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Mr. Goroon. I think it is very promising, with one qualification
with which I am sure you would agree. I think it would be a mistake
to think that measures of this kind would have a very significant
effect on the U.S. economy in the short run. Negotiations of the sort
you propose—multilateral negotiations, quite complex international
negotiations—invariably take a considerable period of time to com-
plete. So I think we ought to be realistic to expect that such nego-
tiations, if we decide to enter them, would not have visible economic
effects in the near future,

Representative Reuss. It is equally true, is it not, that the sooner
you equip yourself to start negotiations, the sooner you complete
them?

Mr. GorooN. Yes.

Chairman Parman. Senator Proxmire ?

Senator Proxmire. The main thing I want to do, Dr. Heller, now
that we have indicated that we are not wildly enthusiastic about the
higher interest rates, I would like to relate that to the possibility of a
tax cut.

You indicate in your statement that taxes and savings would be
drawing $14 or $15 billion too much, from the economy which would
have to be offset by additional investment and Government expendi-
tures for full employment to be attained.

I presume this $14 to $15 billion indicates that a substantial tax cut
would be necessary in order to correct this situation, but I presume it
would be somewhat less than $14 to $15 billion, is that correct ?

Dr. Herier., Yes, it is, Senator. We would have to take into ac-
count not only the initial impact of the tax cut itself, but the multiplied
effects, and the impact on inventory investment, and on investment in
plant and equipment and in housing. So these numbers were not meant
to suggest in any way, shape, or manner the size of any tax cut.

Senator Proxmire. Let me ask you about that multiplier. I won’t
say you have been quoted, but people have said that the economists on
the Council of Economic Advisers indicate one specific multiplier;
others say others. I understand from some competent economists that
a tax cut of $10 billion would mean an increase in the GNP of $20
billion. Others say $25 billion. Would you have a rough estimate?

Dr. Herrer. It is extremely difficult to tie oneself down to a specific
estimate in the absence of test-tube evidence. As was pointed out
earlier, a tax cut would show up primarily as an increase in disposable
income, quite undifferentiated from any other source of increase in
income. In other words, it would not appear to most people as a spe-
cial kind of income, labeled “Cut in Tax Liabilities.” For the most
part, it would simply show up as an increase in take-home pay. That
touches off spending and re-spending.

Senator Proxmire. I understand the multiplier and I certainly
agree.

Dr, Hewrer. I am trying to get to a rough approximation of the
magnitude, without suggesting that we are tied to any specific multi-
plier figure. Very conservatively estimated, the multiplier effect as
such might be one and a half to two times the initial tax cut when it
works through the spending stream and on into an increase in GNP.

Depending in part on the level of economic activity relative to capac-
ity, there would be further magnification of the original figure,
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through the impact which the higher levels of consumption may have
on investment I inventories and plant and equipment. Depending
on the conditions in the economy and a number of variables that are
terribly hard to tie down, that would increase the total impact from
1% or 2 to 2% or 3 times the size of the initial tax cut—and under very
favorable circumstances, even more. It depends in large part on con-
ditions that exist at the particular moment the tax cut is made, and
in what direction you are moving—that is, whether the economy is
expanding, leveling off, or declining.

enator Proxmire. It would vary on the kind of tax cut. For ex-
ample, if you had an increase in exemptions or if you had further
modification of depreciation or investment credit, would these have
varying impacts in your judgment on the multiplier? If so, what
kind of tax cut would have the greatest multiplier and which the least?

Dr. Herrer. It makes some difference, certainly. But we must not
exaggerate its amount. We know that, on the average, persons in
low-income brackets spend their entire incomes, while in the highest
brackets they save as much of their incomes as they spend. But some
studies suggest that the amount spent of an additional dollar of income
is not nearly so different across the range of incomes, or at least across
the brackets that really account for the bulk of taxable incomes.

Senator Proxmire. But I think almost all of the proposals we have
here, with maybe a couple of exceptions, there would be a much big-
ger dollar tax cut with a bigger income.

I was going to say if you have a person with a $5,000 income and
you have a $4 billion tax cut for individuals, as I calculate it, he
would get about a $2 week increase in income or something in that
area; whereas a person with a $50,000 income would have a somewhat
larger dollar benefit.

Under these circumstances, while the dollar differences might be
somewhat the same, if you had the same dollar tax cut, you wouldn’t
have it. Therefore, the difference in spending would be quite marked.
You see, I am trying to get at two things, frankly, and my time is
limited, so I am going to have to cut short.

The first thing T am getting at is that T am wondering even if a big
tax cut of $6 or $7 or even $10 billion is going to give consumers the
kind of money in their pocket that is going to result in their buying
a house or car or buying anything of that kind. That is No. 1.

No. 2, which is somewhat unrelated but which is the whole point of
what the chairman and Senator Douglas and Congressman Reuss and T
have been arguing, if you do have a tax cut coupled with higher in-
terest rates, is it not true you will have to have a much bigger tax cut to
accomplish the same stimulation of the economy? Isn’t it true that,
whereas you might be able to achieve what you say you need to achieve
on page 10 with a $7 billion or $8 billion tax cut, and the multiplier
you have described, that if you have an increase in interest rates of
the kind we have been reading about overwhelmingly in the news
papers, and it seems to be in the cards on the basis of the Federal
Reserve and Treasury policy, that you will need a 50-percent higher
tax cut or maybe a 100-percent higher tax cut to achieve the same
degree of stimulation ?

Dr. Herrer. Let me answer the second question first, because I think
we can dispose of that very quickly. It 1s perfectly true that if you
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had a tax cut and then proceeded to shrink private spending by the
same amount by monetary policy, you would simply nullify the tax
cut.

Senator Proxnmire. That is very important. If you have a tax cut
and if you sell bonds to the public to absorb all of the increase in
monetary supply or the increase in funds that results from a tax
cut, you say you would eliminate much of the effect of the tax cut.

Dr. Herrer. I think it is somewhat more complicated than that. If
you sell bonds to the public, you will be in part activating idle funds,
so that this would not go all the way to offset the effects of the tax cut.
The proposition I was stating was one in which the method of finane-
ing would increase interest rates so much as to cut back the amount of
private spending by the full amount of the tax cut. Then you would
nullify the tax cut.  But this would be extremely hard to do and would
require a highly restrictive monetary policy—one that actually reduced
the money supply severely. Of course, it is true that for any given
stimulus to the national product, the size of a tax cut would have to
be greater the tighter the monetary policy. That is just arithmetic,
and I am only too happy to underscore that arithmetical fact.

Going back to the first question, concerning the impact of a tax
cut. If we look at this hypothetical set of figures that we put to-
gether fora $6 billion cut in individual tax liabilities—

Senator Proxmire. May I just interrupt to put something in the
record? I want to put in the record here, Chairman Martin’s reply to
Chairman Patman on this very question when Chairman Patman asked
him what we ought to do to stimulate the economy with a large deficit.
Martin said :

I will return to the simple statement I made earlier. In the event a decision
is made which widens or further deepens the deficit we are already running, I
want to put the Federal Reserve specifically on record this morning, if I have
not already, that I think we must not finance the deficit by bank created funds.
It should be financed by bona fide savings and not by writing up the funds on one
or the other side of the bank’s ledger. It would mean that the expansionary
effect of the tax cut would be enormously reduced.

Is my observation roughly correct?

Dr. HeLurr. As against other methods of financing that would ac-
tivate bank funds and increase the money supply, there is not any
question that this approach would be more restrictive, and would
require a larger tax cut for any given result in employment and pro-
duction.

I believe, as Congressman Curtis mentioned earlier, that this is an
area that requires a great deal of additional attention, partly because
we don’t know all the facts and partly because there is much misunder-
standing and misuse of such terms as “real” saving, bank and non-
bank funds, activating idle funds, and so forth.

I would hope that our Council and this committee and others would
continue to discuss this problem, because it is one of the critical areas
of economic policy.

Chairman Parman. Will you yield for a brief observation ?

Senator Proxmire. Yes.

Chairman Parman. You are emphasizing bringing out of hiding
some idle funds. Don’t you think that the amount of such funds would
be so small and so insignificant that they would not be a significant
factor in our analysis of the monetary problem ? '
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Dr. Hevrer. T amnotina very good position to judge that. I would
hate to make a quantitative answer to something for which I don’t
have the underlying evidences before me.

Representative Curris. You said liquidity was low. That would
indicate not so much idle funds, would it not?

Dr. Herver. The extent of liguidity in the economy cannot be meas-
ured entirely in terms of the money supply, as conventionally defined.

Senator Proxmire. At any rate it would drive up interest rates, and
in doing so, tend to reduce the accelerator principle?

Dr, Herrer. It would drive up interest rates. It would reduce the
attractiveness of holding inventories and making plant and equip-
ment investment.

Senator Proxmire. And the attractiveness of buying a house?

Dr. Herrer. Yes, sir; in the long term, there is no guestion about it.
I would like now to come back for a moment to that earlier question
about the stimulating effects of a tax cut, leaving aside monetary

olicy. The amounts that are involved in table I-3, if you have it in
ront of you, are really not inconsequential. Take, for example,
plan B, which is a 3 percentage point reduction in tax rates.

Senator Proxmire. Thisison an annual basis?

Dr. Herrer. These are on an annual basis. Either plan B or plan C
which is the chamber of commerce proposal, or plan D, which is the
$200 increase in the per capita exemption—all involve some very ap-
preciable tax savings. The fact that they might be distributed in
small amounts from week to week doesn’t mean they will not have a
stimulative effect. They don’t have to go into houses, TV sets, and so
forth, to have an expansionary effect on the economy. ,

Finally, apropos of the distributional point, it 1s interesting that a
one point across-the-board cut, as indicated in schedule B costs about
$2 billion of revenue.

Senator Proxmire. For $5,000 income that would be a $21-a-year
tax cut and $63 for a 3-point cut.

Dr. Herrer. That is right. For $1.3 billion of each $2 billion of
the across-the-board cut would go to the first bracket. Most of the
rest would go to the next few brackets. So that even if you had an
across-the-board cut, the great bulk of the tax reduction would go to
the first bracket—$1.8 out of each $2 billion—and the bulk of the re-
mainder to the next few brackets above the first bracket. I think this
is an important factor.

Senator Proxmire. Mr. Gallup has conducted some studies and
there have been some other studies conducted. The Wall Street Jour-
nal had a survey, indicating that the people would not be inclined to
spend the increased income received from the tax cut. While the
propensity to spend is 92 to 94 percent of income, I wonder if there
were not a psychologically adverse effect particularly if there was as
much opposition as there is now to the tax cut. People might say this
is a forerunner of trouble.

Dr. Hevrer. This gets one again into the psychological realm as
you suggest.

Past history does not support the results of Mr. Gallup’s survey.
I think Mr. Katona would have told you this morning that what
people say they are going to do with an increase in income, particularly
when they are full of good intentions about saving, is not very closely
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related to what they actually do with their increase in income when
they get it. They are much more likely to spend it than they intended.

Senator Proxmire. He indicated that, but certainly the record of
past tax cuts is not very reassuring. The tax cut we had in 1926 was
followed by a recession. In 1929 we know what happened after the
tax cut. That was a major tax cut. We had the worst depression in
history. The tax cut in 1948 was followed by a recession. It is true
in 1954 and some other tax cuts were followed by an improvement in
business conditions. There certainly is not anything automatic in the
tax cut itself which can assure us that we will have an expansion in
business as a result of the tax cut.

I would say that on the basis of having had 9 years out of the past
40 in which we have had tax cuts and in 3 of those years we had a drop
in business conditions and in some of those other years the effects were
at best mixed, that is, business was improving anyway, I can’t see
that we have very good empirical evidence that a tax cut is going to
be our solution.

Dr. Herier. I think we have very good empirical evidence that ad-
ditions to income result in higher spending and higher investment.

Senator Proxmire. Those tax cuts were additions to income.

Dr. Herrer. It doesn’t matter whether it comes from a tax reduc-
tion or other sources.

Senator Proxmire. Do we have any study that indicates what hap-
pens when you cut taxes and increase interest rates which seems to be
the plan? 1 know it is not your plan.

Dr. Herrer. If that is the plan, I am not privy to it.

I don’t think we have any direct evidence on this point, although it
would be interesting to check the 1954 experience when there was a
very good economic expansion and a very quick restoration of Fed-
eral revenues after a $7% billion tax cut. This occurred in a period
when monetary ease ruled for quite some time, before tightening oc-
curred in the later phases of expansion.

Senator Proxmire. Certainly in 1954, wouldn’t you agree, that the
impact of the Korean war, although as in all our wars, with a great
increase in (Government expenditure, with the increase in the size of
the Armed Forces, all that kind of thing, pent-up wartime demand of
various kinds had a more serious impact perhaps than the tax redue-
tions did ?

Furthermore, there was a particular business investment gimmick
there, a change in depreciation policies, that resulted in a great deal
of the expansion being concentrated in investment by business plant
and equipment.

Dr. Hercer. In the early part of that recovery investment was not
so much the initiating force. The investment surge developed later,
particularly in the 1955-57 period. There was about $3 billion of
individual income tax reduction at the beginning of 1954 and another
$1 billion reduction of excise taxes, and then the $1.4 billion reductions
from the overhaul of the income tax. The efforts of the latter were
concentrated mainly on business, and perhaps primarily affected
business investment. But overall the larger part of it, or at least half
of it, was devoted to a reduction of income and excise taxes on
consumers.

Senator Proxmire. My time is up, Mr. Chairman.
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Chairman Patman. We have had you gentlemen here about 314
hours. That is quite a long time. 1 wonder if you would not be
willing to answer any questions we might submit to you, Dr. Heller,
1f we get them to you in writing before you correct your transeript?
Would you be willing to answer them in connection with the exam-
ination and correction of your transcript ?

Dr. Hrrzer. We would be happy to do our best on that score, Mr.
Chairman.

Chairman Patman. You may submit anything that you think is
germane or material.

Chairman Parman. Before closing, I think Congressman Curtis
has a question.

Representative Curtis. I have one question. I will have some
others. On the questioning of Senator Proxmire on the 1954 cut, I
think we are leaving out some factors. There was a $10 billion and
more cut in Federal expenditures.

Dr. Herrer. Which preceded the tax reduction.

Representative Curris. Yes, but it occurred right at the time. That
was the basis on which we felt we could cut back in Federal revenue
because it was not deficit financing that we were engaged in at the
time. I was on the committee in writing it. We had the dividend
credit there which took a great deal of the release of money and that
was certainly in the investment area.

In the consumer area, as far as the income tax cutting was concerned,
which was increasing the exemption from $500 to $600, we at the
same time increased the social security tax, as I was pointing out this
morning, which took about a million out of the economy.

Dr. HEviEr. Yes, that is a point.

Representative Curtis. And almost equalized in the consumer area.
1 think if we examined into it, the only way that would have affected
the consumer would have been below the billion dollar figure.

Chairman Parman. Thank you, gentlemen, very much. We will
submit the questions to you.

Thursday morning we have Mr. Otto Eckstein, professor of eco-
nomics, Harvard University ; Mr. McCracken of the University of
Michigan ; Mr. Pechman of the Brookings Institution.

Without objection, the committee will stand in recess until 10
o’clock here in this room, tomorrow morning.

(Whereupon, at 5:35 p.m., the committee recessed, to reconvene at
10 a.m., Thursday, August 9, 1962.)
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Chairman Parman. Thecommittee will come to order.

The committee continues hearings on the state of the economy and
on improvements in policies to help achieve maximum employment,
production and purchasing power.

This morning we will consider fiscal policies in general and tax
policies in particular.

‘We have a very distinguished panel of experts on this subject, all
of whom are old friends of the committee. Prof. Otto Eckstein, Har-
vard University ; Prof. Paul W. McCracken, University of Michigan;
Dr. Joseph Pechman, director of economic studies, of the Brookings
Institution. It is delightful to have you, gentlemen.

Each of the panelists may make an opening statement if he has one,
and then members of the committee will put questions to the panel
under the 10-minute rule.

Dr. Otto Eckstein, you may proceed in your own way. You have
a prepared statement, I believe.

STATEMENT OF OTTO ECKSTEIN, PROFESSOR OF ECONOMICS,
HARVARD UNIVERSITY

Mr. Eckstein. Thank you, Mr. Chairman. It is a pleasure to be
back with the committee.

If the reports of usually well-informed reporters are correct, the
prospect of a tax cut this year is fading. As has occurred repeatedly
through the postwar period, the President and the Congress seem to
lean to the view that a tax cut is either not necessary, or that the de-
cision can wait a few more months, until short-term economic indi-
cators cease to be mixed.

The decision has now waited for over 4 years. In the meantime,
we have progressively lowered our sights about the performance of
our economy, satisfying ourselves with higher rates of unemployment,
talking bravely about growth, but, in fact, accepting a rate of expan-
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sion which is clearly below the normal rate which the ordinary in-
crease in the labor force and in the stock of capital would produce.

I believe I can best serve this committee and the formation of eco-
nomic policy by talking about three things today. First, I shall re-
port on some statistical analyses conducted in collaboration with
Professor Duesenberry of my department and Professor Lintner of
the Harvard Graudate School of Business Administration, about the
general economic outlook and the effects of tax cuts.

Second, I shall analyze some of the reasons for our hesitancy to
act, and finally I shall give a few preliminary ideas which may be
of relevance early in 1963 when we shall face the tax-cut problem
again.

PROJECTIONS

Two projections were prepared, not as forecasts but to provide a
realistic setting for the evaluation of a tax cut. We projected move-
ments of the gross national product to the middle of 1963 on two
assumptions. Omne, an optimistic set, under which business spends as
much for investment in plant and equipment as it said it would spend
before the stock market declined ; residential construction continues to
rise substantially to a rate of $25 billion a year and then remains at that
level; net exports remain high; the increase in the outlays of State
and local governments continues at the upper end of the rates of
increase of recent years; and the Federal Government spends as much
on goods and services as it announced in the recent budget.

If all of these optimistic assumptions come true, an unlikely com-
bination of events, gross national product might reach a level of $580
billion by the second quarter of 1963.

We also prepared a set of projections making restrained pessimistic
assumptions. In this set we assume that fixed investment by busi-
ness would begin to decline slightly after the middle of this year, and
continue to decline at a moderate rate to the middle of 1963; resi-
dential construction maintains current levels; net exports fall slightly ;
State and local governments increase outlays at a high rate but not
quite as high as under the optimistic set, and the Federal Govern-
ment again sticks pretty closely to its announced plans.

This set of projections gives a gross national product of about
$547 billion by the middle of 1963, which is slightly below the cur-
rent level.

To gain some perspective on these figures, it is useful to estimate
that rates of unemployment that are likely to be associated with them.
Even the optimistic projection produces no significant improvement
in the unemployment rate below its current high level. Under the
projection of restrained pessimism, unemployment rises above 7 per-
cent by the middle of 1963.

To see what difference a tax cut would make, we assumed that per-
sonal taxes would be cut $4 billion and business taxes on the order
of $2 billion or so, enough to raise business investment by $1 billion.
By comparing the resultant GNP figures with the above projections,
the net impact of a tax cut was estimated.

We find that this $6 billion tax cut leads to an increase in GNP by
the middle of 1963 of about $12 billion. If the tax cut is added to the
optimistic projections, GNP might reach $592 billion. When added
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to the pessimistic projects, it results in a GNP of about $560 bil-
lion. Thus, what we call the multiplier of the tax cut is about 2.

It may also be of interest that of the $6 billion initial tax cut, some-
thing like a third to a half would be recovered through the higher
tax yields of improved economic activity. Let me add that we did
not suggest that a $6 billion tax cut was the right amount. Larger
tax cuts would have larger effects, of course, but we see no immediate
reason to expect the resultant impact on the economy to be greater in
a more than a proportionate manner. Thus, a $10 billion tax cut
lr)l}lifght improve GNP by about $20 billion, a $4 billion tax cut by $8

illion.

What do tax cuts do to unemployment? The $6 billion tax cut
would lower the rate of unemployment by about 0.6 percent, or 400,000
persons. The improvement in employment would be greater as the
Iabor force returns closer to its normal rate of expansion.

The single most interesting fact about these figures is this: even if
the optimistic assumptions come true, that is, if the present supposedly
“mixed bag of signals” resolves itself on the side of optimism, a tax
cut would still be appropriate, since there is virtually no prospect of
a real improvement in the unemployment situation.

If the tax cut were enacted, even under these circumstances, the
resultant rate of unemployment would still be above 4.5 percent, and
therefore short of full employment. Thus, a tax cut would not be a
mistake even if the optimists were correct and things turned out just
as well as one could reasonably hope for. The risks of policy, there-
fore, are not being run with regard to inflation, but recession and de-
pression. For if things really go sour after this lengthy period of
under-utilization of capacity and high unemployment and after the
large decline in the stock market, no one can foresee just how the de-
cline will occur and when and where it will stop. The prudent action,
therefore, is a tax cut.

REASONS FOR INACTION

The diagnosis I have just presented is now held very widely both by
economists and by business and labor leaders. It would take someone
with a lot more understanding of the political process than I possess
to explain the present dim outlook for action in the face of this agree-
ment. Let me discuss a few of the more economic points, however.

First, we are much too preoccupied with the ups and downs of reces-
sions and expansions, and have lost sight of the longer-term trend of
the economy in the process. It is indeed a fascinating sport to col-
lect the straws in the wind every week about the immediate direction
of movement of the economy.

In fact, however, the business cycle per se has become extremely:

mild. Inventory movements, as the recent studies prepared for this
committee showed, are a large part of the quick ups and downs of
recession. As the economy has become more slack and supplies abun-
dant, business has gotten more and more cautious in its inventory
policies. The inventory movement of the 1960-61 recession was sub-
stantially smaller than in the 1958 recession. Inventory buying duz-
ing the present expansion was even more hand-to-mouth. Policies
for fixed investment have also become more cautious and based on low
assumptions of economic growth. These factors make recessions mild,
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though one must mention on the other side that the stock market crash
is a new factor which may worsen the process of decline when it next
OCCurs.

This mildness of recession militates against the use of fiscal policy.
Decisions to pursue an expansionary fiscal policy have only come long
after the signs of recession were clear, that is, when the inventory
decumulation was fully underway and most statistics were declining
sharply. A mild recession, even starting from a low point, does not
produce unambiguous short-run indicators. Only a sharp recession
does that.

What is important about the present situation is not the direction
of movement in any particular week, but the long-term output in
relation to the capacity of the economy. Our concern about the direc-
tion of movement has distracted us from the longer term deterioration
of continued high unemployment and slow growth of the labor force,
of low utilization of capital and squeezed profit margins, and of
diminishing job opportunities in the face of a rapidly increasing
number of young people entering the working age brackets.

If we devoted as much attention to the measurement of the actual
trends of the economy as compared to the potential trends as we do
to the identification of business-cycle turning points, our fiscal policy
might be different.

Let me add I just received in the mail this committee’s study of
measurement of productive capacity, and I hope this marks a turning
point in our focus of attention.

BUDGET BALANCING

Fear of deficits and the desire for an annually balanced budget is
another major factor. This is not the place to rehearse all the pros
and cons of the balanced budget, but let me point out two salient facts:
first, if we really attempted to achieve an annually balanced budget
in a deteriorating economic situation, it would plunge the country
into depression.. Attempts to balance the budget by raising tax rates
and cutting expenditures in the thirties were important contributory
causes to the magnitude of that disaster.

Second, the only valid reason for favoring an annually balanced
budget is the pressure which this principle puts on the President and
the Congress to resist the many pressure groups that always want the
Government to spend more money. That argument is clearly irrele-
vant in the present context.

If there is objection to a high volume of spending, a tax cut is much
more likely to place a check on expenditures growth than stumbling
into recession. A reduction in tax rates will force the Government to
scrutinize expenditures more closely in the coming budget, while a
recession, if recent history is any guide, will lead to a series of hasty
new expenditure programs.

LINKING THE TAX CUT TO AN IMMEDIATE EXPENDITURE CUT

Recently, the idea has been advanced that a tax cut should not be
enacted unless expenditures are cut at the same time. As a point of
political strategy, of using this opportunity to insist on expen(liture
reduction, it is not a point for me to judge. But when the same
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point is offered by economists as policy advice, it must be judged on
economic grounds. I do not doubt for a moment that the United
States would be better off if certain lines of Government expenditures
were substantially cut. I am also certain that my list would not be
somebody else’s list. We all have our own preferences about Govern-
ment expenditures. But I fail to see any logical connection between
the desirability of a tax cut which would permit business and consumer
demand in the economy to grow in line with potential supply, and
the necessity of reduction of Government expenditure programs as
a precondition.

I cannot see why a sound tax policy has to await reform of the
agriculture program, of veterans’ benefits, of urban renewal, of wel-
fare programs, of subsidiaries of business, of defense, or space, or
foreign aid, or whatever programs are in the minds of the economists
advocating this view. As a matter of general economic policy, the
argument is clearly upside down. If expenditures were really cut—
even foolish expenditures—this would be a reduction in purchasing
power which would have to be offset by further tax cuts. The deficit
that would be associated with a policy of joint expenditure and tax
reduction would have to be larger than a deficit from a tax cut alone
to achieve any given degree of improvement in output and employ-
ment.

RELATION TO MONETARY POLICY

Concern has also been expressed that the additional deficit which
would result from a tax cut would force up interest rates, which
might defeat the purpose of the tax cut. No doubt, a few more
billions of deficit that have to be financed by borrowing will add to
the demand for funds, and other things being equal, would have some
impact on interest rates.

However, I do not believe that this increase in the deficit would
in fact be decisive about the trends of interest rates in the coming
months. I would not judge the situation heavily on the experience
of 1958 and 1959 when a record cash deficit was financed while the
money supply shrank, and when interest rates did, of course, reach
record levels.

This time, the deficit presumably would be smaller and the money
supply would be allowed to increase at some modest rate. Of course,
the authorities will have to pass a judgment on the appropriate
monetary policy in the coming year and on the methods of financing
the deficit. But it is my belief that these decisions will be less influ-
enced by the increment in the deficit that can be attributed to the
tax cut than by our international monetary position weighed against
the volume of unemployment.

TAX POLICY IN 1963

Let us begin to look ahead to the next moment of decision early
in 1963, when, presumably, some tax cut will be made in connection
with tax reform. It is now much too early to reach definitive con-
clusions about proper policy at that date; however, a few simple
ideas might prove useful. First, the tax changes at that time must
deal both with long-run and with short-run problems.
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On the one hand, if economic growth really is a serious objective
of policy, the tax system should be further changed in a manner de-
signed to raise the fraction of our gross national product which is
invested. On the other hand, consumer purchasing power must also
be stimulated. In practical terms, this means that the tax cut must
somehow be divided between reduction of upper bracket rates of
personal and of business taxes and reduction I the lower bracket
personal taxes.

We have already had a liberalization of depreciation allowances
which will save business about $2 billion a year. The investment
credit ‘which may be enacted in this session would add at least an-
other billion-plus to business tax relief.

Thus, these two measures alone would reduce corporation income
tax payments by $3 to $4 billion, thereby increasing the supply of
investible funds. If further substantial relief is given in business
taxation, while at the same time lack of growth of consumer pur-
chasing power keeps the demand for final products relatively low,
there is little chance that the additional savings being made available
will in fact be invested.

Thus, a tax cut which only adds to savings may very well do more
harm than good in dealing with the central economic problem of our
day, which is the short fall of demand below potential supply. On
the other side, increased international competition and the need for
high long-term growth to meet our obligations requires us to take
some additional steps toward raising the fraction of GNP which is
invested.

The Congress would be well advised to take with a large grain of
salt any advice which would confine the emphasis of a tax cut either
to business investment alone or just to consumption. Obviously some
balance is the right answer, and what that balance is will depend on
the circumstances at that time. The higher the rate of unemploy-
ment, the more weight will have to be given to the short-run stim-
ulation of demand, which is best accomplished by stimulating
consumption.

Let me add at this point, that in the event that an extensive tax
reform bill is going to be tied to a tax cut, it might be wise for the
Treasury to get an immediate effect out of such a policy by reducing
the withholding tax schedule effective January 1.

As I understand it, they have some administrative discretion about
the amount of withholding which they insist on from the first of the
year. If, in fact, it is going to be a tax bill which is debated well
into the fall, if it is to have any economic impact as far as the short-
run problem is concerned, it would be too late. I believe they have
discretion to reduce withholding earlier, presumably on the assump-
tion that the final tax bill would contain a tax rate cut.

In conclusion, the history of tax policy reveals one lesson very
clearly : most of the time there are reasons for not engaging in a
positive tax policy, or for at least deferring the decision over and
over again. Our tax system is choking off the growth of the economy.
The longer we delay its regearing, the more it _costs us in terms of
lost output, lost wages and profits, a permanently shrunk workweek,
a resistance to technological change, permanently lost capital forma-
tion and just plain human suffering.
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Chairman Paryan. Thank you very much, sir. o
Our next witness will be Professor McCracken, of the University
of Michigan. Professor, we are glad to have you.

STATEMENT OF PAUL W. McCRACKEN, PROFESSOR OF ECONOMICS,
UNIVERSITY OF MICHIGAN

Mr. McCracken. Thank you, Mr. Chairman.

First I want to say I very greatly appreciate this opportunity to
appear before the committee as it considers the implications of cur-
rent business conditions for fiscal policy.

I do have a prepared statement, but I am going to read excerpts
only since the full statement is somewhat long.

hairman PatmaN. You may proceed as you desire.

Representative Reuss. Mr. Chairman, I wonder if Dr. McCracken
would be good enough from time to time to tell us about what page
of his prepared statement he is reading from.

Mr. McCrackeN. Yes, I shall.

Clearly the first question to pose is this: Does the evidence indicate
that the economic situation presently needs to be strengthened in a
fundamental way? Obviously there are reassuring aspects in the
evidence that we have at hand. And certainly we would all agree
that we need to avoid being “nervous Nellies,” irrationally rushing
into major policy changes each time we get a little bad news or have a
little bad luck.

On the other hand, three considerations suggest to me that the
economy does need strengthening in a very fundamental way.

First, there is the fact that the economy has for some years been
operating somewhat below par. This has been widely recognized and
discussed and needs no further elaboration here. The work of this
committee has done a great deal, I think, to provide the statistical
underpinning for documenting this problem.

Second, the current cyclical expansion, beginning after February
1961, has turned out to be the weakest since the First World War.
The facts can be usefully summarized something like this.

The data in table I of my prepared statement show the gains in
eight measures of business activity during the first 16 months of each
cyclical expansion since World War I. If data were fully available
for the entire period, it would be possible to make 64 comparisons of
the current cyclical expansion with these others. For each of eight
measures of business activity, post-1961 gains could be compared
with that during the eight other cyclical expansions. Since, for the
earlier period, some data are not available, only 55 such comparisons
can actually be made.

It is interesting to note that in 48 of the 55 the comparison is un-
favorable to the economic performance since early last year; in 6
there is a favorable comparison; and in one case it turns out to be a
tie. There can hardly be any question, therefore, that this is a candi-
date for the weakest recovery since World War I.

Third, we are beginning to wonder if the present expansion will
turn out to be not only the weakest but also one of the shortest in the
postwar period. We must, of course, beware of attaching excessive
importance to very current data. On the other hand, some facts
are undeniably disturbing.
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The gain in business activity during June, the last month at the
moment for which a full statistical picture is available, was roughly
one-third the average monthly gain since the present expansion got
underway. There is also some evidence in the data on table II of a
slowing down in the rate of the expansion throughout the second
quarter. (P.5 of my statement.)

Finally, leading indicators generally have not been looking strong
for some time. New orders for durable goods have been declining
since the first of the year, and the June fall was particularly sharp.
The length of the workweek moved downward in May and June. In
fact, the most recent data available for the 30 leading indicators in
Business Cycle Developments show 18 declining and 12 rising. Lead-
ing indicators can be affected by capricious developments, and in any
case the length of the leads is often quite variable. It would be
difficult, however, to give the present pattern a very optimistic inter-
pretation.

If this review of the current economic situation is realistic, we
clearly face more than the problem of an off 1 or 2 months in the
inevitably irregular pattern of cyclical expansion. It is more accurate
to say that we confront an uncertain short-run business outlook fol-
lowing upon a particularly weak cyclical expansion, all of this super-
imposed upon an economic performance that has been subpar for some

ears.

Y What is our problem? There are, broadly speaking, two possi-
bilities. People are either disinclined to spend their purchasing
power, or there is a shortage of purchasing power. In one respect
there may be a lessened inclination to spend. Consumer attitudes
have never regained the levels of buoyancy reached in 1955, and there
has been some deterioration since the events of April and May. And
the evidence is clear that changes in consumer attitudes do influence
the level of spending.

There is also some concern about the possibility that wants have
been saturated. There are persuasive reasons for believing that this
problem of saturation of wants is not the core of the present situa-
tion, and on page 7 of my testimony I have a couple of paragraphs
summarizing the rather substantial body of evidence on this that comes
from the work of the Survey Research Center at the University of
Michigan.

Continuing at the top of page 8—the evidence suggests to me that
the problem is a shortage of purchasing power. Since the low quarter
of 1961, private incomes after taxes (disposable income plus corporate
profits after taxes), have increased $32.7 billion, but private demand
for output has increased $35.9 billion. Thus private demand has
increased $1.21 for each dollar. This is less than the $1.32 in the
corresponding period after 1958 or the $1.54 after 1954. But it is
still true, in the five quarters following the low point last year, that
private demand for goods and services increased more rapidly than
income after taxes.

Tt is, I think, increasingly clear that the economic policies of Gov-
ernment have been making a substantial contribution to the economy’s
shortage of purchasing power in recent years. At times the monetary
authorities clearly have stepped too hard on the brake pedal—for
example, in 1957 and again in 1959. It is equally clear to me that
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monetary policy has not impeded economic expansion for roughly
214 years. The reserve position of banks has been easy—and this
continues to be true in spite of the slightly recent tightening. Com-
mercial banks are eager to expand their loans, in contrast to the
loaned-up banking sentiment in 1957 and 1959. Bank credit has in-
creased 814 percent during the last year. Reflecting this, interest
rates, contrary to the expectation of many experienced market ob-
servers earlier this year, have remained relatively low. Bond yields
are only slightly above those of the low point of the recession early
last year. Whatever quarrels we may have with the Federal Reserve
about the details, the evidence does not seem to me to support the
view that monetary policy has had very much to do with the current
sluggishness of the economy. Nor does the recent slightly less easy
credit policy yet constitute much threat to further expansion.

The principal drag has come from the tax side of Government
fiscal operations. For years we have pointed with gratification to the
stabilizing effect of our tax structure as a major defense against a
recession. (Top of p.10.)

Chairman Parman. I assume you will put your whole statement in
the record ¢

Mr. McCraoren. Iwould like to.

Chairman Parman. That will be done.

Senator Proxmigre. I hesitate to interrupt, but I would appreciate
it if Dr. McCracken would define “money supply” for us.

Mr. McCracken. Yes, sir, that is a good point, Senator. My defini-
tion of the money supply here would nclude time deposits. I suspect
that is the point of your question.

I continue at the top of page 10. That total cash receipts of gov-
ernment (Federal, State and local) have absorbed a large and growing
proportion of the national income is well enough known, though
the quantitative magnitudes are not always fully appreciated. The
ratio of Government cash receipts (on a national income basis) to
national income rose from 26.6 percent in 1948 to 33.9 percent in 1960,
and it is probably about 8414 percent right now. Now let us look
more closely at the last year and one-half to see how this works out
cyclically.

Chairman Patmax. I would like to have one clarification here.
You say “ratio of Government cash receipts.” You mean all govern-
ments, Federal, State and local political subdivisions ?

Mr. McCrackEN. That is correct. And on a national income basis.

Let us now look more closely at the last year and one-half to see
how this works out cyclically. From the low first quarter of 1961
to the second quarter of 1962 private incomes before taxes (personal
income plus corporate profits) increased $45 billion. Government
receipts, however, absorbed almost 44 percent.

Now the sluggishness of the present recovery and the one in 1958
to 1960 begins to look a little less mysterious. The tax structure, by
absorbing 40 to 45 percent of the rise in private incomes, left a gain
in incomes after taxes so moderate that, with no special elements
of strength present, we could not get an expansion in private demand
vigorous enough to carry the economy back to reasonably full employ-
ment.

Now if the neutral position of the budget, where revenues and out-
lays are equal, is at full employment, we should theoretically find it
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possible to avoid persistent unemployment, though a tax structure
absorbing such large and growing proportions of income increases
would still have adverse implications for economic growth. If, how-
ever, this neutral budgetary position is at a level of business activity
considerably below what would constitute reasonably full employ-
ment, we have also a short-run problem.

The fiscal drag would make full employment difficult to attain,
which would cause a short fall in revenue, which would make the
budget look bad, which might make us disinclined to take needed
tax action, and so forth. This, I think, is not an unfair characteriza-
tion of the present situation.

In the January report the Council of Economic Advisers estimated
that at reasonably full employment, the present tax structure would
produce a Federal surplus of perhaps $8 billion this year (on a na-
tional income basis), with this full employment surplus approaching
something like $10 billion by the first half of calendar 1963. In
short, the budget now moves from a neutral to a restrictive position
substantially before the economy reaches reasonably full employment,
and with Government receipts siphoning off 40 percent of the addition
to income, it has been very diflicult to get the needed thrust of in-
creased private demand.

If this diagnosis is correct, what does it suggest for fiscal policy?
It means three things. First, the tax structure should be lowered
so that the budget does not begin to exert a brake on the economy
quite so far below reasonably fully employment.

Second, the tax structure now absorbs too large a proportion of
increases n the national income.

Third, we must slow down the tendency for Federal Government re-
ceipts to absorb a growing proportion of the national income.

Most of my time has been consumed in an endeavor to establish
the case that the fiscal operations of Government are an important
source of our present economic problem, and vigorous fiscal action
must play a major role in this problem. This leaves little time to
spell out the specifics. This is not, I think, particularly fatal, be-
cause it seems to me there is a rather surprising consensus on what
the tax actions ought to be if they can be undertaken.

First of all, budgetary procedures should be modified so that we
give more explicit attention to this question: How rapidly should
Federal expenditures grow in the years ahead? The excellent work
on expenditures at both ends of Pennsylvania Avenue does an effec-
tive, and I think unappreciated, job of sifting out waste and unessen-
tiality in the technical sense. It is less well designed to tell us
whether these individually well-considered programs add up to more
than ought to be spent in the aggregate.

The ratio of Federal budget cash outlays to GNP in fiscal year
1962 was 2.1 percentage points above that of fiscal 1960. Thus, if the
rate of increase of Federal cash outlays had been limited to the rate
of increase of GNP, Federal outlays last year would have been $12
billion less. This growth has reduced the scope of otherwise desirable
incentive-promoting tax reductions.

It is not unreasonable to expect from the administration an explicit
declaration of its longer range policy with respect to total outlays.
And the Congress should reexamine its own procedures to see if more
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explicit attention can be given to the total on the expenditure side of
each year’s budget.

Second, the economic situation would benefit from tax actions now
that would reduce the level of the structure and move it in the direction
of a better system. As I mentioned, fortunately, there is a rather
surprisingly narrow range of disagreement on what the elements of
such a package might be—some reduction in the corporate income tax
and some reduction in the personal income tax. The total package
should be such that the resulting tax structure would still produce
enough revenues comfortably to cover expenditures at reasonably full
employment. On this basis, something like $7 billion would probably
be the outside limit of any tax reduction at this time. The action
should not be quickie or temporary in character. We should capi-
talize on the substantial current consensus in order to move toward
a better basic pattern of Federal taxes.

Third, I would, myself, support the proposal that the President be
given limited power to alter certain tax rates. This could be hedged
with adequate safeguards, limited as to amount and perhaps requiring
that the President transmit to the Congress a full report setting forth
reasons for his actions. Without this authority, each recession pro-
duces inexorable pressures to do something on the expenditure side
which, history suggests, will be moving expenditures to a substantially
higher level.

This proposal, in other words, would be a step toward fiscal con-
servatism. In the long run it would make for a less rapid increase for
ex%)enditures and more elbow room on the tax side for further needed
reform.

One further question. Would tax reduction and reform now be
apt to worsen further the already somewhat nervous position of the
dollar internationally? This is possible. If the resulting expansion
sets in motion an accelerated rise in our cost-price level, and if we
insist that the monetary authorities adhere to unrealistically low
interest rates, and if needed improvements in profits were seemingly
interpreted as evidence of malevolence, the dollar could quickly be
in real trouble. And it must be stated flatly that such trouble would
then be deserved. If, however, we manage our affairs carefully, there
is good reason to think that the international position of the dollar
would not be worsened by tax reform and reduction now, and it might
well be strengthened. The resulting higher level of national income
would, of course, tend to increase imports and that would enlarge the
deficit in our international balance of payments.

There are, however, forces that would work the other way. The
more active demand for funds would produce higher interest rates
in the U.S. money and capital markets. The invigorated pace of
economic activity would enlarge the opportunities for more profitable
investment of capital in the domestic economy, reducing the incentives
to seek investment outlets abroad. The innovational activity that
accompanies a more lively pace of economic expansion should, in time,
have some favorable effects on U.S. exports. Since in the U.S. economy
imports are relatively small and the international capital outflow is
relatively large, there is at least an even chance that policies proposed
here woud help to narrow the deficit in our balance of payments.
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Now, there does, of course, remain the potentially adverse effect on
psychology and confidence in the dollar both here and abroad. My
own view would be that if the tangible, concrete, objective factors
can be expected to be at least neutral and possibly helpful, then we
ought to be able to manage that.

In conclusion, the becalmed state of the economy at present—com-
ing on the heels of a particularly weak cyclical expansion superim-
posed on a protracted period of less than reasonably full employ-
ment—strongly suggests to me that the economy needs strengthening
in a fundamental way, and it also suggests that within reasonable
limits this can be done without courting the risk of a disorderly
expansion,

The basic problem is the shortage of income and purchasing power,
but this deficiency must be remedied in ways that do not increase costs
per unit of output and do not produce monetary conditions which
would further weaken the dollar. This calls for tax adjustments that
lower and otherwise improve the structure. The magnitude of the
reduction should still leave us with a tax structure whose revenues
would cover expenditures when productive resources are being utilized
reasonably fully. Such actions need not weaken the dollar interna-
tionally, and there is an even chance they might strengthen it.

In fact, we are fortunate that what is needed to step up the pace of
job creation and economic expansion at home could also add strength
to the dollar internationally ; namely, a more innovative and prosper-
ous and profitable economy.

Chairman Pamyan. Thank you.

(The full statement is as follows:)

TESTIMONY OF PAUL W. MCcCRACKEN, PROFESSOR OF BUSINESS CONDITIONS, SCHOOL
OF BUSINESS ADMINISTRATION, UNIVERSITY OF MICHIGAN

I

Mr. Chairman, I greatly appreciate the opportunity to appear before this
committee to consider the implications of current business conditions for eco-
nomic policy. Clearly the first question to pose is this: Does the evidence indi-
cate that the economic situation needs to be strengthened in a fundamental way?
The situation is not, of course, without its hopeful aspects. Even if this cyclical
expansion were to be a bit on the short side, business cycle history suggests that
economic conditions should continue to improve for several months yet. By
the end of this year the present expansion would still be of only 22 months’ dura-
tion. Only one upswing since World War I (November 1927, to August 1929)
was shorter than this. Moreover, we know that the course of any upswing is
irregular, with flat months and air pockets occasionally developing. The fact
is that in recent months the economy has been bombarded with an unusual run
of bad luck—such as the steel price donnybrook, the stock market break, and
recurring nervousness about the international position of the dollar. Good
economic policy clearly requires that we not be “nervous Nellies,” rashly pro-
posing major changes each time a cluster of bad news or bad luck comes along.

Three considerations suggest that the economy does need strengthening in a
fundamental way. First, there is the fact that the economy has for some years
been operating somewhat below par. This has been widely recognized and dis-
cussed. In his study for this committee (published in 196¢) Mr. Knowles esti-
mated for each year from 1909 to date the output that would have represented
reasonably full utilization of the Nation’s productive resources. In 9 of the
15 years from 1947 to 1961, output was below par (including all years since 1957).
By contrast in the 17 years from 1909 to 1929 (excluding the years 1917-20) the
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record was notably better. “Full employment” years in those two decades out-
numbered those when output was subpar by about 2 to1.

Interpretations of this experience will differ, but one conclusion is clear. The
economy for several years has had an evident lack of bounce and steam. Our
current problem is more than just one of those normal momentary air pockets in
a cyclical expansion.

Second, the current cyclical expansion (beginning after February 1961) has
turned out to be the weakest since the First World War. During the 16 months
from February 1961 to June 1962, nonagricultural employment gained 8.6 percent.
The average employment gain in the first 16 months of the eight other eyclical ex-
pansions since World War I was 11.3 percent, and even following the hardly dis-
cernible recession of 1927 employment increased 7.6 percent. The improvement
in industrial production this time has been less than in any of the other cyclical
expansions since the First World War. The same is true for gross national
product. The gain in retail sales has been slightly greater than that following
July 1921, and November 1927, but it falls considerably short of those after
the other six recessions. The facts can usefully be summarized something like
this. The data in table I show the gains in eight measures of business activity
during the first 16 months of each cyclical expansion since World War I. If
data were fully available it would be possible to make 64 comparisons of the
current cyclical expansion with others—for each of eight measures of business
activity comparing the post-1961 gain with that during the eight other cyclical
expansions. Since for earlier periods some data are not available, only 55 such
comparisons can be made. In 48 of these 55 the comparison is unfavorable to
the performance since early last year, in 6 there is a favorable comparison,
and in one case it is a tie.

That the current cyclical expansion has been a particularly weak and sluggish
one is quite evident from these facts. It is the Naticn’s poorest performance
in four decades, and probably one of the poorest in our history. It is, of course,
true that expansions after very mild recessions (such as the one in 1960-61) tend
to be on the mild side, but the current expansion is weak even relative to that
following the 1927 recession.

Third, we are beginning to wonder if the present expansion will turn out to
be not only the weakest but also one of the shortest in the postwar period. We
must beware of attaching excessive importance to very current data. On the
other hand, certain facts are undeniably disturbing. The gain in business
activity during June (the last month at the moment for which data are fully
available) was about one-third the average monthly gain since the present
expansion got underway. There is also some evidence in the data in table IX
of a slowing down in the expansion throughout the second quarter. Moreover,
it is clear that business sentiment has been adversely affected by events in
recent months. The stock market break has had a substantial effect on the
thinking of both business people and consumers.

Many businessmen were alarmed by the inferences they drew from the ad-
ministration’s handling of the steel price dispute, even though they did mnot
support the actions of the steel industry. It would be reasonable to expect
that an already anemic expansion would at least not be helped by the adverse
cumulative effect of these more or less fortuitous developments.

Finally, leading indicators generally have not been looking strong for some
time. New orders for durable goods have been declining since January, and
the June fall was fairly sharp. The length of the workweek moved downward
in May and again in June. In fact, the most recent data available for the
30 leading indicators in Business Cycle Developments show 18 of them de-
clining and 12 rising. Leading indicators are, of course, difficult to interpret.
They can be affected by capricious developments, and in any case the length
of the leads is quite variable. It would be difficult, however, to give their present
pattern a very optimistic interpretation.

If this review of the current economic situation is realistic, we clearly face
more than the problem of an off 1 or 2 months in the inevitably somewhat ir-
regular path of a cyclical expansion. It is more accurate to say that we con-
front an uncertain short-run business outlook following upon a particularly weak
cyclical expansion—all of this superimposed upon an economic performance that
has been subpar for some years.
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TasLe I.—Percentage increase in 8 measures of business activity during the
18t 16 months of cyclical expansions since World War I

After recession ending—
Indicator
July July No- | March| June [Oectober] August| April | Feb-
1921 1924 |{vember| 1933 1938 1949 1954 1958 | ruary
1927 1961

Number of employees in
nonagricultural establish-
11055 117 U +21.6 | 4114 | +7.6 ] +18.2 | +9.4| 4110 | +6.1| -+48 +3.6
Unemployment rate, total
(inverted) . . O] O] O] +35.0 { +29.2 |+123.7 | +43.0 | 4-38.7 | +26.6
Index of Indus
b5 {0+ SRR +50.0 | 427.5 | +18.4 | -+-34.5 | +47.7 | 430.7 | +17.2 | +18.9 | -+15.4
Gross national product in
current dollars (Q)2-—-—_-- O] +16.2 | +11.8 | +23.5 | +12.0 | +23.7 | 4+13.0 | +10.4 | --10.2
QGross national product in
1954 dollars (Q)3. .o oonee O] [©] o (] m +13.2 ] +9.8{ +9.8 +7.7
Bank debits outside New
York City, 343 centers..._. +11.3 | 419.3 | +13.0§ +22.5 | +13.7 | -+29.7 | 416.2 } -+16.0 | -16.0
Personal income.. ... 2| 42no!l +12.6 | +10.2§ +26.5 | +10.8 | +21.1 | +11.5 | 485 +9.0
Sales of retail stores +4.5| +6.9| 45,4 +20.0} +18.9 | +4+22.1 | 411.3 | +10.6 +6.5
1 Not available,
3 5 quarters.
3 4 quarters.

Source: Business Cycle Developments. July 1962, p. 57.

TasLe IT.—Monthly changes in selected measures of business activity
(seasonally adjusted)

Nonagricul- { Industrial Personal
1962 tural em- production income Retail sales
ployment
&)} @2 )] 4 %)

January - eemmm— e mamce = —58 —1.3 ~3$L7 +$9
February- +339 +1.3 +3.2 +129
March 4128 +.8 +2.6 4302
4359 +1.1 +2.4 -+338

“+11 +.7 +1.4 117

~+43 +.3 =+.7 ~431

+121 +1.0 +2.3 +80

Source: Col. 2, BLS estimates of nonagricultural workers on payrolls (in thousands); col. 3, percentage
%)mts for the FRB index of industrial production; col. 4, Department of Commerce (in billions); col. 5,
epartment of Commerce (in millions).

