, it now appears that Congress will soon give
thorough deliberation to this important issue.

JOHN H. RoUSSELOT.
CHALMERS P. WYLIE.
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