Ix

What is our problem? There are, broadly speaking, two possibilities. People
are either disinclined to spend their purchasing power, or there is a shortage
of purchasing power. In one respect there may be a lessened inclination to
spend. Consumer attitudes have never regained the levels of buoyancy that
were reached in 1955, and there has been some deterioration since events of April
and May. And the evidence is clear from work at the University of Michigan’s
Survey Research Center that changes in consumer attitudes do influence the
level of spending. There is also some concern about the possibility that wants
have simply been saturated. This argument has taken many forms—ranging
from that of the affluent society to the fear that consumers are so fully in debt
that the further expansion of credit necessary to sustain vigorous prosperity can-
not take place.

There are persuasive reasons, however, for believing that the problem is not
primarily saturation of wants. Research evidence is fairly clear on this point.
The simple fact is that as levels of living rise, levels of aspiration rise also. The
achievement of one scale of living sets the stage for the desire to stage an assault
on the next. Periodically during the last decade the University of Michigan’s
Survey Research Center bas probed people about their needs and whether they
would like to make special expenditures in the coming year. In their 1962 mono-
graph the center summarizes the evidence as follows:
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“1. Today, as they did 10 years ago, the great majority of American people
express wishes and desires for consumer goods. This is true in all income
groups. Those who do not express such wishes are most commonly old * * * or
poor * ¥ *  The proportion having no wishes and desires has not increased in
the last 10 years. Being well stocked with goods, or having made large expendi-
tures recently, does not make for ‘needlessness.’

“2, The kinds of things desired have changed substantially in the postwar
period. Desires for summer houses, boats, travel, and various hobby expendi-
tures have increased in frequency. At the same time, desires for automobiles
have not diminished in frequency (partly as the result of an increase in desires for
second cars). Because people have a great many wants and desires, they feel they
must economize and shop carefully. (There was, therefore, a change in the kind
of automobile desired.)”?*

The evidence suggests to me that the problem is a shortage of purchasing
power. Since the low quarter of 1961 private incomes after taxes (disposable
personal income plus corporate profits after taxes) have increased $32.7 billion
but private demand for output has increased $39.5 billion. Thus private demand
has increased $1.21 for each dollar increase in private incomes after taxes. This
is less than the $1.32 in the corresponding period after 1958, or the $1.54 after
1954, but it is still true that in the five quarters following the low point last year
private demand for goods and services has increased more rapidly than incomes
after taxes.

To some a shortage of purchasing power is synonymous with the need to ac-
celerate the rise in wage rates. This approach would, of course, be seif-defeating
because it would also raise costs of production and, therefore, prices. And if the
price line were held, the resulting deterioration in profits would give us a more
acute case of the economic anemia we were trying to cure. On this our ex-
perience of the last several years is quite clear. The fact that costs per unit
of output rose more rapidly than prices after the mid-1950’s, with the consequent
sharp decline in profits per unit of output, unguestionably played a major role in
the sluggish performance of the economy in that period.

TABLE IXI.—Indexes of corporate income and output in manufacturing

[1955=100]
Per unit of output
Employment
Year Output costs Profits
Employment Profits
€osts
(¢Y) @ 3 (&)} (5) ©
100.0 100.0 100.0 100.0 100.0
102.9 107.9 94.0 105.0 815
103.3 112.9 91.6 109.0 88.7
96.5 108.9 73.2 112.8 75.9
109.0 119.0 10L.5 109.1 93.2
112.0 123.5 96.0 110.1 85.6
112.5 124.0 94.0 110.1 83.5

Source: Column (2), Federal Reserve Index; columns (3) and (4), basic data from Department of Com-
merce; column (5), column 3 divided by column 2; column (6), column 4 divided by column 2,

It is, I think, increasingly clear that the economic policies of Government
have been making a substantial contribution to the economy’s shortage of pur-
chasing power in recent years. At times the monetary authorities clearly have
stepped too hard on the brake pedal, e.g., in 1957 and again in 1959. It is equally
clear, however, that monetary policy has not impeded economic expansion for
roughly 2% years. The reserve position of the banks has been easy. Com-
mercial banks are eager to expand their loans, in contrast to the “loaned-up”
banking sentiment in the tight-reserve eras of 1957 and 1959. Bank credit has
inereased 814 percent in the last year. Reflecting this, interest rates (contrary
to the expectation of many experienced market observers early this year) have
remained relatively low. Bond yields are only slightly above those at the
low point of the recession early last year. Whatever quarrels we may have with

1 (George Katona, Charles A. Lininger, James N. Morgan, and Eva Mueller, “1961 Survey
of Consumer Finances” (University of Michigan, Survey Research Center, 1962), p. 98.
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the Federal Reserve about details, the evidence does not support the view that
monetary policy has had much to do with the current sluggishness of the
economy.

The principal drag has come from the tax side of Government fiscal operations.
For years we have pointed with gratification to the stabilizing effect of our tax
structure as a major defense in a recession. The large volume of tax collections
relative to national income and the tax structure’s progressive nature have meant
that much of the decline in incomes has been at the expense of the tax collector.
Incomes after taxes tended to stay put—to be stabilized. We are all familiar with
this story. For some curious reason we have not seemed to perceive fully the
implications of this for expansion, even though we usually recited the right
words.

The fact is, however, that a tax structure which stabilizes incomes after taxes
during a recession also ‘‘stabilizes” them in an expansion, i.e., it retards their
expansion. That totdl cash receipts of government (Federal, State, and local)
have absorbed a large and growing proportion of the national income is well
enough known, though the quantitative magnitudes are not always appreciated.
The ratio of Government cash receipts (on a national income basis) to national
income rose from 26.6 percent in 1948 to 33.9 percent in 1960, and it is probably
about 34%4 percent now,

TABLE IV.—Government receipts and gross national product at postwar cyclical

peaks
[Dollar amounts in billions]
Government receipts
Year National income
Amount Percent National
1948, $223.5 $59.2 26.6
1953 305.6 94.9 3.1
1957, 366.9 116.3 3.8
1960, 415.5 141.0 33.9
1962—24d quarter. 1457.0 1158.0 134.6

1 Estimated.
Source: Basic data from the Department of Commerce.

TaABLE V.—Change in private incomes before taxes and Government receipts &
quarters after recession lows

[Dollar’amountsin billions]
1958-59 1961-62
Private incomes. $49.6 $45.0
Total Government recelpts $20.5 $19.6
As percent change, private income 41. 4 43.5
Federal Government receipts $16.5 $15.7
As percent change, private income 33.3 34.5

Sources:; Basic data from Department of Commerce.

Let us now look more closely at the last year and one-half to see how this
works out cyclically. From the low first quarter of 1961 to the second quarter
of 1962 private incomes before taxes (personal income plus corporate profits
and the inventory valuation adjustment) increased $45 billion. Government
receipts, however, absorbed 44 percent of this increase. Now the sluggishness
of the present recovery, and the one in 1958-60, begins to look less mysterious.
The tax structure, by absorbing 40-45 percent of the rise in private incomes,
left a gain in incomes after taxes 0 moderate that (with no special elements
of strength present) we could not get an expansion in private demand vigorous
enough to carry the economy back to reasonably full employment.

If the neutral position of the budget (where revenues and outlays are equal)
is at full employment, we should theoretically find it possible to avoid persistent
unemployment—though a tax structure absorbing such a large proportion of
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increments to national income would still have important adverse implications for
economic growth. If, however, this neutral budgetary position is at a level of
business activity considerably below what would constitute reasonably full
employment, we have also a short-run problem. The fiscal drag would make
full employment difficult to attain, which would cause a short fall in revenue,
which would make the budget look bad, which might make us disinclined to take
needed tax action, ete.

This is not an unfair characterization of the present situation. In their
January report the Council of Economic Advisers estimated that at reasonably
full employment the present tax structure would produce a surplus (on a na-
tional income accounts basis) of perhaps $8 billion this year, with this full
employment surplus approaching $10 billion by the first half of calendar 1968.
In short, the budget now moves from a neutral to a restrictive position substan-
tially before the economy reaches reasonably full employment, and with govern-
ment receipts siphoning off over 40 percent of additions to income, it has been
very difficult to get the needed thrust of increased private demand.

III

If this diagnosis is correct, what does it suggest for fiscal policy? It means,
I think, three things. First, the tax structure should be lowered so that the
budget does not begin to exert a brake on the economy quite so far below reason-
ably full employment. Second, the tax structure now absorbs too large a pro-
portion of increases in the national income. Third, we must slow down the
tendency for the Federal Government’s receipts to absorb a growing proportion
of the national income secularly.

Most of my time has been consumed in an endeavor to establish the case that
the fiscal operations of Government are an important source of our present
economic problem, and that vigorous fiscal action must play a major role in any
program to deal with the problem. This leaves little time to spell out specifics.
Even so, it may be useful to indicate briefly the nature of a fiscal program that
might contribute to a stronger economy.

First, budgetary procedures should be modified so that we give more explicit
attention to this question: How rapidly should Federal expenditures grow in
the years ahead? The excellent work on expenditures at both ends of Pennsyl-
vania Avenue does an effective and, I think, underappreciated job of sifting out
waste and unessentiality in the technical sense. It is less well designed to tell
us whether these individually well-considered programs add up to more than
ought to be spent in the aggregate. The ratio of Federal budget cash outlays
to GNP in fiscal 1962 was 2.1 percentage points above that of fiscal 1956. Thus,
if the rate of increase of Federal outlays had been limited to the rate of increase
of GNP, Federal cash outlays last year would have been $12 billion less. This
inevitably has reduced the scope for otherwise desirable incentive-promoting
tax reductions. It is not unreasonable to expect from the administration an ex-
plicit declaration of its longer range policy with respect to total outlays:; and
the Congress should reexamine its own procedures to see if more explicit
attention can be given to the total on the expenditure side of each year’s budget.

TaABLE VI.—Ratio of Federal cash budget outlays to gross national product

[In percent]
Fiscal year | Fiscal year Fiscal year
1956 960 1962
National defense. ... o .. 10.0 9.3 9.5
Others. e 7.8 9.8 10.4
B ) 17.8 19.1 19.9

Second, the economic situation would benefit from tax actions now that would
reduce the level of the structure and move it in the direction of a better system.
Fortunately, there is considerable agreement about what would constitute such a
package—a reduction of three to five points in the corporate income tax; a cut-
off of the personal income tax at around a 65-percent top rate, with reductions
of perhaps two percentage points back down through the normal tax; and a
rationalization of our motley array of excise taxes (which could be done with
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no loss of revenue). The total package should be such that the resulting tax
structure would produce enough revenues comfortably to cover expenditures
at reasonably full employment. On this basis something like $7 billion should
probably be the outside limit of any tax reductions at this time. The action
should not be “quickie” or temporary in character . We should capitalize on
the substantial current concensus about what ought to be done to move toward
a better basic pattern of Federal taxes.

Third, I would myself support the proposal that the President be given limited
power to alter certain tax rates. This could be hedged with adequate safe-
guards—limited as to amount, and perhaps requiring that the President transmit
to the Congress a full report setting forth reasons for his actions. ‘Without this
each recession produces inexorable pressures to “do something” on the expendi-
ture side which, history suggests, will be moving expenditures to a substan-
tially higher level. This proposal would, in short, be a step toward fiscal con-
servatism. In the long run it would make for a less rapid increase in expendi-
tures and more “elbow room” on the tax side for further needed reforms.

v

One further question: Would tax reduction and reform now be apt to worsen
further the already somewhat nervous position of the dollar internationally?
This is possible. If the resulting expansion sets in motion an accelerated rise
in our cost-price level, and if we insist that the monetary authorities adhere to
unrealistically low interest rates, and if neded improvement in profits were seem-
ingly interpreted as evidence of entrepreneurial malevolence, the dollar could
quickly be in real trouble. And, it must be stated flatly, such trouble would then
be thoroughly deserved.

If, however, we manage our affairs carefully, there is good reason to think
that the international position of the dollar would not be worsened by tax
reform and reduction now, and it might well be strengthened. The resulting
higher level of national income would, of course, tend to increase imports and
that would enlarge the deficit in our international balance of payments. There
are, however, forces that would work the other way. The more active demand
for funds would produce higher interest rates in the U.S. capital markets. The
invigorated pace of economic activity would enlarge the opportunities for more
profitable investment of capital in the domestic economy, reducing incentives
to seek investment outlets abroad. And the innovational activity that accom-
panies a more lively pace of economic expansion should in time have some favor-
able effect on U.S. exports. Since in the U.S. economy imports are relatively
small and the international capital outflow is relatively large, there is at least
an even chance that policies proposed here would help to narrow the balance-of-
payments deficit.

There does remain the potentially adverse effect on confidence in the dollar,
internationally and domestically, of tax action now. If, however, the tangible,
concrete, objective forces can reasonably be expected to beat least neutral and
probably favorable, and if we give evidence of capacity to manage sensibly such
things as monetary and wage-cost-price policies, we can probably deal with the
psychological aspects of the problem.

CONCLUSION

The becalmed state of the economy at present, coming on the heels of a par-
ticularly weak cyclical expansion superimposed on a protracted period of less
than reasonably full employment, strongly suggests that the economy needs
strengthening in a fundamental way ; and it also suggests that within reasonable
limits this can be done without courting the risk of a disorderly economic ex-
pansion. The basic problem is a shortage of income and purchasing power,
but this deficiency must be remedied in ways that do not increase costs per unit
of output and that do not produce monetary conditions which would further
weaken the dollar. This calls for tax adjustments that lower and otherwise
improve the structure. [The magnitude of the reduction should still leave us with
a tax structure whose revenues would cover expenditures when productive re-
sources are being utilized reasonably fully.

Such action need not weaken the dollar internationally, and there is an even
chance that it might strengthen it. In fact, we are fortunate that what is
needed to step up the pace of job creation and economic expansion at home could
also add strength to the dollar internationally—a more innovative, more pros-
perous, and more profitable economy.
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Chairman Parman. Qur next witness will be Dr. Joseph A. Pech-
man, director of economic studies at the Brookings Institution.
Woe are glad to have you, sir. You may proceed in your own way.

STATEMENT OF JOSEPH A. PECHMAN, DIRECTOR OF ECONOMIC
STUDIES, THE BROOKINGS INSTITUTION

Dr. Proaman. Thank you, Mr. Chairman. I am happy to have
this opportunity to appear before the Joint Economic Committee to
discuss the economic situation and its fiscal policy implications. In
this statement, I propose to review the economic outlook, try to ex-
plain why the expansion seems to be petering out, and suggest policies
that might be adopted to restore our economic momentum. The views
I shall express are my own and do not necessarily reflect those of the
trustees, officers, or other staff members of the Brookings Institution.
Since I agree with practically all of what my two friends said before
me, you might call my statement “Variations on the Eckstein-Me-
Cracken Theme by Pechman.”

THE ECONOMIC OUTLOOK

There is no question that the economic expansion which began early
last year has been disappointing. Perhaps the most telling figure—
certainly the one which should concern us most—is the rate of unem-
ployment. In July, the unemployed were 5.3 percent of the labor
force, after adjustment for seasonal variation. This is a much poorer
performance than those of the first two postwar recoveries, and
roughly similar to the unsatisfactory 1958-60 performance.

At the same stage in the cycle, unemployment was 8.4 percent in
the 1949-53 expansion and 4 percent in the 1954-57; it was 5.6 percent
in the same stage of the 1958-60 expansion, but this figure was unusu-
ally high at the time because of the prolonged steel strike. The dis-
tressing fact about the unemployment situation is that it will get
worse 1f the economy rises by anything less than about $7 billion per
quarter at an annual rate.

It is not difficult to demonstrate that the expansion is not only
disagpointing, but also that it has lost most of its momentum. In
the first place, the difference between actual GNP and potential GNP
at an unemployment rate of 4 percent has remained at about $30 bil-
lion during the past 9 months.

Second, GNP in real terms rose at an annual rate of 8.6 percent
in the first three quarters of the expansion; in the last two quarters,
the rise has been at the rate of 3.2 percent.

Third, gains in employment, personal income, and industrial pro-
duction have slowed down almost to a creep. In June, employment
rose only one-tenth of 1 percent; personal income, two-tenths of 1 per-
cent ; and industrial production, three-tenths of 1 percent.

Fourth, retail sales fell in May and June. The drop was particu-
larly steep in June, perhaps reflecting the impact of the sharp break
in the stock market. Although sales appear to have increased again
in July, they will probably turn out to be lower than the peak
reached in April.

Thus, none of the broad indicators of business activity suggests
that the economy is going anywhere very fast. But the gloomy evi-

87869—62——15
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dence on the business outlook comes from the leading indicators.
Manufacturers’ sales have exceeded new orders since March. This
means that order backlogs are going down and, unless the trend is
reversed very soon, production is bound to fall.

Inventory investment declined sharply in the second quarter of
the year, suggesting that businessmen are already anticipating a slow-
down in demand. The decline in inventory investment is not all due
to the unusual steel situation; other industries are also exhibiting the
same tendency. Fortunately, fixed investment—particularly construc-
tion—has continued to rise, but new orders of firms manufacturing
machinery and equipment have been sliding off since January. This
implies a weakening of investment demand and is perhaps the most
disturbing sign of all.

I am not trying to suggest that a downturn in business activity in
the near future is a certainty. We have had slowdowns before with-
out experiencing a recession. The two most recent cases were 1951
and 1956—but, in both cases, there were good reasons for the pickup.

In 1951, defense expenditures continued to rise rapidly as the
Korean war continued. In 1956, private investment remained strong
and defense orders rose sharply while industry generally was operat-
ing close to capacity. Today, Federal expenditures are still rising,
but at a declining rate; excess capacity at current rates of output is
widespread ; and there are no signs of a strong upward movement any-
where in the private economy.

We have had a good year in autos and housing, but these industries
are hardly likely to go much higher with personal incomes leveling
off. Inventory investment will continue to decline unless retail sales
pick up, and the latter is not likely to happen unless incomes go up
taster.

Profits are already falling, even though some specific companies have
reported record earnings for the first half of the year. With the large
amount of excess capacity throughout industry, it is hard to believe
that we are about to see a significant increase in investment demand.
(The more liberal depreciation allowances will certainly be helpful
and so would the investment credit if it were enacted, but their effect
probably will not be immediate.)

In brief, the situation looks more like mid-1957 than 1951 or 1956.
Then, as now, inventory accumulation was low, manufacturers’ new
orders were declining, and order backlogs were going down. With-
out implying a forecast for this year, I simply record the historical
fact that the peak of that cycle was reached in July 1957.

WHAT WENT WRONG ?

Since proper diagnosis is an essential prerequisite to prescription,
it is important to explain the premature slowdown in the rate of ex-
pansion. Until the turn of the year, the recovery was going along on
schedule. There were differences of opinion over the outlook, but
practically all informed observers expected the rise to continue vigor-
ously at least until midyear.
 In this situation, the administration submitted a budget for fiscal
year 1963 that would be roughly in balance if the 1962 GNP turned
out tobe $570 billion. It is to be noted that the balanced budget was
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expected to materialize only if, given the projected Government
spending and taxing programs, demand in the private economy would
be large enough to produce a total GNP of $570 billion.

Developments in 1962 clearly indicate that Government fiscal policy
is too restrictive to permit the economy to achieve the projected levels
of output. The degree of restriction can perhaps be fully appreciated
if the figures used 1n the budget are translated to a full employment
basis (which is ordinarily defined as employment of 96 percent of the
labor force.) At full employment and projected levels of Govern-
ment spending, the administrative budget surplus would probably
amount to about $4 billion in fiscal year 1963. When translated into
the more economically meaningful national income budget, this is
equivalent to a surplus of about $8 billion. Full employment will not
be reached this year because private demand is not strong enough to
permit the Government to drain off that amount from the private
economy.

In fact, as events have turned out, private demand is not even
strong enough to permit the Government to plan on a budget which
would be barely balanced at a 1962 GNP $15 to $20 billion short of full
employment.

1t is noteworthy that the original budget estimates for every one
of the past 5 years projected some surplus, yet deficits were actually
realized in 4 out of these 5 years. As the following table shows, the
original estimates for the 5 years aggregate to a cumulative surplus of
$8.1 billion, but the period ended with a cumulative net deficit of $24.2
billion. This sad record was due primarily to the reduced receipts
from levels of business activity that turned out to be substantially
lower than those estimated.

(The table referred to follows:)

Comparison of original budget estimates with actual results, fiscal years
1958-62

[Billions of dollars}

Administrative budget
surplus (+) or deficit (—)
Fiscal year
Original Actual
estimates
+1.8 —2.8
+.5 —~12.4
-+.1 +1.2
+4.2 -3.9
+1.5 —6.3
+8.1 —24.2

The so-called “squeeze” on corporate profits is principally a re-
flection of this lackluster performance of the economy. Recent re-
search by econometricians has indicated that the brunt of a short fall
in the gross national product below full employment potential is felt
by corporate profits. The short fall of profits below the level it would
reach at full employment will amount to at least $8 billion in 1962
alone. Even larger amounts were lost in several recent years. We
cannot allow this to continue much longer. A prolonged period of
disappointing profits inevitably reduces investment incentives and
retards the Nation’s economic growth.
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The United States cannot hope to approach the growth rates ex-
perienced in Europe and Japan during the last decade without a
higher rate of investment, and we will not achieve a higher rate of
inv%-stment unless businessmen expect growing markets for their
products.

The lesson to be learned from the economic record of recent years
in this country is that planning for a surplus, without regard to the
strength of private demand, may very well produce unsatisfactory
rates of employment and output and create deficits besides. When
demand is strong and appears to be pressing hard on available re-
sources, 2 surplus may be essential to insure balanced growth and sta-
bility in the general level of prices.

But when demand is recovering from a recession and when unem-
ployment is still large and capacity still greatly underutilized, too
vigorous a movement toward a surplus may repress the recovery and
prevent the growth in output and income upon which the expansion
of Government revenues was predicated.

In short, efforts to reduce the deficit too quickly are likely to be self-
defeating.

Does this mean that the United States is doomed to have deficits for
an indefinite period? The answer to this question cannot be given
with any degree of certainty by responsible economists, simply because
we do not know the strength of private demand out of the incomes
that would be generated at full employment.

It is my own view that, at full employment, demand would be
strong enough to require a surplus in order to prevent prices from
rising, and that a full employment level of activity is likely to gener-
ate that surplus at the expenditure levels now contemplated, even
with somewhat lower tax rates than those now in effect.

But to reach full employment, we must first remove the restraints
under which the economy has been operating in recent years. Except
for an easy money policy which is ruled out because of our balance-
of-payments problem, no other policy is available to restore our
economic momentum than fiscal policy.

POLICIES TO RESTORE ECONOMIC MOMENTUM

Private demand can be stimulated through fiscal policy either by
increasing expenditures or by reducing taxes. Congress is now com-
pleting action on the President’s expenditure requests for this year.
These requests contemplate a rise in Federal expenditures (as meas-
ured by the national income accounts) amounting to $5.8 billion in
fiseal year 1963. Further expenditure increases of any substantial
magnitude would require considerable advance planning as well as
congressional action and would therefore not be effective soon enough.
Expenditure policy should, in any case, be geared largely to the long-
run needs of the economy and to the demand for public services.

Under the circumstances, tax reduction would be the best and most
effective method of providing a strong and immediate stimulus to
the economy. In the past, consumers have consistently spent about
92 or 93 percent of their disposable incomes. There is no reason to
suppose that they would respond very differently to the added take-
home pay from a tax cut than they would from a straight increase in
their wages. (In fact, as a result of withholding, the additional take-
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home pay from a tax cut is indistinguishable for the vast majority of
wage e;trners from the additional take-home pay due to an increase in
wages.

This addition to consumer spending would increase employment
and incomes, leading to further rounds of spending. Moreover, the
improvement in sales expectations would have effects of its own on
business expenditures. It would, in the first place, probably reverse
the decline in inventory investment; second, it would also promote
additional fixed investment. Together, the effects on consumer and
business spending could well provide the stimulus needed for a rapid
advance to full employment provided the tax cut is large enough.

I do not not agree with the view that a tax cut should be delayed until
after a recession has begun. The weakness of investment in the last
few years is a reflection of the slow growth of demand and the con-
tinuation of excess capacity. There Is substantial danger that busi-
n&ssmen will come to regard a slack economy as a normal state of
affairs.

Under these circumstances, our economic recoveries will become even
more disappointing than they have been in the last two cycles and our
rate of growth will become chronically depressed. A prompt tax cut
would very quickly be translated into higher business sales and break
these bearish expectations.

Since the economy is already $30 billion below potential and the
prospects are that it will lose ground in the months ahead, strong
medicine is needed to overcome the effect of the disappointing perform-
ance in recent years. Iven if it is assumed that the tax reduction
will have a substantial direct effect on business spending, a cut of at
least $10 billion would be required to close the gap between actual and
potential output. In arriving at this judgment, I assume that the
effect of the tax cut would not be offset in whole or in part by expendi-
ture reduction. If expenditures were reduced, the size of the tax
cut needed to reach full employment would increase by more than
the cut in expenditure.

I believe that what the economy needs is a permanent reduction in
tax rates, because it is now clear that the present rates choke off ex-
pansions long before high employment is reached. However, con-
sideration of a permanent change in tax rates would trigger off a na-
tional debate that could not possibly be completed in this congres-
sional session.

Moreover, any permanent, revision in the rate structure should be
carefully adapted to the tax reform program scheduled for congres-
sional consideration next year. For this reason, I would suggest the
enactment of an equal percentage-point cut in individual and cor-
porate income tax rates effective October 1 for a year or 15 months,
with the understanding that these rates would be superseded by a new
rate structure which would be included in next year’s tax reform
bill.

A reduction of one point in all individual income tax rates would
cost $2 billion a year; the same reduction in the corporate rate would
cost $0.5 billion.” Accordingly, a 4-point reduction in the individual
and corporate rates would amount to a total reduction of $10 billion
at an annual rate; of this, $8 billion would go to individuals and the
remaining $2 billion to corporations.
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This package wonld meet the requirements of simplicity and size,
and would have the added advantage of maintaining the present dif-
ferential between top and bottom bracket individual income tax rates
and between individual income tax rates generally and the corporate
rates. It would also give the administration and the Congress the
necessary flexibility to coordinate the proposed tax reform with per-
manent rate reduction.

The effect of this tax reduction on the budget for fiscal year 1963
would be much smaller than the full-year effect. I estimate that the
deficit would be increased by approximately $6 billion before taking
into account any recoupment from the effect of the tax cut on business
activity. It should be emphasized, however, that this increased deficit
in fiscal year 1963 would lead to a smaller deficit, or perhaps even a
surplus, in fiscal year 1964.

Although the case for an immediate tax cut is strong, I realize
that the odds against the enactment of such legislation during this
congressional session are very heavy indeed. If Congress does not
cut taxes this year, an alternative program should be devised to give
the administration sufficient power to cope with the problems that
may arise before Congress is organized and ready for action next year.
In my opinion, a minimum program would include the following:

First, the President should be given the authority he requested early
this year to make a temporary reduction in individual income tax
rates of up to 5 percentage points. The cut would take effect 30 days
after submission, unless rejected by the Congress. If the Congress
is not in session when the cut is proposed, it would take effect im-
mediately but terminate 30 days after Congress convened.

If the Congress is reluctant to yield this authority to the President
on a permanent basis, it might extend the authority until the end of
February 1963, when it will be organized to act quickly if necessary.

Second, provision should be made for the use of Federal funds to
extend unemployment compensation benefits for a limited period to
workers who exhaust their benefit rights under the regular State un-
employment compensation laws. Similar legislation has been enacted
during the past two recessions, and has proved to be an effective
countercyclical measure. Since it is too late to process a permanent
law, the temporary law which expired in April of this year should be
reenacted for another year, for humanitarian reasons alone, if not for
reasons of purchasing power.

Third, the capital improvements program for distressed areas which
has already passed the Senate and is now being considered in the
House should be enacted before Congress adjourns. The legislation
is designed to provide funds especially for relatively small local proj-
ects on which work can be started quickly. The amount of money
involved is modest enough to insure that the funds would be spent on
useful projects.

Finally, the administration should plan now to submit a budget for
the coming year that would yield a much smaller surplus at full em-
gloyment levels of income than the surplus implicit in the budget for

scal year 1963. Although it has been reduced somewhat since 1960,
the full employment surplus for the first half of calendar year 1963
which is implicit in the current budget is of the order of $10 billion
(on a national income basis).
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The Economic Report stated that “if demand falls short on cur-
rent expectations, more expansionary policies will be pursued.” It
is clear that the signs were set too high early this year and it is to
be hoped that budget planning will be more realistic the next time
around.

In closing, I should like to recall to the committee that, when I last
appeared before you in December 1960, the economy was in a con-
traction that was already 6 months old. Nevertheless, many people
denied that there was sufficient evidence to justify immediate action
to stimulate demand.

Tt was also said that caution was necessary to avoid unbalancing a
budget that was already becoming unbalanced because of the reduc-
tion in employment and incomes. And there was a great concern
about the inflationary consequences of a vigorous fiscal policy at a
time when there were large reserves of idle men and machines waiting
to be productively employed.

Although the economy is not in a recession now, our rate of growth
continues to be inadequate by any standard and there is very little, if
any, steam left in the current expansion. But we are still told not to
prejudge the situation; more concern is expressed about the condi-
tion of the budget than about the condition of the economy; and
we are still warned of the dangers of inflation even though unem-
ployment is high and inflation has long since subsided.

As an economist, I cannot explain the defensive attitude which
has gripped the Nation in recent years. I can only express the hope
that this committee, which has done such excellent educational work
in economic affairs since it was established more than 15 years ago,
will help alert the country to the needs of the times.

Chairman Parman. Thank you,sir.

T would like to know about the basic premise on which you reach
conclusions as to the kind of tax cut which you think we should have.
Of course, I know we want to raise the level of savings, the level of
investment, the level of income, and the level of consumption, raise
all levels, but my question specifically is this: Relative to consumption
expenditures as defined in the national income account, are savings
too low or too high? How would you, Dr. Eckstein, answer that?
‘Would you say they are too low or to high?

Mr. FoxsTeIN. Sir, in the present short-run context they are ob-
viously too high. Not in the long run.

Chairman Pataan. What do yousay, Dr. McCracken ?

Mr. McCrackex. The proportion of income being saved does not
seem to me to be greatly out of line with our historical trends.

Chairman PararaN. Do you consider it too low or too high? Which
would you say, if you can answer it categorically.

Mr. McCrackeN. They are, T suppose, too low in the sense that ob-
viously we need a step-up in the demand for output, though I do not
think this gets very close to the heart of the present problem.

Chairman Paryan. How would you answer?

Mr. Prommaxn. I agree with Professors Eckstein and MeCracken.

Chairman Paryan. I would like to call your attention to two charts
prepared by Dr. Roy Moor of the committee staff. They show how the
income which would be made available to individuals under the tax
cut would be distributed among the various income brackets under
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the different methods of reducing individual income taxes. The chart
on the left is self-explanatory. It shows the average tax reductions.
Can you read those figures from where you are? Looking at the addi-
tional money that would be made available to individuals having
adjusted gross incomes of between nothing and $5,000, the relatively
low income class, we see that the different methods make quite a dif-
ference in the amount of money which would go to these individuals.

The figures show the distribution, by class of a $6 billion overall re-
duction in taxes. If we split the first income tax bracket, setting up
a bracket of between zero and $1,000, and applied all the cut in that
new first bracket, individuals with less than $5,000 of income would
on the average have a net gain of $75. If we increase the personal
Income exemption from the present $600 to $800, individuals in this
group would gain §76. If we applied all of the tax cut in the present
first bracket, individuals in this group would benefit by $60. If we
had an across-the-board cut such as has been frequently suggested, in-
dividuals in the lowest income group would benefit by only $42.

Looking at the families with incomes of over $50,000 you may notice
that the different methods also give different results. If we increase
the personal income exemption these individuals would receive an
extra $300 of disposable income, but if we had an across-the-board
these individuals would receive an extra $1,680 of disposable income.

But the chart on the right is probably more significant for our con-
siderations of how a tax cut would affect the economic activity. This
shows the percentage increase in the aggregate income of each income
class which would be brought about by the different methods.

For example, if we increase the exemption the lowest income receiv-
ers would have their disposable incomes increased by 2.8 percent, while
the aggregate income going to families with over $50,000 of income
would be increased by six-tenths of 1 percent. To take the other ex-
treme, however, an across-the-board cut, we find that the aggregate in-
comes in the lowest income group would be increased by only 114
percent, while aggregate incomes of the group of over $50,000 would
be increased by 3.3 percent—more than twice the rate of the lowest
income families.

Would the members of the panel care to comment on whether these
different methods of reducing taxes would have important differences
in their effect on savings, investment, consumption and overall eco-
nomic activity? Would you start, Dr. Eckstein ?

Mr. Ecstein. Of the points to be made in this connection, I think
one very obvious point in this: That a $6 billion tax cut will not ac-
complish miracles in any event because the increase in income accru-
ing to anybody is only 3 percent, which is not exactly a revolution of
the economy.

Second, in general, it is my belief that this kind of an issue—that is,
the proper distribution of the tax burden—is largely a noneconomic
issue and elected officials are the people properly to pass judgment
of this sort. On the effect on saving, what studies have been done on
this problem tend to suggest that people in the lower income brackets
have somewhat higher spending propensities than the upper brackets,
but the total impact of any change in the tax burden can at best make
a small contribution to total expansionary policy.
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Average Tax Savings per Individual
Under Various Methods of Making a $6 Billion Reduction
in Individual Income Taxes”
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Percentage Increase in Taxable Incomes, After Taxes,
of the Different Income Classes Under Various Methods
of Making a $6 Billion Reduction in Individual income Taxes®
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Chairman Paryan. Thank you, sir.

I will not insist on answers to these at this time. I will put the
questions in the record. I wish each one of you would comment on
them when you review your transcript and extend your remarks, if
you please, or insert anything else that you feel is germane. An
across-the-board tax cut would increase disposable incomes of families
in the high-income brackets a great deal more than it would for those
at the lower end of the scale. If you felt that our basic problem is
one of inadequate rate of savings, I could understand this kind of
proposal. But if you think that the problem is underconsumption,
then I should think you would want to give the largest cuts to the
low-income groups, or at least keep things even. In other words, an
across-the-board cut would tilt the income distribution in favor of the
high-income families. Do you have any distribution by income classes
of the percentage of family income going into consumption and the
percentage going into savings? I will ask you to submit an answer
when you review your transcript.

Next, have you experts made any estimates which would show how
much reduction in taxes would be required to produce a given amount
of stimuli under each of the alternative methods: raising the exemp-
tions, making the cut in the first income tax bracket and making the
cut across the board? This is a question that concerns me. If we had
an across-the-board cut in taxes; that is, a cut which would change
the income distribution in favor of the top bracket income receivers,
would we not have a worse fiscal structure after the period of the
deficit is over? In other words, would it not, in the long run, in-
crease the troubles which the tax cut is intended to cure?

With reference to the economy of Western Europe, I think T can
see that there are peculiarities n the situation which would enable
these economies to operate at full employment even where a large
share of income is going into savings and investment. A dynamic
rebuilding or reconstructing of the whole European economy is going
on. They are building modern plants to replace handicraft plants in
anticipation of future consumer demand for the output of those
plants. But I wonder, in a situation like ours, if we can have full
employment with anything like the percentage of income going to
capital in Europe; that is, the high profits and high interest rates of
Western Europe.

Could you comment on that? T will ask you to do that when you
look at your remarks. But I think those charts make out a convinecing
case for the tax savings going to the low-income groups. Certainly
if our problem is underconsumption, the answer is obvious.

(Information submitted by Otto Eckstein, Harvard University,
follows:)

The major studies of the effects of income distribution are the following:

Harold Lubell, “Effects of Income Redistribution on Consumers’ Expendi-
tures,” American Economic Review, XXXVII (Mareh 1947), 157-70, XXXVII
(December 1947), 930.

M. Bronfenbrenner, Taro Yamane, and C. H. Lee, “A Study in Redistribution
and Consumption,” the Review of Economiecs and Statistics, XXXVII (May 1955)
149-59.

Alfred H. Conrad, “The Multiplier Effects of Redistributive Public Budgets,”
the Review of Economics and Statistics, XXX VII (May 1955), 160-73.

Lubell and Bronferbrenner do not attribute much expansionary effect to
changing the income distribution ; Conrad comes to a more optimistic conclusion.



226 POLICIES FOR FULL EMPLOYMENT

As a first approximation, I would assume that all of a tax cut accruing to
individuals with incomes below $5,000 would be spent, and between one-half
and three-fourths of a tax cut on incomes over $15,000. Applying a multiplier
of 2, every $1 of low-income tax cut would raise GNP $2; the figure for high-
income tax cuts would be $1 to $1.50.

(Responses by Mr. Pechman to the questions raised by the chair-
man:)

1. I'would rank the four illustrative tax cuts in the following order as re-
gards their effect on personal consumption expenditures: (¢) an increase in the
personal exemptions; (b) a reduction in the rate in the first half of the first
pracket; (¢) a reduction in the rate applying to all of the first bracket; and
(d) an across-the-board cut of equal percentage points. However, the difference
would not be very large. Although average consumption is a higher proportion
of income in the lower income brackets than in the high-income brackets, dif-
ferences in consumption out of increments to income are probably much smaller.

2. There are no current estimates of the consumption-saving patterns of fam-
ilies in different income classes. But earlier studies have all indicated that con-
sumption declines relative to income as income rises. There are no data on the
proportions of additions to income that might be consumed at various levels of
income.

3. I do not agree that the fiscal structure would be distorted in any way as
a result of an equal percentage-point tax cut. As I indicated in my statement,
such a cut preserves the rate of progression and might therefore be more accept-
able as an interim measure than a reduction in taxes applying mainly to one
part of the income distribution. Since the consumption effect would be sub-
stantial in any case, I would support an across-the-board cut under present cir-
cumstances.

Chairman Patman. I have probably taken up my time, and I will
yield to Mr. Curtis for questioning.

Representative Curris. Thank you, Mr. Chairman.

I find myself in a difficult position to ask questions because all three
presentations start on a premise with which I disagree, a very funda-
mental premise, that our economy is stagnant. The very symptoms
that I think you all use to substantiate your view that the economy is
stagnant are what I would interpret as growing pains. We have had
this argument before, Dr. Eckstein and I. I think it comes to two
things. One is a question of whether or not we feel that an economy
does move forward through business cycles, as we call them. Do we
agres it does, that that is normal, to go forward in periods of expan-
sion and then contractions like the peristaltic action, if I can be a
little earthy? Is that a natural thing? If it is a natural thing what
are we trying to do—interfere with a natural process? Rather should
not we be understanding it and working with it? Could I ask that
question ?

Is it a natural process, or is it something that you want to eliminate?
Do we want an economy moving like that and so we feel it moves up
and down ?

Mr. Eckstein. Congressman, I doubt a little bit whether this is in
my statement. Actually, the business cycle itself has been becoming
milder of its own accord. The 1960-61 recession was a very mild one,
more so than 1958, Even that was very small by prewar standards.
T think our concern is that the little ups and downs have so pre-
occupied us, especially with the immense amount of statistics and
figures which come out every single day, that we have tended to lose
sight of the longer run trend.

Representative Curris. Do we agree, is it a natural thing? Is this
the way an economy moves forward, through contraction and ex-
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pansion? Again, to use the earthy illustration, of the peristaltic
action, in actual life so many things move forward in that way. Do
you think that is a natural state? If it is, we should not be trying to
destroy it, should we?

Mr. Ecgstein. Our economy has always grown with cycles.

Representative Curtis. It has, but is 1t natural and is it the way
it should be, that is the question? I think some of you economic
theorists are treating something that is natural as if it were a disease.

Mr. Pecaman. I will try. What I do not like is your use of the
term “natural.” You use 1t in a way which suggests that, once you
have said it, that is all there is to be said about the cycle.

Representative Curtrs. No.

Mr. PrecamaxN. You said that 2 years ago, Mr. Curtis, when you
were talking about growing pains, about business cycles. We never
got back to high employment then. The real question is not——

Representative Currrs. I will get to that because I happen to think,
and this was the next question—maybe I better interject this—you see
in your concept of this gap theory that Dr. Eckstein and Dr. Heller
and apparently most economists, and your paper seems to buy, is on
the assumption that there is failure to have full utilization of our
productive resources which includes the labor force, which includes
plant capacity. What I suggest that you are failing to realize is part
of this natural thing, particularly in a dynamic economy which is
innovation—and that to me is the real reason

Mr. PecaMAN. Are you satisfied with the economy as it is today?

Representative Curris. On innovation ?

Mr. PecaMaN. Yes.

Representative Curris. I am never completely satisfied but let me
say this, that the innovation as near as we can figure reveals that 25
percent of the goods and services now on the market were not even
known 5 years ago. There is a test of innovation. How much money
is going into research and development? How much is going into
retraining? Here is what I wanted to say. Part of the natural proc-
ess, as I see it, is retooling, actually junking obsolete equipment. That
applies to human beings, to taking skills that have become obsolete
and retraining for new skills in demand. So a lot of what you
people, I am afraid, call unemployment and unused capacity is part
of a natural process of dealing with obsolescence.

Mr. Proaman. I must confess I have heard you say this a number
of times, Mr. Curtis, and I would like to understand your position.
Particularly the position that everything is going along all right.

Representative Currrs. I did not say that. Because I am critical.
If T had time, and I do not here, but I will come around in the second
round, to point out where I am critical.

Incidentally, we all agree on one thing, the need for tax reform,
and the fact that our budgetary process and fiscal policy is interfering
with this natural, I say, process. You all for other reasons advocate
the same approach. No, I am not satisfied with our economy. I
never am. I do feel it is a basically sound situation and what we
have got to do, in my judgment, is understand it a little better.

Mr. Peouman. There is no question about that. The problem, it
seems to me, is that in recent years we have not utilized the tremendous
resources of this country to the fullest advantage. For the last 5
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Years our rate of growth has been falling farther and farther behind
the rate of growth in other industrialized economies. We are now
taking a back seat to some of the smaller and less advanced countries.
If this continues over a period of years, I do not think we will be
able to survive the competition that we will be subjected to.

Representative Curris. Your statement in my judgment begs the
question that is at issue. You are measuring growth in terms of gross
national product which I have tried to point out is not an accurate
measure of growth. You have to dig into the component parts, such
as innovation and new goods and services to test whether there is
real growth. As T have tried to point out, the shift we have seen in
our economy from the manufacturing sector to distribution and serv-
ices, the amount of increased leisure time, the percentage of time
spent by an individual human being in education ; those are measures
of real growth, not gross national product, which is simply a measure
of economic activity in a given year.

Mr. Pecaman. Do any of the measures that you suggest indicate
that we are doing better now than we did in 19607

Representative Curris. Certainly so.

Mr. Pecaman. Would you suggest some ?

Representative Curris. Yes, one is measurement of school con-
struction. Incidentally, one of the most glaring inadequacies of this
administration is the fact that the school bonds in 1961—new school
bonds voted—went down from $2.2 billion to less than $1 billion.
It went down to $850 million. But take the cycle from 1950 to the pres-
ent, President Kennedy said we had to double the amount we are
spending on education in the next 10 years. My comment was, “Why
slow down?” It has been more than two and a half times from 1950
to 1960. That is what I regard as significant growth.

Mr. Proaman. Iagree we need more schools.

Representative Curris. I am talking of a sample of measurement.

Mr. Pecaman. We could afford to build more schools if we had
higher GNP, the measure you do not like.

Representative Curris. I disagree with you. We are building them
and the local districts are doing this because one of the essential sound
things in our economy has been the real estate tax, the property tax.

Mr. Prcaman. Every time they build a school it goes into the GNP.

Representative Curris. My timeis up.

Chairman Parman. You mentioned the bonds not being offered for
sale for school purposes. Do you not think that the people concerned
have refused to vote them because the interest rates were too high?

Representative Curris. No, as a matter of fact, let us get our indi-
cators here and let us know what we are talking about. These are
the Health, Education, and Welfare indicators of July 1962. The
charts here are very interesting, and I think need to be followed. The
first chart on page 25 is public educational construction, bond elections,
bond sales and contract awards, and shows first bonds voted upon in
public school election bonds, and then the number passed.

Chairman Parman. What percent ?

Representative Curris. The percent passed ranges, beginning in
1957, 74 percent, 78 in 1958, 62 in 1959, 83 percent in 1960, and then
dropped to 69 in 1961, and it is ranging around there. But here is
the point. The amounts of bond issues voted start out 1.3 billion, go
up to 2.2 in 1960, and then drop down to 851 in 1961.
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Chairman Paraan. I urge you to look that over more carefully and
evaluate it more carefully with this in view: that the people turned
down these bond issues because the interest rates were too high. More
of the local people pay taxes on what they owe than what they own
because of the ad valorem system. They are very careful about levy-
ing these extra costs on themselves.

Representative Curris. I might say to the gentleman that an exami-
nation reveals that is not so. I think I can tell you why this drop.
Tt is because they are waiting for a Federal program.

Chairman Parmanx. What year was that? That was during the
preceding administration.

Representative Curris. 1961. The other figure on this thing, if we
go on to the next page, you get your public education construction,
interest, cost of bonds, and educational construction put in place.

Chairman Parmax. Senator Douglas, we are intruding on your
time.

Senator Doucras. Not at all. 'We have the interest rate on long-
term bonds, Federals; the movement of the State and municipals is
very similar; in 1953 the rate was around 214 percent, and it has been
rising to 4 percent more or less as of the present time, or a relative
increase of 60 percent during this period. Dr. McCracken, in your
statement you state that the reserve position of the banks has been
easing. You mention this as an indication that monetary policy has
not impeded economic expansion. I wonder what evidence you have
for the statement that the reserve position of the banks has been easy.

Mr. McCrackeN. I would make two or three points here. First of
all, there is the simple fact that the net free reserve position has
continued at a very substantial level. Even with recent changes free
reserves are still in excess of $300 million.

Senator Doucras. May I stop you right there. Dr. William Moor
of the committee staff has charted the free reserves for a number of
years. The chart shows, in brief, that in 1961 the average free re-
serves for the year were above $500 million; probably a closer figure
for the year as a whole would be $550 million. The average free re-
serves for the year thus far have been around $375 million.

Mr. McCracken. That is right.

Senator Doueras. Or a decrease of some $150-$175 million. A fur-
ther analysis indicates that almost the entire amount of these free re-
serves is in the country banks where only a small proportion of the
demand for lending actually takes place. For instance, in the figures
for the end of June, the free reserves in the country banks amounted
to $371 million. In the Reserve city banks, there was a minus $5 mil-
lion. In Chicago, a veserve of minus $3 million. In New York, a
minus $12 million. The actual “free reserves” were thus entirely in the
country banks, where, as I have said, a very small fraction of the total
loans originate.

We should also remember that a few years ago we made vault cash
a part of the reserves. You have to have cash for cashing checks and
so forth and so on. So it would seem to me that in practice free re-
serves are virtually nonexistent. It puzzlesme, therefore, when I read
these statements—and yours is not the only one—that the reserve posi-
tion of the banks has been easy because free reserves are plentiful,
when they have declined absolutely and as a matter of fact are con-
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centrated almost exclusively in the country banks and consist almost
exclusively of vault cash.

Mr. McCracrexn. Nonetheless, the evidence supports the conclu-
sion which I stated in my testimony.

Senator Doueras. Are my figures erroneous ?

Mr. McCracreN. This is what I want to comment on. In the first
place excess reserves historically tend to be concentrated in the country
banks. This is not new. Larger banks keep even temporarily sur-
plus funds quite fully employed in such things as bills or the sale of
Federal funds.

In the second place, while the net free reserve figure, like any other
simple figure, is subject to limitations, it is a useful quick way of
getting some indication or some impression of the pressure on the
banking system. It indicates at present a condition of relative ease,
an impression confirmed by collateral evidence. I happen to be a
director of a bank and spend some time in banking circles. There is a
vast amount of difference in the sentiment of the bankers so far as their
lending policies are concerned, or particularly so far as their interest
in building up their loans, relative to that in 1957 or 1959. There is
not the loaned up sentiment that there was in those years. Moreover,
there has been an 814 percent increase in bank credit during the past
year. That is double the normal needed gain to support vigorous
economic growth. So, as I look at the evidence, I do not see it support-
ing the position that the major problem that we face at the present
time is in the area of monetary policy.

Senator Doucras. I wish you would take another look at these
figures, because it may indicate that free reserves are virtually non-
existent. The second question I want to ask perhaps applies to all
three of you, although I came in late and did not hear Dr. Eckstein’s
statement. Dr. McCracken and Mr. Pechman seem to believe that the
balance-of-payments problem requires relatively high interest rates.
Yesterday, we brought forward facts indicating that so far as the
short-time rate is concerned that the American rate is above the Swiss
rate, which is only 2 percent. It is above the French rate which is
about 214 percent. It is above the Dutch rate, which is just about
213 percent. It is below the French, British, and Canadian rates.

But, if you take the arbitrage costs into account, it is approximately
equal to the French rate, and the British rate, and I think there are
charts here to demonstrate that. It is below the Canadian rate, but
I can hardly believe that people would transfer American dollars to
Canada in view of the shaky situation in Canada which has caused
them to devalue their dollar.

Now, then, just what is it that you are afraid of as far as the situa-
tion is concerned? Is it the fact that our balance of payments is
againstus? Isthat the point?

Mr. Prorman. I would be concerned about substantially lowering
the interest rate, particularly the short-term interest rate.

Senator Doueras. How about the long-term rate?

Mr. Prcaman. I would like to keep the long-term rate at the pres-
ent level, or even lower it a bit. The short-term rate controls short-
term capital flows, which are particularly sensitive to interest rates.
T think we have to keep short-term rates at a higher level than we
kept them during the early postwar period.
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Senator Doueras. Isthere a drain from Switzerland ?

Mr. Pecaman. No, but I am afraid that, if we pushed the rates
substantially lower than they are today, it might stimulate a large
flow of liquid funds abroad.

Senator Doueras. Don’t we have a real margin of safety on this and
need we be concerned with speculative outflows of gold in search of
higher interest rates abroad? That is what I am trying tosay. What
are you afraid of: that the balance of payments is against us and
Europe may not be content with leaving their balance on deposit in
dollars?

Mr. Pecaman. Both factors are involved. I do not want you to
misunderstand me, Senator. I do not want a higher level of interest
rates.

Senator Doucras. I understand. But you do not want a lower rate.

Mr. Pecaman. That is right. In other words, I am saying that
we have done fairly well in monetary policy up until recently. I am
a little concerned about the noises being made on monetary policy,
though I cannot say that the action has been as bad as the noises. If
these noises are followed up by action, I would be terribly concerned,
as you would.

Senator Doucras. Here is the point. Recently the Federal Reserve
sold Government securities and depressed the price and consequently
raised the yields. The result hasbeen a rise in the short-term rates and
a lesser rise, but some rise, in long-term rates.

On the question of the unfavorable balance of payments, must we
accept eternally those inadvisable items which turn a favorable balance
of trade into an unfavorable balance of payments, which turn $3
billion surplus in commodities to a 114 to 3 or 4 billion unfavorable
balance because of the so-called inadvisable items. Are we committed
indefinitely to continue maintaining military divisions in Kurope?
Are we committed indefinitely to the attendant costs of expenditures
of dependents? Are we committed indefinitely to the existing level
of foreign aid if the other countries do not contribute? Are we com-
mitted indefinitely to the present flow of capital abroad when virtually
every other country imposes some controls upon the export of capital.
T mention all these things. Can we take the existing unfavorable
balance as something we cannot do anything about ?

Mr. Pecaman. I agree with the implications of what you said. A
great many of these things have already been done and a lot more
perhaps should be done. Certainly we should not have a domestic
policy that would prevent us from getting back to high employment
merely because of the balance of payments. I think that is the
important lesson of your remarks.

Senator Doucras. That is the point I was making. My time is up,
but if any of you wish, you may volunteer a reply.

Mr. McCrackrN. May I make just one comment, Senator Douglas.

The point of that part of my testimony where I commented on the
balance of payments problem was simply this. We hear a great deal
of discussion that the nature of our rather precarious balance of pay-
ments problem makes it impossible for us to consider expansionist
fiscal policy action. Precisely the point that I was trying to develop
here was that if we manage an expansionist economic policy correctly,
there is reason to think that this kind of action at least would be

87869—62——16
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neutral in its effect, and I think personally there is at least an even
chance that it might improve our balance of payments.

Senator Doueras. You say “correctly,” what do you mean?

Mr. McCracken. If the expansion of business activity that we got
sets off a very substantial rise in the price level, or if we gave the
economy a surfeit of liquidity, then this would probably work out to
have adverse effects. But in the technical sense, the adverse effect on
our balance of payments of a higher level of business activity because
of the higher imports, would, I suspect, be largely offset by favorable
effects on the large capital outflow—and ultimately even a strengthen-
ing of U.S. exports.

Senator Doucras. I was not speaking of commodities.

Mr. McCrackeN. I understand.

Senator Doucras. I was speaking of the military and dependents’
expenditures, foreign aid, capital investment abroad.

Mr. McCracren. All of that would help. Some reduction in these
is an essential part of the solution.

Chairman Patyan. Senator Javits?

Senator JaviTs. Gentlemen, I notice an interesting consensus among
all three with respect to a tax cut which is very interesting in view of
the fact that the press and public and Mr. Heller all assume the mat-
ter is decided and that there will be none. Therefore, I notice, also,
an interesting consensus among you—certainly two of you explicitly,
and perhaps I missed it in the third, suggest that we give the Presi-
dent the authority to make a tax cut. Suppose I should tell you, just
for the sake of this argument, that is equally impossible. Just as the
President can decide that he would not ask the Congress for a tax cut,
the Congress can decide that it would not give him authority to make
one. I have little doubt, and I state this unilaterally, that is just as
sure by now as the fact that he is not going to ask for one.

Representative Currrs. Surely.

Senator Javrrs. I think the Congressman is right. Where does
that leave us in view of the fact that your recommendations, Dr. Pech-
man, are directed essentially toward governmental action? I notice at
pages 7 and 8 where you say that what we should do, if we cannot get
a tax cut, is to give the President authority. I tell you unilat-
erally, and I think it is sound, that is just as unlikely and impossible
as the other.

Then really you boil down to recommendations to extend unemploy-
ment compensation benefits, and to deal with the capital improvements
program already passed by the Senate. I do not think you put that
very high on your list, or that the administration submit a new
budget. Again it is not too decisive a form of action. So really we
get down to extending unemployment compensation benefits for a
year. I could not agree with you more. Ithoroughly agree with you.

Now I would like to ask you all this question: Are there not many
other things which could be very helpful—assuming now that not-
withstanding your view and mine, as you know widely advertised,
that there should be a tax cut, that it should be now and 1t can be now
and it makes a lot of sense, and the fact that we are not going to give
the President this authority, which I asked you to postulate, and the
fact that perhaps we would not even do this unemployment thing
much as I agree with you. Are there any things which the Presi-
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dent could do other than that which would help our situation, not
necessarily only in the governmental line? For example, do you think
that some effort should be made to deal with the business problems
in making the transition to automation and in financing that transi-
tion—something which the President might very well generate through
his Labor-Management Advisory Committee? Do you think that
some action on the part of the Congress concerning the rash of big
strikes that seem to be imminent on the railroads, to deal more effec-
tively than we do under the Taft-Hartley law, with the problem of
national interest strikes might be something to which we ought to
direct our attention? Do you think that some declaration by the
Department of Justice as to its policy in respect of the antitrust laws
might be an important factor?

Somebody here suggested that the President ought to make a deci-
sive statement of the view of the country on business profits, and their
desirability and importance. In short, do you have any suggestions
which go to the only clue to this proposition I find in your statements,
that of Professor McCracken’s paper which at page 5 says that busi-
nessmen were alarmed by the inferences they drew from the adminis-
tration’s handling of the steel price dispute? Then he says on page 6,
consumer attitudes have never regained the levels of buoyancy they
reached in 1955, and there has been some deterioration since events
of April and May, which I would imagine refers to the same events.
What do you say about that, gentlemen %

. My time is up and I have asked you a long question, because I am a
awyer.

Mr. EcxstrIN. I think this country has many problems and accom-
plishments and there are lots of things the Government might do and
lots of things the Government might stop doing. One thing the Gov-
ernment might well do is to create a more certain business environ-
ment with regard to areas of regulation, antitrust and so on. Even
if policy is tough, business is better off knowing it is going to be tough
than not knowing at all and having to deal with a rather erratic kind
of situation. Other than that, I do not think a little bit of action on
these longrun structural problems, such as depressed areas and auto-
mation, is any kind of a substitute for the kind of massive fiscal action
which 1s called for. I wil even go so far as to say that in some way
it distracts us from the main problem.

These structural programs, which I agree are very much needed
to ease the introduction of technological progress into the economy,
will be much more successful if the overall situation is healthier.

Senator Javirs. Thank you very much.

Mr. McCracken. May I make one comment ?

Senator Javirs. I would like to have you all comment, if you would.

Mr. McCracken. I do not think any reasonable estimate of the
magnitude of the economic effect of action in these other areas would
be equal to the kind of stimulus we could get from tax reform and
reduction. Now, if these are ruled out, however, then the question be-
comes: Do we just sit on our hands, or are there other things to do?
There is no question in my mind but that something constructive could
be done along the lines you have indicated in your question. It would
be very helpful to try. It certainly would not hurt to try.

Senator Javrrs. Thank you.
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Mr. Prcaman. I agree that the longrun problems that you sug-
gested ought to be tackled and it would be helpful from the standpoint
of business and consumer confidence to know that they are being
thought about constructively. But I also think that the point made
by Professors Eckstein and McCracken is quite right. Iknow of noth-
ing that would equal the potency of a very substantial tax cut. But I
have worried about your question and that is why I have a program
at the end of my paper.

Since you foreclose the possibility of Congress giving even tem-
porary authority to the President to cut tax rates, I am sure that
when you have your hearings next February on the Economic Report
you will find that unemployment is no lower than it is today. It may
even be higher. And you will be lamenting the fact that we wasted
another 6 months, and that the rate of growth of the economy will have
been further reduced; in other words that we will still be where we
were 2 or 4 years ago. I think the quicker we start solving these long-
run problems, the better.

Senator Javrrz. Gentlemen, you have given me encouragement and
fortitude to continue my campaign for an incentive tax cut. Thank
you.

Chairman Parman. Mr. Reuss?

Representative Reuss. A question first of my colleague, Mr. Curtis.
Did I hear you right—you attribute the fact that a smaller total
of local school bond issues was voted in 1961 than in the period, 1958—
60, to President Kennedy’s advocacy of Federal aid for education?

Representative Curris. It was the unsettled condition, yes. The
school districts thought they might get it free or get it from the Fed-
eral Government.

Representative Reuss. Then I did hear you right.

Representative Curris. That is correct.

Representative Reuss. How do you account for the fact that school
districts voted larger amounts for local school bonds in the period
1958-60, when President Eisenhower was advocating aid for school
construction? Was that because they did not believe him ?

Representative Courtis. I guess so.

Representative Reuss. A question for the panel—

Representative Curtis. If the gentleman would yield. You made a
wisecrack.,

Representative Reuss. How long do you want me to yield?

Representative Curris. Just to comment. I would say it could be
that. T do not know. It certainly deserves explanation or contem-
plation. I merely suggested that this could be the reason. I think
it probably is.

Representative Rruss. A question for the panel: Leaving aside,
for the moment, the politics of tax cuts, monetary policy, and other
methods for dealing with our economic lag, what is the difference in
economic effect of a tax cut of, say, $6 billion and increased Federal
expenditure of $6 billion? The increases in Federal spending in my
example would be for schools, hospitals, urban rapid transit, urban
redevelopment, antipollution work, and other necessary public works.
Is there, in your opinion, anything different economically between one
method and the other? They would both increase the deficit by $6
billion in the period immediately ahead. Would one method give
more impetus to the economy than the other?
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Let us also leave to one side, the point that the construction work re-
quired by a public works program takes a bit longer to translate into
actual expenditure. o

Would you each give me your opinion ? _

Mr. McCrackeN. Certainly I would not take any Procrustean view
with regard to Federal expenditures or taxes that one is all evil and
one is all virtue. It would seem to me that on the “first round” the
rise, in Federal expenditures might very well have a slightly more
expansive immediate effect than a decline in taxes. With a tax re-
duction some part of the resulting increase in income would presum-
ably be saved. On the other hand it is not easy to effect an imme-
diate, large upward displacement in the trend of Federal spending.

Representative Rruss. I assume you are comparing the average
saving by consumers of 7 to 8 percent of their disposable income with
the fact that a million dollars spent in building a school is by defini-
tion spent.

Mr. McCrackeN. In the first round, yes. On the other hand at
this stage of the game the evidence is quite clear, to me, that the time
has come when we do need some action on the tax side in order to start
moving toward a level and structure of taxes that would be some-
what less of a drag on economic expansion and growth secularly, quite
apart from the very immediate period.

Mr. Eckstein. Congressman, the total Federal purchases of goods
and services outside of defense in 1960 were $8.6 billion. Of that, a
very substantial fraction is agriculture. The rest was defense.

Representative Curtis. Federal?

Mr. Ecgsrein. Federal goods and services. Only $8.6 is nonmili-
tary. And that includes space. To effect a substantial increase in
that would be very difficult. The Federal Government simply does
not buy that many civilian goods and services to make it an instrument
of the same magnitude as a tax change.

Representative Reuss. I suggested some areas of public expendi-
ture where the needs today are very great. However, I am putting
to one side the question of whether increased expenditures are po-
litically feasible, socially just, or economically desirable in terms of
resource allocation. What I want to know is, would you get the same
economic impetus by spending $6 billion more as you would by taxing
$6 billion less?

Mr. Pecuman. I want to agree with the point you are making.
The ratio of taxes to expenditures that is too high. You can reduce
this ratio either by reducing taxes or increasing expenditures. If we
got businessmen and consumers to spend as much as is necessary to get
us to high employment, today’s tax structure would not greatly 1m-
pede the rate of growth.

I think there are things that can be done to improve our rate of
growth, but the rate of growth that we can achieve at high employ-
ment is awfully tough to budge. We would have to make many
changes to increase the growth rate. One of them would be to re-
form the tax structure to the extent that it impedes incentives.

Representative Reuss. Then, what you three gentlemen contend is
not that we need a tax cut as such but that we need a budget imbalance
at the present time for various reasons. In economic terms, am I not
right that it is not the level of taxes alone, but the level of taxes in
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relationship to Federal spending which chokes off the economy before
full employment is reached? If the budget tends to balance before
full employment is reached, the ailment could be cured by either of
two methods.

Dr. McCracken says, “Cut taxes.” Galbraith might say that public
expenditures should be increased.

Mr. PeEcayman. Tagree.

Representative Rruss. I have used your names rather freely. I
hope I have not misinterpreted your positions.

Mr. McCracren. No. ~Clearly the two sides of the budget must
be taken into account. I would agree with this. A tax cut would
temporarily mean an enlarged deficit. If, however, tax reforms will
really strengthen the economy (as I think they can) we can be ahead
of the game in the long run on renewals of the deficit.

Representative Rruss. There has been much talk recently about a
tax cut as though it were the only way out. Actually, budgetary
balance seems to me to be the real problem. I am not suggesting what
fiscal policy mix we should have, except to say that the best mix is
one which combines relatively easy money and low interest rates,
a tax cut and spending for the Nation’s needs. An aggressive trade
policy would also help.

Representative Reuss. Dr. Eckstein, in your statement on page 8,
you refer to the argument which says,

Why cut taxes now, since this will cause interest rates to rise and to cancel
the benefit of the tax cut? The growth rate will not increase, but we will have
a larger deficit.

Your reply isthat, although the monetary authorities actually shrank
the money supply and increased interest rates in the 1958-59 re-
cession, they will now allow the money supply to increase at some
modest rate. Why do you think this will be the case, particularly in
view of Mr. Martin’s recent testimony that he would not permit any
of the deficit resulting from a tax increase to be financed by the
banks.

Mr. Ecksrein. It would certainly be far beyond my capabilities to
analyze why our central bank does what it does when it does. How-
ever, what I am really trying to say is this: The tightness of money
and the level of interest rates in 1963 will be largely determined by
the policy choices made by the Federal Reserve and the Treasury. I
do not know whether they will do the right thing or the wrong thing,
but the extra few billion of deficit which will have to be financed, I
doubt will be the decisive considerations. It would obviously raise in-
terest rates somewhat. But I do not believe that additional financing
alone would reverse the basic tone of the capital markets.

Could I also take another moment while I have the floor? When
I read my statement I also made a quick comment on the possibility
of lowering withholding schedules effective January 1. I stand cor-
rected on that. It would take congressional action to lower the with-
holding rates.

Representative Reuss. I am glad you made that point because I
was about to ask you. More admimstrative flexibility in the with-
holding provision might be desirable, but it does not now exist.

Senator Proxmire. I would like to ask Mr. Eckstein, Senator Javits
indicated there is not much prospect of a tax cut, Yet Senator Javits
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advocated a tax cut the other day which he said would be a $7 billion
tax cut. He included in that the $114 billion reduction in tax burden
the administration has already achieved because of the adjustment of
the depreciation. Now, as he pointed out, it appears that the Finance
Committee with that monster they are about to report out, is going to
further reduce taxes, and as far as the investment credit would seem to
provide an additional $1 billion tax cut.

FOR BUSINESS SPECIFICALLY IN CASII FLOW

So is it not true that during this year of 1962 if Congress takes no
further action, there is likely to be, 1n effect, a tax cut for business of
about $214 billion ?

Mz, Ecksrrin. That is correct.

Senator Proxyire. Since you advocated a $6 billion tax cut, this
is 40 percent of the way.

Mr. Ecxstrix. No. Our analyses took those for granted.

Senator Proxamre. You are really advocating $814 billion tax cut
if we want to include everything ?

Mr. Ecksrern. If you want to include all the previous relief, yes.
The Treasury is supposed to get a little bit of the investment credit
back in revenues from loophole closing. They are not to get all of it.

Senator Proxmire. Very little the first year—A net cut of a
billion dollars in taxes.

Mr. Prcuaran. May I just interpose that T am distressed to see so
much pessimism about some of the things that were not included in
the Finance Committee bill. I should hope for example that an effort
would be made to restore withholding on the floor.

Senator Proxarre. It will be made but it does not have much
chance.

Mr. Eckstrin. To answer your question more to the point, the addi-
tional savings that will be made available by these measures will cer-
tainly have to be considered in making up the next tax package. It
is a fact that the cash flow of corporations will have been augmented
by between $214 and $4 billion. 3 do not think anybody knows where
in that range. And for any tax bill in the future, it would not make
any sense to keep pouring more and more money into that area alone.

Senator Proxmire. That is right. From what you say I take it
this is one area where we are probably less in need of a tax cut.
This relates to a vote that we may be about to take on the floor of the
Senate in the next few weeks, whether or not we should have an invest-
ment credit. I am inclined to feel that the cash flow increased before
the improvement in the depreciation policy of the administration.
Now the cash flow is going to be abundant, and perhaps superabundant.

There is an additional loophole in this investment credit to permit
for the first time a depreciation exceeding a hundred percent which
would seem to have some equity disadvantage. I am wondering
whether in your judgment, Dr. Eckstein, if this is a sensible proposal
now under the present circumstances.

Mr. Bcrsrrin. T am still an optimist that even if not now within
the reasonable future we will get the short-run problem straightened
out. Maybe that is foolish, but I believe we can, and there is a reason-
able prospect we will.  If you really look at it as a long-term question,
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I do believe that we have something to learn from the experience of
Western Europe and Japan, and that tax devices will raise the total
rate of investment.

Senator ProxMIrE. Yes; but is this the right kind of tax device? In
the first place, business has not indicated any enthusiasm. McGraw-
Hill said this will have the result of increasing investment by $300
million although the Federal Government will lose a billion dollars.
A survey by the Wall Street Journal, with 68 big firms queried, only 1
said they would change their investment policy. It is a nice windfall,
but one they do not expect to influence policy and do not want it.

Mr. Ecxstein. This will not be very effective as long as the aggre-
gate rate of activity does not lead to anything like optimal utilization
of capacity. I would not attach too much significance to the im-
mediate answers of businessmen. I think most of them did not under-
stand what the credit was about. I have explained it to a few small
businessmen and in some cases they very clearly told me, that it cer-
tainly would help them quite a bit.

Senator Proxmire. These were the biggest firms in the country and
people who had very distinct ability, and understanding in this area.
They have sufficient specialists so they should be competent on some-
thing of this kind. Let me ask Dr. McCracken, you assumed the
same thing Dr. Heller did yesterday : That the supply of money should
include time deposits. We did not have a chance to pursue it on this,
but I want to take the few minutes I have left to pursue it with you.

Dr. Heller seemed to ignore his own indicators which show on page
26, money supply, total, and under total it does not include time de-
posits. It does include currency and demand deposits which have been
the traditional definition of money supply. Then it shows related
deposits or time deposits separately. On this basis, and I think you
can make a good argument that time deposits are not money, it is clear
that money supply has been dropping very rapidly in relationship to
the gross national product, whereas in 1953, it was 85 percent; 1958,
81 percent ; a year ago, 27 percent; now it is down to 26 percent. This
does seem to represent a real squeeze which is being directly reflected
in rising interest rates, as Senator Douglas demonstrated so well, and
by the drop in free reserves.

Mr. McCrackeN. I would define the money supply differently from
the Federal Reserve or the concept as included in the Economic In-
dicators. There is no one definition which is uniquely and clearly and
unambiguously vastly superior to another. The assets that people
hold are really a continuum, ranging all the way from currency, the
most liquid asset, to demand deposits and time deposits and for cor-
poration short-term securities, which serve for them a function vir-
tually the same as cash. One important function of money is to serve
as a reserve of purchasing power for unforeseen contingencies. Cer-
tainly time deposits serve this function well, and practically are im-
mediately convertible into demand deposits. In any event one can say
this. In the last year total bank credit has increased over 8 percent,
half of which has occurred since the turn of the year. Perhaps that is
a better measure ofthe monetary influence on economic activity. Asa
matter of fact, in my opening statement I used the figures on bank
credit, rather than the money supply, because it was not until after my
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preg)a,red statement had been mimeographed that I got the July
Federal Bulletin with the new seasonally adjusted data.

Senator Proxmire. To follow up on this, would you not all agree
that if the Federal Reserve Board and the Treasury continued to fol-
low a tight money policy, if they continue to push up interest rates,
if they continue to shrink reserves, and the Chairman of the Federal
Reserve has indicated he might very likely adopt such a policy, and
action on the part of the Treasury has indicated they are moving in
the same kind of direction, then we are going to need a bigger tax
cut to get the same stimulation in the economy? Furthermore would
you agree that it is conceivable that if we have a relatively modest and
small tax cut with a substantial increase in interest rates, that the
economy might not move at all. It might stand still or even retro-
gress.

Mr. Pecaman. I would agree that, to the extent interest rates are
raised, a larger tax cut would be necessary. However, I would hope
that, if we had a substantial tax cut, it would not be accompanied by
higher interest rates.

I certainly do not think that we ought to permit long-term interest
rates to rise and to reduce investment at the same time that we are
trying to promote investment. That would be ill-advised policy under
present circumstances.

Senator ProxmIre. I would like to ask Drs. Eckstein and McCracken
one more question :

In reply to what Mr. Reuss said about cutting taxes and increasing
expenditures, you indicated that the expenditure side of the budget,
Dr. Eckstein, was pretty difficult to expand. In Dr. McCracken’s
presentation he said on page 14, this proposal for a tax cut would be,
in short, a step toward fiscal conservation. In the long run it would
make for a less rapid increase in expenditures and more spacing
on the tax side for further needed reforms. I know that Dr. Eck-
stein said that a reduction in tax rates will force the Government to
scrutinize expenditures more closely in the coming budget.

I believe in economy in Government. I wish I could subscribe to
your view that taxcutting will lead to expenditure reduction. But I
feel when economists are talking about deficits and asserting that we
need bigger deficits, this destroys the discipline Government has. You
can make a strong argument if you accept your basic assumptions
for almost unlimited spending. Services are needed and wanted.
There is a lot of pressure for them. What is a poor Senator or Con-
gressman going to do when he gets that kind of pressure and when
the economists say it will be greater for economy if you cut taxes
and increase spending? It is wonderful for the politician if he ac-
cepts that viewpoint. When you do that you get in the position where
you could have a very bad misallocation of resources, and where you
have no real discipline to exercise prudence in Governnment spending.
This directly contradicts what both of you gentlemen said in your
statement. Does not this concern you at all?

Mr. EckstrIN. I think you would agree with us, would you not,
sir, that in general a tax cut would lead to less spending than no tax cut.

Senator Proxmrire. In old days, yes. But now when a tax cut is
justified not because spending has been reduced or spending can be
reduced, but although spending is increasing and has been increasing,
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the argument is made we need a deficit to move employment up. I
say under these circumstances the tax cut will not restrain expendi-
tures.

Mr. Ecxsrein. Historically, in recent years has it not been like
this? The Budget Bureau and the President have been very tough
when there was no recession. When there was a recession the lid was
off, so to speak, and new programs began. Everybody got a little bit
more money in all fields.

Senator Proxmire. Now there is no recession and believe me nobody
is very tough and Congress is spending money with record rapidity.

Mr. EcksteiN. There are a lot of structural issues both in taxation
and expenditures. Obviously, there are some tax cuts that would be
worse than some expenditure increases and vice versa. A lot of peo-
ple, including, I think, the three up here this morning presently favor
a tax cut, because they really feel it is impossible to prepare a high
quality expenditure program of the requisite magnitude within the
time schedule in which events are occurring.

Mr. McCracknN. The importance of maintaining the concept of
fiscal discipline, to which you have alluded, seems to me to be exceed-
ingly important. While clearly the advocacy of a tax cut is suggesting
a program that would make the deficit larger, I prefer to put this in
terms of getting toward the kind of tax structure which would seem
to me to be more consistent with increasing the vitality of the econ-
omy.

Now, how does one reconcile these two? I would reconcile them
on a basis that has received substantial attention recently. The im-
portant thing is always to compare the relationship between our ex-
penditures and the volume of taxes which the present tax structure
would produce at reasonably full employment. I would be very
reluctant, under any circumstances short of a real emergency, to sug-
gest a tax cut which would leave the tax structure not comfortably
covering expenditures at full employment. If this is our approach
to the budget problem we do not surrender concern about fiscal dis-
cipline. So our tax action should leave us with a tax structure that
will always comfortably cover expenditures, assuming that we have
reasonably full employment of our productive resources.

Senator Proxyire. My time is up, but I would like to say that is
an awfully theoretical goal as compared to balancing the budget,
which is precise and with all its weaknesses you can still arrive at
some arithmetic precision. To talk about a full employment balance—
you can argue on vague generalities a long time.

Mr. McCracken. There is no question about this. I suppose to
some extent the function of a professor is to be theoretical and ex-
plore things that may not have immediate applicability. But it does
seem to me that there is validity to this way of looking at the budget
problem, and I suspect that we shall hear more about it.

Mr. Pecman. I just want to agree with what Professors Eckstein
and McCracken said, although I did not make this point explicitly in
my statement. In reply to your question, I believe that expenditures
would be lower if we had a tax system that next year produced $90
billion rather than $95 or $98 billion. In other words, I do think that
the prospective level of the tax receipts exercises a restraint on spend-
ing. The existence of a large deficit, which is your alternative hy-
pothesis may relax restraints.
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As a matter of fact people do not understand that a deficit indicates
one of two things; either the economy is not operating up to full
capacity or expenditures are wasteful and too high. We have had
deficits during the past 5 years because we have not reached full
employment.

Representative Curtis. I want to get into another question, but
first I want to lead into this. The thing I have not understood and
I have asked all the witnesses before the Ways and Means Committee,
and this committee, is this: How does this theory of a tax cut in a
period of a deficit already relate to the economic problems it creates
in the debt-management area ?

As a member of the Ways and Means Committee I have always
had to be concerned about how we market our bonds. If you take $5
billion, let us say, and give it or transfer it from the governmental
sector to the private sector in the nature of a tax cut and then market
$5 billion of bonds in the private sector, why do people suppose that
stimulates the economy ? Maybe there are some reasons. Occasionally
I have gotten answers to the effect that the transfers involve different
people. I say let us go into that. But we have not had very much
discussion on that subject.

Dr, Heller yesterday had only one little paragraph on the problems
of debt management in his prepared statement—simply to say they
are great and very difficult, and we have to be very careful about
whether we market the bonds to the consumer or whether we use the
Federal Reserve System. I said if you are going to use the Federal
Reserve System and simply create more money, in effect you are not
talking so much of the tax cut effect as you are talking about the fact
that inflationary forces of this nature would stimulate the economy.
Would any of you care to comment on that?

Mr. Ecxstein. It is certainly an extremely difficult question on
which economists have pondered and reach no definitive conclusions.
There are some things you can say. First, if economic activity ex-
pands as a result of the tax cut, some normal increase in the money
supply should go along with it.

Representative Curtrs. Let me stop you there, if I may, Doctor.
You say, “If it does.” To me that begs the question. What we are
talking about—does it? Will it ?

Mr. EckstrIN. Let us take that question first. T take that for
granted. Would that tax cut be spent? That is the first question.

Representative Curris. That is correct, but nothing should be taken
for granted.

Mr. Eckstrin. The evidence on that, and there is some disagree-
ment among the experts, I would say it would be fair to summarize
it this way. As far as consumers are concerned you would find—and
there is an immense amount of statistical work done—people would
say somewhere between 60 and 80 cents of every dollar would be spent
within a year.

Representative Cortis. We have never done this. This has always
been theory, as I understand. There is no place we can look where
we have cut taxes for the purpose of this kind of economic stimulation.
I am just taking your aggregate. You take $5 billion here in tax cuts
and then you take it bac% in bonds. Dealing in aggregates I do not see
what you have done, unless there is something about the mix in here.
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Suppose you sold it in E-bonds. The purchasers then are the con-
sumers. Then they would not have $5 billion to spend. You have
taken it right back from them. Suppose some goes to investors, as
some would, then they do not have that to invest. The Government
has taken it.

Mr. EcgstEIN. Sticking to the tax side, a tax cut on business, I
think most people who have tried to make studies of it tend to say in
the long run the larger part of additional cash flow would be spent.
Then you get to the other side of the question—to what extent is
spending reduced by the bond financing? Mortgage money and other
long-run money is presently not terribly scarce. It is not rationed
even though interest rates have moved up. It seems to me that it is
up to policy whether long-term investible funds other than internally
generated funds are going to be made very scarce or not. That is a
question of Federal Reserve policy.

So we have that side of the coin under somebody’s control to some
extent also. Of course, the Federal Reserve could run a policy which
is so tough that they could completely undo the effect of the tax cut.

Representative Curris. Particularly with the balance-of-payment,

roblem. To me these are the issues we should have been discussing
1 the Ways and Means Committee. Yet the witnesses who appeared
before us were unprepared to discuss it. It was improvising, instead
of the prepared papers being on that point. I thought that everyone
was begging the question. The question is, Will a tax cut which in-
creases deficit financing and puts an added burden on debt manage-
ment in the condition we are now in, balance of payments and so forth,
stimulate the economy, even if it would work at other times under
different circumstances? This is an untested theory at best. At any
rate I wanted to pose that.

The one thing I particularly wanted to ask a question on here is this:
I have just recently got my ducks in a row on it. I know you are all
interested in new economic phenomena. I think we have a beauty
here. To me it is an amazing thing and one that requires real study
and explanation. That is the fact that the civilian labor force, and
I have the figures back to 1929, has continually increased each year ex-
cept for war years. With the total labor force which includes the
Armed Forces it continued to increase. But for the first time since
1929, in the year 1962, the civilian labor force actually has not in-
creased and yet our population figures would indicate that there would
be an increase of around 1 million.

I average out the figures from 1929 to 1959; we increased on an
average about 700,000 a year. In the figures that we have here from
1955 to 1961, we increased almost a million a year. We were able to
ask questions on this. Dr. Ewen Claguesent in a letter to the commit-
tee saying his statistics were right. T had raised the question whether
the phenomena could be explained as statistical errors. Secretary of
Labor Goldberg yesterday said that this is a phenonemon to which they
just do not know the answer. I have been trying to fit it into my
theory of what I think is the test of real economic growth and my be-
lief that we are not stagnant and it does make sense to me that we are
having people withdraw from the labor market because they do not
want that extra income or balancing in their minds whether they would
rather have the leisure time or the income. People did go into the
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labor force apparently, women, so that their family could get another
car or downpayment on homes, and so on. Maybe thatisit. I do not
ow.

Certainly this gap theory, if you apply this million group, you must
put it into the unemployed area, and so the gap has widened. I do
not adhere to the gap theory, but to those of you who do, I would
think this would be very worrisome because then your gap is
increasing.

Mr. Ecksrein. I have tried to make a little bit of inquiry on this
problem. I gather that the lack of growth of labor force is not con-
centrated in any one group. I think originally the thought was it
might be earlier retirements because of the improved social security
benefits.

Represenative Curris. The figures showed it to be in all age groups
and not by men or women, either.

Mr. EckstEIN. There are a lot of different phenomena and so far
nobody is in a position to put them together. Certainly one thing
that does happen in a depressed area, you do slowly over the years
evolve a new way of life in which people drift out of the labor force
and draw relief and make a living without working. It takes several
years of not much prospect for employment where you are located be-
fore you get this kind of effect of people just sort of drifting out of
the labor force and finding some other way of getting along.

Representative Curtis. Even in the depression years of the thirties,
the civilian labor force increased each year. I did want to point
that up. The final thing, and I just want to get this more or less on
the record ; to me the places that we have to get into in reforming our
tax structure are not just rates. Yes, I am very much interested in
rate reform. T want to point up some of the specific things in our tax
laws I think are impeding economic growth. They seem small, but
I do not think they are in economic effect, only in revenue. One is
a tax law which works against labor mobility. The law as it presently
is says that a man’s residence is where his job is. This may have
been true in the 1920’s and even 1930’s. As a matter of fact, our
laboring group now, 80 percent of them own their own homes. So
their residence is where their home is. This archiac law has an
effect on the tax of those individuals if they have to follow a job.
If they are technicians, like from McDonnell Aircraft, men going
down with their missiles, from St. Louis to New Mexico, and they
are in New Mexico over a period of some months, what is a per diem
allowance becomes taxable income according to the Federal tax laws.
Likewise, when you shift a plant, like Chrysler did from Evansville
to St. Louis, the workers cannot immediately sell their homes. They
follow their jobs and they are commuting back and forth. They can-
not deduct the cost of maintaining two residences from their taxable
income. This is a reform badly needed. In my estimation, one of
the greatest problems in our dynamic economy is matching skills with
jobs and encouraging labor mobility, to bring this about. This tax law
encourages labor immobility.

The second point, our tax laws work against training and retrain-
ing. Another great problem in a dynamic economy going places, as
ours is, is in upgrading skills, training, and retraining. The tax
law says if you study to hold your job you can deduct the cost from
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your taxable income. But if you go to improve yourself by training
for a better job, you cannot. Yet the process today is such, if my
interpretation of this dynamic economy is right, that if you have a
skill, it can become obsolete in 5 years. Formerly, in father’s time,
you could have a skill that would last you a lifetime. Really, to
maintain yourself you have to be in a position of upgrading your
skill, retraining constantly, and yet our tax laws work against this
process. Third, our tax laws on research and development are out
of date and working against economic growth.

You have to tie the actual research and development into a marketed
product to get a tax deduction. Yet today pure research which-is
not tied to a product must be conducted if we are to move forward, and
our tax laws work against that. Our tax laws work against equity
financing, giving an undue preference to retained earnings and debt
financing. We started to reform that in 1954, one step out of three
was taken. But even this modest reform was so hit on the head, I
would say, in a demagogic fashion, by people who refused to look
at the problem, saying we were giving tax cuts to rich people, that
we have been hard put to hold the little progress we made, let alone
take the next two desirable steps. The purpose of the stock dividend
tax credit was to try to relieve the double tax burden on new equity
financing of growth on the theory that new equity financing was a
more effective way to promote economic growth, than retained earn-
ing and debt financing. This reform actually works against the rich
investor in favor of the smaller investor and encourages the nonin-
vestor to become an investor.

And then finally I must mention the burdensome taxation we im-
pose on profits which has had a lot of discussion here. This is an
out-and-out tax on incentive, the well spring of human progress,
economic or otherwise. I simply want to put those matters on the
record. So much talk has been spent on economic aggregates that
we tend to forget the components where we will find the source of
our problems. You call them structural when I refer to them in
this way. I think if we would get to work on these structural things
which mean little as far as the revenue is concerned, we would move
forward. It would mean a great deal to economic growth because we
would be removing some of these impediments to economic growth.
‘We would help to match up the unused labor force with the jobs
that are going begging. I am convinced there are more jobs going
begging today, than there are unemployed, which is traditional, not
unusual, in America. In other words, we have a labor shortage. We
have not matched the human beings with the jobs that are going
begging.

Thank you.

Senator Doueras. There very well may be a tax cut, if not in 1962,

in 1968. In connection with that, the chairman asked me to read cer-
tain sentences from the report of the commission on money and credit
set up by the CED, which certainly is not charged with being
a radical commission. These are from pages 134 and 135:

As in the proposal for formula flexibility—

said the commission—

the most appropriate choice for shortrun discretionary changes in taxes is ‘the
first-bracket rate of the personal income tax. They are least likely to open
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up controversial questions of income tax structure. The legislative and admin-
istrative problems in making such changes would be relatively simple. No un-
certainty would be encountered in complying with such changes.

That is the end of the first quotation.

Then the second quotation was the italicized snmmary on page 135:

The commission, therefore, concludes that when discretionary tax adjust-

ments are used to promote shortrun economic stabilization, they should consist
of variations in the first-bracket rate of the personal income tax.

Thank you very much, gentlemen.

The committee will reconvene at 2 o’clock.

(Whereupon, at 12:30 p.m., the hearing in the above-entitled mat-
ter was recessed, to reconvene at 2 p.m. the same day.)

AFTERNOON SESSION

Chairman Parman. The committee will please come to order.

‘We have as our first witness this afternoon Mr. Leon H. Keyserling,
economic consultant, Washington, D.C. Mr. Keyserling is well known.
He has been around Washington a long time. He has been a witness
many, many times before this committee, before the Banking and Cur-
rency Committees of the House and Senate, and others.

Mr. Keyserling, we are glad to have you, sir, and I notice you have
a prepared statement. You may proceed in your own way. After
you finish we will have Mr. Saulnier and then after he finishes we
would like to have the panel interrogate both of you.

We will interrogate you together instead of separately, if that is
all right. You may proceed.

STATEMENT OF LEON H. KEYSERLING, FORMER CHAIRMAN, COUN-
CIL OF ECONOMIC ADVISERS, ECONOMIC CONSULTANT, AND
PRESIDENT, CONFERENCE ON ECONOMIC PROGRESS, WASHING-
TON, D.C.

Mr. Kevseruing. Mr. Chairman and members of the committee,
I think the most expeditious methed would be for me fivst to read some
brief highlights of my conclusions, which will take only a relatively
few minutes, and then I have some supporting materials in the form
of charts which I would talk from orally.

Chairman Paraawn. All right.

Mr. Keyseruing, Beginning with my prepared statement, I have
been asked to speal about fiscal policy. But naturally, fiscal policy
derives from the condition of the economy, and ties in with other
economic policies. So, while I shall concentrate on fiscal policy, 1
shall try to relate it to the matters which determine what 1t is ana
what it ought to be.

I think the members of the committee are familiar with the methoa
T use, which is to prepare over the years a rather complete deseription
of the economy in action, and also what I call my model of an economy
operating consistent with maximum employment, production, and
purchasing power under the Employment Act of 1946.

Then, I constantly test the actual condition of the economy against
the model, and try to discern where relationships went wrong and
where the difficulties appeared. This has given me a rather full view,
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and I think has helped me to arrive at some forecasts which have
turned out to be moderately accurate.

I want to call attention to just a few of these before this committee,
only for the reason that this has a bearing upon what I shall say
about the future now.

In 1954, before this committee and elsewhere, I forecast an average
annual economic growth rate of 214 percent from 1953 through 1960,
which turned out to be accurate, and also forecast the growing levels
of unemployed plant and manpower which would result. This, also,
turned out to be reasonably accurate and, therefore, more or less vin-
dicated my assumed needed growth rates, because if my assumed
needed growth rates had been too high, the actual unemployment of
plant and manpower would have been lower than my forecasts.

Second, in 1957, before this committee and elsewhere, when people
were generally concerned about inflation, I was very concerned about
the oncoming recession, which very shortly thereafter appeared, and
similarly in early 1960. In early 1961, before this committee and else-
where, and in a publication in May 1961, and in a meeting with about
150 Members of the Congress, I said that I thought that, with the
policies then in being, the economic growth rate under the new ad-
ministration would be no better than under the old one, for the simple
reason that in my nonpolitical view you could not change an economy
much without changing policies much. I said that I thought that the
economic growth rate in 1961 and in 1962 would be only about half
as high as what we would need to get back to reasonably full employ-
ment and production ; that it would probably be the shortest recovery
of all; ang that it would probably convert into stagnation and reces-
sion more quickly than the others because of the cumulative effect of
the uncured imbalances. Unfortunately, this has come to pass to
date, though the recession still lies ahead.

Senator Busm. You are speaking of the current recovery?

Mr. KeyseruinG. I am saying that the current recovery is the
weakest since World War IT.

Senair:lor Busm. You are not indicating that you think it is finished,
are you ?

Mr. Keyserruing, I will deal with that specifically in my statement,
Senator.

Senator Busua. All right.

Mr. Keyseruing. In support of my feeling that we need immediate
and extensive changes in national economic policies—this is my first
point—U.S. economic performance has been highly unsatisfactory
since early 1953. Since then to date, our average annual growth rate
has been only about 60 percent of the needed rate; we have at no time
had maximum employment and production; and, through a recur-
rent pattern of inadequate upturns, recessions, and stagnations, we
have moved inexorably in the long run toward rising levels of idle
manpower and plant.

In second quarter 1962, the true level of unemployment averaged
about 6.5 million, or almost 9 percent of the civilian labor force, taking
into account full-time unemployment, the full-time equivalent of
part-time unemployment, and the concealed unemployment repre-
senting inadequate growth in the labor force due to scarcity of job op-
portunity. I will demonstrate that in detail with my charts.
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Similarly in second quarter 1962, total national production was
about $73 billion or almost 12 percent below maximum production.
Let me say, parenthetically, that Chairman Heller in his statement
yesterday said that national production was about $30 billion below
the true level. He obtains this figure by projecting a 814-percent
growth rate from 1957 or 1955 as being consistent with maximum em-
ployment and production. I have shown before this committee, on
other occasions, and will show again, that this is a very much lower
growth rate than can possibly absorb the new technology and the
growing labor force.

As a matter of fact, the reason why the recovery in the first three
quarters of 1961 came so far short of getting us back to full employ-
ment, and why the economy has done so much worse since then than
was anticipated by many of the forecasters, including the Council of
Economic Advisers, is that they have persisted in understating the
growth rate needed to regain and maintain maximum employment
and production.

In other words, the underestimate of the size of the problem is the
first step toward taking inadequate remedies.

Since late 1961, we have been in still another period of economic
stagnation, with an annual growth rate of only 3.5 percent from fourth
quarter 1961 to first quarter 1962, and only 2.8 percent from first
quarter 1962 to second quarter 1962. Of course, those figures cannot
be related to the 5-percent growth rate that I think is needed in the
long run, because you need a much higher growth rate than 5 percent
when you are in a recovery period. That rate would merely hold you
where you are with respect to unemployed plant and manpower,

And many indexes of activity tend to reveal an overall growth rate
even lower 1f not negligible or negative in June and July. All signs
now are that this latest stagnation will end up in the fourth recession
since 1953, and trying to guess—let me underscore this—trying to guess
whether this will happen later this year or in 1963 is a sad and fruit-
less misdirection of energy.

In view of the dismally consistent long-term record since early 1958,
we are closing our eyes to reality and playing with fire when we ask
for another few weeks, and then still another few weeks, to see where
we are going, or when we look at every little ripple from week to week
in order to squeeze consolation out of the inconsequential. We have
done very badly for long enough ; the time to start reversing the course
is now.

I do not share CEA Chairman Heller’s apparent view, expressed
in his testimony yesterday, that the fast rate of upturn during the first
three quarters of 1961, or how much better we have done in recent
years than in the 1930’s, may have some bearing upon where we are
now and what we should do.

With reference to my analysis of the causes of our chronic economic
difficulty, which is my second point, the central cause of this difficulty
is that ultimate demand, composed both of private consumer outlays
and public outlays for goods and services, has failed consistently to
keep up with our imncreasing power to produce, as generated by business
investment, improvements in technology and automation, and enlarged
worker and managerial skills. In second quarter 1962, measured as
an annual rate, a deficiency of about $56 billion in private consumer

87869-—62~—17
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outlays, and some deficiency in public outlays, were the dominant
factors in the deficiency of about 73 billion in total national produc-
tion at an annual rate.

While there was also a deficiency in gross private domestic invest-
ment, and in investment in plant and equipment, during second quarter
1962 and during the period 1953 to mid-1962 as a whole, this defi-
ciency was caused by the deficiencies in ultimate demand which led
to vast idle plant capacities and therefore dissuaded private invest-
ment.

During the upturn or boom periods which have occurred since
1953, investment in plant and equipment has tended to race forward
at a nonsustainable rate when measured against ultimate demand
and unused plant capacities. Throughout the whole period, prices
and profits and other funds available for investment have been ample
or excessive, in that they have always been adequate to spark a level
of investment as high or higher than justified by ultimate demand.
This is true even today, despite the exaggerated talk about the “profit
squeeze” ; most profits now are very rewarding, and where they are
inadequate it is only because of deficient ultimate demand and the
extraordinarily high level of unused plant capacities. Profit-sales
ratios indicate clearly that what business really needs is more sales,

CEA. Chairman Heller’s testimony of yesterday, in its citation of
facts and indeed in its general analysis, powerfully reinforces what
I have just said; that is, that profits are good and in many instances
advancing ; that funds available for investment are ample or even re-
dundant, especially when cash flow is taken into account; and that
only unused capacities and deficient ultimate demand stand in the
way of more ebullient investment.

Under these circumstances, I might fairly construe Dr. Heller’s
continued support of still more tax concessions for investors as evi-
dence of his proper responsibility to keep in step with existing ad-
ministration policies. Meanwhile, I cannot understand fully why the
administration is still debating what kind of tax cuts we need, or
even leaning toward a composition of tax cuts which would exacerbate
the imbalances between investment in the means of production and
ultimate demand by favoring corporations and high-income indi-
viduals unduly, at the expense of those middle- and Iow-income con-
sumers who spend for consumption a larger part of their aftertax
incomes.

My third point is with respect to tax policy—and let me say that
my discussion follows the very penetrating questions in the statement
which the chairman of this committee put out in announcing the
hearings—dawdling or delaying with respect to tax reduction has no
justification, in the face of a chronic economic ailment which is now
being confirmed rather than alleviated. And in view of the central
reasons for the chronic economic ailment, the proper nature of the
immediately needed reductions in taxes is clear as day. Tax policy
since 1953 has aggravated the imbalances in the relationship between
investment in the means of production and ultimate demand; recent
Treasury revisions in tax regulations move in the same direction; and
passage of the 7-percent tax credit would move still further in the
same direction.
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To restore a better balance throughout the economy, large and im-
mediate tax reduction should concentrate upon increasing the after-
tax incomes of low- and middle-income consumers, who have a pro-
pensity to spend a much larger proportion of their disposable incomes
than higher income families.

Senator Busu. May I just ask parenthetically how do you define
the middle-income group?

Mr. Kryseruing. There is no one definitive definition. In my
recent studies, it is indicated that the middle-income group are those,
let us say, with family incomes from $4,000 to about $8,000 a year.

Senator, I would be very glad to provide you with a study which
shows the exact compositions of the number of families falling within
the different sectors.

Senator Busu. I just wanted to get what you meant. You spoke
of the low-income group and then the middle-income group. I am
not quite sure what you meant by middle.

Mr. KeysrrLING. For a multiple-person family, I would say below
$4,000, at least in urban areas, is low and from $4,000 to $8,000 or
thereabouts is middle.

Senator BusH. I see.

Mr. Keyserring. These tax cuts should have an annual value of
about $7 billion in fiscal 1963. Let me emphasize what I am saying
now. These kinds of tax cuts would be good, not only for the short
run, but also for the long run; they would be sound long-term reforms,
in addition to their immediately stimulative effects; and thus the
claim that we should wait until next year in order to develop syste-
matic “reforms” in the tax structure is in my view specious.

In other words, once you accept my basie proposition, which I think
to be sound, that we have a chronic economic problem of 914 years
duration, then it follows that the situation really hasn’t changed
fundamentally, and looking at all the little or short ups and downs
and saying that each one is a change in the situation is, as I have said
before, looking at a man whose head is bobbing up and down in the
water, and every time his head comes up, saying he is up again. The
economic trouble is chronic.

‘We should be particularly on guard against adopting, in the name
of “reform,” revisions in the tax structure which would aggravate
rather than remedy the fundamental imbalances in the economy which
have existed since 1958 and still exist. Such tax reforms as closing
loopholes, while ultimately desirable, should be deferred, because ef-
forts to enact them now would forestall the top priority tax action
which is needed now.

I have noticed the very interesting article in the New Republic this
week by Senator Douglas. I wish that he were here. There is no
man in Congress for whom I have a higher regard, and I have not
yet recovered from a debate which I had with him in 1952. None-
theless, I do differ with him in this particular instance.

I agree that we should wait for tax reduction until we “see the
whites of their eyes,” but I have been seeing the whites of the eyes of
the chronic economic trouble for many years. It depends on what you
define as the whites of their eyes. If you are concerned only in an
antirecessionary policy after the event of recession, then you should
wait for tax reduction until you have a recession. But if you are
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concerned with the fundamental, long-range problem of an inade-
quate growth performance, of chronic economic stagnation, of our
competition with the rest of the world, of all the matters about which
the President so eloquently has spoken on so many occasions, then the
whites of their eyes are right up at the crest of the hill now.

With respect to Federal spending policies, I have this point to
make. The proposition that any immediate cuts in tax rates should
be counterbalanced by comparable cuts in Federal spending is so ob-
viously wrong in the context of our whole economic problem that it
should require no analysis. We are so far short of maximum employ-
ment and production and have such a long and difficult road to travel
to get there and then to stay there, that we need both tax cuts and
increased spending now. We also need increased spending, because of
the grave neglect of many priorities of national need.

The current and prospective economic situation, in my view, calls
for Federal spending in fiscal 1963 about $3 billion higher than the
administration proposes. Thus, my proposed tax cuts and spending
increases would have a combined annual value in fiscal 1963 of about
$10 billion. This would provide total stimulation to the economy,
including indirect effects, of about $25 to $30 billion. Of course, var-
ious economists will suggest a different product mix between the tax
cuts and the spending increases. I would like to call your attention
to the number of economists whose overall figure converges pretty
close to the $10 billion that I suggest.

Some of them suggest it all in tax cuts. I personally can’t see how,
as a great nation, we can concern ourselves only—— A

Senator Busa. You say it would provide a stimulus to the economy,
including indirect effects of about $25 to $30 billion. In what would
that be reflected? The gross national product, or the gross national
income ?

Mr. Keyseruing. This is the gross national product, Senator. This
is merely the so-called multiplier effect of the changes in fiscal policy.

Senator Busa. Thank you.

Mr. KeyseruiNG. On the subject of balancing of the Federal budget,
I make this point, which is my fifth.

Let me say clearly here that it is a complete misconception to think
that I am in favor of an unbalanced budget. I am in favor of a
balanced budget in a balanced economy.

‘We now have, and since 1958 have had, a spending and tax policy
which is grossly erroneous and self-defeating, because it attempts to
balance the Federal budget at levels of economic activity woefully
short of maximum employment and production. In consequence, de-
spite constant declarations of intent to balance the Federal budget,
we have run an aggregate Federal deficit of $30.7 billion from the
beginning of 1953 through the middle of 1962. In vivid contrast, and
T will demonstrate more clearly with my charts, if the expenditure side
of the Federal budget during this period had been enough higher to
fulfl] its appropriate share of the task of maintaining maximum em-
ployment and production, the application of actually existing tax
rates to an economy functioning at maximum levels of activity would
have yielded an aggregate budget surplus estimated at $14.3 billion
from the beginning of 1953 through the middle of 1962. In other
words, the net difference between the deficit of $30.7 billion and the

i
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$14.3 billion surplus which I estimate would be about $45 billion.
This implies that we should have had lower tax rates, as well as higher
spending, during this period as a whole, and indeed both would in
fact have been necessary for maximum prosperity.

Under the Federal budget for fiscal year 1963 as now officially pro-
posed, I estimate that our total national production during fiscal year
1963 will be at the very deficient level of not more than §565 billion,
and might well be only $555 billion or still lower. At this particular
point, most of the other estimates are about the same.

This would mean a Federal deficit of $4 to $7 billion, or even
higher. The changes in tax and expenditure policy which I recom-
mend would result, according to my estimates, in total national pro-
duction close to $600 billion for fiscal year 1963 and a Federal deficit
of $6.5 to $7 billion. Thus, the true alternative is between choosing
a planned deficit that will be highly beneficial to employment and pro-
duction, and stumbling once again into a deficit through neglect of
the needs of the economy, just as we stumbled into a $12 billion deficit
in one year recently, and I think about $6.3 billion during the fiscal
year just ended. Some people seem to think if you stumble into a
$6.3 billion deficit it has the same accelerating effect upon the economy
as if you plan a $6.8 billion deficit. This, of course, is not correct.
In one event you are starting out at the beginning of the year with
a fiscal policy that is stimulatory to the economy. In the other event
you are starting out at the beginning of the year with a fiscal policy
that is repressive of the economy and you stumble into the deficit be-
cause the economy suffers. It isnot the same thing at all.

Moreover, the program which I recommend would offer a realistic
prospect of reasonably full production and employment by 1964.
This condition, along with the closing of some tax loopholes when the
time is more propitious than now, and this is what some people call a
practical consideration or a political consideration, would yield enough
revenues to balance the budget even with the reduced tax rates and
increased spending which I propose.

As a matter of %act, on this matter of tax reform, I have said above
that I think that the kind of tax reduction which I propose is really
the most basic, and long-range, and fundamental kind of tax reform,
and that, so far as the tax reform of closing loopholes, such as depreci-
ation allowances and so forth, I would like to do some of that but it
is entirely secondary now. It isn’t going to stimulate the economy
if you do it. It may give some people a sense of moral fervor. I
would like to see it done ultimately. It may be important, when we
are wedded to the concept of getting as close as we can to a budget
balance, but such kinds of tax reforms in my mind are entirely sec-
ondary, and I think that they should be put aside so that with less
acrimony and more dispatch we can get down to the job of the kind
of tax reform that we really need now in the interest of the whole
economy.

Mr. Rruss. Mr. Keyserling, when you say 1964, do you mean fiscal
year 1964 ¢

Mr. Xeyseruing. I would say calendar year 1964. I don’t believe
that, where we are now, we can get to full employment by fiscal year
1964, except by changing my $10 billion compound to $15 billion, and
for what I call practical reasons I have held it a bit below that.
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Senator Javrrs. Mr. Chairman.

Chairman Patman. Senator Javits?

Senator Javirs. If the chairman would allow me—I may not be
able to stay but a few minutes as I have a bill on the floor and I have
to go back—I didn’t quite get, Mr. Keyserling, your point about taxes
when you talked. Would you mind making your point again?

Mr. KrysgruNe. My point about taxes is that I think we need an
immediate tax reduction, and I want to commend the Senator on what
he said about that, although we don’t agree on the exact composition.

I think, also, that his statement about the lack of vigor in pressing
for this now is correct. 1 say that we need an immediate reduction
in taxes because we have been suffering from a chronic economic ail-
ment for 9% years and that, therefore, waiting another 2 weeks, or
4 weeks, or 6 weeks for another little inconsequential ripple has little
to do with the case.

Such delay bespeaks a continual attention only to very short-range
developments, which negates the very concept of the chronic ailment.

Senator Busa. Tell him also about your schedule of reduction.

Mr. Kryseruine. Then I say, and here the Senator and I do not
have exactly the same program, that the program should concentrate
very heavily, if not entirely, upon the reduction of consumer taxes
in the middle and lower income brackets, on the ground that this
would provide the most immediate stimulus to consumption, and in
other parts of my testimony I analyze why the other forms of tax
reduction are not needed now.

Senator Javrzs. I thank my colleague and I am very grateful to
the chairman.

Mr. Keyserrine. On the subject of rates of saving and family in-
comes, which is one of the other questions raised by the committee
chairman, I say this: Federal tax and expenditure policy since 1953
to date, along with other developments in the economy, have resulted
generally in too high a rate of personal saving, and too low a rate of
consumer expenditures, measured against total personal incomes after
taxes.

May I say here that I do not measure the appropriate rate of per-
sonal saving, and here I differ from some economists, primarily by
historic records in the past. I measure it primarily by looking at the
economy and seeing whether as a matter of pragmatic observation in-
vestment and consumption have been kept in balance or whether one
has outrun the other, and since the function of savings is to spark
investment or to feed investment and the function of consumer spend-
ing is to add to ultimate demand, I derive the conclusion that the
rate of savings has been too high from the fact that, generally speak-
ing, investment has outrun ultimate demand and resulted in vast
unused capacities.

I might call this the functional approach, or the real wealth ap-
proach, or the ultimate performance of the economy approach. This
condition is the natural counterpart of the imbalance between invest-
ment in the means of production and that portion of ultimate demand
which is represented by consumer spending.

The appropriate remedy is to reverse the regressive trends in in-
come distribution which have been persistent in recent years. May I
point out that, since I put out my income study a few months ago,
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there have been two very good books on the subject, one by Robert
Lampman and one by Professor Kelso, which support what I have
been saying all along: under conditions of low economic growth and
high unemployment, we have had a regressive redistribution of na-
tional income 1n recent years. ) o

The appropriate remedy is to reverse the regressive trends in in-
come distribution which have been persistent in recent years, and
which cause too much saving relative to consumer spending because
higher income families save more while lower income families spend
more relative to the size of their incomes.

I am not talking here about a share-the-wealth program or equal-
itarian program, but I think it is always the function of national pol-
icy to improve the equity of income distribution. This has been part
of our long-range progress, and whether this is the purpose or not,
every tax policy, every monetary policy, and every other basic eco-
nomic policy, does affect income distribution, so we might as well look
at what we are doing. The kind of tax cuts which I propose would be
part of this appropriate remedy. Increased Federal spending would
also be part of the remedy, because many of the public programs which
need enlargement, such as in the fields of education, health, housing,
and social security, improve the absolute and relative incomes of low-
income and middle-income families. They also provide a great new
mass market for business.

A vigorous trend in this direction would also be highly desirable
on social grounds, which I have never regarded as outside the scope
of national economic policy, in view of the fact that about two-fifths
of all Americans now live in poverty or in some lesser degree of de-
privation.

On the subject of monetary and credit policies, I would say this: I
agree entirely, I may say here, with the very eloquent statement made
by Senator Douglas in the New Republic this week, excoriating, if I
judge him correctly, the recent and current monetary policy. It has
been very much too tight. It has been wrong, all along.

I do not believe, however, that monetary policy is a substitute for
fiscal policy. Also, monetary policy can be used much more easily to
repress the economy rather than to expand it, because it is easier to
pull a string than to push it. If you don’t have the fundamental
levels of demand about which T have talked, the mere amplitude of
credit and money doesn’t expand investment much and does not ex-
pand the economy much. I get to that in my analysis of the profit
question.

Monetary and credit policies, since 1953 to date, have been too strin-
gent to float an adequate rate of economic growth and, therefore, have
contributed substantially to the chronic rise of idle manpower and
plant. As an avowed brake upon inflation, when inflation was actu-
ally in process, the stringent monetary and credit policies have been
a tailure, because the structure and behavior pattern of the modern
U.S. economy is such that tightening up on money and credit trans-
lates into repressed or reduced levels of employment and production
long before it impacts upon the price structure.

For example, during the period of reasonably adequate economic
growth, 1952-55, the average annual growth in total national produc-
tion was 3.5 percent, the average annual growth in the nonfederally
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held money supply was 3.6 percent, consumer and wholesale prices
were virtually stable, and the average annual increase in industrial
prices was only 1.1 percent. But during the period of economic stag-
nation, 1955-57, the average annual increase in total national produc-
tion was only 1.7 percent, induced substantially by an average annual
increase in the nonfederally held money supply of only 2.5 percent,
while there was an average annual increase of 2.5 percent in consumer
prices, 8.1 percent in wholesale prices, and 3.6 percent in industrial
prices. This whole analysis, which defies some of the conventional
economic analysis, is based upon the simple proposition that you may
have inefficiency resulting from too high a rate of economic growth or
from too low a rate of economic growth. You may have inefficiencies
resulting from an economy that is excessively taxed—I don’t mean
taxed in the technical sense——I mean has excessive pressures on it, or
from an economy that is insufficiently pressured, just like a car going
too fast or too slow burns too much gas per mile.

Most economists have only lately come to realize increasingly this
point that I have been making, that an economy that is constantly
moving up and down, that has a high level of unemployment and a
high level of unused plant, tends thereby to be more inflationary than
under fuller utilization, aside from the fact that you lose scores of
billions of dollars of national product.

Moreover, the tight money policy and rising interest rates con-
tribute mightily to the regressive redistribution of national income,
repress desirable lines of activity far more than they affect the rela-
tively excessive periodic booms in investment relative to ultimate
demand, reduce the funds available to governments at all levels for
essential public purposes by increasing the interest charges and by
making it impossible for States and localities to borrow, and therefore
contribute to all of the chronic imbalances in the economy.

The open declaration in recent weeks by spokesmen for the Federal
Reserve System that they will tighten up on monetary and credit
policies, especially if immediate tax cuts are undertaken to stimulate
the economys, is an open declaration of war upon the programs which
the Nation needs, and represents an almost unbelievably gross incon-
sistency in national economic thinking. This declaration of war, by
the Federal Reserve System, while it does not say so openly, is tanta-
mount to continued adherence to the indefensible proposition that
large volumes of idle plant and manpower are indicia of economic
health and are necessary to fight inflation.

I find it difficult in this connection to follow the logic of CEA Chair-
man Heller’s discussion of monetary policy in his testimony yesterday.
I understand he improved it some in response to questioning. He
saysthis:

Fiscal policy and monetary policy are tightly interwoven, indeed are in part
substitutes for one another. A given stimulus to the economy can be achieved
by a relatively easier fiscal policy coupled with a relatively tighter monetary
policy, or vice versa.

Let me try to translate that into simple language. It is like saying
that, if you take four steps forward and two steps backward, you are
still taking two steps forward. But it is nonetheless true that the
two steps backward cancel out two of the steps forward, and if you
reduce taxes by $20 billion and tighten up on the monetary policy,
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you may still have a net forward of $10 billion, but why should you
cancel out the effect of one with the effect of the other, and if you
have a relatively smaller reduction in taxes, the tight money policy
can cancel it out entirely.

Representative Reuss. Did you underline the “vice versa” because
you want to emphasize it ?

Mr. Keyseruine. I underlined the “vice versa” because it is un-
derlined in Dr. Heller’s direct testimony. In other words, I would
have to ask him.

Representative Reuss. Isthe policy combination implied in the “vice
versa” more offensive to you than the alternative?

Mr. Keyseruane. They are both offensive.

I believe it far more pertinent to point out that fiscal and monetary
policies should in general reinforce each other; they should in general
be complements, not substitutes. When general inflation threatens,
both should be relatively tight or tightened ; when there is very large
economic slack, both should be loose or loosened. I have great respect
for Dr. Heller, but in this instance I think that, instead of attempting
to rationalize the perverse and damaging policies of the Federal Re-
serve System, he might well have called upon that System to bring
its policies into line with the real economic situation as he understands
it so well and with the policy implications thereof which he compre-
hends so fully.

Here I want to commend many members of this committee, includ-
ing Senator Douglas, as I have said before, for their full realization of
this point. The Federal Reserve System does not need a pat on the
back; it needs a good jolting.

Fundamental conflict between fiscal and monetary policy, recurrent
in recent years, is an anachronism. Indeed, at another point in his
testimony, Dr. Heller admits that “monetary * * * policy must con-
tinue [sic] to aim at providing ample credit and liquidity to support
needed recovery and growth.” But Dr. Heller then delimits the force
of this valid observation by saying that all this must be “consistent
with the requirements of balance-of-payments policy.” This brings
me to the subject of the balance of payments and gold problem.

Senator Proxmire. I am sorry that you didn’t hear all of the things
that I said about the pernicious uses of a tight money policy to cancel
out the effects of tax reductions.

On the balance of payments and gold problem, which is the final
question raised in the chairman’s announcement: I am sorry I can’t
analyze this one in more detail, because I don’t know anything on
which there is more national confusion. Our balance of payments
and gold problem, while a real one, has been exaggerated and misused
and subject to the wrong remedies, very analogous to the way in
which the inflationary problem was exaggerated and misused and sub-
jected to the wrong remedies in earlier years since 1953. The central
reason for our unfavorable balance of payments and gold problem is
not to be found in the record of our international exchange of goods.
In this category, we have been averaging a very favorable excess of
exports over imports, and our record in this category might be even
better if we achieved the real improvements in productivity and costs
which are frustrated by large economic slack and encouraged by fuller
utilization of production resources.
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A main reason for our balance of payments and gold problem has
been the perhaps excessive movement of American capital to Western
Europe (although I think this too is exaggerated) I am not quite
sure that I am absolutely clear as to why we should move toward a

hilosophy of free exchange of goods based upon marginal efficiency

ut not allow capital to flow where the manager of the capital, so
long as we believe in a free system, thinks it will be most efficient.
I think we are a little mixed up on this score, but I haven’t got time
to get into thisin detail.

A main reason for our balance of payments and gold problem has
been the perhaps excessive movement of American capital to Western
Furope, and the excessive withdrawal of foreign funds from the
United States. Both of these trends are to be explained mainly by
the higher rate of economic growth, the lower levels of unemployment,
the freedom from economic recessions, and consequently the more
favorable opportunities for sustained investment and profits, in some
countries of Western Europe contrasted with the United States.

It follows inescapably that those of our national economic policies
are absolutely upside down which attempt to cure our balance of pay-
ments and gold problem by repressing economic growth, employment,
and production in the United States. Variations in interest rates,
comparing here with overseas, are a relatively inconsequential factor.
And in any event, it shows a fantastic lack of perspective to saddle the
whole $550 billion American economy with the incubus of rising in-
terest rates in order thereby to effectuate some slight changes in our
balance of payments and gold position.

In addition to the main remedy of restoring and maintaining max-
imum prosperity in the United States, we need to improve the devel-
opment of international mechanisms which would serve as a clearing-
house and set off short-range against long-range claims. In long-
range terms, our balance-of-payments position has in general been
satisfactory.

Now, Chairman Heller, in his testimony, and others have brought
up the point that maybe we should try to hold down the long-term
interest rates because of our domestic needs, and let or help the short-
term interest rates go up in order to take care of the capital flow prob-
lem. I havebeen trying to convince committees of Congress for a long
time, and I think unfolding developments have helped me a little
bit, that it is absolutely impossible as a basic proposition to do these
two things at the same time because interest rates interrelate. Most
interest rates are fixed by other interest rates, and that is why I went
before the Senate Finance Committee in 1957, when they were talking
about raising the interest rates on savings bonds because other interest
rates were going up. I said, “You have created a mess. You start
raising some and you have to raise others, and you are on an escalator
that will never come to an end.”

It is absolutely impossible to do these two things at the same time.
One of the reasons why the recent effort of the Treasury to float long-
term bonds, at even what I consider a rather high coupon interest rate
of 41/ percent, didn’t work out very well is because we are getting into
a situation where you are going to have to pay 5 or 6 percent interest
to borrow anything, even on the supreme credit of the Government of
the United States.
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Anyway, why should we be freeing such high interest rates into
long-term borrowings?

Coming to the needed changes in the national policy, which is my
last point, during the 914-year period from the beginning of 1953
to the middle of 1962, we forfeited about $387 billion in total national
production—measured in 1961 dollars—compared with what we would
have achieved at the maximum rates of economic growth called for
by the Employment Act of 1946. I don’t say we could have done that
well. But for goodness sakes, we should have done at least half that
well. Over the same span of years, the true level of unemployment
aggregated about 24 million man-years higher; in other words, well
over 214 million higher annually on the average, than it would have
been under conditions of sustained maximum employment.

The record during the past year and a half indicates no fundamental
change in the chronic ailment, although fortuitously we have been in
upward movement during most of this short period. In fact, I think
it is getting worse because of the uniquely weak character of this
recovery and the fact that we are already in stagnation.

‘We are now in another stagnation, and confronted with the ominous
threat of another recession later this year or next year. If our aver-
age annual growth rate 1963-66 averages no better than during the
past 914 years, and I do not think that it will average appreciably
better without drastic changes in national economic policies, and I
think it could even average worse because these imbalances feed on
themselves, we could forfeit another $290 billion of total national pro-
duction, and suffer another 17 million man-years of excessive unem-
ployment, while we talk about the great worldwide contest in which we
are engaged and about the needs of our own people and about the
need for economic growth.

Neither domestic nor worldwide conditions permit us to countenance
even the possibility of such development. We must act, and act at
once.

In one sense, Mr. Chairman, and members of the committee, there
is never an “immediate” need for anything, except carrying somebody
to the hospital who has been hit by an automobile. You may quibble
about whether we should act now or wait until next winter, but once
you analyze this problem correctly, we are 5 or 6 years late now, and
1t is getting later every minute.

‘We won’t know any more a few months from now, unless we have a
catastrophe. I don’t expect a catastrophe within the next few months.
I don’t see any obstacle in the way of action now that will disappear a
few months from now, and this whole business of looking at a few
weeks at a time, or a few months at a time, or at the little upturns
and downturns, is the greatest manifestation, in my view, of the im-
mature nature of our economic policy and our national purposes in
times when we should be thinking over the long-range.

This completes my summary answers to the policy questions that
the chairman has raised. I would appreciate a little chance to docu-
ment this with some of my pictures, which I think I can do rather
quickly now that I have laid the contours of the argument before you.

Chairman ParmMan. You may go ahead and present the charts that
youhave. I suggest that you confine it to probably 10 or 15 minutes if
you can.
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Mr. Keyseruing., Yes, I certainly believe that we can, because the
questions will come later. I think I can do it very quickly. My first
chart simply shows the long-term record from 1953 through 1962 esti-
mated, the recurrent series of booms, recessions, and upturns. The
first sector shows the record by years.

The second sector of the chart shows the short-term record quarter
by quarter, 1961 and 1962, showing a high rate of upturn during the
first three quarters of 1961, and the progressive deterioration since.

The third sector of the chart measures this on an annual basis from
first quarter 1961, to first quarter, 1962, and so forth, and finally from
fourth quarter 1961 to fourth quarter 1962, estimated.

In other words, we are experiencing a progressive shrinking in the
rate of the upturn, more ominously than during previous upturns
since World War I1.

Senator Busa. What are those figures in the bottom chart?

Mr. Keyserrine, The figures on the bottom sector of the chart are
yearl;lr rates of change from first quarter 1961 to first quarter 1962,
actual.

Senator Busu. In gross national product?

Mr. Keyseruing. In gross national product; second quarter 1961
to second quarter 1962, actual, third quarter 1961 to third quarter 1962
estimated, and fourth quarter 1961 to the fourth quarter 1962 esti-
mated.

My second chart shows the three types of unemployment. The bot-
tom part of each bar shows full-time unemployment. The middle part
shows the full-time equivalent of part-time unemployment. The top
part factors in what I call the concealed unemployment resulting from
the phenomenally low growth of the labor force in recent gears. In
other words, people aren’t looking for jobs because the jobs are not
there, and I was very interested that Senator Douglas stressed this in
his recent article.

The top sector of this chart shows the rising level of true unem-
ployment. The second sector shows this unemployment as a percent-
age of the civilian labor force. Just by glancing at the chart, you can
see how much more massive the bars are in the Iater years than in the
earlier years. In first half 1962, which is a stagnation period, and not
a recession period, the true level of unemployment was almost 9 per-
cent of the civilian labor force, compared with only 5 percent in 1953,
although you had a recession occurring in the middle of 1953, and this
shows the prolonged and pronounced upward trend.

My third chart shows the high volume of idle plant and machines.
The lower half of the chart shows that, in first quarter 1962, which
are the latest figures I have, 18 percent of steel capacity was idle, and
about 17 percent of manufacturing capacity was idle. The top part
of the chart shows, as of the end of 1961, the tremendously high vol-
ume of idle capacity in a wide range of major industries.

Senator Busa. Where do you get those figures?

Mr. Keyseruing. The sources are cited below, McGraw-Hill, and
Steel Institute. All the sources are at the bottom of the charts.

Ch‘siirman Parman, Without objection the charts will be put in the
record.
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CHRONIC RISE OF UNEMPLOYMENT, 1953-1962
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Mr. KeyseruiNe. My chart five, taking into account unused plant
and unused manpower, estimates the size of the deficits in total na-
tional production. The chart shows a deficit, as I have said, of about
$73 billion, annual rate, by the second quarter of 1962, coming to
almost 12 percent of maximum production capacity. These are really
underestimates, because I have no way of estimating the underutiliza-
tion of manpower in the plants when they are running at 50 or 60
percent of capacity.

I have no way of estimating the accelerated technology and pro-
ductivity which would result from full use, so these are very conserv-
ative estimates.

Now I come to an analysis of the basic reasons for the trouble, and
this gets very closely into the matter of tax policy. My view is that
the deficiencies in total national production have occurred mostly
because of deficient pivate consumer demand. The three parts of the
economy which make up total national production are consumer de-
mand, public outlays, and investment.

Taking consumer outlays first, my fifth chart shows in the bar on
the far left in the job sector, the needed rate of growth in consumer
outlays, and in the following bars the actual rate which, as you see,
has been very much lower. In the bottom sector, I attempt to show
the portion of the total deficiency in national production which is
made up of the deficiency in consumer outlays. For example, in the-
second quarter of 1962, the deficiency of about $78 billion in total
national production includes a deficiency of about $56 billion in con-
sumer outlays. If necessary, I will develop these figures more on
questioning.

Moving over to my sixth chart, some people think that consumers
aren’t spending because they don’t want to. Indeed, the rate of sav-
ing is too high. But nonetheless, the basic reason is income deficiency.
The top sector of this chart compares the actual levels of consumer
spending and income. The bottom sector makes an estimate that,
for the 914 year period as a whole, the deficiency of over $250 billion
in consumer outlays correlated roughly with the deficiency of about
$337 billion in consumer incomes before taxes, allowing for taxes and
allowing for savings.

My seventh chart shows that there has also been some deficiency in
public outlays, mostly at the Federal level. The top sector of the
chart shows the declining size of the Federal budget, relative to the
size of the national economy. The second sector of the chart shows
in uniform dollars the declining level of per capita outlays.

The first is a measure of the economic problem. The second is a
measure of the national need.

Coming to my eighth chart, the Federal budget reflects national
economic deficiencies, and I brought this out earlier in my testimony.
The top sector of the chart shows the annual deficiencies in national
production over the years. The middle sector of the chart shows
the actual condition of the Federal budget, and, as you see, it was
generally in surplus very early in the period and generally in deficit
Iater in the period.

The third sector of the chart compares the size of the deficits in
national production with the condition of the Federal budget, and
shows obviously that as the national production deficit has increased,
the Federal budgetary deficits have become larger.

87869—62——18
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The last period is 1958—mid-1962, with an annual average deficit
of $64.5 billion in national production, and an annual average deficit
of $4.3 billion in the Federal budget, both cash and conventional.

My ninth chart illustrates what I said earlier in my testimony.
The first sector of the chart is the actual Federal budget over the
years, showing the predominance of the deficits. In the second sector
of the chart, to show that my notion is not taken out of thin air, I
have plotted the level of Federal expenditures appearing in my model
maximum prosperity budget, somewhat higher each year than the
actual, because I think they were too low. Then I have calculated
carefully what actually existing tax rates would have yielded at max-
imum production and it shows, of course, a surplus during most of
the period, with a deficit in 1953-54, due mostly to the high level
of expenditures during the Korean war.

Now, coming over to my 10th chart, this brings me to the matter of
private investment. This has a great deal to do with tax policy. I
am for private investment. I am for private profit. I wish they
were higher. They would be higher if our economy were performing
better, and I have no objections to tax reductions for private investors
and for corporations when there isroom for them.

I do object to throwing billions of dollars out of the window for this
purpose, when our narrow margin of capacity for tax reductions could
be used to much better purposes and when we are wedded for one
reason or another to trying to keep the budget somewhere near
balanced.

In my 10th chart, I show in the top sector that, during the 934-year
period as a whole, there was a deficit in gross private investment and
there was a deficit in plant and equipment investment. In fact, the
deficit averaged $10.3 billion a year in the case of gross private in-
vestment and about $7 billion a year in the case of plant and equipment
investment. But how did this occur? It did not occur in anything
like a straight line. It occurred in a succession of very rapid upturns
when private investment far outran ultimate demand and led to large
unused plant capacity, and then, because of the large unused plant
capacity, the investment was cut way back so there was a low average
for the period as a whole. But if one who wants to understand the
equilibrium problem, to understand how this happens, one must look
at these separate periods.

From the first three quarters of 1955 to the first three quarters of
1957, before the 1957-58 recession, investment in plant and equipment
went up 9 percent and ultimate demand, in the form of both private
consumption and Government outlays, went up less than 8 percent.

Then there was a very sharp investment cutback in the recessionary
period. Naturally, being more volatile, investment went way down.
Then, from the first half of 1959 to the first half of 1960, before the
1960 downturn, investment went up 11.6 percent and ultimate demand
only 2.6 percent. Then there was another recession and another big
cutback. I haven’t chosen these periods arbitrarily. I have chosen
these periods carefully on the basis of when the changes in the trends
actually started to occur. From the first quarter 1961 to the first
quarter 1962, there was a slowdown in the rate of investment increase
during the upturn period, due to the cumulative effects of all the un-
used plant capacity. This means that, most recently, we have been
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FEDERAL BUDGET HAS SHRUNK RELATIVE
TO TOTAL OUTPUT AND NEEDS, 1954 -1962

Fiscal Years

BUDGET OUTLAYS AS PERCENT OF TOTAL HATIONAL PRODUCTION

Percent
25

Total Budget

1958 1859 1960 |96l 1962

BUDGET OUTLAYS PER CAPITA
In 196! Dollars

Total  Nat'l Security All Domestic Nat'l Security All Domestic
and Internat'l Programs and Internatl Programs

1954 1962
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THE FEDERAL BUDGET REFLECTS
NATIONAL ECONOMIC DEFICIENCIES
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A BALANCED FEDERAL BUDGET DEPENDS
UPON A MAXIMUM PROSPERITY ECONOMY
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Dol VT E—— — -
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getting a lower rate of investment expansion, even in the upturn period,
and Dr. Heller pointed this out, because finally business says: “My
goodness, how much more are we going to increase excess plant ca-
pacity?” This slowdown in the rate of investment increase is very
serious, and it is one of the reasons why this most recent upturn is
shorter and less satisfactory than earlier ones, because due to the
cumulative effect of excess plant capacity and inadequate demand
there is less propulsion in the investment upturn. But to deduce
from this that tﬁe factor militating against investment is the tax
policy or the profit rate doesn’t comport with analysis of actual
developments.

My 11th chart shows these actual developments. It shows the trends
before the 1957-58 recession, as to prices, profit, and investment. We
see prices rising, profit rising substantially, and investment in plant
and equipment rising enormously more in various key industries.

Coming to my chart 12, before the 1960-61 recession, although
prices were generally down slightly and although profits were gen-
erally down, nonetheless there was a tremendous investment splurge
because of the appraisal of business that the potential markets were
there to justify this level of investment. This indicates that the down-
turn in prices, the downturn in profits, was on the basis of a more than
adequate profit margin to stimulate investment when the other en-
vironing conditions were there, and probably indicated that the prices
and the profits had been much too high in the previous period. But
be that as it may, the investment boom again occurred, and, as I
showed on my 10th chart, it very far outran ultimate demand.

Coming to my 13th chart, here is the situation from first quarter
1961 to first quarter 1962. Here you have a somewhat downward
trend in prices generally. In the case of the iron and steel industry
you also had a downward trend in investment, because of the enormous
unused capacity. Generally speaking, though, and in steel also, there
was a rather pronounced upturn in profits. And generally, there were
upturns in investment, though not as large as in the previous upturn
periods for the reasons I have given.

This leads me to the conclusion that the conditioning factor, with
respect to investment, is neither the tax structure nor the profit posi-
tion, but rather the condition of ultimate demand and the amount of
unused plant capacity. Let me say, Chairman Heller in his testimony
yesterday supported this absolutely and completely. He talked about
the fact that profits in the first quarter of 1962 were higher than in
the first quarter 1961. He talked about the effect of cash flow. He
said the only thing that they need in order to have a still more re-
warding level of profits, is more markets, and until they get that they
are not going to invest sufficiently.

In fact, he said they are overcashed and undermarketed. That is a
paraphrase of exactly what he said.

Of course, I don’t understand why, after saying this, he shifts over
to the proposition that, having given one and a half billion dollars in
the form of tax credits through Treasury regulations, and moving
toward giving another billion in the form of the 7 percent credit,
there is need to move on to give another large portion of any future
tax reduction to the same investors. I don’t understand the apparent
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cllicl}otomy between the analysis of the facts and the policy con-
clusions.

Representative Rruss. Before you leave this chart, I thought I
heard you say in this period steel profits went down. It was steel
investment that went down, not profits, wasit not?

3 Mr. Kevseruing. Yes. As the chart shows, steel investment went
own.

Representative Reuss. Profits went up.

Mr. KevserLInG. Yes. In the first quarter of 1962 they went up.

Representative Reuss. I thought I heard you say they went down.

Mr. Keyseruing. I may have misspoken.

The next series of charts relate to the wage question. As wages
are a basic factor in consumption, and investment is a basic factor
in enlarging our productive capacities, I want to show for these
periods the relative trends of wages and investment.

As you will see on my chart, before the 1957-58 recession, wage
rate changes lagged generally far behind profits and phenomenally
behind investment. What this means very simply is that, as cor-
roboration of my earlier charts, the power to consume was not in-
creasing anything like as fast as the power to produce, and I think
that this is very important to stress, because of the widespread mis-
impressions about wage trends in recent years.

My 15th chart shows how the rate of increase in plant and equip-
ment outran the rate of increase in wage rates during the period from
the first half of 1959 to the first half of 1960, before the 1960-61
recession. And my 16th chart shows how again, from the first quar-
ter of 1961 to the first quarter of 1962, the rate of increases in profits
and in investment in plant and equipment generally outran the rate
of increases in wage rates.

I also have another few charts, which analyze wage trends in the
perspective of the whole economy. My 17th chart shows in the top
sector the deficient rate of growth in wages and salaries for the
914-year period as a whole. The lower sector of this chart shows that
the deficiencies in wages and salaries have constituted the dominant
portion of the deficiencies in total consumer income before taxes.
My 18th and 19th charts show that, for the period 1947 to mid-1962
as a whole, with respect both to the entire nonfarm economy and
manufacturing, wage rate increases and productivity increases were
about in balance, and that during the most recent 5 years, wage rate
increases in both cases have lagged very seriously behind produec-
tivity increases. These data lend no support to the popular impres-
sion, and the impression of many economists, that wage rate increases
have outrun productivity increases and therefore forced u}})ﬂ prices.
The truth of the matter is that profit margins per unit have been too
high, after allowing for all business costs including wage costs, which
means that prices have been too high. The inadequacy of profits at
times, as I have already demonstrated, relates entirely to the low level
of operations and the high amount of unused plant capacities, which
in turn are attributable to the deficiency in ultimate demand caused in
large measure by the deficiencies in total wages and even in wage rate
increases.
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GROSS PRIVATE DOMESTIC INVESTMENT WAS
DEFICIENT DURING 1953-MID 1262 AS AWHOLE

] Gross Private Domestic Investment B Investment in Plant and Equipment
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AT TIMES OUTRAN ULTIMATE DEMAND;
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RISING PRICES, PROFITS, AND INVESTMENT
BEFORE THE 957 - 1258 RECESSION

The Investment Boom Befors the 1957 - 1958 Racession
First Three Quarters 1955 - First Three Quarters 1957
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" Non-Electrical
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Y Bureau of Labor Statistics, (U.S. Dept. of Labor), Commodity Wholesale Price !ndexes.

£/ securities and Exchange Commission, Profit Estimates.
i i of i for plant and equipment.

=/ gecurities and Exchange C
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INVESTMENT BOOM OCCURRED AGAIN
BEFORE THE 1960 -1961
DESPITE REDUCED PRICES AND PROFITS

First Half 1959 — First Half 1960

RECESSION

Pricesi” [ Profits ofter Taxes? BBg Investment in Plant and Equipment ¥
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MACHINERY

17 U.S. Dept. of Labor, Bureau of Labor Statistics, commodity wholesale price Indexes.

2/ Ssecurities and Exchonge Commisslion, profit estimates.

3/ Securities and Exchange Commission, estimates of expenditures for plant and equipment.
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AND EQUIPMENT
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PRICE, PROFIT AND INVESTMENT TRENDS
DURING CURRENT ECONOMIC UPTURN

Ist Quarter 196|-Ist Quarter 1962
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06%
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Y Data: U.S. Dept. of Labor, wholesale commodity price indexes.
¥ Data: Securities and Exchange Commission.
¥ Data: U.S. Dept. of Commerce and Securities and Exchange Commission.
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On top of all this, the material which I have thus far presented
measures actual wage rate increases against actual increases in pro-
ductivity. But the actual increases in productivity have been repressed
by the large economic slack and consequent inefficient use of plant and
manpower. Wage rate increases, to fulfill their proper consumption
function, should be related to the technological changes in produc-
tivity, which means the changes in productivity which would occur
under conditions of reasonably full utilization. My chart 20 demon-
strates this proposition by comparing rates of actual productivity
growth under varying degrees of economic utilization, and therefore
substantiates my conclusion that the lag of wage rate increases behind
technological change has been severe indeed, and thus has been one of
the main factors in the poor character of our overall economic
performance.

Chairman Paryan. They will all be in the record.

Mr. Keyseruing. The main point is that there is nothing wrong
with our productivity, whenever there is adequate ultimate demand.
One day we hear that our productivity is increasing so fast that we
are never going to be able to expand ultimate demand enough to use
all the labor force because technology and automation are advancing
so fast. The next day we hear from the same people that productivity
and technology are increasing so slowly that we are at a competitive
disadvantage all around the world. Both statements can’t be gen-
erally true.

The fact of the matter is that productivity and technology are in-
creasing faster than we dare to realize, both in the factory and on
the farm, and the great problem is to expand distribution apace.
There is nothing wrong with American productivity, or American in-
ventiveness, or American managerial skills. This is an economic prob-
lem and not a technological problem.

This brings me back to the question about profits that Congressman
Reuss asked. My 21st chart shows profits in some key industries,
showing in the final bar of each box the first quarter of 1962. This
does show iron and steel profits, up again in the first quarter of 1962,
although not above the alltime peaks of some of the earlier years.

In the case of motor vehicles, as we have all read in the papers re-
cently, the profits are enormously above any previous time, and in the
case of other key industries they are either at or above or very near
alltime pealks.

Let us remember that there is at the same time a very low utiliza-
tion of capacity, as I showed.

My 22d chart bears upon this. When you look at profit sales ra-
tios, you see that they have held up very well, and that most of them
have increased, which simply means that, if there were a higher level
of operations, if there were a higher level of ultimate demand, profits
would soar, and quite properly would soar, far above their recent
levels, which in themselves have been very rewarding and quite high.
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BEFORE THE [957-1958 RECESSION,
PROFITS AND INVESTMENT

OUTRAN WAGES-BASIC TO CONSUMPTION

First Three Quarters 1955-First Three Quarters 1957
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BEFORE THE 1960-1961 RECESSION
INVESTMENT AGAIN
OUTRUN WAGES -BASIC TO CONSUMPTION
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PROFITS AND INVESTMENT
DURING CURRENT ECONOMIC UPTURN

OUTRUN WAGES-BASIC TO CONSUMPTION
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DEFICIENT RATE OF GROWTH IN
WAGES AND SALARIES, 1953-MID 1962

Rates of Change in 1961 Dollars
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RATES OF CHANGE IN NONFARM OUTPUT,
AND IN NONFARM WAGES AND SALARIES,
PER EMPLOYEE-HOUR, 1947-1962 v
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RATES OF CHANGE IN MANUFACTURING OUTPUT,
AND IN WAGES AND SALARIES,
PER MAN-HOUR, 1947-1962 ¥
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1947-1962 1947-1950
(Pre-Korean War)
39%

29% 29% i PR oo

Output Wages & Salaries Output Wages & Salaries
Per Man-hour Per Man-hour
1950-1953 1953-1962
(Korean War) {Post-Korean War}
3.3%

Output Wages & Salaries Qutput Wages & Salaries
Per Man-hour Per Man-hour
1947-1962 1957-1962

(Excl. Korean War Years 1950-1953) {Most Recent 5 Year Period)

34%

Qutput Wages & Salaries Qutput Wages & Salaries
Per Man-hour Per Man-hour

Y 1962 estimated




POLICIES FOR FULL EMPLOYMENT 283

TRENDS IN OUTPUT PER MAN-HOUR
-~OR PRODUCTIVITY -1910-1962

Average Annual Rate of Productivity Growth
for the Entire Private Economy
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Let’s now look at my 23d chart. This shows that, in addition to the
profit factor, there is the cash flow factor. In other words, even the
high profit figures under conditions of low capacity utilization do not
represent, the real availability of funds for corporations. Here I an-
alyze the organization of financing from internal sources, which is
done through various types of internal sources, including depreciation,
amortization, retained profits, and depletion allowances, so that what
is actually happening is that even in some of the cases where there
seems to be a profit squeeze, the Federal tax policy has been so liberal
that really, for all practical purposes, there have been more invest-
ment funds available than at some earlier times when the figures were
showing a better profit picture.

I have had an opportunity to analyze this difficulty for the railroad
industry, and the difference between the figures when you just look
at the profit trends for the railroads and the figures when you look
at their true financial position, is fantastic in the case of some of
these very large rail companies which are seeking merger on the
ground that they are on the way to bankruptcy.

My final series of charts indicate the magnitude of the economic
task confronting us. My 24th chart shows the needed increases in
total national production, in various components of national produc-
tion and income, and in employment. The goals for 1964 bring home
how far current programs, and programs under active discussion, are
short of the minimum requirements for restoring maximum employ-
ment and production even by 1964. My 25th chart shows the differ-
ence, 1953-56, between the high and the low growth rates. My 26th
and 27th charts portray the nature of a Federal budget which would
exert its appropriate role in an effective nationwide effort to restore
and maintain maximum employment and production, and in helping
to meet the great priorities of our public needs.

Now, what do all these charts show in substance, as I see them,
as they bear upon fiscal policy? As they bear upon fiscal policy, they
show first, that the problem in the American economy since 1953
has been the age-old problem of not being able to distribute what
we can produce. It is an anomally that almost everybody agreed to
this a few years ago, and almost everybody has forgotten it now.

Businessmen, conservatives, liberals, economists, were all saying the
American economy has a genius for production, but doesn’t know how
to distribute what it could produce. Ultimately and basically, this
is what unused plant and manpower mean, that we don’t distribute
what we can produce, and it certainly isn’t because we are an affluent
society. It certainly isn’t because we don’t have poverty in our midst.

Even since the great depression, we haven’t learned to distribute
what we currently can produce, and yet our economic policies during
the last 914 years, if I may say so, under Republican and Democratic
administrations almost alike, have been wedded to a monetary policy,
a tax policy, an interest-rate policy, and other policies which have
aggravated rather than remedied these basic imbalances in our
economy.
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KEY PROFITS AFTER TAXES ARE HIGH
DESPITE LARGE UNUSED CAPACITIES
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"PROFITS-SALES RATIOS INDICATE
STILL HIGHER PROFITS WILL RESULT
WHEN CAPACITIES ARE MORE FULLY USED

Manufacturing Corporations' Profits after Taxes, as Percent of Net Sales
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TOTAL FUNDS USED BY CORPORATIONS
HAVE INCREASED
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EMPLOYMENT
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up
$3Billion
1963
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DIFFERENCES IN RESULTS OF HIGH AND
LOW ECONOMIC GROWTH RATES, 1963-i1966

Bold face - Difference in 1966, /falics - Difference for four year period as a whole

EMPLOYMENT

( tn millions of man-years)

UNEMPLOYMENT ¥

(In millions of man-years)

Dollar figures in 961 dollars

TOTAL
PRODUGTION

CONSUMER
SPENDING

PERSONAL
INCOME

37
109
$104 Billion 455 Billion $82 Billion
$29/ Bitlion $180 Billion $229 Billion
FAMILY WAGES ond NET FARM TRANSFER
INCOME SALARIES INCOME PAYMENTS

{Average)

$50 Billion $16 Billion $11 Billion
$145 Billion $43 Billion $3/ Bitlion
BUSINESS and GROSS PRIVATE RESIDENTIAL FEDERAL, STATE, AND
PROFESSIONAL DOMESTIC y NONFARM LOCAL GOV'T OUTLAYS
INCOME INVESTMENT CONSTRUCTION FOR GOODS AND
SERVICES

. $5 Billion
- $15 Billion

" $27 Billion
$76 Billion

$10.3 Billion
$27 Billion

v High growth rate would draw more persons into the labor market than low growth rate.
21 Including net exports of goods and services.

$12 Billion
$35 Billion




290 POLICIES FOR FULL EMPLOYMENT

TOWARD A FEDERAL BUDGET CONSISTENT
WITH MAXIMUM EMPLOYMENT AND THE
PRIORITIES OF NATIONAL PUBLIC NEEDS

Billions of Doliars
_~Interest

--General Government
--Commerce
~.*Natural Resources
.. " Agriculture
\"‘Lobor and Welfare2

.....
eleteteet o N

%, “International Affairs
%, ond Finance

"Housing

=== Major National Security

1962 1963 1963

1966
Estimated”  ProposedV Goal Goal
Calendar
—— Fiscal Years —_— Year
(Current Dollars) (1961 Dollers)

BURDEN OF FEDERAL OUTLAYS IN A
FULLY GROWING ECONOMY WOULD BE
LOWER THAN IN RECENT YEARS

- NATIONALDEBT AS PERCENT OF -

 TOTAL FEDERAL DUTLAYS AS PERCENT OF
" TOTAL NATIONAL PRODULTION (GHP) -

- TOTAL NATIONAL PRODUCTION (6NP)

{1963, Fiscal; All Other Years, (1963, Fiscal; All Other Years,
Calendar Yeors) 64.0% Calendor Years)

(CONVENTIONAL BUDGET)

o 25

1953-1961 196} 1966 1953-1961 1961 1963 1966
Av.Annual  Actual  Go Goal Av.Annual  Actual Goal  Goal
Actual’ Actual

4/Bosed upon Budget estimates as of July 20,1962 .

2/including education and public health,
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A FEDERAL BUDGET GEARED TO
JOBS FOR ALL
AND ADEQUATE PUBLIC SERVICES

1962 and 1963, Fisca! Years; 1966, Calendar Year
Per Capita Outlay in 196! Dollars

TOTAL FEDERAL
OUTLAYS

% of Total Per
Year Output  Capita
19627 16.25 471.67
1963 Goal 1641 502.37
1966 Goal 1596 56943

NATIONAL DEFENSE,
SPUCE TECHNOLOGY
AND ALl
INTERNATIONAL

%.of Total Per
Year Output  Capite
1962V 1020 296.14
1963 Goall 021 31247
1966 Goal 9.85 351.65

Eoycation

% of Total  Per
Year Qutput  Capita
1962V 020 579
1963 Goal 0.31 946
1966 Goal 0.67 2397

HEALTH
SERVICES
AND RESEARCH

% of Total  Per
Yeor Qutput  Capite
1962 021 600
1963 Goa! 0.31 9.46
1966 Goal 048 16.98

PUBLIC
ASSISTANCE

% of Total Per
Yeor Output Capito
1962V 045 1310

1963 Gool 052 1578
1966 Goal 0.52 1848

LABOR AND

| maneower, anp

OTHER  WELFARF
SERVICES

% of Total Per
Yeor Output Capita

19621 0.6 471
1963 Goal 0.15 473
1966 Gool 0.14 500

. Y Budget estimate as of July 20, 1962

HOUSING AND
COMMUNITY
DEVELOPHENT

% of Total Per
Year Output  Gapita
1962V 006 180

1963 Goal 0.9 5678
1966 Goal 034 [1.99

ALL DOMESTIC
PROGRAMS AND
SERVICES

&E‘“’@
— < e
{Includes also
Agriculture;
Natural Resources;
Veterans; Commerce;

Interest; General
Government, etc.)

yily

% of Total Per
Year Output  Copita
1962Y 605 175.53
1963 Goal 6.20 18990
1966 Gool 6.11 217.78
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The reason I have analyzed so carefully—I hope carefully—this
whole profit picture and investment picture during these recurrent
boom periods that collapsed so quickly, is because I have been asked
why they collapsed. They didn’t collapse because they were not
making enough profits. They did not collapse because the tax policy
was too severe. They collapsed because, even with a giveaway tax
policy, practically, and extremely high profits, they still won’t con-
tinue to go ahead when they saw more and more that they couldn’t
sell what they could produce, and this is true in the last year as well
as in the period preceding the last recessions.

The reason we are now moving into stagnation and recession again,
is precisely the same reason as in these previous periods, namely, there
were plenty of cash flows, plenty of profits, a very favorable tax
situation, but they still would not go ahead with adequate investment,
and in fact are willing to go ahead now even less than previously, be-
cause now more than ever before they are confronted with unused plant
capacity. Business Week, on the 28th of April—and this is my final
point, Mr. Chairman—these business magazines amuse me. They
have an editorial page in favor of more tax concessions for business.
Then they have a fact page or an analysis page which recognizes the
opposite.

There was a long article, based upon the McGraw-Hill survey in
Business Week, which said they had plenty of cash flow, plenty of
profits ; that the reason they are slowing down their investment is that
the investment of tomorrow is based upon the customer of today; and
if only they could get the customers, they would have the markets
and would make the investments.

I think this isa guide to tax policy, I think it is a guide to monetary
policy, and I think it is a guide to general economic policy.

Thank you very much for your attention.

Chairman Patmax. Thank you, sir. You may keep your seat there
if you desire, and we have our next witness, Mr. Saulnier.

Will you come forward, please?

I believe, Doctor, you have a prepared statement. You may proceed
in your own way.

STATEMENT OF RAYMOND J. SAULNIER, PROFESSOR OF ECONOMICS,
BARNARD COLLEGE, COLUMBIA UNIVERSITY, NEW YORK CITY

Mr. Savnnier. Mr. Chairman, I have a prepared statement, copies
of which I believe have been distributed to the committee.

Chairman Parman. Yes; they have been distributed to the members.

Mr. Savrnier. This statement was prepared rather hurriedly and I
have already detected some points I would like to correct. I hope
you will give me an opportunity to correct them before the statement
1s, as I expect it will be, printed.

Chairman Patman. You may correct them as you go along, or if you
desire you can wait until you examine your transcript of testimony.

Mr. Savnnter. Thank you, Mr. Chairman.

Chairman Parman. You certainly will be given permission to
correct it.

Mr. Savrnier. I will read the statement, if I may.
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I want, first, to commend the committee on its decision to hold
open hearings at this time on economic policy and to thank you for
inviting me to participate in them.

Certainly, the hearings are timely. Although the economy is far
from being in distress, things have not gone very well and certainly
not as well as was expected. The 1961-62 recovery and expansion
was not up to par, much less than having been an improvement over
earlier recoveries. And there was those who think that after only 17
months of recovery and expansion a downturn is imminent. It also
adds to the timeliness of these hearings that they come at a point
when the Federal budget is being shaped up for the fiscal year 1964,
and I would assume that work on the legislative program for 1963
will soon be under way in the executive branch.

In short, the time couldn’t be more appropriate for an open dis-
cussion of economy policy. I think it would be agreed, also, that such
a discussion is needed.

As T understand it, you have already received testimony setting
forth the salient facts on the economic situation. I will try not to
duplicate any of this, but before I comment on policy matters I must
give you my own conclusions regarding the present, position of the
economy and the near-term outlook, for these are critical to my policy
recommendations.

It is widely acknowledged that for some time now the indicators
to which we look for clues as to the economic outlook have been far
from encouraging. Warnings of a slowdown in the rate of economic
advance began to be visible early this year. Month by month these
warnings were confirmed; but the evidence for the month of May
went beyond this and suggested a strong possibility of a downturn
occurring before the end of the year. If anything, June darkened
the outlook a bit.

July was another matter. Not very much data are available yet,
but what there is suggests that the economy steadied itself and im-
proved a bit. Indeed, for a month that is often hard to interpret,
I would say that the evidence of improvement in July is pretty clear.
Certainly, if we look at the month’s developments from the point
of view of their policy implications there is no doubt but that they
destroyed any case there may have been for an emergency tax cut.

And perhaps T can best express my estimate of the near-term out-
look by saying that I doubt that developments in the next few months
will warrant emergency tax cutting.

But it would be a mistake to think that the danger of a downturn
has been altogether averted. I don’t think one can say at this time
that it has been any more than deferred. The economy has shown
resistance and strength in the last few weeks but the record for the
recovery as a whole obviously suggests a lack of the kind of liveliness
one would like to see.

The way I read the record, it is saying that there is no need for
emergency antirecessionary tax cutting, but that there is an urgent
need to strengthen the underlying forces that make for growth in
our economy and to remove obstacles to growth. And I would say
that the record is telling us, also, that we don’t have an unlimited
amount of time to shape and adopt the needed measures.
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The performance of the economy in the last few years, and in par-
ticular the disappointing record of the present recovery, provide im-
portant guidance as to the kinds of measures that are needed. Four
points in this record are especially noteworthy.

First, it should be clear from recent experience that we can’t pro-
duce the economic growth we want merely by the increase in Federal
spending. The fact is that in the fiscal year just completed net budget
expenditures of the Federal Government rose by more than $6 billion.

This followed an increase of $5 billion in the fiscal year 1961, of
which nearly 80 percent was incurred in the last 6 months of that
period. And I would judge that more increases are in prospect. The
budget, presented to the Congress in January 1962 projected a rate of
expenditures for fiscal 1963 which would be about $6 billion higher
than the fiscal 1962 rate.

Thus, we have had a $10 billion increase in Federal expenditure
rates in the last year and a half; and if things turn out as projected
in January, we shall have had a $16 billion increase in 215 years end-
ing June 80, 1963. There has been a sharp increase, also, in spending
by State and local governments. The economy has lagged, but no
one can say it haslagged because it got no boost from Federal spending.

Second, not only have we had a sharp rise in Federal spengling but
it has been deficit spending, which is widely regarded as being a very
strong tonic for the economy. But if a deficit in the Federal budget
with expenditures rising will stimulate the economy, then we should
be enjoying a good deal more stimulation than we are feeling right
now. There was a deficit in the conventional budget of nearly $4
billion in the fiscal year 1961, and a deficit of $6.3 billion was registered
in the fiscal year just completed. And still the economy lags.

There are all kinds of reasons why our country, with its heavy re-
sponsibilities in the free world, should keep its financial housekeeping
in strict order, but if we were to put all of these powerful arguments
aside and simply look at the record as pragmatists I don’t see how we
can escape the conclusion that the Federal budgetary deficits just
don’t work the magic they are reputed to perform.

Third, it is not easy, either, to see a ground for complaint that con-
sumer buying power has not increased rapidly enough. Between the
first quarter of 1961, which was the trough quarter of the 1960-61
recession, and the second quarter of this year, disposable personal in-
come rose more than did personal consumption expenditures. Reflect-
ing this fact, the annual rate of personal savings went up by about $3
billion, and the savings ratio rose from 6.7 togY percent. .

Fourth, the record shows very clearly that the one major element in
our economy that has been really lagging is the volume of expendi-
tures by private business concerns on plant and equipment. While
other major categories of national product have been increasing
very well, and some, such as governmental spending, have been rising
sharply, producers’ expenditures on durable goods have hardly in-
creased at all,

‘Chey rose in the recovery period, but not nearly enough; and, look-
ing at their behavior over a longer period, they were barely larger in
the second quarter of 1962 than they were in the second quarter of
1960.
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Furthermore, if the amounts spent were expressed in constant
rather than in current prices I expect it would be found that the phys-
ical amounts of goods involved was actually less in mid-1962 than it
was 2 years ago.

When one goes over the whole record, it is pretty clear that the lag
in our economy is in private investment activity, and that our major
need is to create an environment that will favor a more rapid increase
in this category of expenditures. What we need is a program of ac-
tion that will bring this about.

In a moment I will outline a plan of policy which, in my judgment,
would fit the present situation, but, before I do that, let me say that a
plan of economic policy, like any broad strategical plan, must respect
the constraints that are inherent in the situation in which it is intended
to operate. There is no point in talking about what it would be help-
ful to do if only the situation were not what it is.

In the present case, it is futile, and, worse than that, to talk about
policy without regard to the fact that we have a substantial and con-
tinuing deficit in our balance of payments. When I appeared before
this committee last January, I said that I thought this was our No. 1
problem.

T think that is still a correct appraisal of the situation. We should
shape our policy plans in the understanding that we do havea precari-
ous international financial position ; and, to the fullest extent possible,
our plans should be designed to help improve that position.

"Further, it is not very helpful to talk about policy plans, fiscal or
otherwise, as if there were no deficit in the Federal budget. I have
heard suggestions that the Federal Government is not collecting
enough money to pay its expenses, even in an advanced stage of busi-
ness expansion. If the advocates of this kind of tax cutting have
. either overlooked the existing deficit, which hardly seems possible, or
they have been persuaded that tax cuts which create deficits will give
such a strong stimulus to growth that they will pay for themselves
with very little delay.

As T have shown, there is nothing in our recent experience to suggest
that deficits, as such, will do this.

In any case, the policy program I am going to propose does respect
the facts of our international financial position and our Federal
finances.

Let me outline the major elements of a program.

First, it would be helpful, if this committee, and the administration,
would reaffirm the budgetary policy which has been previously stated;
namely, that our object in budgetary planning is to achieve a balance
over the cyele, with surpluses in periods of cyclical expansion offsetting
deficits during cyclical recessions. Any doubts on this should be put
toTest.

Second, it is essential, in my judgment, to initiate at the earliest
possible opportunity a program of tax reforms designed to stimulate
a higher rate of business capital expenditures. The steps recently
taken by the Treasury to liberalize depreciation allowances were a good
start. The investment credit would be helpful, too, though my pref-
erence would be for a still more liberal depreciation allowance.

Beyond these steps, we ought to get the corporate income tax rate
down. The 42-percent limit proposed in the Baker-Herlong bill would

87869—62——20
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be very helpful, of course, but we might set 47 percent as an interim
goal. Also, we should eliminate the near-confiscatory rates imposed
on the upper brackets of individual income.

Again, I would like to see these reduced over a period as contem-
‘plated in the Baker-Herlong bill, but 50 percent would be a reasonable
interim goal.

Quite apart from other effects, these tax changes would be tremen-
dously helpful to our 4 million small- and medium-sized business con-
cerns. The task we face of providing jobs in this decade for a rapidly
increasing number of young people is going especially to require a
vigorous body of small- and medium-sized companies. Many will find
employment in large nationwide organizations, but we should leave
no stone unturned to help the small- and medium-sized companies in
which large numbers of young people will find their most interesting
and rewarding employment opportunities.

Third, although I want to see us do every bit of constructive, growth-
promoting tax reducing that we can do, I believe we should limit what
we do to what can be counterbalanced, in its immediate revenue-reduc-
ing effects, by expenditure reductions and possibly by some sales of
Treasury-held financial assets.

If rate reductions of the type I have proposed promote growth to
the extent that I think they will, they will eventually pay for them-
selves, but in the interim we should plan to pay for them in some quite
tangible way.

" Isuggest that we go about the task of financing constructive, growth-
promoting tax cuts as follows:

"~ (1) Asguidance for the fiscal 1964 budgetmaking process the Presi-
dent should set a ceiling on Federal spending. This ceiling should
not be higher than the projected spending level of fiscal 1963 and if
possible should be lower.

(2) With that ceiling as a preliminary guide, an effort should be
launched at once to reduce spending on low-priority programs. The
economies achieved from this budget review need not go exclusively
to financing tax reductions. On the contrary, they might be divided
about 50-50 between this purpose and increasing expenditures on truly
high-priority programs. By high-priority programs I mean those
that give clear promise of enhancing our capability for achieving a
vigorous rate of economic growth.

(8) Although I would depend mainly on the reduction of low-
priority spending to offset the immediate revenue cost of tax reforms
it should be possible to offset some part of this budgetary impact from
the proceeds of the sale of portions of the huge amount of financial
assets which the Federal Government has accumulated over the years
under its various direct loan programs.

It was estimated in the January 1962 budget message (special
analysis E) that outstanding direct loans of major Federal credit pro-
grams at the close of the fiscal year 1962 would come to nearly $27
billion. Obviously, one should not press a program of this kind too
hard lest it raise borrowing costs in the long-term capital markets.
But it should be possible to distribute significant amounts of these
assets on terms that would be fully protective of the public interest and
without any material effect on long-term borrowing costs.
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Something between $2.5 and $3 billion would be a reasonable be-
ginning goal for tax reductions of the sort I have proposed; and I
believe that this immediate impact on revenues could be offset by some
combination of the means I have indicated. If more can be done, so
much the better.

It is my considered judgment that a statement to the effect that this
is the direction of policy to be followed in tax and expenditure matters
would have a very stimulative effect on our economy. But I would
emphasize that it is very important to get the program underway
soon. Accordingly, the tax aspects should be presented, in my judg-
ment, in a form that will minimize the time required for consideration
prior to enactment. From this point of view, the simpler the bill, the
better.

(4) This brings me to_the question of monetary policy, which is
especially important at this time because of our mternational pay-
ments postition and because of the lag in our economy.

No one wants a money policy that will retard the correction of our
balance-of-payments position, much less a policy which would actively
worsen that position. On the contrary, money policy should con-
tribute to the needed correction. But if monetary policy is asked to
carry too much of the burden of correcting, or even of protecting, an
international payments position which, like ours, is traceable in good
part to governmental programs it could very well be so restrictive
as to offset all the stimulating effect which we could hope to produce
through fiscal measures.

The risk of our getting into such a policy dilemma is reduced, of
course, to the extent that we succeed in efforts such as those being
pressed by the administration in connection with procurement under
our military and economic aid programs. Vigorous application of
these efforts to conserve dollars is an absolute requirement of policy
at this time.

This requirement is underlined by the fact that free reserves seem
to have been trending down recently, that the money supply currently
seems to be shrinking, and money rates and bond yields have recently
taken a rather sharp turn upward. Considering all elements in the
situation, as the reserve authorities are in a position to do, these
developments may be both necessary and beneficial.

All the same, I would hope that considering the position of the
economy at this time and the extent of the more direct measures being
taken to help correct our balance of payments, it will not be necessary
to tighten credit conditions over their present position. Actually,
some easing would be helpful to the economy, especially in the long-
term section of the market.

At an earlier point in this statement I suggested the sale of some
part of the financial assets currently held by the Treasury as a tech-
nique for meeting part of the cost of a growth-promoting tax-reduc-
tion program. I realize that this could have a tendency to raise long-
term borrowing costs, though I should think the program could be
managed so as to limit this effect to a very small amount and hopefully
to avoid it altogether.

But if long-term borrowing costs have to be lifted, and in the last
few weeks they have been lifted in the corporate bond market, I
should think it would be better to do this as part of a program to
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finance growth-promoting tax reductions than as part of a normal
Federal Reserve open market operation. )

(5) Finally, let me say a few words on the relation of costs and
prices to economic growth. Mr. Bolling of this committee will per-
haps remember a letter I wrote him a few years back responding to
certain questions he put to me and in which I stressed the importance
of cost increases, and particularly of labor-cost increases, as a force
behind rising prices. This was not a widely held view at the time, but
it has gained a good many followers since. .

Indeed, not so long ago it was not even fashionable to believe in
the necessity of a reasonably steady price level as a basis on which
to achieve sustainable and meaningful economic growth. But views
on these matters have undergone very considerable change. Nowa-
days, there is broad agreement that a reasonably stable price level is
the only basis on which a workable economic strategy can be built.

I subscribe fully to this view, though I must confess that the con-
version to it has been more rapid and more widespread than anything
I had expected to witness. But this is good, and I am happy to see
it; all that concerns me is that we do not overlook the fact that once
price level stability has been made the basis of an economic strategy,
one automatically accepts certain other requirements, too.

The most important of these is that, in the most general case, pro-
duction costs must not increase by amounts that cannot be fully offset,
in their effect on unit cost of production, by improvements in pro-
ductivity. If this requirement is not respected, the result is a sup-
‘pression of profit margins and eventually a suppression of the rate of
economic growth.

There is wide agreement, I believe, that for some years we have,
as a Nation, been failing to respect this requirement. Competitive
conditions, and to some extent governmental pressures, have pretty
much fixed a ceiling on prices; currently, many industrial prices are
being reduced. But we have been less successful in limiting increases
In costs. One way to put this is to say that price inflation, at least
for the time being, has been checked but that cost inflation continues.

I believe that 1t is this inconsistencey, which reflects itself in nar-
rower and narrower profit margins, that is the major factor behind the
lag in our economic growth. And I want to state quite clearly that
‘although I believe we can improve our economic performance through
appropriate monetary and fiscal policies, we must follow appropriate
wage-price-profit policies or we will undo all the good these other
measures can accomplish.

This is obviously what the President and his Council of Economic
Advisers had in mind in setting forth certain wage and price guide-
lines in the January 1962 Economic Report.

There is a good deal that can be said pro and con on the idea of
setting guidelines in this fashion, but without going into these argu-
ments I must express a reservation about the wage guildeline as cur-
rently defined. The principle that labor cost increases should be
equated to productivity improvements does not, in my judgment, suit
our present situation.

What we need now is a chance to achieve an improvement in profit
margins and some reductions in prices. If we keep our economy com-
‘petitive enough, which is a requirement underlying any strategy for
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an enterprise economy, we can be sure that profit improvement will
not go far beyond what is reasonable before it is translated into lower
prices.

But in order to achieve profit margin increases and price reductions,
production cost increases must be kept well within productivity im-
provements, not equated to them. The guideline, in my judgment,
should be revised to this effect.

It would be helpful also to have a better understanding as to how
these guidelines are to be enforced. Certainly it is clear that there
is very little to be gained from enforcement procedures of the sort
that were employed in the steel incident. T have four suggestions to
malke in this connection.

Tirst, on the application of wage-price guidelines, I suggest that
the executive branch limit its role to (i) annual descriptive and
analytical reviews, presented in the Council’s year-end Economic Re-
port, of the major developments affecting wages, prices, and profits;
and (ii) a critical evaluation by the President, in his year-end economic
message, of wage-price-profit developments during the year.

If it should be the President’s judgment that developments have
not been consistent with the national interest he could state the respects
in which he believes mistakes have been made and the lines along
which adjustments should be made. There is ample opportunity in
the medium of these two messages for the facts to be set forth and
analyzed for their meaning and significance and for guidance, which
I believe should be couched in general terms, to be given for the year
ahead.

Short of emergency conditions, and in these connections I would
interpret “emergency” quite restrictively, I believe our economy will
work better if the executive branch avoids direct intervention in spe-
cific wage-price decisions. In the meantime, efforts should be pressed,
as I believe they are by the President’s Special Commission on Labor-
Management Relations, to explore ways of improving the balance of
bargaining power in labor markets.

Second, I suggest that conferences such as the one sponsored this
spring by the Secretary of Labor on national economic 1ssues be held
regularly every year. Conferences of this kind are an excellent way to
encourage discourse and to improve understanding among labor, man-
agement, and Government on economic policy questions.

Third, it would also be helpful to provide for the expression of
views from the public on wage-price-profit developments. To this
end, the Joint Economic Committee or possibly the Council of Eco-
nomic Advisers might plan to have open hearings every January or
February devoted specifically to this range of questions and in par-
ticular to the guidelines, if these continue to be set out by the Council
and the President. As far as possible, the effort should be to give an
opportunity to be heard in these hearings to all those who have poten-
tially useful contributions to make to the discussion.

This would be a kind of annual economic town meeting. I come
from New England, and I know that it is sometimes not as easy to get
such meetings stopped as it is to get them started, but I think this can be
managed and, in any case, the open discussion of stated public policy
is always a healthy thing in a democracy. Open discussion is certain
to help us find our way to an understanding of the kind of wage-price
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policy, shaped through free collective bargaining and competitive
markets, under which we can achieve the kind of economic perform-
ance we all desire.

Fourth, I suggest that this committee make a special point, possibly
through the scheduling of special hearings, of examining into the ways
in which Government itself may be putting direct upward pressure on
costs and prices. I have in mind, particularly, the Government’s pro-
curement and contracting activities and the programs under which it
makes minimum wage determinations as authorized by the Walsh-
Healey and Davis-Bacon statutes.

‘We should be quite sure that these programs are administered in
ways that are consistent with the kind of wage-price policies which,
under the guidelines procedure, we hope to have followed by all labor
groups and business units. I would judge, drawing upon my experi-
ence in 1956-60 as Chairman of the President’s Council of Economic
Advisers, that there are responsible businessmen who would say that
the programs tend to inflate costs. The problem needs close study.

I have limited myself in this statement to fiscal, monetary, and wage-
price policies. There are, of course, other parts of a strategy of eco-
nomic policy that also deserve attention. But the three I have com-
mented on are the crucial ones. If I have overlooked points in which
members of this committee have a particular interest, I shall be happy
to respond to questions on them.

Thank you very much.

Chairman PatmaN. Thank you, sir. I would like to ask Mr. Keyser-
ling a question.

This is a question that concerns me, Mr. Keyserling. If we had
an across-the-board cut in personal taxes, that is, a cut which would
change the income distribution in favor of the top bracket income
receivers, wouldn’t you have a worse fiscal structure after the period
of deficit is over?

In other words, wouldn’t you, in the long run, increase the troubles
which the tax cut is intended to cure?

Mr. Kevseruineg. That is the way I feel about it very definitely, Mr.
Chairman. I think that the equitable thing to do in taxation is the
thing that is best for the whole economy—wage earners and investors,
high-income groups, middle-income groups, low-income groups. The
thing that is best for the whole economy is to have the economy
operating fairly consistently at maximum levels of employment,
production, and purchasing power.

Certainly, nobody has to worry about the adequacy of profits under
such conditions and certainly nobody has to worry about how well the
high-income groups do under these conditions. I don’t think that
the taxes on them are “confiscatory.” I get around the country quite
a lot, and certainly most of them, who haven’t inherited great fortunes,
couldn’t live the way they do, and they live that way honorably, if
they were really paying 91-percent taxes on the portion of their in-
comes which fall within that tax rate.

The fact of the matter is that our tax policy is much too hard, both
directly and obliquely, on middle and lower income groups, who
haven’t got ways of honorable tax avoidance. Therefore, I think you
are entirely correct that, when one analyzes what has actually been
happening to the economy and where the deficiencies have occurred
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which have hurt everybody, a larger spendable income on the part of
middle and lower income families would do much for the whole
economy than a larger spendable income on the part of the corpora-
tions and higher income people, not because 1 have any objection to
their having these higher incomes, but because they translate more
largely into savings than can be absorbed in investment.

The savings cannot translate fully into investment when there is
inadequate ultimate demand, and, therefore, they become frozen sav-
ings, which are merely another expression for unused plant capacity
and rising unemployment of plant and manpower. So I agree com-
pletely with your implication, and I feel very strongly that a mal-
adjusted, improper change in the composition of the tax burden which
would be represented by a so-called across-the-board tax cut, would
in many respects leave us worse off than we are now. ‘

Chalrman Parmax. Thank you, sir.

Would you like to comment on that, Mr. Saulnier?

Mr. Savrntr. Yes, I would like to comment on that, Mr. Chair-

man.

T feel that there are many changes that it would be beneficial to
make in our tax system. '

Chairman Patman. We are confining this just to this across-the-
board, or the low-income group.

Mr. SavLNIEr. I will come to that point, Mr. Chairman. As I say,
T feel there are many changes that should be made in our tax system;
to my way of thinking the question is mainly one of priorities we
should place on them. In my judgment, the reason why we are not
achieving the kind of economic growth we would like to have is that
we have an inadequate growth of investment expenditures in the pri-
vate sector of our economy, and I have suggested two changes in
taxes which would help overcome that.

Now, I would like to see a broad, across-the-board reduction in the
individual income tax, but, Mr. Chairman, I just don’t think we can
afford it at this point. Our Government is providing services of
increasing scope and variety for the whole American population, for
every man in the street, if you will. These services must be paid for
and there just isn’t anybody to pay for them except the whole Ameri-
can people.

There is no other place to put the burden of paying for those pro-
grams. Of course, a person may persuade himself that the programs
don’t really need to be paid for, and some people have apparently
managed to persuade themselves of this, but I don’t see how you
are going to run the Government safely unless you do pay for these
services and to do this you must tax everyone. That is why, while I
would like to see broad individual income tax reduction, I honestly
cannot say, Mr. Chairman, that I see it as a practical thing to do at
this time.

Chairman Parmax. I would like to ask you a couple of questions,
1\{1’. Saulnier. I wish you would comment on them briefly, if you
please.

Mr. SAULNIER. Yes. )

Chairman Parmax. What specific monetary policy do you feel
should accompany any tax reduction that takes place?
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Mr. Savrnier. Tax reductions, Mr. Chairman, of the character
that I have suggested, accompanied, as I have suggested, by reductions
in spending on low-priority spending programs and by some, as I have
suggested, asset sales, would require no change in money policy.

Chairman Parman. One other question. To what extent in your
view would there be an increase in investment as a result of reduc-
tions in the corporate tax rate ?

Mr. Savrnnier. Would you repeat that question so that I may be
sure I understand you correctly ?

Chairman Patman. To what extent, in your view, would there be
an increase in investment as a result of reductions in the corporate tax
rate?

Mr. SavrniEr. I must answer that question, Mr. Chairman, by say-
ing this: There is no one thing that will get our economy moving up
again, not even a cut in the corporate income tax, though that would
be helpful. .

‘What we need is a clear definition of a policy, a policy that goes
across the board, affecting expenditures, taxes, money, et cetera, and
that policy should be clearly defined and projected to our people. I
believe that with an understanding of such a constructive policy we
would enjoy a good rate of economic growth, and within that policy
I would say that the tax changes I have been talking about would be
very stimulative,

Chairman Parman. You won’t make any change—this is in con-
nection with the next to the last question I asked you—in the present
interest rate policy, which, of course, I believe you will admit is a
high interest rate policy ¢

Mr. Savrnmr. Would you mind telling me, Mr. Chairman, what
you mean by an interest rate policy? Do you mean by that the whole
Federal Reserve policy ¢

Chairman Patman. Yes, sir. Of course I believe you will agree that
the Federal Reserve makes the interest rate policy. You and I will
agree on that point ?

Mr. SavrL~iEr. I think I know what you mean. I just want to be
sure, Mr. Chairman, that we are talking about money policy generally
and not the policy with respect to the maximum interest rate that can
be paid on deposits.

Chairman Parman. I am talking about general interest rates that
have been going up and up and up over the years. Would you change
that, or would you let it go like it is ?
~ Mr. Savrxter. T can comment, Mr. Chairman, on the current money
and capital market situation and can say whether I think money
policy, in that situation is too restrictive, or not restrictive enough.

It 1s difficult, however, to comment on money policy more generally.

Chairman Parwaw. All right, sir.  'What do you think about it,
l\i[r. Kg};serling? Do you think that monetary policy should be
changed ?

- Mr. Kevserrine. Yes; I do. I have thought so uniformly, for a
long time.

Chairman Parmax. I believe you stated what the recessions we
have had in the past were. After the recessions in 1948 and 1949 we
had one in 1958 and 1954 ; of course, more of it in 1953 than in 1954;
1955-56, more of it in 1956 than 1955 ; and then in 1957 and 1958, more
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of it in 1958 than 1957; and then in 1960-61. Is that correct about
the recessions we have had in the past?

Mr. KeyserLING. Yes, generally speaking.

Chairman PatmaN. You think they could have been avoided by a
proper monetary policy ?

Mr. Keyseruing. I agree with Dr. Saulnier, and this is one of the
few points that X agree with him on, namely, that you cannot stabilize
or maximize the health of the economy with any one set of policies.
I think we have a broad and variegated economy, and that we need a
complex of reasonably workable monetary policies, price-wage policies,
fiscal policies, and others.

I think we need them all, and T think that usually they should be
based upon one central approach. In other words, if it appears upon
an actual examination of the economy in action that consumption is
tending to outrun investment, which is a typical inflationary situa-
tion, then all of these policies should move toward exercising restraint
upon consumption and do everything possible to induce investment.
If the reverse is true, then these policies should move in the opposite
direction. I don’t see any sense at all in two policies moving in op-
posite directions. That would be like walking the floor with one crutch
to walk part of it, and the other to walk the other part, when you need
both crutches. You need all policies working in the same direction.

In more direct answer to your question, subject to above qualifica-
tion, I do think that the tight money policy over the years has been a
very pronounced factor in contributing to a seriously low economic
growth rate and the recurrent recessions.

By and large, the rising interest rates, which are at least a conse-
quence of a tight-money policy, if not its intent, tend to ration the
national income toward those who lend us back our own money. One
of the greatest economic reforms of the last 30 years, in my view, has
been the movement in the opposite direction, good for everybody. I
remember when I was a boy I would walk by the bank and I would
see a sign on the bank, “6 percent interest on deposits.”

Senator Busa. That was a pretty average rate in those days.

Mr. KeyserLinGg. Yes, and of course, the real interest rate on home-
building was 8 or 10 or even 12 percent before you got through. If
we believe in an incentive economy, if we believe in an enterprise econ-
omy, we ought to favor the fellow who enterprises and invests and
the consumer who buys, as against the person who lends them back
their own money, and, after all, they are lending us back our own
money.

Nozv, we started turning the clock the other way in recent years, and
I think this has been one of the most damaging factors in the whole

icture. I made a study of it where I figured that something like $23

illion had been taken out of the pockets of the average consumer,
and the average homeowner, and the average family, and put into the
pockets of those who are lending back our own money, during the
period 1953-59. I have nothing against these people, but I think it
1s unsound policy. This is the first way that tight money and rising
interest rates hurt the economy.

The second way they hurt the economy is that they hit the things
we need before they hit the things that are booming excessively. Mr.
Martin of the Federal Reserve System, a great and sincere protagonist
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of having us pay more to those who lend us our own money, and I am
sure he honestly believes in this policy, in early 1957 before the Senate
Finance Committee, said that we needed to do this because consump-

fion was too high and investment was too low and savings were too
ow.

Yet in early 1957, we had enormously idle plant capacity. The
financial institutions were stuffed with savings, and we had a tre-
mendous deficiency in ultimate demand, just as we have now. So a
little while later, in consequence of this policy, we got into the worst
recession since World War II from which we have never recovered;
and the next year the same gentleman came before the same committee
iand said that the big trouble we had a year earlier was the great
deficiency in consumption and that investment was outrunning con-
sumption. ’

Those who make policy should be more contemporaneous with
events. Their observations should not be matters of hindsight only.
T think we are now in the same kind of situation basically. T agree
with Dr. Saulnier that investment is too low. There is no question
that it is, but why is it too low? When you move from what I might
call generalization to a specific examination, industry by industry,
company by company, total by total, the break-even point is not too
low. The steel industry has a break-even point below 40 percent.
This does not mean that costs are too high relative to profits per
unit.

If they are not making enough money, it is because they have been
operating at low capacity for the last 5 years or longer. T hope the
committee will very carefully study these factual examinations I have
made, and T am always glad when economists come forth and on the
basis of a different set of figures show that there is something wrong
with my analysis but there is really no way of matching analyses in
terms of the data against an analysis in terms of generalities.

The fact of the matter is, as I see it, that a crucial characteristic of
American industry is that it generates, at a given level of operations,
a level of profits above what it can enduringly invest as against the
markets which are militated against by too low a level of ultimate
demand.

This has happened over and over again. Ithashappened four times
since 1949. And it is happening again now. There is nothing wrong
with first quarter profits, 1962, in any basic industry, with some rare
exceptions, which would disprove the general rule. The only thing
wrong is that business is operating at too low a level of capacity, and
this is relevant in my view to tax policy, and to money policy, and to
other basic policies, and it applies to price-wage policy fundamentally.

Chairman Patman. Thank you, sir.

Senator Busa. Mr. Chairman, I have another question.

Mr. Keyserling, you and Dr. Saulnier agree about the investment
factor being too low. T mean you do agree that that is one of our
problems; is that right? You just said that?

Mr. KeyserLING. Yes, sir.

Senator Busa. Dr. Saulnier has developed a thought in here that
hasn’t been developed before this afternoon in these hearings this
weel which has to do with the question of cost. T am very much
impressed with his argument here about the need for a better control
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of cost and the need for not equating increased costs with productivity
gains, but using productivity gains not only for wage increases, but for
reduced prices, and possibly increased profits; in other words, for the
division of increased gains in productivity rather than using it all up
inincreased costs and particularly wage costs.

Our competitive position is constantly under discussion nowadays,
particularly as the Common Market is becoming more and more of an
economic factor in trade, and this administration is greatly concerned
about that as I think we all should be.

However, it seems to me that as I talk with business managers and
people who control the question of expansion of our plants and the use
of investment funds to expand plant and job making opportunities,
there is sort of an underlying apprehension. It doesn’t come out into
the open very much because I think there is a certain fear in expressing
themselves that no matter how they may try to control costs, they can’t
do it because of the very great preponderance of bargaining power that
lies within the big labor unions.

We have seen lately this year a very substantial increase in the
number of strikes over what we had last year. We have even seen
some very bad strikes in defense industries and our missile plants.
We had a very bad one recently in my State at the Electric Boat
Works, which was not really an argument between management and
labor, but an argument between unions there, which shut that plant
down for a long period of time.

We have the Eastern Air Lines shutdown still because of a dispute
between the unions, and some smaller union of 550 members has been
able to bring that thing to a halt and throw 18,000 people directly out
of work and greatly interfere with the travel incident to our trade and
commerce in the eastern part of the country. We now see that we are
threatened with a big railroad strike and so on.

It seems to me that this is one of the underlying causes of uneasi-
ness and apprehension and hesitation, and I should like you, Dr.
Keyserling, to give your views on that situation.

Mr. KuyseruiNg. Let me try to. I think that some of the points
that I would make are embodied more fully in my charted statistical
analyses, which I ran over very quickly. Let me try to clarify at
least what my position is in this way : First, you made the point that
increases in productivity should be taken partly in wage increases and
partly in price decreases.

Senator Busu. At increased profits.

Mr. Keyseruive. This I assent to. I think it is desirable. I
haven’t found many great corporations that are pioneers in this effort,
but I agree with you on that.

Second, you come to the even more basic question that, in a free so-
ciety, which we both believe in, nationally organized business and
organized labor will contend with each other for the share that they
get of the gross income, and it is only natural that labor unions should
want to increase the labor share and that corporations should want to
increase the profit share, which is income after costs, including wage
costs.

The basic economic question, as you so well stated, is, What is a
workable division from the viewpoint of the operations of the econ-
omy? I mean there is no such thing as a fair profit or a fair wage in
an absolute sense.
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I say that a workable division is a good division. Then I look at
wages, and I look at profits, and prices are a factor in both, because
the price level determines the real buying power of the wage as con-
sumption, and the price factor determines the real buying power of
the profit as investment.

First I look at the wage side, and I say wages have two functions.
One of the functions of wages is to play its part in consumption.
Taking that one first, I find a deficiency in consumption relative to
the actual productive capacity in being of the American economy
Therefore, I reach the conclusion that, from the viewpoint of the
consumer side, the wage increases have not been too high. In other
words, they haven’t produced a redundancy of purchasing power.

Then I go over to the profit side. I ask, Have the wages been too
high from the viewpoint of leaving over enough profits after wage
costs, after payment of dividends, after all other costs, to fulfill the
investment function, which gets back to the cost per unit idea? Are
the wage costs per unit and other costs per unit leaving the business
with too small a margin of profits per unit?

The more I study the figures, and I know I am objective, although
I may be wrong, as any economist may, the more I reach the conclu-
sion, which I think is supported by all the data shown on individual
industries and on the overall picture, that in each period of upturn
the profits after taxes, after wage costs, after all other costs, have
been too high per unit and have been too high in the overall to be used
fully, and that is the only workable test of profits.

Oh, these profits have been used for a while, when we have gone up
in one boom or another, but then we have had a tremendous downturn
in investment, which has propitiated the successive recessions. These
downturns haven’t come because of an inadequacy of profits, because
then they could never start. There certainly were plenty of profits
during the upturns. They didn’t come because of too high a wage
cost.

What has happened is that the profits have been so high, after allow-
ing for all costs, including wage costs, that they led by way of invest-
ment to tremendous excess capacity, and then downturns came. I
think this is the fact of our American economic life. I don’t cite it
as an indictment of business. I wish that business followed a price
policy and a wage policy that kept the economy in better balance.
They would make more profits in the long run and they would invest
more in the long run. But I can’t find, and I have asked various econ-
omists—they will talk in a general way. Let me give an illustration.

Senator Busz. You are not worried about the effect of this upon
our competitive position, both at home and abroad ?

Mr. Keyseruing. Well, it is the same problem. If you say that the
reason that the prices are so high in America is because the costs are
too high, then you say that you have to reduce these costs, including
wage costs, to get a lower price. But if you say, as I say, that the ex-
isting price is too high, not because the cost is too high, but because the
profit margin per unit is too high, then you reach my conclusion. I
think this conclusion is supported by the repeated collapse of each suc-
cessive investment boom and each profit boom. I cannot look at the

rofits of any of our key industries during the past years, or first quar-
ter of 1962, and reach the conclusion that their costs are militating
against an adequate level of profit for all investment purposes.
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Now, our competitive position would be improved if we had more
investment. I admit that.

Senator Busu. You do not think this factor I am discussing with
you is inhibiting the expansion of investment ?

Mr. KevseruinNg. I think what is inhibiting the expansion of in-
'vestment is unused plant and an inability to sell what they can pro-
ducenow. Investment is based on a prognosis of markets.

Senator Busa. That does not bear out some of the testimony we
have had here, like that of Mr. Ellis of the Du Pont corporation. I do
not know whether you saw his testimony. He was in here a couple
of days ago.

Mr. Keyseruine. If Mr. Ellis puts before this committee, I do not
mean the same facts, but the kind of analysis that I have tried to put
before the committee, which looks at the factual situation instead of
mere generalities, and if his facts and his analyses are as careful as
mine and lead to different results, I will be perfectly willing to with-
draw from mjy position and ask your committee to take his point of
view. All that I ask is whether Mr. Ellis, in examining this ques-
tion of prices, wages, and profits, and what the real inhibiting factors
are, is presenting to you as relevant data, and as carefully related
to the facts, as what I am trying to do. All too frequently, I find, in
a lot of these big corporations, as well as in others, and I am not
criticizing them, a tendency to say that wages are too high, and costs
are too high, and profits are too low, and taxes are too high, all by
way of generalities rather than careful factual analyses.

Senator Busm. But this administration has expressed a strong in-
terest itself in a hold-the-line policy, so to speak, because of our com-
petitive position.

Mr. Keyseruing. I am not here as an unthinking devotee of the
economic policies of this administration. I am trying to be nonpoliti-
cal about it. I do not think this administration has thus far satifac-
torily met the growth problem nor the unemployment problem, and
neither did the previous administration. I cannot, and I do not mean
to imply that anyone else is trying to treat this on a basis of the fact
that, because I am a Democrat, this administration is right on every-
thing. I think that both administrations have swung in a direction
of economic policy which has not worked. If I had said this only in
1953 at the beginning of the Eisenhower administration, or only in
1961 at the beginning of the Kennedy administration, T might have
had to await events to test my conclusions. All I am saying now is that
what has happened squares with what I have been saying, and, there-
fore, if policies have not worked, there is something wrong with
them.

Senator Busa. My time is up, Mr. Chairman.

Representative Reuss (presiding). Mr. Saulnier, you have stated
that the economic situation is disappointing, and you have suggested
an economic program. First, you favor the recent increase in depre-
ciation allowances. Next, you favor the proposed 7-percent invest-
ment credit, though you say you would prefer an even larger increase
in the depreciation allowance. Then, you favor a cut in the corpora-
tion income tax by about 5 percentage points, and a cut in the personal
income tax down to the 50-percent level. The proposed personal
income tax reduction would assist families with incomes of more than
$32,000 a year, as I understand it.



308 POLICIES FOR FULL EMPLOYMENT

Mr. SavrNier. That is right.

Representative Reuss. The proposed tax revision would cut tax
revenues, you estimate, by $2 to $3 billion.

Mr. Sauvrnier. Two and a half billion dollars possibly.

Representative Reuss. You would offset such a reduction in tax
revenues mainly by cuts in Federal expenditures. You would hold
wages down in order to increase corporate profit margins.

Mr. Savrnter. No. May I interrupt. :

Representative Reuss. Yes.

Mr. Savrnier. I would say that the increases in wages should be
kept within, well within, the limits of productivity improvement.

Representative Reuss. But before you would validate a wage in-
crease, you would make sure that corporate profit margins had ex-
panded. That is my understanding of your testimony.

Mr. SavLNier. Again I am not sure that I like your word “vali-
date.” T do not like to cast the Government in the role of validating
or invalidating.

Representative Reuss. Strike “validate,” but is it not your conten-
tion that wages either should not increase at all, or increase only after
the corporate profit margins have been widened %

Mr. Savrnier. I am afraid I would have to amend that to say con-
currently rather than after.

Representative Reuss. Concurrently. All right.

Mr. SavLNier. Which is very different.

Representative Reuss. And further on wage policy, you suggest
that present minimum wage determinations under programs of the
Walsh-Healy and Davis-Bacon type are too liberal, and that they
should be kept down.

Mr. Ssvinier. It may well be. I think they deserve study.

Representative Reuss. Then having stated what I think to be the
ingredients of your program, I must ask how it will improve the
economic situation. Is it your belief that such a program would in-
crease business investment?

Mr. Savrnier. That is correct.

Representative Reuss. My question is, Who is going to buy the
products that can be made by existing plant and equipment and man-
pewer in our economy under your program, much less the potential
output of additional, more modern facilities ¢

Mr. Savrnier. The first thing I would say, Congressman Reuss,
about that is that it would be very helpful, as a preliminary step, to
have a clarification of what our policy is.  If I may say so, I think
there is a good deal of uncertainty through the country at the present
time as to what our economic policy is.

Representative Reuss. I agree.

Mr. SavixiEr. And if I may say so, I think it is almost more im-
portant that we have a clarification of what the policy is than that we
take this step or that step or some other step. Let me illustrate what
T mean, Congressman Reuss, by the discussion of emergency tax cuts.
1 read the newspapers pretty regularly, a number of them, and day
after day I read accounts that taxes are going to be cut; no, they are
not going to be cut; we will think about it next week; we are going to
wait until we have the economic figures for July 15 or for August.
And the date comes and then it is not quite clear whether they are
going to be cut or not. ) TN
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Representative Reuss. I would agree with you there.

Mr. SavLnier. Mind you, Congressman Reuss, I want to speak very
constructively here. I honestly believe that it would be a good thing
for the country if we decided here just what we are going to do. It
seems to me that the facts are clear enough now to tell us what we
should do.

Representative Rruss. I agree with you.

Mr. Savinier. I think that clearing the air, in itself, would have
an electric effect through the country.

Representative Reuss. I think it is highly important that we clear
the air. You, as well as Mr. Keyserling, have, in a very frank and
sincere spirit, offered a concrete program for clearing the air. My
specific question is, how will your program, in the cleared air which
would undoubtedly accompany its enactment, generate purchasing
power to take off the market goods we can produce with our present
capacity2 together with the goods which additional capacity could

roduce ?
P Mz, Savnnier. I would answer that question, Congressman Reuss,
by saying that if a program were put forward, the business people
of this country, and I say “business people of this country” advisedly,
because, after all, we are talking about an enterprise economy which
works well if business units work well, and does not work well if they
do not work well——

Representative Reuss. My point, of course, is if business units work
best when there is a good prospect of selling that which they can
produce——

Mr. Savrnier. Indeed they do.

Representative Reuss. I do not see how your program gives us that
market. You would take $2 or $3 billion out of the spending stream
when you cut expenditures by that much. I do not know how much
added capital investment you expect to get. While I would agree with
both you and Mr. Keyserling that the level of private investment
should be raised, the addition of more capacity will not by itself gen-
erate enough consumer purchasing power to absorb the extra output.

Mr. Savnnier. I think I understand the difficulty you have with
the statement I made, and I would like to try to clarify it. I started
to say that if a program were put forward which the business people
and the American people generally accepted as a constructive pro-
gram, one that they could understand, one to which they could sub-
seribe, I think this would have the effect of improving the confidence
which people feel in their future and of removing the uncertainty
that they feel in the present situation. That result alone would have
an expansive effect on our economy. And within the context of that
program you would be doing things in the tax area that would be
stimulative.

Then, Congressman Reuss, I would like to comment, if I may, on
your observation that Federal expenditure reductions would take
funds out of the stream of expenditures. I am not sure that that
needs to be the case, and I suggest that there is one area of the Fed-
eral budget to which one might look for possibilties for expenditure
reduction, where I think a lowering of expenditures would not neces-
sarily take money out of the income stream, but would in effect shift
activity from, shall we say, the public to the private sector. That



310 POLICIES FOR FULL EMPLOYMENT

is the area of the budget which we call Federal credit programs, and
which is a very substantial part of the budget.

Representative Reuss. Thank you.

Mr. SavLNmEr. I do not want to make that suggestion, Congress-
man Reuss, quite sincerely. There are many expenditures where Fed-
eral Government is spending the money—it is in the Federal budget—
but if the Federal Government were not spending, it very likely would
be spent in the private sector of the economy.

Representative Reuss. Thank you very much.

Congressman Curtis?

Representative Curtis. In listening to these discussions I am im-
pressed, particularly in relation to tax cutting, which it is assumed
without offer of proof would stimulate the economy, with the further
unproved assumption that demand may be equated with consumer
purchasing power. It seems to me that therein lies some of the mis-
conceptions. To prove my assertion I would relate it to the agricul-
ture sector of our economy. As near as I can see, we could increase
consumer purchasing power double, triple, or any amount, and it
would have very little bearing on utilizing our agricultural surpluses.
It seems to me that we have reached a stage in our economy where at
least in some sectors we are dealing with an economy of plenty as
opposed to one of scarcity. That is why I relate it to the agricultural
sector, because that seems quite clear, and what have we done about
that? ~ Because the real consumer demand has not been there, we
have artificially put it in there through Federal expenditures, agricul-
tural subsidies, and that is where the purchasing goes on of our agri-
cultural produce. In that instance we can continue to improve our
efficiencies of wheat farming, cotton farming, or whatever, and lower
our unit cost in that fashion, but still the difference is made up with
tax dollars where the Federal Government just buys the surplus and
stockpiles it. I wonder if you would comment on that, Dr. Saulnier,
as it relates to this question that we are now talking about, of whether
it is the consumer o(llemand area or rather consumer purchasing power
that is the inadequacy.

Mr. Savinier. Congressman Curtis, I do not diagnose the problem
in that way.

Representative Curris. As consumer demand ?

Mr. Savrnier. I do not say that the American economy is generally
an affluent economy.

Representative Curris. Do you agree with my analysis in the agri-
cultural sector ?

Mr. Savinier. In the agricultural sector, I would say we have a
distinct problem of overproduction.

Representative Curris. That is right, which is affluence, and even if
our distribution system were better, and even though we may have some
of these low consumer purchasing power groups that Dr. Keyserling
talks about, even if we project hypothetically the amount that they
could buy in the field of agricultural produce, I think using that model
we find that it would not make much of a dent in the agricultural sur-
plus production. I think it is important that we break down these
economic aggregates into components, because I suspect that in other
areas what we are really seeing to a large degree is consumer choice
having a great play, and not only consumer choice as between what
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the consumer spends the dollar for, but whether the consumer is going
to save the dollar, instead of spend it whether he is going to invest it
or whether he is going to hoard it, if he saves it. I think there is
a difference between investing and hoarding, whether he is going to
invest it, spend it, or hoard it, becomes very important.

Mr. Savnnier. If T may comment just for a minute on that

Representative CurTIs. Yes.

Mr. Savr~ier. There is common route by which we get to wrong
conclusions on these matters. I think it is not unfair to say that
theories on these things divide into two major categories. One of these
is that there is an inadequacy of demand, and that somehow or other
it is this inadequacy of demand that keeps our economy from working
at its optimum level. Those who hold that theory typically argue that
the way to correct the situation is to increase consumer demand or
overall demand. Sometimes the proposal is for higher wages. Some-
times, and frequently nowadays, 1t is not that, but to cut taxes. There
has been quite a shift, I would say, in the last 10 or 15 years in the for-
mulation of this theory, but it comes in the end to pretty much the
same thing.

Representative Curtis. It isbased on that volume.

Mr. Savrnnier. It is based on the general premise that there is an
inadequacy of demand and that if you somehow increase purchas-
ing power, whether by wage increases or tax cuts, you will get yourself
moving again.

Representative Curris. I wanted to ask one question.

Mr. Savryier. May I conclude and just add one point.

Representative Curris. Yes. Iam sorry.

Mr. Savnnier. I don’t deny the possiblity of there being an in-
adequacy of demand in a specific economic situation, but in many eco-
nomic situations, and I think in the present economic situation, our
problem is to be found in the relationships within our economy and in
our capacity to make the kind of economic adjustments that must be
made if our economy is to work well.

More specifically, I have mentioned the relationship between costs
and prices. This is a key to a large part of our problem. I would
also like to say to this committee, and I have not mentioned it in
my testimony, that I think we need to do a great deal more in the
area of education, in vocational training, in the area of guidance, to
fit our people better to the employment opportunities which do in
fact exist. I think we can make considerable improvements in our
economic performance by these methods. I do not believe that you
can substitute a program of expanding demand for such programs.
Failing a solution of these problems of internal relationships and
capability to perform adjustments, failing a solution of those prob-
lems, I think the demand-type formula will produce largely an in-
flationary result.

Representative Curris. I want to comment on that in this other
way, too, because there are areas where there is a real demand. I
was very interested in our Federal budget for the National Institutes
of Health, and I was interested in two growth figures. One was the
growth rate of technicians and people that are needed, research people,
by the NIH, and the other was the growth rate of money available to
be spent by NIH. The money available to be spent has a very high
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rate of increase. The increase of techmicians available, the man-
power situation, people available who were trained, was a much lower
rate of increase. It was just nonsense to be talking in terms of putting
more money in there. We did not have the skills available to fill
the jobs going begging here. It takes time to train people in these
skills. So even in the areas where there is demand, and I submit
there are real areas, treating demand as an aggregate in my judgment
is a gross error.

T want to ask one question if I may on this growth thing. The
President stated—I do not know whether you saw this, in his press
conference—that the economy had expanded by 10 percent since
Le took office, and he seemed to imply that this was a better record
than under the Eisenhower administration. I do not want to get
it into the political aspects, but I mention this because we are com-
paring periods and we are trying to relate what is our economic
situation. Inasmuch as you followed it closely under the previous
administration I wonder 1f you would comment on that.

Mr. Savryier. I will comment on it. I did notice that statement
by the President. As I recall, his statement was that gross national
product had increased by 10 percent since he took office. Now, it is
true that gross national product in current prices has gone up by
about 10 percent since the first quarter of 1961, which was the trough
quarter of the 1960-61 recession. However, if you look at GNP in
constant prices, in order to get a measure of the increase in the actual
output of physical goods and services, you will find that the increase
is only a little better than 7 percent. T was a little surprised that
the President used the current price figures rather than the constant
price figures, but I was even more surprised that he found it re-
markable that there had been an increase of even 10 percent during
a period of business cycle recovery. There is nothing remarkable
about that. In fact, I would say the thing that is most noteworthy
about GNP in the 1961-62 recovery is that the increase in it was
less than what it has been in earlier recoveries. Indeed, it is the
tendency of this recovery to lag that accounts for our having hearings
here today, I would assume.

Representative Curris. My time has run out.

Mr. SAULNIER. You can judge this recovery by almost any measure,
and find that the increases are less percentagewise than they have been
In previous recoveries.

Representative Curris. Thank you.

My time is up.

Representative Reuss. Senator Proxmire?

Senator Proxarmre. I want to ask both Dr. Saulnier and Dr. Keyser-
ling questions. I want to say, Dr. Keyserling, that T thought your
statement that our monetary policy now represents an open declara-
tion of war upon the programs the Nation needs was a very accurate
understatement of the situation. I could not agree with youmore. Dr.
Saulnier, you seem to agree to some extent on at least the restraining
nature of monetary policy and I was most heartened to see that you
say on the bottom of page 10 and the top of page 11:

T would hope that in considering the position of the economy at this time and

the extent of the more direct measures being taken to help correct our balance of
payments, it will not be necessary to tighten credit conditions over their present
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position. Actually, some easing would be helpful to the economy, especially in
the long-term section of the market.

I welcome that.

Dr. Saulnier, you diseuss your proposal to lower corporation in-
come tax rates, and I am chairman of the Subcommittee on Small Busi-
ness in the Senate Banking Committee and am interested in your asser-
tion that, quite apart from other effects, these tax changes would be
tremendously helpful to our 4 million small- and medium-sized busi-
ness concerns.

I presume that you are proposing a 5 point cut in the basic tax, not
in the surtax, the 30 percent.

Myr. Savrnier. I would reduce the tax from 52 percent to 47 percent.

Senator Proxmire. Right; but this is made up of two parts, the 30-
percent basic tax and the 22-percent surtax.

Mr. SAULNIER. Yes.

Senator Proxmire. I presume you are proposing a cut in the 30-
percent basic tax by 5 points.

Mr. SAULNIER. Yes.

Senator Proxyre. Even this would give very little help as I see it
to small business. In the first place, some 75 percent or more of our
businesses are not incorporated, and these unincorporated firms are
virtually all small. No. 2, of those that are incorporated, about 40 per-
cent, 339,000, have no taxable income. These are overwhelmingly
small firms. Of those corporations that do have a taxable income,
most have a taxable income of less than $5,000, and therefore their
maximum benefit from your tax cut would be $250 per firm, so that on
this basis I cannot see that 90 percent or 95 percent of small business
would get very much benefit from the corporation income tax, although
I think it may have merit on other scores.

Mr. SaviyNmr. I could not cite a figure for you now, Senator
Proxmire, but there are many hundreds of thousands of small busi-
nesses in this country, small- and medium-sized businesses, organized
as corporations, paying a corporation income tax.

Senator Proxmire. The figure I have for 1958—I presume there
are more now—was 611,000, of whom 507,000 had an income of under
$25,000, and their income represented only 7 percent of the total
corporate income. There are 85 percent of the corporations with 7
percent of the income that is taxable.

Mr. Savenier. Yes. I was speaking here with special concern
for the fact that small- and medium-size companies by and large
finance themselves. They grow out of the money they make them-
selves, whether they are organized, Senator Proxmire, as a corpora-
tion and are retaining corporate income, or whether they are organized
as a partnership or a proprietorship

Senator Proxmire. On this I agree with you 100 percent.

Mr. SavrLnizr. And are taking their income as individual income.

Senator Proxarre. The Butters and Lintner study at the Harvard
Business School, for example, showed that if firms 40 or 50 years
ago had the kind of corporate income tax rates we have now, none
of the big firms could possibly have grown to the size they have.  You
would have no chance to grow through investment, through what
has been the traditional way. I would agree with you on individual
firm growth, but I cannot see that the individual small businessmen,
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or that 95 percent of them, are going to get any real relief from a
reduction in the corporation income tax. I think from the stand-
point of growth perhaps you would justify it, not from the standpoint
of helping most of our small businesses.

Mr. Saurnigr. I am afraid I cannot agree with you, but for the
moment I would like to pursue the point of agreement that I have
with you, which is that the growth of small- and medium-size busi-
nesses is financed mainly out of the income which they make them-
selves and retain, and the amount of income which they can retain out
of what they make, whether they are corporations or whether they are
partnerships and taxed as individuals, depends in large part on the
tax rate. A lowering of that rate, including the high rates on in-
dividual income, would assist small- and medium-sized concerns in
retaining income which for the most part would be reinvested in the
business.

Now, a large company, a very large company, also depends on
retained income, but at least they always have the option of capital
market financing, which the small company normally does not have.

Senator Proxmrire. You could not be more correct on that, but the
figures do show that 70 percent of the net income of corporations are
those very few firms with incomes over a million dollars a year. They
are going to get the main benefit of this particular tax cut, but you
are absolutely right, there is no other way that a small business firm
can grow by and large except by reinvestment of earnings.

Mr. SauLNiEr. Precisely.

Senator Proxmire. I would like to pursue the question a little bit
that Congressman Reuss asked because I am puzzled by it, and I think
there is an interesting contradiction and conflict between you and Dr.
Keyserling on this, and that is that you say that business investment
seems to be the principal weakness of our economy and we must
stimulate private business investment to really move ahead. At the
same time your prescription for a tax cut would be a tax cut that would
primarily increase business cash flow, and you say that you would
reduce Government spending so that there would at least be no ag-
gregate increase in the deficit.

Mr. Savrnier. Low priority Government spending.

Senator Proxmire. Low priority Government spending, and you
would follow a policy of keeping wages in some restraint. At least
you would make sure that they do not exert any upward pressures
on prices. I think it is a very pregnant question, in view of the full
documentation that Dr. Keyserling has given us this afternoon, in
which he has given us data that I think is very hard to refute with-
out contrary data. How is this going to enable the economy to move?
How can you do it? The fact is, as a number of witnesses have testi-
fied here, there has been ample cash flow, plenty of money available,
and many of the biggest firms have so much cash available that it is
almost embarrassing. General Motors is an example of this. Why
should more of the same be the answer under these circumstances?

Mr. SavrniEr. For the reason that I think a tax policy that would
have a greater effect in promoting investment expenditures, and which
would permit the funds to be retained out of which that expenditure
could be financed, would result in a higher level of investment spend-
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ing and would, as I think we all will agree, have, in agreeable circum-
stances, a multiplied effect through the economy. I would say, Sena-
tor Proxmire, that I am concerned also about measures being taken
to promote a higher rate of investment expenditure because I have
the distinet feeling that we have been tending to fall behind in recent
years in these matters relative to countries elsewhere in the world.

Senator ProxMiRE. My time is up, but I had a printing company
in Wisconsin, and we expanded our plant. We did it for one reason.
We though we had a good market. We thought we could see an
opportunity for us to increase our production by selling more. No
matter how much had been available for us in depreciation reserves,
or even in profits or how good our profit margin was, if we did not
feel we had the market, I think it would have been a very stupid
decision for us to make.

Mr. Sauvrnier. I think I understand your thinking on this. Just
let me say that in our country, organized as it is on an enterprise sys-
tem basis, on a profit system basis, we have managed somehow, not
really by design, but more or less inadvertently, to develop a tax
system which, if we sat down to work one out that would discourage
risk taking, could not be more artfully designed. But, all the same,
we have it. What I am saying is: Let us strive for a tax system which
is better designed to encourage investment, risk taking, and business
activity generally.

In this connection, while I do not make the point in my statement,
I think we would be well advised to give very careful consideration
to the substitution of some other form of taxation for the profits tax-
ation we currently have. And for that other type of taxation I would
suggest a producers value-added tax. Our present tax system, which
puts the aceent mainly on profits, not only has the effect of discour-
aging risk taking, but it tends to have a braking effect on the economy
when we move toward higher levels of activity. It is excessively
unstable in its revenue-gathering effects, and I would like to see us
develop a tax system with greater stability in it in this respect.

Representative Reuss. Thank you, Dr. Saulnier.

Representative Corris. I had one thing I would like to ask Dr.
Keyserling.

Representative Reuss. Mr. Curtis?

Representative Curtrs. Mainly because it was in Dr. Saulnier’s
statement, and I did not see it in yours. I had this excerpt from the
New York Times, an article you wrote which appeared there on
August 5, and one of the things you said in there was this:

An unequivoeable Presidential assurance against repetition of the recent
degree of intervention in price decisions, wage making, and industrial disputes,
this would remove a main barrier to confident business investment in new plant
and equipment. More investment would create more jobs.

Do you still adhere to that? You did not mention it in your state-
ment. That is the reason I was bringing it up.

Mr. Kryseruinag. I adhere to it. I have the same position today
that I had on August 5. I am for more investment, and I am at
all times for appropriate risk taking. But when we have 15 or 17
percent of our plant capacity idle, and have had an average of so much
1dleness for a number of years, then there has been too much risk
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taking, and I am not flippant about it. The risks have been very ill
advised, when they result in building plants that are not being used.
All T want is to encourage risk taking by getting the plants used, and
to get the plants used you have to have more sales, and then there will
be risk taking on a sound basis. Otherwise, if the other very simple
formula is correct, why not reduce the corporate tax rate from 52 per-
cent to 22 percent? You would get so much risk taking, and you
would have so many plants built, that pretty soon idle plant and man-
power would get entirely out of hand. I am for risk taking in proper
proportions.

Representative Curris. May I comment on that?

Senator Proxmire is chairman of the subcommittee of this Com-
mittee on Economic Statisties, and we held some recent hearings, and
have a very good report on industrial capacity. One of the things
that has always intrigued me, is the so-called unused capacity. I think
discussion about it needs to be always in context with the limitations
of those statistics. What I want to relate it to is this: A great deal of
the so-called unused capacity that is constantly referred to is obsolete
capacity, and the more rapidly innovation comes, the more obsolete
plant and equipment we have. How do you relate that ?

Mr. Keyspruing. Congressman, are the 9 percent of the human
beings available for work, who have not got a chance to work, obsolete?

Representative CorTis. Yes; their skills are.

Mr. Keyseriing., Their skills are obsolete ?

Representative Currrs. Yes, and they need retraining.

Mr. Xeyserine. Just a minute. First of all, let me divide this
into two parts. The 9 percent unused labor force that you say is
obsolete——

Representative Curtis. I said their skills were, Doctor.

Mr. Keyserrine. All right; that their skills are obsolete. But these
unemployed correlate fairly well with my estimates of idle plant ca-
pacity, and, therefore, the plant capacity is not truly obsolete, be-
cause to have the labor force fully employed you would be using a
major part of that plant.

Representative Curris. Could we stop there? I do not follow the
logic there.

Mr. KeyseruinGg. I am saying that if you had full employment of
manpower:

Representative Curris. What would you have them do?

Mr. Kreyseruine. I will come to that. I want to answer that ques-
tion about what you would have them do, but let us take it one at a
time.

Representative Curris. I could not follow the logic as you were
relating the 9 percent.

Mr. Keyseruive., I will try to answer your three questions, because
you have asked me three questions. First, I say that, if you had full
employment of manpower, and still had 15 to 17 percent of your plants
not running, then you could say that the part of the plants that were
not running were obsolete, but when you have 9 percent unemployed
manpower, you cannot say this, because you cannot say that you do
not want people to be working.
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Representative Curris. But obsolescence relates to demand. There
is not the demand for buggy whips any more.

Mr. Keyserruine, I am coming to the demand question second.

Representative Curris. You have this thing all wrapped up so we
can’t follow it.

Mr. KeyseruinGg. You can follow it if you let me answer.

Representative Currts. All right. I will try.

Mr. KryseruinG. If you let me answer it you will follow it very
well, because you have a tremendous capacity for following it.

Representative Curris. You are very kind.

Mr. Keyserring. It istrue. Let me answer it, and you will follow it.

Representative Curris. All right.

Mr. Kevserring. I am saying that the argument is made, with re-
spect to the 15 or 17 percent idle plant capacity, that this is not really
idleness because we should have a reserve supply of plant. Obsoles-
cence is a relative term. You call that part of 1dle plant obsolescent
in the context of the part of the plant that you now think represents
optimum efficiency to have idle.

I say that, if the United States wants to have 15 percent or more of
its plant idle, as reserve supply at full employment, then you can make
some argument for it, because there wouldn’t be people to operate the
unused part anyway. But if you have 15 or more percent of your
plant idle and 9 percent of your manpower unemployed, then some-
thing is wrong, because you can’t apply the argument to the 9 percent
manpower that you apply to the plants. You can’t say people are
obsolete. Now, I will come to the matter of training. That is your
second question.

Mr. Cortis. Could Istop on this one first?

Mr. KeyserniNe. Surely.

Representative Curris. You say you like to refer to specifics. Let’s
take this statement, and I think I am about right. Monsanto Chemi-
cal Co. says that about 90 percent of their dollar sales today are prod-
ucts they had nothing to do with 10 years ago.

Mr. Keyseruane. That is the second question. That I was just
ready to answer.

Representative Curtis. You talked about 17 percent of the obsoles-
cence being reserve. It isn’t reserve. There is no demand for this.

Mr. XrvseruiNG. I am coming to the demand factor. Let us take
them one at a time. My first point is that, if you had a large amount
of unused plant and full utilization of manpower, you would say that
the unused plan was a desirable reserve; for example, if we got into a
war and had to call more people into the labor force on a super-labor-
force basis, and so forth and so on. But when we have 15 percent or
more idle plant and 9 percent idle manpower, which pretty well corre-
lates with. it for a variety of reasons, then you can’t say that the situ-
ation is sound, because you can’t treat human beings like plants and
you can’t say it is perfectly all right if they are idle. You can’t say
that human beings should be a reserve supply.

Now, to the second question. The second question you asked is, How
can you get this idle manpower and this idle plant used if there isn’t
demand? Let me answer that part of the question.

Representative Curris. For the specific products.
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Mr. Keyseruing. For the specific product.

Representative Curtis. Which that plant manufactures.

Mr. KeysErLiNG. Yes. You gave the agricultural example. It
seems to me that there has been a confusion in the discussion among
actual demand, purchasing power, and real needs. I define actual
demand to mean what people are actually spending out of resources
that they have to spend. I don’t think that anybody can contest that
actual demand, whether it comes from income, whether it comes from
credit, whatever it comes from, is far below our current productive
capacity of manpower and plant.

This is incontestable in my view. It is far below it, and because it
is far below it, actual demand has to be lifted.

Now, I come to the next question. Your next question is, would
actual demand be lifted if the people had more purchasing power, or
would they just save it, or, to put it in another way, have they got
enough purchasing power now but are they just not making the actual
demand because they have everything they need or want.

Here is where I think your agricultural example is absolutely fal-
lacious, because it is always true in our economy that as to some specific
products there is a saturation point, and this may now be true in agri-
culture. This simply means that you have to shift your resources to
some other kind of production, but it is still true that, in the overall
economy, you can’t say that the potential demand isn’t there, in the
sense of needs being satisfied, when there are such tremendous unmet
wants.

If you think that $4,000 a year or less for one-fifth of our families,
and $6,000 a year or below for two-fifths, is the optimum of what the
American economy can use and consume, assuming the purchasing
power is there, then I would disagree with you.

Representative Currs. Let’s get back now. You have registered
one point; in the agriculture sector if it is saturated, then you have
obsolescence or unused capacity.

Mr. Keyseruing. The only way you can translate those productive
resources into other sectors of the economy, because you can’t plow
people under, you can’t plow families under—you could plow crops
under—is to create enough demand in other parts of the economy to
absorb those underutilized resources.

Representative Curris. The point I am going to suggest to you is
that they are there. That is why I referred to the NIH. I will give
you an area where there is tremendous demand, for private nursing
homes or any nursing homes.

Mr. KuvserLing. Then if the demand is there, and this is the root
question, why do we have 9 percent idle manpower ?

Representative Curtis. Because it takes time to train and retrain.
Tt takes time to retool, to build plants. It takes time to do these things.
It takes time for research and development, and that is why all these
dealings in aggregates that you are doing, in my judgment, ignore
these components wherein lie the differences and difficulties.

Mr. KryseruiNG. But the problem of retraining and retooling is a
constant problem over the years in the American economy, so you are
saying in another way that a level of 9 percent unemployment is the
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fractional or proper level of unemployment that we should have, in
view of the time that it takes to retrain and retool.

Representative Curtis. No, I am not. What I am saying is that we
have been ignoring this problem and by not treating it we have
created a situation where it is entirely too high and it should not be
that high. We are losing ourselves in aggregates; we are not paying
attention to these components.

Mr. Kevseruing. Roughly speaking; namely, let’s say that unem-
ployment was 5 percent in 1953 and 9 percent in 1962, do you think
that this almost doubling of the unemployment rate throughout the
United States is due basically to a deterioration in retraining pro-
grams?

Representative Curtis. Yes; or turn it around and put it this way .
The more rapid your innovation in your society, and that is my real
test of economic growth, the more you are going to create obsolescence,
both in skills and in plant. Going into these figures of innovation
I was very interested in these figures, that 25 percent of the goods and
services on the market today were unknown 5 years ago.

Mr. KeyseruinGg. Let’s assume for the moment that most, or a large
part, of the 9 percent of your unemployed are unemployed because
they are inadequately trained. What is the galvanizing force to train
t{lem,e and what are you going to train them for, if the jobs aren’t
there?

Representative Curris. The jobs are there.

Mr. Keyseruing. They are there?

Representative Curris. Yes. You have to identify them, 900,000
jobs going begging in the one field alone, the health field, hospital
technicians, practical nurses, doctors.

Mr. KeyseruinG. You are not defining jobs there in the sense of the
jobs being available. You are defining an unmet need.

Representative Curris. I am talking about jobs where people are
trying to hire people and there aren’t people with the training avail-
able, like in the National Institutes of Health.

Mr. KeyseruiNe. Do you think, on a nationwide basis, that the
jobs available for which people are untrained equate in any practical
way with the total volume of unemployment ¢

Representative Curris. Yes; not trained now, but could be trained.

Mr. Keyseruine. I disagree with you.

Representative Curris. 1 think we need to study this problem to-
gether, but I think this: that just as our Nation throughout its his-
tory has had a shortage of labor, it is true that there is a shortage
today. What we need to do is get the dictionary of skills in the De-
partment of Labor brought up to date. We need to study what are
the unfulfilled demands ﬁ)r labor, and then we can talk about it, work
up some statistics. We haven’t even touched this area, we have so con-
centrated our minds on failure, the unemployed, that we have neglected
success, the jobs going begging.

Mr. Keyseruine. Then what you are really saying, if I understand
it, and it is rather an important innovation in economic thinking is,
that, after all, the business cycle in its virulent forms, in other words,
quick shifts from high employment to low employment, from full
capacity use to low capacity use, from prosperity to recession to de-
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pression to recovery, is explained mostly by variations in the adequacy
of training as we go along and isn’t due to basic economic forces out-
side of the particular problem of training.

Representative Curris. No; you misunderstand me. I say that
this 1s becoming the dominant factor in our dynamic economy. It
has always been a factor.

Representative Reuss. Your time has expited.

Senator Proxmire?

Senator Proxmire. I would just like to say, before I ask Dr.
Saulnier one more question and a couple of questions for Dr. Keyser-
ling, that as I reriember the Tobin study which was made by the
Council of Economic Advisers a couple of years ago, and the Knowles-
Kalacheck study that was made for this committee, both stated that
structural unemployment, that is; the fact that people who are un-
skilled are heavily unemployed and we don’t have adequately trained
people for many jobs, could not really account for a substantial pro-
portion of the unemployiment, and I have seen no contrary studies,
although I have heard some contrary assertions from Chairman
Martin and others who contend that our main problem is structural
unemployment.

Tt is hard to find any documentation to confirm that assertion.

Representative Curtis. If the Senator would yield just on that,
if you had allowed me to bring in witnesses at the time we held the
hearings I think we would have documented our theory, but unfortu-
nately the list of witnesses was compiled without my having an op-
portunity to contribute. I would have been glad to vae brought in
witnesses to try to establish this point. , '

Mr. Kevseruineg. May I just make one very brief comment?

Senator Proxmire. Yes.

Mr. KevseruiNg. If the problem is due largely to the falling be-
hind of skills, the falling of skills behind technology, if that were the
main problem, then assuredly speeding up technological progress by
swinging more of the economy to investment in plant, which would
speed up the rate of technological progress, would accentuate this
problem, if it is the right explanation.

In any event, you couldi’t fit together the proposition that un-
employment was mainly structural and the proposition that you
should try to spark investment at the expense of consumption.

Representative Curris. It would simply be an extension of the
problem. Because we can ¢ope with the problem if we will identify
it.

Senator Proxmire. We can gét on that shortly. I would like to say
to Dr. Saulnier I went to Harvard Business School and enjoyed it very
much. I recognize that it is, I think, a very responsible school and
I think quite conservative school, although it is associated with Haxr-
vard. The attitude on the basis of political polls and so forth indicate
it is about 95 percent Republican or at least it was when I was there
and I think still is.

The National Association of Manufacturers, which is not an out-
standing liberal asscciation. although I think it is a fine group of
people, financed a study at Harvard Business School of the impact of
taxes on rigk taking, a whole series of studies, and T wonder hoiv you
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would explain the fact that these studies showed no adverse effect on
risk taking as a result of our tax system.

Mr. SavrLNiEr. I am not acquainted with the study. I must say
the result astonishes me.

Senator ProxMIire. Asyou see it, it works both ways.

Mr. SauLNiEr. Perhaps you would be good enough to give me a
reference on that and I would be glad to comment on it.

Senator Proxmire. Fine. The studies were criticized by the Na-
tional Association of Manufacturers, as I understand, after they
were made.

Mr. SavLyier. I may find myself in a critical mood, too, after I
check it. It stands to reason that a high profits tax will tend to sup-
press risk taking.

Senator Proxmire. You recognize how it works both ways. Ifyou
have a high profit tax, and (1) a carryback and carryforward loss
provision on your taxes; (2) you have capital gains provisions where
there is every incentive for risk-taking in that sense as compared with
other types of investment; (3) you have the kind of law we passed
recently for the small business investment companies, where your
losses are treated as ordinary losses and your gains as capital gains;
(4) there are all kinds of other provisions in our tax laws to encourage
risk-taking, including oil depletion provisions and mineral depletion
provisions which would encourage people to risk their funds in min-
eral investment. So that there are all kinds of ways in which there
are at least counterbalancing forces against the obvious discourage-
ment that would come from people having their income reduced
through a profits tax. Most profound of all perhaps is the marginal
utility factor which I think may be very significant. That is, if
people had no income tax on, say, $100,000 worth of earnings, the in-
centive for working hard to earn another $10,000 might be quite differ-
ent and far less than if they had an income tax and their net income
would be $45,000 or $50,000 after taxes whatever it works out to, be-
cause by almost any standard they would be satisfied with $100,000 and
many would not be satisfied with the lesser after-tax figure.

Your friend, Dan Throop Smith, I understand, was the editor of
this—a fine man. He was my finance professor at Harvard.

Mr. Savrnier. Was he the author?

Senator Proxmire. He was the author. I know you have respect
for him.

Mr. SavLnter. I have great respect for him and this increases my
interest in having this citation.

Seantor Proxmire. You may have a different interpretation. Dr.
Keyserling, you are not asking for a quickie compensatory fiscal tax
cut in the sense of balancing fiscal policy to get us out of recession.
You are asking for a fundamental, substantial, permanent tax cut.
Isn’t that correct ?

Mr. KeyseruinGg. Yes. The essence of my whole position is that we
should not be engaging in an antirecessionary program now. We
should be engaging in a fundamental correction of the imbalances
which have made themselves more and more manifest in the whole
economy for 914 years.

Incidentally, I think that this is the safest, and surest, and sound-
est way to prevent a recession, as a sound, long-range policy. The
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whole essence of my concern is that we are predicating whether or
not we should have a tax cut now on the imperfections of prophesy
as to whether a recession threatens in 3 weeks, 5 weeks, or next year,
which nobody can really answer, whereas we should be predicating ac-
tion now—and we confuse the situation by calling it emergency—
upon the fact that we have had a problem for 914 years, and it is
emeg‘gency only in the sense that we are 2 or 3 or 5 years too late al-
ready.

I regard an appropriate tax cut now as a permanent, durable, sound
improvement in the American economic process.

Senator Proxmire. Is this your economic advice? If the politi-
cians decide that the best way they can achieve that, given the atti-
tudes in Congress, is to wait until next year, you may deplore the wait,
but you might recognize the political realities that there would be
more chance of getting it then ?

Let me ask you then, in your statement on page 4, you engage in
something that even baffles me from the standpoint of arithmetic.
Frankly, it seems to be bootstrap hoisting.

Take your program of a $10 billion cut. Well, let’s say a $7 billion
tax cut and a $3 billion increase in expenses. You might call it an
initial $10 billion increase in the deficit. You say that this would
result in about the same deficit ultimately as the deficit we are going
to have without it.

In saying that I am baffled because you use a multiplier of 214 to 3,
and taking your extreme multiplier of 3, this would mean that if you
have a $10 billion drop in revenue and increase in expenditures, net,
then your multiplier would give you a $30 billion increase in gross
national product. If you apply the one-sixth rule, of revenue increas-
ing about one-sixth, with an increase in the gross national product,
you would get back about $5 billion and the result would be that the
deficit would be increased by $5 billion and you would have a $9 to
$12 billion deficit, not a $4 to $7 billion deficit, and a deficit that would
match the biggest we have ever had in peacetime.

Mr. KeyseruiNG. There are several ways in which I think you don’t
correctly understand what I am saying. In the first place, the one-
sixth figure is not correct for the purposes that I have in mind. In
other words, you derive the one-sixth figure presumably by looking
at the average tax take related to the size of the economy, but this has
nothing to do with the progressive rate at which an increase in gross
national product during an upturn rather than a downturn increases
the tax take under a progressive tax structure.

Senator Proxmire. You are giving the benefits to the lower income
end of the economic scale. The prime benefits would not flow, at least
directly, to corporation income ?

Mr. Keyserring. Indeed they would, because the fact that I am
giving the benefits to the lower end of the income scale doesn’t affect
the fact that this is my formula for an overall upward movement of
the whole economy by correcting the imbalances.

In other words, I am not saying, because I give the tax reductions
to the lower end of the income scale, that this wouldn’t improve the
investment picture and the profit picture. My position is precisely
that it would, because this is what is wrong with the investment and
the profit picture.
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My computation works out as follows:

The President’s proposal for an approximately balanced Federal
budget in fiscal 1963 seems to be based upon an estimated GNP of about
$585 billion in fiscal 1963. But my estimate now, in line with that of
many other economists, is that the program proposed by the President
would result in a fiscal 1963 GNP of not better than $565 billion, and
perhaps as low as $555 billion or even lower. These figures, respec-
tively, would be about $20 to $30 billion lower than the $585 billion
figure estimated to produce a balanced budget. The $20 billion lower
figure would result in an estimated deficit of about $4 billion, and the
$30 billion lower figure would result in an estimated deficit of about
$7 billion. These estimated deficits are based upon the fact that, under
a progressive tax system, and allowing for the relatively greater
impact upon profits of unfavorable economic developments, the re-
duction in Federal tax receipts would be much more than one-sixth of
the amount by which GNP is lower than $585 billion, and also the
deficit would increase proportionally as the GNP deficiency grew.
Coming over to my proposal, I estimate that it would result in a fiscal
1963 GNP of close to $600 billion, allowing for the multiplier effect
and the timing factor, contrasted with the $565 or $555 billion figure.
This $600 billion figure would be about $15 billion higher than the $585
billion figure which would yield a balanced budget under the spending
and tax proposals of the President. This $15 billion increment would,
because of its composition and because of the progressive tax system,
recoup $3 billion or more of the $10 billion planned deficit which I
propose, thus resulting in my estimated deficit of $614 to $7 billion.
This $3 billion or more recoupment is based upon the fact that profit
and other income trends, combined with the progressive tax system,
would yield incremental tax revenues coming to more than one-fifth
of the $15 billion increment in GNP ($600 billion minus $585 billion).

Senator Proxmire. My time is up. I would like to see this arith-
metically. I think you would make many converts if you could show
this because this really bothers me. It bothers many, many Senators,
because if you can show that yeu can reduce taxes and not increase the
deficit, it would be miraculous. In fact it would be an accomplishment
like that of the fabled Baron Munchausen who found himself sinking
in quicksand and only saved his life by pulling himself out by his
bootstraps.

Mr. Keyseruine, Further let us just take as a test case, or take two
test cases—take the $12 billion deficit that we ran in fiscal 1959, and
take the $6.3 billion deficit that we ran in fiscal 1962 just ended. Take
those two deficits. One of the charts that T have shown here illustrates
this matter for the period 1933-62 as a whole.

Then take the size of the GNP during these years with those deficits,
and apply as to the beginning of each of those 2 years, on a judgmental
basis, what the size tax cut and increased spending might have lifted
the actual economic performance during those 2 years to given levels.

Now, economists would have some differences of opinion, but I think
you would find that we wouldn’t have run a bigger deficit in either of
those 2 years if we had adopted the alternative policy. In any event, I
would like to suggest finally that, even if T am wrong, even if the deficit
under my policy were $2 billion higher than under the alternative, I
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don’t think a $2 billion higher deficit is much to spend for a $30 to $45
billion higher level of national product which gives you the prospect,
in terms of real wealth, of achieving a budget balance at full employ-
ment in later years.

Senator Proxmire. I just say it might be $6 or $7 billion higher.
Furthermore as the debt is reduced through increasing Federal rev-
enues the multiplier is reversed and far below balance.

Representative Rzuss. The Senator’s time has expired. We are
very grateful to both of you gentlemen for being with us for almost
314 hours this afternoon. If there are no further questions, we will
stand adjourned until 10 o’clock tomorrow morning in this chamber.,
We stand adjourned.

(Whereupon, at 5:25 p.m. the hearing in the above-entitled matter
was recessed until 10 a.mn. of the following day.)
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FRIDAY, AUGUST 10, 1962

Concress o THE UNITED STATES,
Joint Ecoxomic COMMITTEE,
Washington,D.C.

The committee met at 10 a.m., pursuant to recess, in room AE-1,
the Capitol, Hon. Wright Patman (chairman) presiding.

Present: Representatives Patman, Reuss, Griffiths, and Thomas B.
Curtis; Senators Douglas and Proxmire.

Also present: William Summers Johnson, executive director; John
R. Stark, clerk; Hamilton D. Gewehr, research assistant.

Chairman Parman. The committee will be in order, please,

‘We continue hearings on the state of the economy and on the policies
for full employment, production, and purchasing power.

This morning we have a panel of economists on fiscal policy recom-
mendations. (George C. Hagedorn, director of the Research Depart-
ment, National Association of Manufacturers; John K. Langum, con-
sulting economist and president of Business Economics, Inc., Chicago;
Joseph A. Livingston, financial editor, Philadelphia Bulletin; Stanley
H. Ruttenberg, director, Department of Research, AFL-CIO.

Gentlemen, we thank you for coming. We are very glad to have
you. Our procedure is to have each witness make an opening statement.
Then the members of the committee put questions to the panel under a
10-minute rule for questioning by each committee member.

Mr. Hagedorn, you may proceed in your own way, sir. I believe
you have a prepared statement.

STATEMENT OF GEORGE G. HAGEDORN, DIRECTOR, RESEARCH
DEPARTMENT, NATIONAL ASSOCIATION OF MANUFACTURERS

Mr. Hageporn. T would like to read my prepared statement, Mr.
Chairman.

Chairman PaTaax. Youmay do so, sir.

Mr. Hageporn. Differences of opinion as to the proper fiscal pro-
gram to be followed at any given time are usually the product of dif-
ferences in basic conceptions of the function of fiscal policy generally.
For that reason it is well to start with a statement of the principles on
which the approach advocated in this paper is based.

They are relatively simple and not at all original. First, spending
should be kept to the minimum needed for performing the necessary
functions of the Federal Government. In that way the Government
does not use up economic resources which would otherwise be avail-

325
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able for supporting the growth of the private economy. Second, the
tax system should be designed to raise revenues necessary to meet
these expenditures, but with a minimum of interference with private
economic activity and expansion.

This sounds like a very old-fashioned way of viewing the function
of fiscal policy in our economy, and maybe it is. But I also think it
is the most realistic and appropriate guide for facing the complex set
of economic difficulties in which the Nation presently finds itself. The
bulk of this paper will be devoted to explaining the reasons for that
conclusion.

Since the principles just stated may seem rather general and ab-
stract, it had better be explained at the start that there is a practical
way of implementing them. Itisthrough the earmarking, in advance
and by legislation, of the revenue increase which comes from economic
growth to income tax rate reform rather than to increased Federal
spending. Such a program, spread over a series of years, offers the
best hope for a gradual reduction of the burden which excessive tax
rates now place on economic activity and economic expansion. It is
attainable within the framework of a balanced budget.

The approach advocated here may be contrasted with the view that
the Federal budget should be regarded as a positive instrument of na-
tional economic policy. According to this latter view, the budget
should be designed to supplement private demand to whatever degree
is necessary at the given moment. Some of the adherents of this view
state that they prefer tax reduction to expenditure increase as a means
of increasing total demand.

However, the basic logic of this approach would lead to the conclu-
clusion that one way of increasing demand is as good as the other.
The net effect of the budget on the economy is to be assessed by the
size of the deficit or surplus. According to the jargon of this philoso-
phy, the greater the deficit, or the smaller the surplus, the more ex-
pansionary the budget is in its economic effects.

The case between the two alternative views of the proper objective
of fiscal policy could be argued on general principles. However, for
the present occasion the discussion will be limited to a comparison of
the two approaches in the light of the specific economic situation in
which we now find ourselves.

You have been holding extensive hearings both at this time and
earlier this year, on the state of the economy. So I am not going to
try to give you a comprehensive review of that subject. I just want
to make a few points that I think are relevant to the current issue of
fiscal policy.

No. 1, the problem before us is one of chronic suboptimum economic
performance, rather than of a short-term cyclical downturn which
may or may not be in the offing.

For almost 5 years, ever since the latter part of 1957, unemploy-
ment has remained at or above 5 percent of the labor force.

There is one exception, I think February 1960, it got down to 4.8
percent. That is the only month in the period where it got below 5
percent.

The real cause for concern has not been the two recessions which
occurred during that period, neither of which was severe, but the
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tendency of the subsequent recovery to lose momentum before reason-
ably satisfactory levels of economic activity had been reached.

We are not in a situation calling for radical emergency action. But
we should be concerned with discovering and removing the barriers
which prevent us from attaining fuller realization of our economic
potential. .

Two, although total economic activity showed a substantial growth
over this period, two important elements did not participate fully in
that growth—corporate profits and business investment expenditures.
By contrast, consumer incomes and consumer expenditures have kept
pace with the general growth.

The facts are summarized in the following table:

Percent increase, 1957 to 1st half of 1962

Percent
Gross national product +24.0
Corporate profits after tax +415.0
Business expenditures for plant and equipment —.2
Disposable personal income +-23.0
Consumer expenditures +-24.0
Compeunsation of employees +4-25.0
Government expenditures +38.0

I might say corporate profits have gone up much less. Business
expenditures for plant and equipment have not gone up since 1957.
Actually that figure shown for corporate profits after tax perhaps
doesn’t really adequately describe the degree to which profits have
been stagnant in the postwar period generally. In the last decade,
ever since 1950, corporate profits have fluctuated between $20 and
$25 billion, and really have gotten no place in that period. They have
gone up and down in cycles, but there has been no growth in corporate
profits. While the gross national product, the dollar value of eco-
nomic activity in the country has doubled.

These data certainly do not suggest that present economic difficulties
are due to inability or unwillingness to spend on the part of the public
generally. The problem centers rather on the inadequacy of profits
and of business investment.

Three, costs of production have increased because wages have gone
up faster than productivity. In recent years it has been impossible
to recover such 1ncreased costs in higher prices. This is an important
cause of the squeeze on profits already noted.

The relationship between the cost of an hour’s work, and the output
achieved by it, is summarized as follows:

Percent change per year

Period
Average Output
hourly com- per
pensation man-hour

N
oD
I
S 1R

Note.~The data apply to all employees of nonagricultural industries.

There has been a gap between those two figures. The cost of an
hour’s work has gone up faster than the physical yield from each hour’s

87869—62 22
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work. The gap has somewhat narrowed in recent years in the period
since 1957, but there is still a sizable gap between those two figures.
The discrepancy between average hourly pay and output per man-hour
is a measure of the increase in cost per unit of production. This dis-
crepancy has been scmewhat less since 1957 than in earlier years.

The trouble has been that, since 1957, market conditions have been
such that it is no longer possible to get back the increased cost in higher
prices. Since 1957 the wholesale price index for industrial products
has increased by only 0.3 percent per year on the average. There has
actually been a slight decline in such prices since 1959.

The net result of rising costs and practically steady prices has been a
squeeze on profits. The incentive for business expansion, or even for
the maintenance of current operations, has been curtailed. Marginal
operations which would otherwise be profitable, and provide jobs, are
not worth undertaking.

Four, as a result of past deficits in our international balance of pay-
ments, foreign short-term claims against this country now exceed our
gold stock. This necessitates that measures used for promoting eco-
nomic expansion at homes shall not depend on low interest rates and
shall not encourage inereases in costs of production.

The gold stock has declined to a level only slightly above $16 billion.
Foreign short-term balances—which are potential claims against
gold—have risen to $19 billion.

A situation of this type is not necessarily dangerous or inherently
disastrous. Foreigners are not likely to convert their balances into
gold as long as they can earn reasonably competitive interest on them,
and as long as they are confident that such balances are ultimately
convertible into American goods at internationally competitive prices.
But if they come to believe that we will pursue economic policies which
will make it impossible to preserve such conditions, they might begin
to withdraw gold at a rate which could eventually force us to abandon
the convertibility of the dollar at its present rate.

Fiscal policy to increase demand—the wrong approach. With this
background it seems clear that a fiscal policy designed to raise the level
of demand by increasing the Federal deficit is entirely inappropriate—
for a number of reasons.

First, the economic problem which confronts us is chronic, rather
than intermittent or temporary. An occasional deficit to meet a tem-
porary situation might be tolerable. But an indefinite series of
deficits to offset persistent underlying maladjustments is not to be
contemplated.

Second, adoption of such an allegedly expansionary fiscal policy
would encourage and intensify the very forces which have brought
about the present economic difficulty. TUneconomic wage increases
have a restricting effect on economic activity and on employment. If
we pursue a national policy of using Federal deficits to “bail out” those
who are responsible for such uneconomic cost increases, we are in effect
encouraging them to go ahead and promising to guarantee them
against the consequences of their own actions.

Finally, adoption of this course would diminish foreign confidence
that we have any real noninflationary solution to our economic prob-
lems. They are watching to see whether we intend to underwrite
cost increases by Government deficits, or adopt the alternative policy
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of promoting growth through the control of costs and the improve-
ment of efficiency. The former course could only lead to inflation and
ultimately the devaluation of the American dollar. The consequences
for our own economy and for the free world generally would be very
serious.

The conditions for prosperity and economic growth: A program for
promoting high levels of employment and economic growth with
generally stable prices, of course, involves many elements. As long
as we are to remain predominantly a private enterprise market econ-
omy, such a program must center on the incentives for, and the re-
sources available to, private economic activity.

As already noted, the two poor performers in our recent economic
history have been profits and business investment. A program for
growth and prosperty must certainly provide for a reversal of these
trends.

The growth of labor costs at the expense of profits is a problem that
must be dealt with. The constant upward pressure on labor costs
is due partly to the power of labor organizations to raise wage rates
and fringe benefits regardless of market conditions, and partly to a
failure on the part of the public to understand that such cost increases
curtail employment opportunities and economic expansion.

Since I have been asked to speak here primarily on fiscal policy,
1 will concentrate on that aspect of the problem. There is an im-
portant contribution that Federal fiscal policy can make to prosperity
and growth. It is through enactment of a systematic program of
rate reduction applied both to the corporate income tax and to the
personal income tax. Such a program would increase the flow of
capital for modernization and expansion and improve the profitability
of business operations.

Such a program should be carried out within the general framework
of a balanced budget. Otherwise, it would be merely another form
of the deficits-to-increase-demand approach which should be rejected
for the reasons given earlier.

The tax rate reform should be permanent and it should be sub-
stantial in amount. It should apply to both corporate and personal
income taxes since both affect incentives and both affect the supply
of capital for private investment. The objective should be, not an
expansion in demand, but an improvement in profitability and an
increase in the flow of savings for investment. IHence, while such a
program should involve reduction of individual rates all along the
line, it should also provide for a substantial compression of the steep
progressivity of the rate structure.

This is, of course, too big a package to be achieved all at once. But
it is not impossible of achievement if we have enough determination
to adhere to a program of gradual rate reduction spread out over a
series of years, meanwhile preventing any further increase in Federal
spending.

The program just described is designed to meet the longer term
problem of chronic economic sluggishness, rather than the immediate
short-term danger of a cyclical downturn. But the lift that early
adoption of such a program would give to the confidence of business
and the public would have a prompt and salutary effect on the eco-
nomic trends of the immediate future. Irogress toward a solution of
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the long-term problem contributes substantially to improving the
short-term outlook. Unfortunately, the converse is not equally true.
I recommend this approach to your consideration. It is a practical
resolution of the dilemma posed by the barriers to growth involved
in the present tax system, and the inflationary effects of tax-reduction
involving substantial and persistent government deficits.
(Tables acompanying Mr. Hagedorn’s statement follow :)

TasLE A—Gross national product and related totals

{In billions of dollars]
Business ex-

Gross Disposable| Consump- | Compensa- Corporation| penditures | Govern-

Year national income tion ex- tion of |profits after| for plant | ment ex-
product penditures | employees tax and equip- [penditures !

ment

$234.3 $170.1 $165. 4 $128.8 $18.2 $20.6 $43.8
259.4 189.3 178.3 141.0 20. 22.1 51.0
258.1 189.6 181.2 140.8 16.0 19.3 59.5

284.6 207.7 195.0 154.2 22.8 20.6 .
329.0 227. 4 209.8 180.3 19.7 25.6 79.4
347.0 238.7 219.8 105.0 17.2 26.5 94.7
365.4 252.5 232.6 208.8 18.1 28.3 102.0
363.1 256.9 238.0 207.6 16.8 26.8 96.7
397.5 274.4 256.9 223.9 23.0 28.7 98.6
419.2 202.9 269.9 242.5 23.5 35.0 104.3
442.8 308.8 285.2 255.5 22.3 37.0 115.3
444.5 317.9 293.2 257.1 18.8 30.5 126.6
482.8 337.1 313.5 278, 4 23.7 32.5 131.6
503.4 349.4 328.5 293.7 22.7 35.7 136.8
518.7 363.6 338, 302.2 23.3 34 149.3
2548.5 2378.6 2352.6 2318.4 325.6 236.3 2158.7

1t Purchases of goods and services, transfers, interest, and subsidies.
2 1st half estimate.
3 1st quarter estimate.

Source: U.S. Department of Commerce; Council of Economic Advisers.

TaBLE A—1.—Various economic magnitudes as a percent of gross national

product
Compensa- | Corporation Business
Year Disposable |Consumption tion of profits after | expenditures | Government
income expenditures | employees tax for plant and jexpenditures?
equipment

72.6 70.6 55.0 7.8 8.8 18.7
73.0 68.7 54.3 7.9 8.5 19.7
73.5 70.2 54.6 6.2 7.5 23.1
73.0 68.5 54.2 8.0 7.2 215
69.1 63.8 54.8 6.0 7.8 24.1
68.8 63.4 56.2 5.0 7.6 27.2
69.1 63.7 57.1 5.0 7.7 27.9
70.8 65. 6 57.2 4.6 7.4 26.6
69.0 64.6 56.3 5.8 7.2 24.8
69.9 64.3 57. 5.6 8.3 24.9
69.7 64.4 57.7 5.0 8.4 26.0
7.5 66.0 57.8 4.2 6.9 28.5
69.8 64.9 57.7 4.9 6.7 27.3
69. 4 65.3 58.3 4.5 7.1 27.2
70.1 65.2 58.3 4.5 6.6 28.8
269.0 264.3 258.0 34.7 26.6 228.9

1 Purchases of goods and services, transfers, interest, and subsidies.
2 1st half estimate,
3 1st quarter estimate,

Source: U.S. Department of Commerce, Council of Economic Advisers.

Chairman Parman. Thank you, sir. Our next witness is Mr. John
K. Langum. Mr. Langum, you have a prepared statement, I believe.
You may proceed in your own way.
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STATEMENT OF JOHN H. LANGUM, PRESIDENT, BUSINESS
ECONOMICS, INC., CHICAGO, ILL.

Mr. Lanegum. I would like to go over my prepared statement, and
with that I have prepared a document of 10 pages of tables which I
should like to use along with my prepared statement.

Chairman Parman. Without objection they will be inserted in the

record.
(Document referred to above follows:)

CORPORATE PROFITS AND CAsSH FLow
John K. Langum, president, Business Economics, Inc., Chicago, I1l.

Corporate profits in relation to depreciation accruals and capital outlays,

1946-61
[In billions of dollars]
Corporate | Depreciation Plant and
Year profits and Cash equipment Net cash Corporate
after taxes | amortization earnings outlays earnings dividends
allowances
$13.4 $4.2 $17.6 $12.5 $5.1 $5.8
18.2 5.2 23.4 17.0 6.4 6.6
20.5 6.2 26.7 18.8 7.9 7.2
16.0 7.1 23.1 16.3 6.8 7.5
22.8 7.8 30.6 16.9 13.7 9.2
19.7 9.0 28.7 21.6 7.1 9.0
17.2 10. 4 27.6 22.4 5.2 2.0
18.1 11.8 29.9 23.9 6.0 9.2
16.8 13.5 30.3 22.4 7.9 9.8
23.0 15.7 38.7 24.2 14.5 1.2
23.5 17.3 40,8 29.9 10.9 12.1
22.3 19.1 41.4 32.7 8.7 12.6
18.8 20.3 39,1 26.4 12,7 12,4
24.5 21.6 . 1 27.7 18.4 13.7
23.0 23.1 46.1 30.8 15.3 14.4
23.3 24.8 48.1 29.6 18.5 15.0

Profit margins and rate of return on equity, all manufacturing corporations,

1947-61
Profit after | Annual rate of
taxes per profit after
Year dollar of taxes on
sales stockholders’
equity
Cents Percent
1947.. 6.7 15.6
1948, 7.0 16.0
1949, .. 5.8 11.6
1950 c s ccemememmmmmmcceeecmmacaccnemmenmeem e mm—mmea—e e e e asaen e 7.1 15.4
1951, — 4.8 11.8
Average for PEriod v ov o mm oo cemeen 6.3 14.1
1952.. - 4.3 10.2
1953._ 4.3 10. 4
1954. .- ———— 4.5 9.8
1955_. - 5.4 12.3
1056 e ccemccccmeccmcammmmmamemamecmccwememamemmee—seesee e ne— e 5.3 12.0
Average period for - 4.8 10.9
1957, . 4.8 10.7
1958, - 4.2 8.4
1959.. - 4.8 10.2
b 1| RIS SRR e D S L LT 4.4 9.1
1961.. - 4.3 8.7
Average for period 4.5 9.4
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Inventory valuation adjustment in relation to corporate profits before tawes,

selected years

Inventory
valuation
Inventory Corporate | adjustment
Year valuation profits be- as ratio of
adjustment fore taxes corporate
profits be-
fore taxes
Billions Billions Percent
1047____ ~$5.9 $29.5 —20.
1948 —2.2 33.0 —6.7
1950 -5.0 40.6 —12.3
1956. - ~2.7 44.7 —6.0
1957 =15 43.2 -3.5
1961 0 45.6 0
Rate of return on net worth, leading manufacturing corporations (First
. National City Bank data)
[In percent]
Year Year
1925__ _ 10.71952 o __ 12.3
1926 o 10. 8| 1953 — 12.5
1927_____ — 9.0|1954_____ e 12. 4
1928 11.6| 1955 - 15.0
1929 12.8 1956 ____—__ 13.7
Average for period.__.———— 11.0 Average for period—_______ 13.2
1947 e 17. 0| 1957 12. 8
1948____ - - 18.9]1958__ e 9.8
1949 —— 13. 8| 1959 - 11.6
1950 e 17.11 1960 —— 10.5
1951 ——— 14.441961 . _______.__ 10.1
Average for period________ 16.2 Average for period________ 11.0

Corporate profits and cash

{In percent}

earwings in relation to corporate sales, 1946-61

Corporate Deprecia-

profits tion and Cash Net cash

Year affer taxes/ |amortization | earnings/ earnings/

corporate allowances/ corporate corporate

sales corporate sales sales
sales

4.96 1.55 6. 50 1.88
5.24 1.50 6.73 1.84
5.28 1.60 6.87 2.03
4.32 1.92 6.24 1.84
5.27 1.81 7.08 3.17
4.03 2.0 6.40 1.58
4.83 1.77 6. 66 2.09
3.45 2.08 5.53 1.04
3.46 2.25 5.71 1.15
3.26 2.61 5.87 1.53
3.84 2.62 6.46 2.42
3.7 2.74 6.45 1.72
3.54 2.46 6.00 1.57
3.32 2.84 6.16 1.30
2.85 3.08 5.94 1.93
3.381 2.92 6.23 2.49
3.02 3.03 6.06 2.01
1961 - - 2.98 3.17 6.14 2.36
L T o s c e T — 13.10 | 3.01 6.11 2.02
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Capital outlays and corporate dividends in relation to cash earnings, 1946—61

[In percent]
Plant and Corporate
equipment dividends/ Corporate
Year outlays/cash | corporate dividends/
earnings profits after |cash earnings
taxes
71.02 43.28 32.95
72.65 35.71 27.78
70. 41 35.12 26.97
70. 56 46. 88 32. 47
55.23 40. 35 30. 07
75.26 45. 69 31.36
81.16 52.33 32. 61
79.93 50. 83 30.77
73.93 58. 33 32.34
62. 53 48.70 28. 94
73.28 51. 49 29. 66
78.99 56. 50 30. 43
67. 52 65. 96 31.71
60.09 55.92 29.72
66. 81 62. 61 31.24
61,54 64.38 31.18

Cash flow in relation to sales, all manufacturing corporations, 1961
BY INDUSTRY

Percent of sales

Net profit |Depreciation
after taxes and Total
depletion 1

All manufacturing corporations
Durable goods_____ - .
Transportation equipment
Motor vehicles and equipment. ...
Aijreraft and parts.____ . ...
Electrical machinery, equipment, and supplies...
Other machinery. - _
Metalworking machinery and equipment._
Other fabricated metal products-
Primary metal industries_...
Primary iron and steel___
Primary nonferrous metals.
Stone, clay, and glass products.
Furniture and fixtures
Lumber and wood products, except furniture_
Instruments and related produets.__________
Miscellaneous manufacturing and ordnance....
Nondurable goods. .. -
Food and kindred products. ——-
Alcoholic beverages. R SR
Tobacco manufactures. ..o oooooooooo_o -
Textile mill products_ -
Apparel and other finished products. -
Paper and allied products -
Printing and publishing, except news -
Chemicals and allied produets__.______.._... -

.
BB DR ENOPNOODONDIINWRI NN

NRXOTONLVOONXITNOOTTWUNIROIHRNOHRDOOTDD =D

Basic chemicals -
DIUES - - o oo
Petroleum refining and related industries._._
Petroleum refining
Rubber and miscellaneous plastlcs products.
Leather and leather products

-
0O D000 NN B B OGO DD i 00 D1 = OT T H RD 00 1 00 1 DU G0

14 00 G2 = 00 14 03 00 O3 N © ~T O &0 O T 1 00 U1 Cb 00 W1 00 1 hD 1= i 00 U0 © 00 o
GNP NN, B, NGO N N P O DU N G0 0O DD 1 G N0 G0 00

1t S VRO D G 1 B O 4 00 D 00 1 O 0 =T O B 1 © 00 O i S U0 =T €0 =T DO &0

Al asset SizeS_ - o eeees 4.3 3.3 7.6
Under $1,000,000_ ___ - 1.2 2.1 3.3
$1,000,000 to $5,000,000. - 1.8 1.9 3.8
$5,000,000 to $10,000,000. . - 2.8 2.2 5.0
$10 000 000 to $25, 000 000.-_ - 3.1 2.4 5.5
$25 000 000 to $50,000, 000._ [ 3.8 2.8 6.6
1550 000 000 to $100 000 000. - 4.0 2.9 6.8
$100 000 000 to $250, 000 000-_. fem 4.1 3.2 7.2
$250,000, 1000 to $1, 000 OOO 000._ . 4.8 3.3 L1
$1, 000 000 000 and over 8.4 5.7 14.0

1 Including accelerated amortization of emergency facilities.
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Annual rate of profit after tawes on stockholders’ equity at end of period, all
manufacturing corporations, 1961

BY INDUSTRY Percent

[o.]
-

All manufacturing corporations
Durable goods
Transportation equipment
Motor vehicles and equipment
Aircraft and parts
Electrical machinery, equipment, and supplies
Other machinery.
Metalworking machinery and equipment
Other fabricated metal products
Primary metal industries
Primary iron and steel
Primary nonferrous metals
Stone, clay, and glass products
Furniture and fixtures
Lumber and wood products, except furniture
Miscellaneous manufacturing and ordnance
Nondurable goods
Tood and kindred products
Alcoholic beverages
Tobacco manufactures
Textile mill products
Apparel and other finished products
Paper and allied products
Printing and publishing, except newspapers
Chemicals and allied products
Basic chemicals
Drugs
Petroleum refining and related industries
Petroleum refining
Rubber and miscellaneous plastics produects
Leather and leather products

BY SIZE

gy

[y
HONNoharno0SRnISaiaNmoHSm

fury

fury

fury
e
BRWOWWWIOHNINNOODHWONNITNOORNBROONOD DM

[y
hOOoO®

]
)
3
N
aQ
3
L3

®©
-3

All asset sizes__
Under $1,000,000
$1,000,000 to $5,000,000
$5,000,000 to $10,000,000
$10,000,000 to $25,000,000
$25,000,000 to $50,000,000
$50,000,000 to $1,000,000,000
$100,000,000 to $250,000,000
$250,000,000 to $1,000,000,000.
$1,000,000,000 and over

Mr. Laxcunm. The record since World War II for total profits after
taxes of all corporations is shown in the first column in the table on
page 1 entitled “Corporate Profits in Relation to Depreciation Accru-
als and Capital Outlays.” This record reflects the varied develop-
ments which have occurred in the American economy. A marked pat-
tern of cyclical fluctuations is evident, even in terms of the more
moderate swings in the business eycle which have been experienced in
the last decade and a half.

On the downside, in recessions from 1948 to 1949, from 1953 to
1954, and from 1957 to 1958, the sharp declines are manifest. As is
the case in most measurements of the level of economic activity, the
effects on corporate profits of the recession of late 1960 and early 1961
are buried in the annual figures.

In that recent recession, however, corporate profits after taxes
dropped from a seasonally adjusted annual rate of $24.9 billion in the

ORENADII M
WHRWNIDPLOD
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=4
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first quarter of 1960 to $2.3 billion in the first quarter of 1961. Simi-
larly, in terms of recovery and expansion, there should be noted the
sharp rises from 1946 to 1948, from 1949 to 1950, from 1954 to 1955, and
from 1958 to 1959. The current recovery has carried total corporate
profits after taxes from the $20.3 billion annual rate seasonally ad-
justed in the first quarter of 1961, to $26.3 billion in the fourth quarter
of 1961, $25.6 billion in the first quarter of 1962, and about $26 billion
in the second and third quarters of this year.

The problem of adequate profitability for business enterprise under
present-day circumstances, however, is pointed up by the unsatisfac-
tory performance in the second and third year of good times follow-
ing recession. Thus, profits declined from 1951 to 1953, from 1955
to 1957, and from 1959 to 1960. Given this pattern, the decline in
corporate profits from the fourth quarter of 1961 to the first quarter
of 1962 was a most disheartening development.

Beyond the cyclical swings, however, something more fundamental
has been occurring in the level of corporate profits. Over the last
decade or so, the total dollar amount of reported earnings in peak
years has moved sideways—$22.8 billion in 1950, $23 billion in 1955,
$93.5 billion in 1956, $22.3 billion in 1957, $23 billion in 1960, $23.3
billion in 1961, with a temporary breakout to $24.5 billion in 1959, on
the basis of revised figures, and the $26 billion figure in recent quar-
ters. Meanwhile, gross national product rose from $285 billion in 1950
to almost $519 billlon in 1961, corporate sales went up from $432 bil-
lion in 1950 to $783 billion in 1961, and invested capital rose in equally
substantial measure. This combination of developments has resulted
necessarily in continued decline in the ratio of corporate profits to
gross national product, marked deterioration in profit margins, sharp
drop in rate of return on stockholders’ equity, and no return at all in
reported earnings to the increment to invested capital during these
years.

Herein lies the profit squeeze—in terms of reported figures with-
out interpretation—which has been so widely discussed. Measures of
the profit squeeze are shown on page 2 in terms of profit margins and
rate of return on equity from 1947 through 1961 for all manufacturing
corporations. Profit after taxes per dollar of sales dropped from 6.3
cents an average in 1947-51 to 4.8 cents in 1952-56, and to 4.5 cents
in 1957-61. Annual rate of profit after taxes on stockholders’ equity
dropped from 14.1 percent on average in the first 5 years of the post-
war period to 10.9 percent in 1952-56, and to 9.4 percent in the last
b5 years.

Another measure of the profit squeeze is shown on page 332 in terms
of the relationship of corporate profits after taxes to the corporate
sales. This ratio dropped from 4.83 percent in 1947-51 to 3.54 percent
in 1952-56, and to 3.10 percent in 1956-61.

These developments have been stated in terms of overall data as re-
ported and without analysis of their underlying causes. They are the
basis of deep concern in business circles. They mean to many a grind-
ing down of profits to such low levels as to threaten the successful
operation of our private enterprise economy and to impede attainment
of adequate performance of the economy.

Close examination of the underlying data and analysis of the casual
factors involved, however, point to a different conclusion. In my
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judgment we do have a profit squeeze. We do need to give considera-
tion to an adequate level of profits. We do need to encourage busi-
ness investment through increasing cash flow. But, the historical rec-
ord in terms of the overall data as reported greatly exaggerate the
real decline in corporate profitability which has occurred. More than
that, undue concern about the profits situation has in itself caused
weakening of business confidence and hurt the cause of adequate re-
covery. Furthermore, erroneous interpretations of the situation re-
garding corporate profitability direct attention away from the more
basic matters making for the good health of the economy and with
that the well being of corporate profitability as well.

As I see it, there have been three fundamental factors causing the
decline from the high levels of profit margins and rate of return as re-
ported which prevailed in the early postwar years. These are: First,
the unusual circumstances of the early postwar years which led to
record levels of profits never reached before or after. Second, the
tremendous stepup in depreciation charges during the last decade
which has lowered reported earnings but has increased cash flow.
Third, the inadequate growth in the economy generally from 1957
on and particularly the sideways movement of real output in the
private durable sector.

Unusual circumstances of high demand and short supply made
the early postwar years the most profitable period corporate enter-
prise has ever experienced. Beyond this, costs, including the cost of
plant consumed, were seriously understated and reported profits were
greatly overstated. In particular, the tremendous burst of demand
in the early postwar years brought about a rapid increase in prices
which gave rise to major inventory profits included in reported corpo-
rate profits. The effect on profits of inventory valuation from chang-
ing prices has been specifically recognized and measured by the De-
partment of Commerce. Some aspects of this are shown in the table
on page 332 entitled “Inventory Valuation Adjustment in Relation to
Corporate Profits Before Taxes.”

The degree to which inventory valuation raised reported profits is
indicated for selected early postwar years—1947, 1948, 1950— in con-
trast to certain recent years. When prices are rising, as they were
sharply in the early postwar years, higher profits emerge from in-
ventory valuations at lower levels of costs. The Department of Com-
merce includes corporate profits before taxes in national income only
after adjustment for inventory valuation. Thus the high profit margin
ratios and rate of return figures in the early postwar period were
substantially boosted by inventory profits occurring as a result of
rapid inflation and other understateinents of costs and overstatements
of reported profits. Such years hardly offer a reasonable base of com-
parison.

As a matter of fact, much of the decline in corporate profitability as
indicated by reported data is simply a return to more usual circum-
stances from extremely abnormal situations prevailing after World
War II. This is indicated to some degree by the authoritative data
shown on page 4 concerning rate of return on net worth of leading
manufacturing corporations prepared and published over the years
by the First National City Bank of New York.
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Rate of return on equity declined from an average 16.2 percent in
1947-51, to 13.2 percent in 1952-56, and to 11 percent in 1957-61.
But that 11 percent during the last 5 years of profit squeeze is exactly
the same as the average of 11 percent 1n the 5 years from 1925 through
1929, the previous high point of corporate profitability.

Basic emphasis must be given to rising depreciation charges. Data
on this matter are shown on page 331. The dollar amount of depre-
ciation and amortization charges, as measured in the Department of
Commerce series on sources and uses of corporate funds, is shown in
the second column. Depreciation charges have risen from $7.8 billion
in 1950 to $19.1 billion in 1957, and $24.8 billion in 1961.

The sideways movement in total corporation profits during much
of the last decade or so has resulted partly from this tremendous rise
in depreciation allowances. This situation in terms of individual
companies as well as the economy, has caused many financial analysts
to devote a great deal of emphasis to the concept of “cash earnings,”
that is, the sum of reported earnings plus depreciation charges. It
will be noted in the table on page 1 that cash earnings of all U.S.
corporations have risen from $30.6 billion in 1950 to $48.1 billion in
1961.

The rise in depreciation charges and in so-called cash earnings has
been due to two major factors. First, business enterprises have made
substantial and continuing expenditures on plant and equipment.

I might interpolate that while some of those expenditures have been
for increasing capacity, they have also been for modernization and
cost cutting, and have been the effective medium by which many busi-
ness enterprises have been able to achieve a substantial offset to higher
employment costs, and thus hold down and restrain the increase in
cost per unit of output, which otherwise would have occurred on a
much bigger scale.

As the amount of depreciable property has risen, the depreciation
charges related to that property have risen.

Second, accelerated amortization of defense facilities in connection
with the Korean war and liberalized depreciation enacted in the Reve-
nue Act of 1954 have increased depreciation charges. Ahead of us,
of course, is the effect of a potential $4.7 billion increase in deprecia-
tion, of which $3.6 billion 1s for corporate businesses, under the new
cuidelines set forth by the Treasury Department in its recently an-
nounced basic reform in the standards and procedures used for the
determination of depreciation for tax purposes.

The tremendous rise in depreciation charges during the postwar
period is an essential element in appraisal of recent profit develop-
ments. Certainly the nature of depreciation accruals as noncash
charges against sales is valid, as is the resultant concept of cash flow
available for dividends on investient in business assets. A cash earn-
ings concept may be necessary for comparability, given changes in the
rate of depreciation and amortization allowances.

While depreciation accruals represent noncash costs, they are never-
theless true costs. Total costs, as Leonard Spacek has recently empha-
sized, are made up of (@) costs spent in prior years but used up to-
day, (D) costs spent today, and (¢) costs accrued today to be settled
in future years, and reality prevents any one of these cost elements
from disappearing. There are no real profits to a business enterprise
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until all costs are recovered, including full recovery of investment in
assets in terms of book value, to say nothing of current value after in-
flation. Earnings computed after all costs are covered are still the
only true earnings.

Nevertheless, the rise of depreciation accruals and cash earnings in
absolute and relative amount has clearly changed the financial posi-
tion of corporate enterprise. The rules of the game for recording
costs have certainly been altered by changed depreciation standards
and procedures of the Internal Revenue Service. The quality of re-
Forted earnings has been substantially strengthened and improved, as
has been the stability and protection of dividend payments, by the ris-
ing levels of depreciation accruals and cash flows. Furthermore, the
financing of new plant and equipment outlays is materially eased by
rising cash earnings.

These developments may be observed from consideration of the data
on page 331 concerning cash earnings and plant and equipment outlays.
From some standpoints, a concept of “net cash earnings” might be
meaningful as an alternative approach. “Net cash earnings” are
defined as cash earnings less plant and equipment outlays. The table
indicates that the level of “net cash earnings” in 1961 and in 1959
was far higher than in previous years. Year-to-year changes in net
cash earnings are caused, of course, by short-run fluctuations in plant
and equipment outlays as well as in reported earnings.

The data on page 332 relate corporate profits and cash earnings to
corporate sales. The reported figures on corporate profits after taxes
in relation to total corporate sales have declined substantially during
the postwar period as a whole, as previously noted. But attention
must also be given to the matter of rising depreciation and amortiza-
tion charges. The ratio of these charges to total corporate sales rose
from 1.77 percent in 1947-51 to 2.46 percent in 1952-56, and to 3.01
percent in 1957-61. The rise in_ this ratio is equivalent to all
of the decline in the ratio of total corporate profits after taxes to
total corporate sales during the last 10 years. Cash earnings averaged
somewhat higher in relation to corporate sales in the last 5 years, 6.11
percent, than in the previous 5 years, 6 percent. The same is true
of net cash earnings in relation to corporate sales.

Information as to cash flow in relation to sales in 1961 for manu-
facturing corporations by industry and by size is presented on page
333. Similarly, data on rate of return for manufacturing corpora-
tions by industry and size are presented on page 334.

Another set of basic relationships concerning cash earnings is shown
on page 6. A reasonably close correspondence historically has existed
between business capital outlays and cash earnings. This is shown
in the column at the left on page 6.

Likewise, as shown in the two columns at the right, corporate
dividends have been maintained in reasonably close relationship to
cash earnings, although the payout ratio in terms of reported corpo-
rate profits after taxes has risen during the postwar period.

_ A 'third key factor accounting for the behavior of corporate profit-
ability during recent years has been the inadequate growth in the
economy generally from 1957 on. Particularly important in this
respect has been the sideways movement of real output in the private
durable sector. As an example, the steel industry needs more busi-
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ness, much more than it needs higher prices. Here is where the matter
of achieving a level of corporate profitability which is necessary and
desirable merges with the general public interest in achievement of the
fullest potential of the economy. What is good for the economy will
be good for corporate profits. Adequate expansion and growth in the
American economy is the most important ingredient of high and
rising corporate profits.

My judgment is that much of the historical decline during the post-
war period in corporate profitably as reported is not as significant
as is commonly thought in business circles.

But, the hard and bitter struggle that every business is engaged in—
no matter how big or how small—must receive adequate attention as
a key factor in the current economic scene. Every business firm must
make vigorous efforts to keep pace with competition, to develop new
products, to introduce the newest technological improvements, and to
try to keep at least even in the hard and relentless race against higher
costs. These actions by businessmen in response to the profit motive,
in turn, are a most important ingredient of adequate expansion and
growth in the American economy.

Chairman Parman. Thank you, sir. Our next witness is Mr.
Joseph A. Livingston. Mr. Livingston, we are very delighted to have
you and glad to hear from you. You have a prepared statement, I
believe.

STATEMENT OF JOSEPH A. LIVINGSTON, FINANCIAL EDITOR OF
THE PHILADELPHIA BULLETIN AND NATIONALLY SYNDICATED
COLUMNIST

Mr. LivingsToN. Yes, sir. I am honored and complimented to have
been invited to appear before this committee. As a newspaperman,
T am accustomed to have Senators and Congressmen talk to me and not
listen to me. I hate to think of myself as a worm, but it is pleasant
to have the worm turn.

If economics were an exact science, this committee wouldn’t be
holding hearings. And if I or anyone else knew the correct answers
to this Nation’s economic problems, again there would be no need
for hearings. We’d simply accept the judgment and policies of this
economic giant.

An economist is a bundle of biases, who isn’t always able to see
history and trends in the making because of his biases and theories.
T offer that generality, because I may be completely wrong in what
T am about to say.

Tt seems to me that too many economists believe in deficit spending
as a panacea for everything. If business slacks off a bit, let tge Gov-
ernment cut its income, either by spending more or taxing less.

If we have chronic unemployment, let the Government jab some
deficit adrenalin into the system.

If we don’t grow as rapidly as the Soviet Union or Western Ger-
many or Italy or France, well, obviously, it’s the Government’s fault.
It is not doing enough.

We are trying to treat prosperity in the same way we dealt with
depression.
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I fear we have been misled by comparisons. We note how rapidly
Furopean nations and Japan have expanded production and employ-
ment, and we say: “We’re laggards. We're not doing as well.” We
forget that the war destroyed the farms, factories, and commercial
organizations of these countries. We also forget that these countries
had lagged far behind the United States even before the war—in in-
dustrial techniques.

After the war, as the Good Samaritan, we made available funds to
build plants, technicians to explain our technology to them, and eco-
nomic aid of all sorts. It was only natural these countries would grow
more rapidly than the United States. So much more had to be done.

These countries have one other big advantage in the growth race.
They can imitate and emulate. We have to innovate. Thus, after the
war, the French, Ttalian, West German, Belgian and to a lesser extent
British manufacturers had a whole line of proven consumer products
which they could offer housewives—washing machines, dryers, mixers
of all sorts, freezers—household conveniences which had sold well
here and presumably would excite European housewives too. The
manufacturers and distributors didn’t have to engage in extensive
market research ; they didn’t have to invent. All they had to do was
copy. And they’re still doing it—manufacturing and distributing
products which were first widely marketed in this country. Most in-
dustrial countries of the world are just finishing the first lap in post-
war development, whereas we are in our second or third. Hence,
the slower pace.

I fear that we, the emulated, are in danger of becoming the emula-
tors. We have looked at the rapid development of European nations
in recent years, and said, almost childishly, “Gee, how fast they are
growing. What are they doing that we ought to do?” Instead of
recognizing that in most of these countries they are doing what we
already have done. We note that some of their plants are more mod-
ern than ours; that their steel mills, having been built from the
ground up, are in excellent competitive shape, and that their govern-
ments have offered special incentives to encourage plant development.

Should we not ask ourselves: Are their policies and tax structures
useful here, or were they devised to meet specific and indigenous
postwar conditions? )

Let me cite an example. This administration has favored an invest-
ment tax credit. This amounts to a 7 or 8 percent subsidy to manu-
facturers of equipment. Undoubtedly lower prices will induce some
firms to buy equipment.

But it seems to me, this can be accomplished more easily and less
deviously by tax reform.

The investment tax credit has been used in Furope, I have been
told by Treasury officials, effectively. But Europe has a scarcity of
labor. Laborsaving devices are especially needed at the present time.

We don’t have a shortage of workers.

Furthermore, Europe has been short of capital and the investment
credit was the European way of encouraging investment. We are not
chort of capital in the United States. Rather, we are long on both
labor and capital.

Why should the Government encourage investment to modernize
plant and equipment, or to save labor? Might it not be better for the
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unemployed and for the economy in general if the Government encour-
aged expansionary activity.

The Nation would be far better off if businessmen weighed alterna-
tives: Is it more profitable and useful to modernize plant and save
labor, or is it more efficient to maintain and improve or retrain the
present labor forece to particular productive purposes?

But the Government offers a tax carrot to businessmen to do what
most of them would do anyway. It introduces one more gimmick into
an overgimmicked tax structure. And it does not by so doing, in my
opinion, create an atmosphere of expansion, innovation, and experi-
mentation. And that is what, in my opinion, the economy needs.

Perhaps cur problem is that the postwar appetites are jaded. We
want more products coming off the industrial dreaming boards. We
want more risk-taking and less worry about tax avoidance. This can
be achieved only be restructuring our tax system.

It is significant that even though the gross national product has risen
nearly 40 percent in the last half dozen years, expenditures by industry
on plant and equipment have bumped up against a $35 to $36 billion
ceiling. It is also significant that the gross national product has dou-
bled in the last dozen years and that corporate profits after taxes have
bumped up against a $23 billion ceiling ; maybe this year they might
break through, if estimates for the first half are correct.

It could be more than a coincidence that plant and equipment ceil-
inged out at about the same time as corporate profits and that both
in relation to the gross national product are well below their peaks, as
the following table shows:

Percent of gross national product

Year Corporate | Plant and Year Corporate | Plant and
profits equipment profits | equipment

8.0 O] 5.0 7.7

5.5 6.0 4.6 7.4

3.9 4.1 5.8 7.2

6.4 7.1 5.6 8.4

7.8 8.8 5.0 8.4

7.9 8.5 4.2 6.9

6.2 7.5 5.1 6.7

8.0 7.2 4.6 7.1

6.0 7.8 4.5 6.6

5.0 7.6 4.7 6.7

1 Not available,

A very popular theory among economists today is that taxes have
become an economic drag. Every time we approach full capacity,
taxes drain off too much purchasing power. Therefore, recoveries
are aborted, and the growth rate is kept low relative to the growth
rate in other countries. However, considering the frequent deficits
and their size, it hardly seems as if the Government is taking too
much out. It seems to be putting in. Mr. Saulnier said this yester-
day.

However, I do think and agree that the way the tax system is struc-
tured, not the size of the take, impedes growth. I think we need
lower corporate and personal taxes. I would reduce individual taxes
across the board—in the lowest bracket from 20 percent to 18 percent,
or even 16 percent, and lop off the top rate at 60 percent and possibly
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50 percent. I would try to get the corporate rate down to 45 per-
cent or even 40 percent. As an offset to the loss in revenue, many
exemptions and loopholes will have to be eliminated. This last 1s
the big job.

Taxes have become so high that they enlist the best minds in corpo-
rations, in law firms, in accounting firms, in tax avoidance. It be-
comes more profitable to save on taxes than to make money—to pro-
duce goods and services—on which you have to pay taxes. The more
successful a person is the lower is the incentive to become more success-
ful. Our tax system is a disincentive system, and, a temptation to
immorality.

It is quite possible that we are on the threshhold of a recession.
Evidence can Ee assembled to make a case either way. My own feel-
ing—and the word “feeling” can be translated into hope—is that
any decline, if there is one, will be shallow, something we can weather.

We have talked persistently in the postwar period of cutting costs,
becoming competitive, yet every time we have faced a readjustment,
we have been inclined to inflate, and thus prevent the modest read-
justment in costs, in prices, that industrial cycles, adjustments, are
supposed to bring about.

We talk about a government of checks and balances. Periods of
industrial lull are, in a sense, a check to keep the economy in balance.
I would rather save a tax cut for the overhaul of the tax structure next
year. Privileged taxpayers will cite “strong” reasons why their
various vested loopholes should not be closed. Congressmen favor-
ing tax reform will have to offer substantial cuts m personal and
corporate taxes to generate enough general enthusiasm to overcome
the intense and specific objections of the privileged and the lobbyists.

1 think if we restore profits to the profit system, we will stimulate
the incentive to innovate, experiment, and expand, both for the corpo-
ration and the individual. The Government won’t need to offer special
inducements to put up new plants, because businessmen will want to
expand. There will be more money—profit—in it.

uring the period of the great depression, it was right and proper
for the Government to undertake stimulation of purchasing power.
We still want rising standards of living at all levels, and especially
at the lower levels. In this context let us be thankful that, though
we have unemployment in the United States, few families go hungry.
In the Soviet Union, which so often is served up as an economic
example of rapid growth, supposedly, there is no unemployment,
but plenty of hunger.

Economics does not abhor slack. Only certain economists!

Slack is part of the process of growth and change. We have slack
on the railroads because of trucks, passenger cars, turnpikes, and air-
lines; slack in steel because of aluminum, concrete, and plastics; slack
among writers because of the decline in the number of newspapers and
magazines; and slack among politicians because for every senatorial
and congressional seat there are usually three or four candidates.

The wave of the past won’t perpetually suit the present. At this
juncture in our economic development, it seems to me we will achieve
future economic growth and higher employment by regenerating faith
and confidence in profits as profits and not in trying to breast-feed
the economy every time it whimpers.
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Thank you for listening to me.

Chairman Parman. Thank you, sir. Our next witness is Stanley
H. Ruttenberg, director of the Department of Research, AFL-CIO.
You have a prepared statement, I believe.

STATEMENT OF STANLEY H. RUTTENBERG, DIRECTOR, DEPART-
MENT OF RESEARCH, AFL-CIO

Mr. Rurreneere. Yes, I do, Mr. Chairman. I would like to engage
in debate with each of the three gentlemen that preceded me, but I
shall refrain from doing that at the moment, and go to the text of
my prepared statement. I would like to discuss in further detail the
reason we view the flexible use of fiscal policy to counter a downward
cyclical trend to be of the utmost importance. This kind of limited
fiscal objective is entirely apart from the longrun structural reform
of the tax system which I hope will be undertaken next year. While
overall reform is vitally needed, it is also important to recognize, as
President Kennedy and the Commission on Money and Credit al-
ready have done, the vital role that flexible use of the power to levy
taxes can play to help meet the problem of recurring short-run eco-
nomic downturns.

Since World War IT we have already suffered severely from four
business recessions, and in my judgment the economy is already on
the threshold of the fifth.

The losses due to these business downturns, if measured in goods and
services we could have produced but did not and the tax receipts the
TFederal Government could have collected but did not, total scores of
billions of dollars. Moreover, they have imposed incalculable mis-
fortune upon the families of the unemployed.

Tt is true that none of the postwar recessions reached the depth and
duration that would characterize them as “depressions.” This is
largely due to the wholesome effect of a series of stabilizers, most of
which have been built into the economy since 1929, often despite
strenuous opposition. Taken together, they have helped to sustain
economic demand and the stability of our economic institutions and
have checked the downward business spiral that in the past has too
often overwhelmed us.

Unlike the deflationary chain reactions that set in after the 1929
stock-market crash and on other occasions, family income and demand
have been helpfully sustained during the postwar downturns by social
security payments, farm-income supports, minimum wages, and the
stabilizing impact of long-term management-labor wage agreements.
Banks have not crashed during the postwar recessions and hundreds of
thousands of homes have not been foreclosed, as a consequence of fore-
sighted legislation enacted in the 1930’. ISconomic stability has been
further aided by those corporations that have not reduced investment
levels during business downturns but have held to long-term plans.
Furthermore, during each recession, unemployment compensation has
been helpful—although inadequately so—in countering the wage and
salary losses of the jobless and the underemployed. Moreover, im-
portant countercyclical levers to make credit more easily available at
a lower cost have continued to be available to the Federal Reserve Sys-
tem as a significant antirecessionary tool. ‘

87869—62 23
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All of these factors have helped apply brakes to the postwar reces-
sions and, as business inventories were worked down, have helped speed
recovery. Nevertheless, the cost to the Nation of any recession is tre-
mendous. What is more, the downward phase of the economic cycle is
now reoccurring with increasing and alarming rapidity.

For example, the economy enjoyed 45 full months of recovery from
the low point of the 1949 recession until the next downturn began.
After the slump of 1954, on the other hand, the recovery phase of the
cycle lasted only 35 months and, after the recession of 1958, it ended
after 25 months. And now, only 17 months since the low point of our
most recent recession, the recovery is already faltering. Unless we act,
another downturn may be on the way.

The sole issue to which I wish to address myself is the timeliness of
a prompt temporary countercyclical tax cut to prevent this downturn
from occurring.

It is not my intention to debate the effort of the chamber of com-
merce or NAM to stampede the Congress into permanent corporation
and top-bracket income tax reduction. I am confident that this poorly
timed effort to impose a permanent and inequitable long-term cut—
completely unrelated to the short-term cyclical needs of the economy
and clearly intended to make tax reform impossible next year—will
be rejected.

Furthermore, I will not discuss now, but set aside for another hear-
ing, the relevant long-term question of the appropriate level of ag-
gregate Federal tax receipts and budget outlays in relation to the ef-
fort to sustain long-term economic growth.

My point of emphasis is very clear. A basic distinction must be
made between a tax cut designed to stimulate economic activity, and
one designed to produce permanent and structural tax reform.

The U.S. Chamber of Commerce in making its proposal to cut
corporation and upper individual income taxes did so, I am con-
vinced, as a means of stopping tax reform of the kind that Mr. Liv-
ingston referred to in his remarks.

Countercyclical tax cuts designed to stimulate economic activity
should not be used as a means of accomplishing tax reform. A tax
cut at this point in time should produce the maximum impact in stimu-
lating the economy.

The economic situation is today sufficiently serious, as I shall indi-
cate later in my statement, to justify an immediate, emergency short-
run tax cut. If such a tax cut were enacted now, and terminated on
December 31, 1962, it would in no way interfere with either permanent
tax reform or efforts to bring the budget into balance at a higher level
of economic activity. The Congress would be free next year to ap-
proach these two problems unencumbered by the action which it should
take this year.

I would strongly recommend that the Congress enact a tax cut of
approximately $5 billion, to become effective as soon as possible and
terminate December 31, 1962. The impact of such a tax cut upon
the economy would be much greater than just the $5 billion because
it would be concentrated in a 3- to 4-month period. The impact on the
budget would be a loss of $5 billion, while the impact on the economy
on an annual basis would be the equivalent of almost $20 billion.
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Such a tax cut could have immediate impact upon the spending
stream by reducing the withholding taxes on personal individual in-
come taxes by $10 per week for 10 weeks for each taxpayer. Those
taxpayers whose total withholding tax is less than $10 per week could
apply immediately for a tax refund that would permit them to have
a total tax cut of $100. Individuals not subject to withholding could
apply for a tax refund of $100.

This kind of tax cut would put income into the hands of the Amer-
ican consumers, whose tendency has always been to spend the greatest
proportion of their income on maintaining adequate and decent living
standards for themselves and their families.

This is in direct contrast to a $100 tax-cut spread over a 52-week
period. Such a cut would add less than $2 per week to each tax-
payers take-home pay. The impact would be considerably less upon
the economy than one which gives the same $100 tax cut to individuals
in a 10-week period.

A good case can be made for differentiating between this type of
immediate, emergency, short-run tax cut and tax changes which are
designed at permanent and structural tax reform.

The Commission on Money and Credit in its report last year made
a very clear distinction between temporary and permanent tax changes.
I was privileged to be a member of this Commission during its 8 years
of intensive study, in the good company of 17 leading bankers and
business executives and 7 other distinguished citizens.

The investigations of the Commission, which was financed by the
Ford Foundation, in the main, encompassed the whole field of mone-
tary and credit policies and their influence upon employment, prices,
and economic growth. One of its most significant recommendations
is its endorsements of a flexible fiscal policy as a means of helping
to stave off excessive cyclical swings.

In the report of the Commission a year ago, much attention was
given to ways that our existing built-in economic stabilizers can be
improved. But, in addition,the report declared :

Even if the automatic stabilizers can be improved discretionary fiscal measures
will remain an important instrument of stabilzation policy.

The Commission then carefully weighed how a flexible tax policy
should be applied as a countercyclical tool. Its most important con-
clusions follow:

One, with regard to a clear distinction between temporary and per-
manent tax changes, the Commission states:

Discretionary fiscal policy requires speed of decision and effect and can only
be successful if temporary and reversible fiscal changes for stabilization pur-
poses are dissociated from permanent and structural changes. Techniques should
be developed by which taxation and expenditure policy can be applied more
flexibly, and the first step in this direction lies in a sharp demarcation between
short-run cyclical changes and long-run structural changes.

Two, with regard to how the temporary tax should apply, the Com-
mission states:

Clearly, as a stabilization instrument, the first-bracket rate adjustment is
superior to proportional adjustments in the entire rate structure in stimulating
consumption, since for each dollar of income tax reduction the lower income
groups would receive a proportionately larger share of the reductions.

A change of this sort is also flexible and reversible. Withholding changes can
be made promptly, regardless of their size. Congress and the administration have
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had experience with intrayear changes in withholding rates, for example in
1948, 1950, and 1951. The technique is readily and easily applicable. Declara-
tions of estimated tax can also be promptly modified in line with the new tax
liabilities.

The Commission, therefore, concludes that when discretionary tax adjust-
ments are used to promote short-run economic stabilization, they should consist
of variations in the first-bracket rate of the personal income tax.

Such variations should be regarded strictly as temporary departures from a
parmenant tax structure.

The Commission proposal should not be and cannot be viewed as a
business-oriented or as a non-business-oriented tax. It is the kind of
fiscal proposal which is deemed to be in the interests of the entire
Nation. I would call to your attention once again that the Commis-
sion was made up of 25 people, 17 of whom were business executives,
corporation officials, or insurance company presidents.

Last January, in his Economic Report to the Congress, the Presi-
dent cited three major measures which he views to be essential to help
sustain prosperity. Noting that—
recurrent recessions have thrown the postwar American economy off stride at a
time when major industrial countries have moved steadily ahead.

President Kennedy urged strengthening of the unemployment com-
pensation system, standby authority to increase public works con-
struction, and, finally—

Presidential standby authority for prompt temporary income tax reductions.

The costs of a temporary tax cut, the President pointed out, should
be measured against the costs they are designed to forestall :
The tens of billions of potential output that run to waste in recession; the

pain and frustration of the millions whom recessions throw out of work; the
budget deficits of $12.5 billion in fiscal 1959 or $7 billion this year.

And the President concluded :

The proposed partial tax suspension would launch a prompt counterattack
on the cumulative forces of recession. It would be reflected immediately in lower
withholding deductions and higher take-home pay for millions of Americans.
Markets for consumer goods and services would promptly feel the stimulative
influence of the tax suspension.

It would offer strong support to the economy for a timely interval, while
preserving the revenue-raising powers of our tax system in prosperity and the
wise traditional procedures of the Congress for making permanent revisions and
reforms in the system. * * *

Essentially, the President’s proposal, in the main, conforms to that
of the Commission on Money and Credit, but differs in one very im-
portant respect. The President proposes that the temporary 5-per-
centage-point cut be in all individual income tax rates as contrasted
to the Commission on Money and Credit’s recommendation that the
5-percentage-point reduction be in the “first bracket of the personal
income tax.” Such a change, as proposed by the President would con-
siderably reduce the economic benefit resulting from the cut.

Events since the President submitted his Kconomic Report to the
Congress prove the timeliness of his legislative proposals of 6 months
ago. .

The promising recovery of last winter has faltered ; at best we are
now moving sideways. Total demand generated by consumers and
the other segments of the economy just has not been sufficient to utilize

an everrising capacity to produce. The latest figures suggest, as a
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matter of fact, that total demand may now be headed down. Mean-
while, a large part of our production plant is idle and this consider-
ably dampens hope for an immediate investment boom. Moreover,
despite small fluctuations up and down, unemployment has remained
intolerably high and by winter is likely to again reach 6 percent or
more.

It may be a fact that the Nation is still statistically poised at an all-
time GNP high; nonetheless, we clearly have failed to achieve a full
recovery in terms of today’s needs and potentialities. What is more,
the “mixed bag” of available economic indications already points to
the likelihood of an impending descent—if not in a month or two, then
a little later.

Clearly the economy needs an antirecessionary temporary tax cut
now of the kind the Commission on Money and Credit has proposed.
Surely it is far wiser to take steps to prevent the Nation’t fifth post-
war recession from occurring, than to do nothing now and seek to
regenerate the economy next year when the cost will be far higher.

Finally, I must express concern over rumors, and I guess it 1s more
than rumor, that the Federal Reserve Board will seek to offset a tax
cut, if one comes, by a tighter money policy. Action of this kind
would simply destroy the beneficial effects of the tax reductions.

While it is important to take monetary measures to help ease the
balance-of-payments problem, they must be selective and constructive
in nature. A general effort to tighten the availability of funds and
thus raise interest rates across the board now to meet the payments
problem just cannot be tolerated at a time when the American econ-
omy needs credit ease and lower borrowing costs in order to over-
come stagnation,

Policies to meet the international monetary problem can and must
be shaped that do not undermine the achievement of what must be
our number one objective—the restoration of recovery.

Chairman Parman. Thank you, sir. Mr. Ruttenberg, to what
extent do you believe that the tight money and high interest policy of
the Federal Reserve has contributed to our present plight ?

Mr. Rurrexeere, Mr. Chairman, I believe very strongly that the
Federal Reserve System, which has been maintaining a level of free
reserves in the banking structure, of somewhere around $500 million
during the early parts of 1962, and then moved down to somewhere in
the neighborhood of $400 million, and more recently, although it has
fluctuated up and down, it has been between $320 million and up to
$450 million, but it looks like the tendency is to come down on the
level of free reserves. Simultaneously with this happening, we have
seen over the course of the last 6, if not 8, weeks a rise in the long-term
interest rates by 20 basic points, at least.

T think this move on the part of the Federal Reserve Board at this
point in time, when the economy still has 514 percent, 5.5 percent of
its labor force, totally unemployed ; when it has something like 600,000
additional workers who are not in the labor force, who should be
there; that has something like 214 million workers who are working
part time for economic reasons, who would be working full time if full-
time jobs were available; an economy which has about 15 percent of
its total plant and equipment lying idle is wrong. I think a policy
which holds down the level of free reserves, which tends to force up the
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long-term interest rates is absolutely and unequivocally, in my judg-
ment, the wrong policy for the Federal Reserve to be following at the
moment.

Chairman Parmax. Mr. Martin did say that he would give this
tax cut what you might call a Russian veto. He is going to stop it.
He said that in testimony before our Committee on Banking and Cur-
rency on July 17, 1962. I will place in the record the exact state-
ment that he made in reply to a question that I asked him, and in
reply to a question Mr. Reuss asked him.

(Testimony referred to follows:)

ExcCERPTS FROM TESTIMONY OF MR. WILLIAM MCCHESNEY MARTIN, JR., CHAIRMAN
OF THE BOARD OF GOVERNORS OF THE IFEDERAL RESERVE SYSTEM

(Hearings of the Committee on Banking and Currency, House of Representatives,
July 17, 1962)

Mr. PaTMAN. What is your view of the other part of the recommendation to
get the economy going that we ought to stimulate the economy with a large
Federal deficit?

Mr. MarTIN. That gets into the field of fiscal policy that I don’t believe is my
province or prerogative to deal with.

I will return to the simple statement I made earlier. In the event a decision
is made which widens or further deepens the deficit we are already running, I
want to put the Federal Reserve specifically on record this morning, if I haven’t
done it already, that I think that we must not finance a deficit by bank-created
funds, that how the deficit is financed is of vital importance and that it should be
financed out of bona fide savings and not by writing up assets on one side or the
other of the bank ledger (pp. 90, 91).

Mr. REUsS. * * * Now, you made a statement a moment ago which I think is
quite historic. You said—and I want to be sure that I heard you right—that if
the administration and the Congress go ahead and cut taxes by $7%% billion as
advocated by the U.S. Chamber of Commerce or by $10 billion as advocated by
Walter Reuther or whatever—you said that nobody should rely on the Fed for
financing any of that deficit and that all of the deficit would have to be financed
from so-called real savings.

Did I hear you right?

Mr. MARTIN. I think you heard me substantially correctly, but I didn’t say “all”
of it. I don’t think you can completely measure this operation, but I am sure
that the role of the central bank is to see that the debt is financed when deficits
develop in a way which will bring into play the savings of people and not
just create money out of thin air, which is what is done when the banking sys-
tem does it by writing up assets on one side and liabilities in the other” (pp.
106, 107).

# % % T think that easy money has done about all it can do at the present time

v

for the employment and growth of the economy * * *7 (p. 108).

Representative Curris. Did he use the words “Russian veto”?

Chairman Pataran. Noj; I did that. Y used the term “Russian veto.”

Mr. Rurrensere. Whether it is Russian or not, it is a veto.

Chairman Parymax. It is a Russian veto. That is what I called it.
Mr. Martin didn’t call it that. Mr. Ruttenberg, you served on that
Commission on Money and Credit. Weren’t you really shocked to find
out how little power the Congress of the United States has left the
Executive to use in carrying out his duties insofar as it applies to
monetary affairs?

Mr. RurtenBErG. As far as the Executive is concerned, he is left
with relatively little authority at all in the monetary field because the
Congress has delegated this authority to the Federal Reserve.

Chairman Paraan. That is right. Dr. Weston testified the other
day, sitting right there where you are, and he told us, a committee of
Congress, that he was not going to talk about monetary affairs because
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we didn’t have anything to do with it. He was going to talk about
fiscal affairs. I congratulated him on reprimanding the Congress for
not carrying out their constitutional duties. I think he is exactly
right.

During the depression when Congress was preoccupied with trying
to improve conditions and willing to do anything in the way of cooper-
ating, they passed a law in 1935 to change our banking laws. They
changed it substantially, as you know, primarily for the depression
period, but it has lasted until now.

During that time they created the most powerful group on earth,
the Open Market Committee. It functions through 7 public members
of the Federal Reserve Board and 12 presidents of Federal Reserve
banks, who represent the private banking interests of the Nation.
They determine our policy. They determine the volume of money,
and what the interest rate will be. It seems to me that is a lot of
power.

In 1935 this Open Market Committee was set up with 7 members,
with 14-year terms. The law says not to exceed 14 years, I believe.
It will be another year before—2 more years before Mr. Robertson’s
term will expire, in 1964 ; 4 years before Mr. Balderson’s term expires,
1966; 6 years before Mr. Shephardson’s term expires, 1968; 8 years
before Mr. Martin’s term expires in 1970 as a member of the Board;
12 years before Mr. King’s term expires; and 14 before Mr. Mitchell’s
term expires. It occurs to me that Congress, in trying to get the
country out of the depression and eager tc pass any measure that
might help, took away from the Executive the principal weapons we
can use for the purpose of aiding this country in time of distress.

Do you agree to that, or not

Mr. RurteneEre. You mean by the long terms of the Federal Re-
serve Board members?

Chairman Parman. By putting such great power into the hands of
a few people. In other words, the Federal Reserve has seceded from
the Government. They were looking for an occasion to try it, and
during the last year or two of Mr. Truman’s administration, when
Mr. Truman’s popularity line was down a little low, they took ad-
vantage of it and seceded from the Government.

Senator Doucras. Don’t start that.

Mr. Livinaston. Sodid the vice chairman.

Chairman Parman. Now they are operating as a fourth branch of
govfernment-. They are not elected by the people, in any way, shape,
or form.

They are off by themselves for a 14-year term, and they claim that
each member is responsible to his own consicence and God, and nobody
?}se——no‘c to the Congress, not, to the people—his own conscience and

yod.

That is to whom they are responsible. Don’t you think we better
take another look at what we did back in 1935?

Mr. Rurreneere. Mr. Chairman, I was a member, as you said, of
the Commission on Money and Credit, which functioned for 3 years
and made a report. Ihad some 8,000 words of dissent in that Commis-
sion report, but the one part of the report with which I fully agreed
and dissented not at all, was the issue of the reorganization of the
Federal Reserve System. The reorganization included, among other
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things, the abolition of the Open Market Committee, as such, and the
turning over the function of the Open Market Committee to members
of the Federal Reserve.

Chairman Parman. I have advocated that a long time, and I agree
with you.

Mr. RurTeEnBERG. Secondly, that the Chairman should be appointed,
and his term should expire coterminus with the expiration of the
Presidency.

Chairman Patman. To make him more responsive to the President.

Mr. RurrenBERG. In a sense, a President can come in as President
Kennedy did, in 1961, and he could not change the Chairman of the
Federal, March 1963, when his term expires.

Chairman Pataan. If he does make a change, he has to select some-
body on the Board at the time. He could not go outside.

Mr. RurrEneEre. He would not necessarily have to, Mr. Chairman.
If, for example, you had also the termination of a member of the
Board’s term coinciding with the odd year in which the President takes’
over.

Chairman Parmax. It would be a coincidence.

Mr. RurrenBERG. It so happened that there was a term expiring and
there was a vacancy. Governor Vardeman resigned at the end of his
term, and Mr. Mitchell, of Chicago, was appointed. At that point in
time, had the President authority to change the Chairman, he could, if
he wanted to have done it. One of the recommendations of the Com-
mission on Money and Credit is that you reduce the number of mem-
bers of the Federal from 7 to 5. You run their terms 10 years. You
have them expire in the odd years so that the odd year when the Presi-
dent takes office, he will not only have a vacancy, but he would also
have the right to designate his own Chairman without changing as a
member of the Board, the man who might have been previously
Chairman.

Chairman Parmax. My time has expired. Iam glad you went that
far. I hope the Congress can do something about it because it is not
treating the President of the United States right to make him depend
upon the Open Market Committee, to do what he should have the
power to do himself. Certainly the Committee should be more re-
sponsive to the President. I yield to Mr. Curtis of Missouri.

Representative Curris. Thank you, Mr. Chairman. I presume
from that that you are glad that they didn’t make these life-term ap-
pointments, as we do our Federal judges.

Chairman Parman. I certainly am. We didn’t do that. I think
the Constitution did it.

Representative Curtis. Yes. I am pleased about one thing particu-
larly in Mr. Ruttenberg’s paper, of drawing the issue, and I think you
do it fairly, you point out a basic distinction must be made between a
tax cut designed to stimulate economic activity, and one designed to
produce permanent and structural tax reform.

I believe our hearings in the Ways and Means Committee, which
were in secret session, as well as these hearings here, have demon-
strated a muddied approach to this. Many of the people who were
here urging a tax cut were thinking in terms of tax reform. I know
the theory, I feel, the theory that is being advanced in our public dis-
cussions along the lines of that which was recommended by this Com-
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mission on Money and Credit, the recommendation in the President’s
message to the Congress to give him standby authority. The urgings
now are, instead of the President having this standby authority, the
Congress should move in here.

This is the matter with which I take issue. I am expressing my
own view. Those who have advanced this theory, in my judgment,
have not come forward to examine into what its effect would be. They
have been begging the question. This has never been tried before,
has it, Mr. Ruttenberg?

Mr. Rurrensere. What has not been tried ?

Representative Curris. The use of fiscal policy, tax cutting, to stim-
ulate economic activity, this temporary tax cut. We have examined
into our history with other witnesses and I can’t find a period when
this was ever done. We have tax reform which amounted to tax
cutting, but this kind of apiroach hasnever been followed.

Mr. Rurrexeere. I think, Congressman Curtis, it is fair to say that
the approach which has not been followed is one which involves a
temporary reversible tax cut.

Representative Curris. That is right.

Mr. Rurreneere. We have had tax cuts that have been justified one
way or another for economic reasons, and for stabilization reasons.

Representative Curris. I disagree. I think in all our tax cuts,
thank goodness, we have been concerned whether the tax laws are
good, and talking about revenue. There are people, and I am one
of them, who believe that our taxes should be for the purpose of
revenue, and we should try to malke them as neutral as possible in their
economic impact.

Mr. Rurrensere. Congressman Curtis, I don’t want to have to dis-
agree with you, but I would like you to refer back in your own mind,
as a member of the Ways and Means Committee, to the testimony of
the Secretary of the Treasury, Mr. George Humphrey, in 1958 and
1954, and unless I am mistaken, the great emphasis which he placed
upon the basic tax changes of the Revenue Act of 1954, was to stimu-
late economic activity.

Representative Curris. No.

Mr. RurreNBERG. You check back on the record.

Representative Curtis. That may be something we can both check,
because I am going on memory, too. I can certainly say this, as one
who sat through those long sessions, that we were thinking in terms
of tax laws and what specifically was equity and what specifically we
needed in order to get revenue, and what the economic impact of a
particular tax was, whether it was a good tax from the standpoint of
collecting revenue efficiently, and what its impact might be. I don’t
think we ever were going on the theory—and I have never in all my
years on the Ways and Means Committee—ever heard anyone discuss
this economic innovation that has been an idea floating around for
years—that if you do cut taxes that you would stimulate the econ-
omy, per se. ) .

I frankly think it is a theory that is untested. Let us go in and
test it, though. I wish that our witnesses would do so, those who
follow this theory. Here is the question I have asked. Here we are in
‘a, period of deficit ﬁnancing. Take your example of a $5 billion
quickie tax cut. We have just gone through some rather lengthy
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hearings on debt limitation in the Ways and Means Committee, where
we increased the amount of bonds that we could issue to a $308 billion
ceiling. This $5 billion tax cut you propose would immediately mean
that we would have to increase the amount of bonds that we could
market to $313 billion, but that is not the basic point.

The real point to consider is this: What is the economic impact
of having to market $5 billion worth of bonds on top of the amount
that we already have to market in the private economy? If you are
going to try to market the $5 billion in E bonds, for example, you take
away the very money, if you are successful in marketing them, that
you have given to the consumer. Dealing in economic aggregates,
why is there a stimulus from taking $5 billion from the tax revenues
and turning it over to the people or the private sector, and then with-
drawing $5 billion from the private sector in the bonds you sell them?
Where is the economic stimulus in that kind of a process?

Mr. RurrEnBERG. You see, Congressman Curtis, I don’t quite ap-
proach the problem of Treasury debt financing from the same point of
view you do.

Representative Currrs. I do it as a legislator who has to try to figure
out how we are going to sell the bonds.

Mr. Rurrexsrre. Let us just look at the situation. It is true, as
you point out, that if a $5 billion deficit ensues, and this has to be
financed by the issuance of Government bonds, if it is done: (1) by
selling more E-bonds, this in effect takes up the tax cut and the people
who had the tax cut, In a sense, may be the ones who buy the E-bonds.
Therefore, I don’t think E-bonds would be bought because it is my
judement that people who get this kind of tax cut in the low- and
middle-income brackets, would spend the overwhelming proportions.
The Treasury financing would fail. You would have to find another
way. Let us assume they issue long-term bonds, and these long-term
bonds are then bought by the banks. This, in a sense, then reduces
the level of free reserves in the American economy, reduces the level
of available funds for lending purposes, and in a sense, does the kind
of thing on the tightening of money policy that I was criticizing
at the end of my own statement.

Let us assume that they do do this, though, and that they do have
to float the $5 billion deficit in terms of long-term bonds, or even inter-
mediary term bonds. I don’t care. It has the purpose of going to
the banking structure as against going to individuals in buying the
honds. If it goes to the banking structure and the free reserves are
reduced by the selling of the new Treasury bonds, and if the economy
needs to have a higher level of Joanable funds in the banking system,
then the thing to do is for the Open Market Committee of the Fed-
eral Reserve, at that point, to step in and see to it that the money
supply of the country as reflected by the lendable funds, is at ade-
quate levels. T am not saying we go back to the problem that preceded
the accord of 1951.

T am not saying that the Federal Reserve should buy the Treasury
bonds that are put on the market at the point and time they are
put on the market. It is highly conceivable that the Treasury can
float $5 billion of bonds, and at that point in time and a future point
when the Federal Reserve feels the level of money supply should
be “increased, should buy other bonds through the Open Market
Committee.
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Representative Curris. My time has about run out. Now, we are
beginning to discuss the real problem. Up to date those who have
been proposing this quickie, have been perfectly content to say we
will pass this whole problem over to those who have the problem of
debt management and let them figure out what they are going to do
with the $5 billion of additional bonds that have to be sold without
any examination into the economic impact that marketing this addi-
tional debt might have on the economy.

T want to emphasize all of this is in light of a very serious balance-
of-payments situation which has produced a strained situation where
we are trying to keep short-term interest rates high and long-term
interest rates low.

As one witness said yesterday, he said it was an impossibility. It
almost seems like it is.

Mr. Rurtensere. I don’t think it is.

Representative Curris. It is a very difficult thing, at any rate.
This quickie proposal poses great problems in the area of debt man-
agement and monetary policy. All discussion of these problems,
Mr. Ruttenberg, by the witnesses who have been talking about this
quickie, has been absent in their prepared papers. None have been
prepared to discuss this key issue.

They have begged the question. The only time the issue is dis-
cussed, is when I raise the question. They have not given it previous
thought. In my judgment, the Commission on Money and Credit
didn’t relate its suggestion to an actual situation such as we have
today, of deficit financing, coupled with a serious balance-of-payments
problem.

I doubt if they would recommend a “quickie” in that kind of eco-
nomic climate.

Mr. RurrenBeEre. My response to you this morning, Congressman
Curtis, is not an improperly advised one of how the Treasury debt
financing should be taking place with the deficit financing of the
Government.

Representative Curris. Why is it not in your prepared paper?

Mr. RurreNeere. I was prepared on this because we had a go round
on this in the secret session of the Ways and Means Committee.

Representative Curris. That is right. Why is it not in the pre-
pared statement so that the people who question it can read it? T
think you are passing on a debt management problem to those of us
in the legislature who have to be concerned about it, or in the execu-
tive, the Treasury Department, and you do not discuss the problems
of debt management and the economic impact it might have.

You simply pass it over and say the “quickie” will stimulate the
gconomy, without dealing with the problems that are created by

oing it.

Chairman Parsax. Thank you, Mr. Curtis. Senator Douglas?

Senator Doucras. I would like to pass.

Chairman Parman. Mr. Reuss?

Representative Reuss. I would like to comment, Mr., Langum, on
your paper, and particularly on the very revealing chart you have
m your supplemental materials, entitled “Corporate Profits and Cash
Flow.” The chart relates to cash flow, that 1is, net profit after taxes
and depreciation and depletion allowances, in relation to sales of all
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manufacturing corporations in 1961, by size. There I am struck by
the fact that as you progress from corporations with under $1 mil-
lion—is that in assets or sales?

Mr. Laneum. Total assets.

Representative Reuss. And move in the direction of corforations
wth $1 billion in total assets, the percentage of net profits after taxes
moves quite progressively from a fairly miserable 1.2 percent to a
fairly lush 8.4 percent. When you add in the depreciation allow-
ances, it moves in exactly the same progression from 3.3 to 14 percent.

In the case of the $1 billion corporation, the rate of net profit after
taxes is about eight times the rate for the $1 million corporation.
Total cash flow for the largest class of corporations is at a rate five
times the rate for the smallest size class. In computing your depreci-
ation allowances, I take it you used the allowances in effect in 1961°¢

Mr. LancuM. Yes, sir.

Representative Reuss. The discrepancy between the rich and the
poorer corporations would be even larger if you took into account
the increased depreciation allowances made by the Treasury last
mor;th and the 7-percent investment credit, once enacted, would it
not ?

Mr. Lancounm. I think it would increase to a moderate degree the
differences shown on page 8. I believe the Secretary of the Treasury
noted, in commenting on the new depreciation guidelines, about the
differing degree of usage of increased depreciation accruals and
possibly a tax credit by the larger corporations with excellent account-
ants and technical staff to do so.

I think that it would probably be a moderate proportion. But it
certainly, in my judgment, would be along the lines of the differences
shown in these tables.

Representative Reuss. The general point I got from your paper
is that, if you take into account cash flow, including depreciation and
depletion allowances, corporations generally have never had it so

ood.
g On this table, I take it that the bigger the corporation, the larger
the cash flow in percentage terms.

Mr. Langum. I think that is true in terms of cash flow, because
unquestionably there has been a major step-up in cash flow with the
rise in depreciation accruals. I think, however, that we should look
upon that as a matter of greatly strengthened and improved quality
of reported earnings.

In terms of reported earnings, the rate of return on equity, which
I think is the ultimate measure, in the last 5 years has been about the
same for leading manufacturing corporations as in the years of the
late twenties.

Representative Reuss. I have a question for Mr, Hagedorn. You
referred to the foreign short-term financial claims against this
country and said that, therefore, measures used for promoting eco-
nomic expansion at home should not depend on low interest rates.

I would ask you this question: Now that the Western World has
laboriously attained the goal of currency.convertibility among the
major free world nations, isn’t it really quite drastic to conclude that
whenever any country, Ruritania, decides for good or bad reasons that
it is going to raise its interest rates, we have to raise ours correspond-
ingly, lest foreign or domestic capital leave this country ¢
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Mr. Haceporn. No, of course not, Congressman. Holding bal-
ances in this country has attractions that may be entirely aside from
the competitive interest rate.

Representative Reuss. Those attractions would include the avoid-
ance of currencies that may have speculative dangers, even though
the countries of those currencies pay a high interest rate.

C%Ir. HaerporN. Certainly. The quality of the loans must be con-
sidered.

Representative REuss. Another reason for holding balances is one
quite apart from interest rates. It involves lubricating the wheels of
international trade.

Mr. Haceporn. The ability to get goods for those balances. Cer-
tainly that is an important consideration in their willingness to keep
balances here.

Representative Reuss. I am glad to hear you recognize both of those
things, because it seems to me they militate against a too great ob-
session with differential interest rates.

I would hate to see this country adopt the policy that whenever some
country somewhere, by reason of its central banking policy at the
moment, raises its interest rates, we raise ours competitively. If the
free world starts doing that, the sky is the limit.

Mr. Haceoorn. Yes. I realized, as I wrote this, that the com-
parison of the $16 billion we have in gold and $19 billion of short-
term balances might sound like a scare statement to somebody. I
didn’t mean it as such. We are in the same position as a commercial
bank. There is no reason to expect them to have cash in the vaults
to pay off all their depositors at once. But they certainly have to
maintain their assets in a condition that recognizes the fact that they
have a certain amount of demand claims against them.

We, as a nation, are in that same position. The interest rates we
maintain is one of the many factors we have to take into account.

Representative Rruss. I am wondering if this country should be-
come so alarmed because other countries have temporarily higher
interest rates than ours. For example, if Ruritania’s central bank
wants to raise its interest rate structure to 8 percent, why should we
become alarmed if holders of claims against this country then take
off after that 8 percent ?

Mr. Haceporn. I doubt that the Ruritanian economy could pay
8 percent on any very large volume of balances, Congressman. I have
not seen recent figures on the national income of Ruritania. I would
guess they simply cannot. After all, the income on investments or the
interest on balances has to come out of the product of the economy.

Representative Reuss. Yes, except non-Ruritanian countries such
as Germany and France. I hoped you would not goad me into men-
tioning them. They have had rather high interest rates in recent
years. I am wondering whether it is a cause for alarm in a free world
of convertible currencies, if holders of claims choose to put down their
money where they get the highest interest rates. I don’t see why this
should bother us.

My. Hacepory. I would be very much alarmed if our gold started
flowing out of the country at a rate which would make it impossible
for us to maintain the convertibility of our own currency.
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Representative Rruss. Gold doesn’t flow until the central banks of
these countries demand it. Are they likely to demand it because
temporary short-term money has come their way because of the higher
interest rates? T shouldn’t think this is necessarily the case.

Mr. Haceporn. The foreign central banks are in the same position
as a depositor is in the domestic bank, when they look at each other
and wonder which one is going to start a run on the bank. This would
have been true before the changes in our own banking system in the
past 30 years.

If, 50 years ago you had a town where the people were all doubtful
about the solvency of the local bank, each one of them would recognize,
it is a bad thing for me as well as all the others if I start a run on the
bank. We don’t want to see that happen to our bank. But on the
other hand, if it is going to happen, T better get there first.

The foreign central banks might reason in much that way.

Representative Reuss. Just as Federal deposit insurance to a degree
has stopped the depositors of domestic banks from ganging up and
starting a run on the bank, so some of us hope the recent $6 billion
standby agreement of the International Monetary Fund will, in a
modest way, constitute a step toward an international depositors in-
surance fund, and thus remove us from the mercy of foreign central
bankers.

Mr. Hacepory. Idon't agree that it would remove us.

Representative Reuss. Lessen the exposure.

Mr. Haceporn. It will protect us to a degree. Yes, Congressman,
I would agree that you can’t compute in any mechanical way the in-
terest rates we must maintain in the light of all foreign interest rates.

Foreign interest rates are a complex of rates in different places and
for different qualities of loans. I would certainly not be willing to
agree that we could ignore that foreign complex of interest rates.
That is what makes the Federal Reserve Board decision so difficult.
Tt can’t be done in any mechanical way. As Mr. Livingston said, if
iconomics were an exact science we wouldn’t have much to argue about

ere.

Representative Revss. Thank you very much, Mr. Chairman.

Chairman Parvan. Mrs. Griffiths ¢

Representative Grrrrrtas. Thank you very much, Mr. Chairman.
I don’t particularly have a question, and I don’t want to testify, but
T would Jike to address some remarks to Mr. Livingston and Mr.
Ruttenberg.

T read a column of yours last week, I believe, Mr. Livingston, in
which you questioned the matter of where a tax cut would be spent
if you gave everybody $100. Just before I read it T had sent out a
newsletter to my own constituents, about 80,000 of them, asking them
where they would spend it. The answers that I have received are
quite interesting. ,

One of the Detroit papers picked up the question and asked what
each one would do if he got the $100 at one time. One woman had
replied in what I thought was the most interesting of all the answers,
"] would buy a cashmere coat, and I know where there is a sale on
right now.” ~ She was then asked, do you have any preferences in the
way you get the tax cut? ‘She said, no, she didn’t. Just as long as
she got the $100 and the cashmere coat. One of the more knowledge-
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able answers that I have personally received, because I spread the $100
tax cut over 12 months in equal installments, came from a man who
said this would be a tremendous tax cut for 50 million people. That
personally he would fritter it away but that he would feel he was
spending his grandchildren’s candy money. At any rate, I had the
feeling, as I sat in Ways and Means and listened to the economists,
that they were multiplying $100 by 50 million people by a multiplier
of 214 and dividing the grand total by 300 for refrigerators or 3,000
for cars, to determine what the effect of a tax cut would be.

T hope when I have conducted my amateurish and nonscientific poll,
at least I will have a better idea of where this money is going to go.

I expect the chairman will let me spread it on the record of this
committee hearing.

Chairman Patman. Senator Proxmire.

Senator Proxmirr. Yes, I would like to say first to Mr. Livingston
that I agree with a great deal you said.

No. 1, too many economists feel deficit spending is a panacea for
everything. T think that is true. I do not think it can help a great
deal.

Regarding your statement that the investment tax credit amounts to
a 7- or 8-percent subsidy to manufacturers of equipment, there is no
question about it. This is the first time this Government would per-
mit anybody to depreciate more than 100 percent, which is in effect
what we would be doing.

Over on page 4 of your statement, you say that:

I think the way the system is structured impedes growth. I think we need
ll)owecll' corporate and personal taxes and to reduce individual taxes across the

oard—

and so forth. You have a reduction in the personal income tax first
bracket from 20 percent down to 16 percent; a cut in the corporate
rate down to 40 percent ultimately, 45 percent as an interim goal.

Everybody would like to see it. But in view of the very great like-
lihood of increased expenditures, which increased $6 billion last year
and $6 billion the year before, the fact that so many of these expendi-
tures have become sacred cows whether they should or not in defense
and space, are you not going to run a perfectly enormous deficit if we
even come close to approaching this tax reduction you propose unless
we have some alternative revenue source?

Mr. Livinaston. I think you are quite right, Senator. I don’t
presume to be a tax expert and I don’t presume to say how these reve-
nues can be made up. But it seems to me that we have a condition of
pernicious anemia in this country. The pernicious anemia is the
result of our tax structure.

I would rather see a deficit, and a large deficit incurred—I am not
afraid of deficits per se—if we can get this country moving again,
as the President has so well said.

But I don’t think we are going to get it moving again if we don’t
stop business organizations and businessmen in general from working
to find out ways how to avoid taxes.

Whenever you get a rate of above 50 percent, you make it more
profitable to find ways to save taxes than to actually do the job. I
don’t have to tell you the numerous devices that are schemed up to
do it.
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You buy a piece of property from somebody because your income is
very large. You set up a mortgage by which you can pay the thing
off ‘progressively. It is all covered. And then you take deprecia-
tion on the property against your other income.

There are all kinds of schemes like that. You could cut down the
business expense allowance that Senator Douglas has talked about. I
think there would be no trouble at all of putting a limitation on
businessmen’s expenses if you at least gave the businessman an incen-
tive to save on expenses.

A law partner or an accountant is in the 60- or 70-percent bracket;
he does not want to save on his expenses. He wants them to go up
because this is the way to increase his standard of living. But 1f you
said you can have half of what you don’t spend, at least you have a
chance to say, “Look, $25 a day is enough.” We came down here and
we were told the 1imit we had was $15a day. That might be a little too
little for a businessman.

The tax structure is tilted to prevent people from going out and
doing things. I think you can get some of this money back by changes
of various sorts.

Senator Proxaire. I would agree that we have to plug lots of loop-
holes. We would lose less than $400 million by reducing the top
bracket from 91 to 65 percent. There is a lot of sentiment in-Congress
for it. I think there is a real possibility we might achieve it.

But even still as I look at your arrthmetic, there is a $6 billion
corporate tax cut and a $12 billion individual tax cut if you go from
20 to 16 percent and everybody else the same way. Most of that loss
is in the lowest bracket.

As I say, it sounds very unlikely we can really cut expenditures. I
have introduced amendments to do so, too. I think there may be an
inconsistency here if you indicate that we cannot solve this problem
by deficits and we have to be concerned about them. If we can have
an $18 billion tax cut, even given a good multiplier and better tax
collection, I do not see how we can avoid an immense deficit.

Mr. Livinaston. There is a difference in concepts there, Senator.
What I said is we cannot solve this problem by deficits. That is right;
I still think so. Because every time you have a deficit you do tend
to inflate the economic structure. You push up costs. When you push
up costs with an inflexible price ceiling and a low rate of profit, you
deter the incentive to innovate and experiment on the part of
businessmen.

I am not trying to defend the businessman’s rate of profit per se.
As a matter of fact, just before the meeting started, Mr. Ruttenberg
said, “Are you trying to agree with the NAM?” and I said, “Just as
a stopped clock is right twice a day, so the cycle has swung around
so that the NAM is finally right.”

Mr. HaceporN. I think our record is a little better than that.

Mr. Rurrensere. I don’t think it is even that good, George.

Mr. Livineston. I am not sure whether going down from 20 to 16
is right or going down from 20 to 18 is right. Obviously there has to
be some measure of wisdom and common sense in doing this and work-
ing out the figures.

These were put down as goals, as something to strive for, and if
the theory of the present mystique among economists is correct that
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our problem is growth and if T am right that this is what is lacking
and you get the economy really chortling at $600 or $650 billion GNP,
then your taxes will roll in at these low rates.

We have quantified the economy in terms of the gross national prod-
uct in terms of what might be accomplished if everybody were work-
ing. Then we said, “My gosh, everybody is not working; this is our
lag; this is our failure.”

Now, the quantification does not tell us anything about the economy
at all. Tt is merely a description—a certain set of statistics based upon
certain sets of assumptions made by our economists at Harvard, Mich-
igan, or elsewhere.

What we all want to find out is why the dickens do we have this
anemic performance. I think our anemic performance is in part be-
cause we are the leading nation in the world. I said that in my paper.
We cannot expect to grow more rapidly until we get some new in-
dustry, something entirely new that revitalizes our economy and makes
us want to spend.

Senator ProxMmIire. Let me ask this: Why is this such an anemic
performance? I think we can do better and there arve all kinds of
things to stimulate our economy in education and research. But ac-
tually 3.5 percent is substantial growth. We are by far the world’s
most developed nation. As you point out in your paper, you cannot
cmgpare us with Germany and Italy and France and it is ridiculous
to doso.

They are going to grow faster in the next 10 years. They are bound
to. They will also have worse inflation and so on.

But if you take the fact that we have grown at 3.5 percent and not
try to compare it with this very high level, and then recognize that we
are now moving into a very exciting period when we are emphasizing
research so heavily—the amount of Government and private money
going into research has been terrific, especially in the space effort—the
consequences of this are likely to be a more dynamic economy than we
have had in the past.

It seems to me the feeling of pessimism that persuades us in a time of
relative prosperity that we need a substantial tax cut, varying from
$6 to $18 billion, depending on the witness, it seems to me is committing
our reserves when the situation does not justify it.

Mr. Livineston. I don’t think our performance has been anemic.
As a matter of fact, we have had an 8 percent increase in our total
output of goods and services in the last year.

Our performance is only anemic in relation to what economists say
we ought to do, in relation to the quantification of the full use of our
resources.

I happen to believe, and I know this is hardhearted to say, that there
are times when you have to have slack and when some people have to
be unemployed.” When you reduce carloadings on the railroads, the
result is unemployment. When you use plastics instead of steel, it
means that the steel companies do not sell as much steel.

This process is going on at a very rapid rate in this country. It
may be this is the best possible performance we can get, except 1n my
dealings and talking with business men I do know that the tax struc-
ture itself, because of the progressivity of the rates, and because of
the gimmicks—gimmicks such as stock options for business executives
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and capital gains rates. As long as it is more profitable to find out
ways to save on taxes, I think you are taking away some of the best
moneymaking minds from the actual production of goods and services.

Thisis 211 T am trying to say.

Senator Proxaire. Thank you very much. My time is up.

Representative Curris. T do want to say this, Mr. Livingston: I
read your paper with great interest and what you have just said T
could not agree with more. It is a theme I have been trying to preach
for years, unsuccessfully, I might say, apparently.

Mr. LivinesToN. We are common spirits in that.

Representative Curris. We certainly are.

I have described our tax structurve as like these pinball machines.
There is more time spent getting into the 25 slot or zero slot than in
ringing the bell in solving economic problems. That is why I want
tax reform.

Mr. Langum, I was really interested in some of your charts and
figures and this approach. I am going to do a lot of thinking about
what you have here.

One of the points on chart 4, rate of return on net worth, this is
something I have been after for some time.

Let me ask you this: This is First National City Bank data. How
did they so about getting their net worth, because it is a difficult thing
toeet? Do you know how they computed this?

Mr. Laxeum. Yes; I believe so. They are using, of course, the
balance sheet figures in the annual reports to shareholders of the
companies.

In net worth or what they call sometimes net book assets, they have
common stock equity.

Representative Curris. At what value?

Mr. Laxeuy. Atbook value.

In addition, preferred stock. So it is total equity including both
the common equity and the preferred stock equity and then they
take the ratio of net income as reported to that total net worth.

Representative Curtis. Would this net worth, do you think, be
realistic? Suppose one of these corporations were sold and the net
%vor?th on the book was $10 million, would it be apt to get a price of

15

Mr. Langua. I think for many successful corporations in recent
years that in such a transaction the market price would be above the
book figures. One way of looking at that is that the market prices
of common stock typically for successful firms are far, far above book
value per share.

Another way of looking at this and understanding it is that given
the inflation that we have had, the book figures are recorded in dollars
of different value. In other words, the basic unit of measurement
has changed. So that if we sort of repriced net worth and expressed
it in current dollars, that statement of net worth would be higher than
the book figures and the rate of return would be lower.

Representative Curris. The reason I am so glad to get this much
is that I have always looked at the figures of corporate profits, and I
hg.ve been disturbed about the fact that they seemed to have leveled
off.
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I was even more disturbed because I felt that the profits as a per-
centage, the rate of return to the amount of money that had been
plowed into that enterprise would be even lower.

Your chart here seems to indicate that it is not quite as bad as I had
thought.

Mr. Laxcoum. That is right. And not as bad as is frequently
thought to be the case in many business circles. I do believe, as I said
in my testimony, there is a profit squeeze. Businessmen are in a real
hard race between cost and sales and in turn, between income and
capital invested. But the historical figures, this decline from 1947 to
1961, just simply do not indicate the real profit situation.

Representative Curris. The other thing that relates to this is this
business of turnover of capital assets and replacement. I had felt that
post-World War 1T inflation, because of the impact of inflation on the
corporate tax, had amounted to a capital levy.

I am not sure that it caused as much damage as I thought that it
would. But if you follow what I mean, take the telephone company,
they have a telephone pole that they put in the ground for a hundred
dollars or whatever it is, then they replace it 10 years later and it costs
$200 for the same identical thing. They don’t care about the dollar-
They want the telephone pole in order to stay in business.

Let us take it another way, they would only be allowed to set aside
$100 on their depreciable asset and then they have to spend $200. This
means they would have to dig up another hundred somewhere else.

T have never seen a study in depth made of the impact of inflation
on capital investment as it was affected through our tax structure.

T have felt that it has been a real one. I have seen it come out in
this way. Where businessmen have come before the Ways and Means
Committee and asked for the LIFO formula instead of FIFO on
inventory.

I have never seen any studies made on the inflationary effect on de-
preciable capital assets comparable to inventory.

Mr. Laxcun. That is a very important point. Some studies have
been made on that. I have made those myself in the case of numerous
utilities and the American Accounting Association has formally pre-
pared studies on this.

The problem has two aspects. First of all, without any doubt in
my judgment after inflation, particularly in the earlier postwar years,
that depreciation charges per books understated the cost of plant con-
sumed, and hence overstated the reported profit figures.

That was widely noted at the time in business discussions of profits,
and the point was quite right. Parenthetically now we should not
use those overstated profits as a measure of where we ought to be.

The other part is this, however. Many corporations have had sub-
stantial retained earnings, and beyond that this major rise in deprecia-
tion accruals and hence cash flow. So that many corporations have
been in this situation; I believe, that the reported earnings and the
reported rate of return figures also were really overstated, partic-
ularly earlier in the postwar period. But they were not really hurt
because the money was coming in, although stated in other forms, to
cover the full cost of plant consumed and replaced, except for the
point that the reported income was first taxed as income even though
the costs were understated.
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So it is a complex problem. There is no doubt that many firms,
many utilities are in this situation, with heavy plant investment and
low retained earnings.

There has been a real capital levy in effect.

Representative Curtis. I appreciate that. There is one other point
I wanted to make. I just want to throw it out. It seems to me there
is an economic phenomenon occurring today and it has been grad-
ually moving in, resulting from what I regard as very rapid techno-
logical advancement in our society which it seems to me is real growth.
- "There is where I differ with Mr. Livingston; this is not an economic
situation. I refer to statistics which show that 25 percent of the goods
and services on the market today available to the consumer were un-
known 5 years ago, and things like that.

In this business of depreciation we set up our tax laws to relate to
new machinery and equipment worn out. But the economic phenom-
ena today is obsolescence rather than wearing out. This has been the
underlying reason for these new schedules. We always used the term
“useful life” in the tax law, but only a big company like the telephone
company had the accountants and engineers who could come in to
establish useful life that related to obsolescence.

The bulk of our industries never could get by the Bureau of Internal
Revenue in getting their capital assets depreciated before they wore
out.

The question I am coming to is this. I suspect that our capital
assets turn over a lot more rapidly today than ever before.

Back in the 1920’s or 1930’s I suspect that when they built plants
they could count on their being useful and available and not obsolete
as compared to today—I was talking to Monsanto Chemical and I
think my figures are right; they said that 90 percent of their sales
today are of products that were not even in existence in 1950.

Knowing the kind of capital equipment necessary to produce chem-
icals the 1950 capital assets are largely junk. It is obsolete. Would
you comment on that and also the general idea.

Are there studies being made into capital plant turnover today ?

Mr. Laneum. Yes; again that is an important point. We might
look at it this way.

First of all, in terms of the key concepts. As I see it, the ultimate
measurement of corporate profitability that encompasses all the factors
is rate of return on total capital, total income available for capital
in ratio to total debt and total preferred and total common equity.

That rate of return on total capital is determined in the first step by
two other things. First, the overall profit margin. The ratio of that
income available for capital to total corporate sales.

Second, by the turnover of that capital, by the ratio of sales to
capital. In other words, a company could have and companies have
had this, a lower profit margin but a higher turnover of capital in
relation to sales with the two offsetting or more than offsetting so that
the actual rate of return on invested capital is not impaired.

This matter of obsolescence, and more generally modernization and
cost cutting in expenditures on plant and equipment by business is
extremely important.

That is one of the reasons why I put in this little concept of net
cash earnings and for other reasons as well, to point up the sheer
financing of plant and equipment expenditures.
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Many businesses are in this situation. They have to make new
plant and equipment spending, not particularly for expansion of
capacity but to keep alive, to keep in business. They have to keep
spending on new plant and new techniques and new equipment to try
to offset rising employment costs and hold unit costs down and yet
these expenditures that are in a sense almost current costs are
capitalized and not charged off on the income account.

We are up against some new situations here where old concepts are
not quite the right ones. Certainly we need to know what we are
saying when we talk about these concepts. So that the more rapid
obsolescence of plant and equipment, the stepped-up pace of techno-
logical progress and also, I think, in a technical sense a greater rate
of capital turnover are important factors.

Representative Curtis. Thank you.

Senator Proxmire. I would like to ask Mr. Ruttenberg: You dis-
cuss the position of the Commission on Money and Credit and your
own position.

Do I understand correctly that there were two or three basic pro-
posals. One, to improve automatic stabilizers. Two, to provide for
a greater discretionary fiscal opportunity for the administration.

Was there a third, a permanent tax reform ?

Mr. RurrengEre. In the Commission report.

Senator Proxmire. Or would that be included in the automatic
stabilizer?

Mr. Rurreneere. The Commission on Money and Credit carefully
avoided going into the issue of the specifics of tax reform. But 1t
does say, there is a very small part of its report which talks in general
terms about the need for reform, the need for basic change.

They said that this was an area that went beyond the original as-
signment of the Commission and therefore, they would not go into it
in detail.

Senator Proxmire. Is it your position that we need improvement in
the automatic stabilizers such as unemployment compensation and
social security as No. 1.

No. 2, I am sure that you advocate the provisions for stepped-up
discretion for the President to provide public works and tax cuts at
his discretion.

Mr. RUTTENBERG. Yes.

Senator Proxmire. And three, a basic permanent reduction in taxes;
isthat right ?

Mr. Rurrexsere. A basic permanent reform of the tax structure.
I would not necessarily put it in terms of a net reduction in revenue.

Senator Proxmire. You are also calling for a quick, immediate re-
duction of $5 or $6 billion.

Mr. RurteNnerre. Five billion dollars concentrated in one quarter
which has an annual impact of substantially greater than that. For
the short run.

Senator Proxuire. If you get into that, supposing Congress passed
that to take effect September 1 for 3 months? Then business is good
but it could be better. There are still 414 or 5 percent of the work
force unemployed. Congress is just going to have to stick with that,
are they not?

Mr. Rurrensere. Stick with what ¢
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Senator Proxmire. With the $5 billion quarterly of $20 billion an-
nual tax reduction. .

Mr. Rurrexsera. Of course, as the proposal is, as I have made it
and suggested, when Congress would reconvene on January 3, 4, or
5 of 1963, the tax rates that exist as of today would be back in exist-
ence then and the Congress would then take a fresh look at the prob-
lem. At that point in time I would hope that an emergency stabiliz-
ing type of tax cut would no longer be needed.

But at that point the Congress could take then a fresh longterm look
at the problems which you have been interested in for many years,
namely, the closing of tax loopholes, and the whole host of areas where
through tax evasion and tax avoidance so that the income tax base
against which these very high rates that everybody now professes to
be against never apply.

People don’t pay these rates. Anybody that pays these rates above
60 or 65 percent just has bad legal advice.

Senator Proxmire. Would this be a $10 a week cut for every tax-
payer in effect? Wasn’t this the basic AFL~CIO proposal?

Mr. Rurreneere. This was the proposal.

Senator Proxmire. For 10 weeks?

Mr. Rurteneere. That isright. For a total of $100.

Senator Proxmire. Have you made a Katona-type study or Gallup
poll study to determine how much of this particular kind of tax cut,
which is quite different, would be spent ?

If somebody expects $10 a week for 10 weeks they would be pretty
foolish to buy a home or a car or to make any substantial purchase.
There might be a tendency for many people to feel they better save it.

Mr. Rurteneere. It depends on what you are relating this type of
a $10 a week for 10 weeks tax cut to. If it is related to the kind of
tax cut that Congresswoman Griffiths was talking about, namely, $100
tax cut spent over 52 weeks, I dare say the impact upon the economy
of a $10 a week tax cut as I recommended as against an impact of $2
a week tax cut would be considerably different.

I dare say that one of the important considerations in terms of a
tax cut for stabilizing reasons, one of the important factors is that
it ought to hit very hard and very quick at stimulating economic
activity.

You don’t do this by spreading $1.50 or $1.75 over 52 weeks.

Senator Proxmrre. What happened with the veterans bonus that
was paid after World War I?

Mr. Rurreneere. What happened to it? T was one of the partici-
pants in this in a State bonus in the State of Pennsylvania, my home,
and I daresay I, like a lot of other GI’s, spent it very quickly.

This was something that came to us in a one lump check.

Senator Proxmire. Was a study made so that we know what the
overall effect was?

Mr. Livingston. There was a bump in spending.

Senator Proxmire. Was 75 percent spent within half a year?

- Mr. Rurtensere. I don’t think anybody can estimate this. It is
very difficult. "We can look at it this way. People with incomes gen-
erally in the neighborhood of $5,000 to $6,000 a year or less, gross
income, tend, according to the survey of consumer finances, to spend
more than they earn. '
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This is the sheer facts of life. As you get up to the people with
incomes of $50,000 or more, obviously they are saving substantially
more.

Senator Proxymire. When you go into that a little, you find one of
the reasons they do require steady income to buy is that every durable
good they buy they buy on time.

Mr. Rurrexsere. Certainly.

Senator Proxyire. Two-thirds or three-quarters of automobiles are
bought on time. Kvery house is bought on time. When you are
analyzing a hundred dollar tax cut, maybe they spend it but again, it
is the kind of spending that would not have the same stimulation as
some other kind of a tax cut.

Mr. RurrenBere. 1 am not so sure about that, Senator. If you had
a $10 a week tax cut for 10 weeks, it is conceivable to me that they
would use it to pay off some indebtedness.

Senator Proxmrre. Sure, that’s exactly the point but then what
happens?

Mr. RurtenBERG. At which point they are then back into the same
position that they have normally been in where they tend to spend
more than they earn and they will now be able to commit themselves
to expenditure for items that are substantially greater in amounts than
the $10 a week tax cut.

But because they have been able to pay off some of their indebtedness
they are able to put themselves further into debt in terms of what the
American system, it seems to me, has always done.

This is the sheer facts of life whether we like it or not. I think
this is the way people live. They live from hand to mouth. They
live to buy the things they want.

Senator Proxarre. Don’t you think you would build up a tremen-
dous popular insistence on continuing this benefit?

Mr. RuTTENBERG. In continuing the benefit?

Senator ProxMire. In continuing the lower tax rate. People who
had their incomes increased this much, their take-home pay increased,
temporarily.

Mr. Rurrexsere. Obviously, if you cut their taxes to zero they
would love to stay there continually.

Senator Proxmire. I am thinking of it in terms of politics. We
have responsibility, practically all Members of Congress feel they
have to eventually balance the budget and have some sense of respon-
sibility toward meeting the expenditures and the rapidly rising ex-
penditures we have.

If we are going to put ourselves in a position to have a $5 billion
tax cut in 8 months and confront the political reality of constituents
who want it and need it then you better have it now. Today the tax
cut is not popular on the basis of the surveys. But once you give it,
try to take it away. That’s likely to be something else.

Dr. Katona’s survey conceded that {axpayers didn’t want an in-
come tax cut but a property tax cut. The Gallup poll indicated the
same thing.

My, Rurrexsere. It is not the province of the Congress of the
["nited States to do anything about property taxes buf it is in the
income tax.
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Senator Proxmire. Every single income group which received over
$3,000 a year in the Katona Poll opposed a tax cut. Those who had
incomes of less than $3,000 wanted a tax cut. I sent out and got
documentation to show that two-thirds of those incomes under $3,000
a year paid no income taxes.

What they do pay are property taxes or sales taxes or both and
they want a property tax cut, or a sales tax cut. These are the kind
of taxes they are talking about. The question was, would it be a
good idea to have a tax cut or reduce taxes without specifying?

Mr. RurreNgere. Aren’t we really begging the question, though.
Maybe you disagree with the fundamental underlying concepts.

The underlying concept is that here is the American economy that
started out early in 1962 with the expectation of having an annual
rate of GNP of $570 billion, having an annual GNP in the second
quarter of 1962 of $565 and $570 billion.

Senator ProxmIire. We failed to live up to our super expectations.
But we had the biggest increase in the peacetime history of the Nation.

Mzr. Rurrensere. But instead of getting to $565 or $570 billion we
are at $552. Instead of being on the way toward a 5-percent-or-less
rate of unemployment by the end of 1962 we are on our way to a 6
percent or greater level of unemployment.

I say the issue is what does the Congress of the United States, what
does the Executive do, faced with a situation in which at least 5.3
percent of the labor force in unemployed, where more than likely the
rate of unemployment now is much closer, if you take the part-time
job and turn 1t into the equivalent full-time employment, and take the
failure of the labor force to grow, a rate of 4 percent, with plant
lying idle, most industries are not booming. Faced with that problem
we will either have a worse decline in economic activity or we might
be able to inject discretionary fiscal policy, emergency tax cutting
as a means of stimulating this activity.

I think this has to be separate and distinct from the longrun prob-
lem of the meeting the Government needs for expenditures which
you and I and everybody else is for, I hope.

Better educational facilities: I think our economy can’t adequately
grow unless we do something about the shortage above high school
Ievel in education. We need to do many things in these areas.

This is no reason why we should use that as an excuse to let the
economy drift further down into the doldrums in 1962.

Senator Proxmire. It is very interesting and entirely appropriate
and proper that you are concerned with unemployment and I am
deeply concerned with it. This has distorted our whole picture.

We have 514 percent unemployed for 7 months. It is a very de-
pressing statistic. But because of this, I would say this is the over-
whelming reason we are talking about a tax cut today and have in
recent, weeks. I think what we have to recognize is that this is not
the only approach. I think there are other approaches, including
the supply side of the labor force.

I have said this before but T would say it again. A very large
proportion of those unemployed are young people who can’t get jobs
because they don’t have skills. One of the reasons is because they
drop out of school, they leave school too early, and admittedly this is
outside of the jurisdiction of the Federal Government.
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I think we should persuade the States to lift the age of leaving
schools, to provide education programs, to do what they can to pre-
pare these young people for the jobs that are not filled now.

That is one aspect. This involves well over a million people who
are unemployed and under 20. The second aspect as Chairman Heller
told us, is that one of the reasons the work force had not grown, and it
was the only specific reason he gave, was because of the earlier retire-
ment period on social security.

They can now retire at 62 instead of 65. He didn’t quantify this
but I think there may be a substantial number involved. I can tell
you from having gone to hundreds of plant gates in my State that
this is something our working people want very much, an opportunity
to retire at 60 but to do so they would have to accept a lower benefit.

You can’t increase social security tax very much, I agree. It is
very high now. There is no reason why they can’t have the oppor-
tunity to retire earlier if they wish to do so.

These two things, I think, are one kind of approach to this situa-
tion. While recognizing that we have a terrific challenge from the
Soviet Union we have to do all we can to build up our economy, we
have not grown enough, that we have a long way to go, still I think
we could constructively look at limiting our labor force.

I am not one of those who is ready to die when the labor unions
say they are interested in a 85-hour week. I am against a 85-hour
week. I think there is not much excuse for people working less than
40 hours. But there is nothing sacred about 40 hours.

We had a 60-hour week and a 48-hour week. If labor unions want
to talk about it and negotiate down to 38 hours or 37 hours and grad-
ually work toward a 35-hour week, if people choose leisure instead
of higher income, I think this is a perfectly legitimate consideration.

The thing is that we have gotten frozen on the notion that we have
to have virtually full employment of a labor force of people between
the ages of 14 and 62 or 68, and we have not recognized that in the
kind of mature and developed economy that we have with a terrifically
strong surge of research and automation that it is perfectly possible
for us to achieve wonderful growth and to continue to lead the world
without being frozen in this labor force concept we have now.

Mr. Rurreneere. I can comment on this if time permits. I agree
with you fully that we have a very serious problem of training our
youth as they come up. We have a very serious problem of what to
do about earlier retirement.

Obviously, I think people want to retire earlier. People are living
longer than they used to. This creates the problem who assumes the
responsibility for the leisure time of the individuals who retire at 60
or 62.

But aside from these problems, I would like to call your attention
to the fact that if one looks at the labor force problems of the last 7 or
8 years, it is true that the number of individuals 14 to 19, their par-
ticipation rate in the labor force has declined.

It is also true that the participation rate, the number of individuals
62 years of age and over has also declined in the labor force.

This is a partial explanation for the failure of the labor force to
grow, but only a partial explanation. It hasbeen my good fortune to
be a member of the President’s Committee to appraise employment
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and unemployment statistics of which Dr. Gordon of the University of
California is Chairman, in looking at this problem, the participation
of the labor force between 20 and 62 has gone down.

Senator Proxmire. Including women?

Mr. Rurrensere. Including married women.

Senator Proxmire. Maybe from a value standpoint it is better that
they stay in the home with their children in some cases.

Mr. Rurrexsere. But the participation rates of males 20 to 62 has
as well gone down over this period. If you take 1955 and come up to
date. All T am saying is that the answer to the problem of the failure
of the labor force to grow does not rest exclusively in the issue of the
youth staying in school longer or the older folks retiring earlier.

Senator Proxmire. That is right. We have 3 percent of our married
males out of work.

Mr. RurtEnBERG. 4.4 percent adult males.

Senator Proxmire. The figure I had was different. But it is too
high whatever it is. I think it is something we should be concerned
about. But it is far less than the overall unemployment number.
I have just a couple of more questions to ask of the other gentleman.

I was delighted to see your statement, Mr. Ruttenberg, on page 7
that action to tighten money would simply destroy the beneficial effects
of tax reductions.

I agree with you 100 percent. I think this is very useful. I think
one definite thrust of at least part of us on this panel and these hear-
ings has been to try to counteract the otherwise overwhelming tend-
ency on the part of many economists, commentators, and leaders that
what we need are lower taxes and higher interest rates.

You are putting on the brakes and stepping on the gas at the same
time. Dr. Langum, your chart on page 6 shows that plant and equip-
ment outlays in relationship to cash earnings have been dropping and
dropping fairly steadily.

They are now the lowest in any year that you have listed here and
perhaps the lowest in many, many years. This represents, in my
judgment, a perfectly devastating case against the investment credit.

That proposal would open up a new loophole. Business doesn’t
seem to want it. Your figures show they don’t need it. Your figures
don’t reflect the new depreciation revision which will increase the
cash flow and decrease the ratio of plant and equipment outlays to
cash earnings.

So it would seem to me on the basis of the statistics you have, the
case for the investment credit is pretty hard to sustain.

Mr. Laneum. I think we have to consider several things on this. It
is true that the ratio of plant and equipment outlays to cash earnings
has declined for some years and in the current recovery, plant and
equipment has not kept pace with the rising cash flow.

Senator ProxMire. Do you have any very recent figure?

Mr. Laneunm. Not a recent figure in terms of this measurement.
But when we consider what has happened to corporate profits, the
total corporate profits after taxes in the first quarter of 1961 with 20.3
billion and with 25.6 billion in the first quarter of 1961, up a bit to
about 26 in the second and third quarters.

Corresponding to that plant and equipment outlays have moved up
but are lagging. In the first quarter of 1961, the SEC Commerce
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series on plant equipment, was 33.9 biliion and the estimated figure
for the second quarter of 1962 was about 37 billion.

I think we have to look at these figures by years.

Senator Proxmire. McGraw-Hill estimated that they expected it to
go up to 39 billion.

Mr. Livinveston. Thirty-eight.

Senator Proxyire. Anyway, a relatively modest increase. In view
of the billion and a half that is going to be an increment to the profit
situation next year, it would seem that this ratio is going to drop
further next year.

This investment credit proposal is very controversial. I think there
is some chance we can beat it in the Senate. It seems to me you are
giving us ammunition for it.

Mr. Laxcum. I think several things affect plant and equipment out-
lay decisions. One factor that does influence it is the amount of cash
earnings. There is something else, too. That is the needs and views
of business for additional capacity and equipment and the recent tim-
ing of corporate plant and equipment expenditures.

Senator Proxmire. McGraw-Hill after a survey found that this
would only increase it $300 million a year. The cost in lost revenues
would be a billion dollars. The Wall Street Journal in a survey
queried 68 of the biggest firms in the country and found only one
that would change its nvestment policies because of this advantage.

Mr. Laxcom. I would give weight to those surveys. They are well
done. However, there are other factors involved that tie into the
particular point I was about to make.

In 1955 the American economy moved up sharply over the reces-
sion year of 1954 largely because of the automobiles and housing.

In 1956 and 1957 American business went on a major plant and
equipment outlay spree. The fact is that was an era when some
corporate executives got so enamored about growth in the economy
that they were making speeches about GNP in 1975 and the year
2000 but forgot about the extremely important years they had to live
in 1958, 1959, and 1960.

Business overdid it on plant and equipment spending in 1956-57.
That was one of the reasons for the emergencies of overcapacity. So
that having overdone it, these ratios are somewhat lower in more
recent years, in my judgment, for that reason.

We are at this stage in time, it seems to me. We have had several
years where the whole private durable sector in real terms has moved
sideways. Plant and equipment, residential construction, consumer
spending on automobiles and other durables.

This is without precedent in the history of our economy. I think
that is partly because we overdid it in 1955 and 1956 and 1957. But
now I think time is starting to be on our side. Things wear out
and become obsolete.

I think we are in a situation on plant and equipment where business-
men, with some renewed confidence, with less worry about things
they should not be worried about so much, with looking ahead to
future markets and expansion of markets, I think we have the ingredi-
ents here for a spark for real expansion and growth.

In these circumstances, even though there is not the immediate
comparative problem as you rightly point out from these figures, I
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think both the depreciation reform and a tax cut are useful in adding
to that spark and interesting businessmen.

I would venture the opinion, even though I highly respect those
surveys and would give real weight to them, that surveys of business-
men, economists, and everybody else at times have been very wrong.

The surveys of businessmen about future plans in 1957 in terms of
the general outlook of the economy were very wrong. I think at this
stage many businessmen are a little too much concerned and too much
worried and I think a spark, something that will light things up and
get things moving in this area is desirable.

Senator Proxmire. They say this is not what they want. It is a
giveaway. It means we have made another loophole in the law.

You can extend this to other persons. If you let corporations do
this, why not let individuals do it, and so forth. The bill as it passed
the Senate committee, as I understand it, even included furniture in
motels as plant and equipment.

Mr. LivinestoN. Are newspapermen allowed to take credit for their
typewriters ?

Senator Proxyire. Maybe they ought to take credit for what abil-
ity they have. You know that wears out ; they buy education and so
forth.

Mr. Lancoum. It seems to me that the tax credit is desirable. I
think that or any other proposal must be put in terms of proper
perspective in a group of things or package of proposals.

I think certainly that basic tax reforms along the lines Mr. Liv-
ingston was talking about are very much more important than just a
tax cut alone and certainly any hurry to cut taxes now because of -an
alleged recession.

Senator Proxmire. That was a Senate rollcall, so I have to go.
Before I yield to Congressman Curtis, I did want to ask Dr. Hagedorn
about his statement, 1f he could present a statement for the record of
any studies on the exodus of capital because of a change in interest
rates.

We have asked others who advocate this policy to prove it and they
have not been able to do it. Statements by Chairman Martin and
other economists indicate quite the contrary, that we are not and are
unlikely to lose either gold or much capital as a result of a differential
in interest rates.

Furthermore, and you can put this in the record later, isn’t it a fool’s
errand to raise this country’s interest rates, not only because of the
facts adduced by Congressman Reuss but other countries have a rea-
son to hike theirs and maintain the differential.

They have a shortage of labor. They have a serious inflationary

roblem. We have neither of those things. Their interest rates are
1ound to be higher. They also have less political stability than we
have.

Finally, there is the argument that these countries have no incentive
for bankrupting this country or creating a big drain of gold.

It is within the power of our Government to correct this adverse
balance, because the basic cause for the adverse balance of payments
is our foreign and military aid programs which help pull these other
countries’ chestnuts out of the fire.
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It would be insane for any of these other countries that have these
holdings to precipitate a run on this country under these circum-
stances, when we have our troops over there protecting them and
giving them assistance including military assistance.

I can’t see any expectation that there is a real threat that we are
going to suffer seriously because of the balance of payments situation.
I hate to ask and run but you can put your answer into the record.

I would appreciate it very, very much. You have made many able
representations to this committee and others and I am sure if there
is a good answer to this you may have it.

Mr. Haeeporw. Before you do run, Senator, may I say I simply
didn’t want to say that this was an ominous threat hanging over our
heads at this moment. I tried to choose langauge which would not
create that impression.

I said, a situation of this type is not necessarily dangerous or in-
herently disastrous. I was simply pointing out that when you are
in the situation of being a banker for other parts of the world that
you don’t have the degree of freedom that you have when you are not
In that situation.

As I said in answer to Congressman Reuss, certainly I won’t expect
that we should look at all types of interest rates for all kinds of loans
in all parts of the world and then take the largest of those figures
and match that as the short-term interest rate.

Senator Proxmire. England, Holland, and Switzerland are all
lower than ours.

Mr. Haceporn. Certainly you can’t do it that mechanically. It is
equally true that we can’t forget about the necessity for maintaining
some relationship between our interest rates and those abroad.

Perhaps I can clarify my position this way. I don’t really think it
is disastrous or ominous for us to have one deficit or even a series of
deficits in our fiscal accounts. I don’t think it is necessarily disastrous
for us to have much easier money conditions for a short period.

What I think is dangerous is for us, in discussions of just this type,
to come to the conclusion that the way to keep the country prosperous
is always to turn to fiscal and monetary policy because that means
we are going to turn to deficits to pull us out of whatever difficulties
we have.

If we create that impression around the world and at home, that is
the real danger. The real danger is that in meetings of this type we
would come to that conclusion. That is what I have been trying to
protest.

Senator Proxmire. I wish I could carry on. I have a 100 percent
rolleall record so far and I am afraid I may lose it. Congressman
Curtis will take over.

Representative Currrs. Thank you very much, Senator, all T wanted
to do was to pick up on the question of the civilian labor force which
I think is one of the unique economic phenomena of today.

I have the tables back to 1929; 1962 will be the first time that the
labor force in peacetime—the civilian labor force—has not increased.

As a matter of fact, since 1955 it has been increasing at the rate
of a little less than a million a year. Before that period it had been
increasing about 700,000. Even in the depression in the 1930% it
continued to increase, although I want to put a caveat. One of the
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staff tells me that before 1940 those figures are interpolations. But
the figures that are put out by the Labor Department show a continued
increase each year. This deserves real attention, I think.

In light of Senator Proxmire’s speculation and also the speculation
of Mr. Heller, I want to call attention to what is the cause of it. I
regret to say that the figures do not indicate that it is in any par-
ticular age or sex group.

In the July 13, 1962, U.S. Department of Labor news in this table
D, “Labor force participation rates, by age and sex, showing compari-
sons of second quarter averages from 1957 to 1962,” shows the break-
down by age groups and by sex.

The very interesting thing is that there are two areas where there
have been increases. One is “Female, 14 to 19.” This is a real poser.
Females from 55 to 64. That has been the biggest increase.

In every other bracket there has been a decrease. Every single one
including the 25 to 54 male, which is the bulk of our work force de-
clined from 97.2 to 97.1.

I had requested the chairman of the committee to have Dr. Ewan
Clague as a witness next week, and he will be with us to go into some
of this problem. He has reassured us that he has rechecked the
methods of computing the employment and unemployment data and
they have not changed and it is not in the compilation of these figures.

T raised the question, had someone been jockeying with the figures
or had they changed their techniques. But apparently we have a new
phenomenon that needs interpretation.

Tt has fallen on my shoulders to announce that we will adjourn
and reconvene Monday morning at 10 o’clock and will hear the Central
Director of the Banca del Lavoro of Rome and others and continue
on Monday afternoon.

Thank you, gentlemen, for a very valuable contribution to our
hearings.

(Whereupon, the committee recessed at 1 p.m., to reconvene Mon-
day, August 18, 1962, at 10 a.m.)
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Coxeress oF THE UNITED STATES,
Joint Economic CoMMITTEE,
Washington, D.C.

The committee met at 10 a.m., pursuant to recess, in room AE-1,
the Capitol, Hon. Wright Patman (chairman) presiding.

Present: Representatives Patman, Reuss, Griffiths, and Thomas B.
Curtis ; Senators Sparkman, Proxmire, and Bush.

Also present: Wm. Summers Johnson, executive director; John
R. Stark, clerk; Hamilton D. Gewehr, research assistant.

PROCEEDINGS

Chairman Pararan. The committee will please come to order. The
committee has been engaged in a series of hearings on the state of the
U.S. economy and on possible changes in policies of the U.S. Govern-
ment, which would help us to achieve a higher rate of utilization of
our labor force and our productive capacity, and also achieve a more
rapid rate of economic growth.

Such improvements are desirable for obvious reasons. First, to
raise the level of living of American families, many of whom have
many unsatisfied needs and wants; and second, to be better able to
help the underdeveloped nations of the free world, and to meet our
other commitments to the defense and advancement of free and open
societies.

Accordingly we would hope that any changes in policy or technique
we might recommend, will be compatible with the economic policies
of the other free world nations.

This morning we are honored to have with us a panel of distin-
guished experts from three Kuropean nations. Prof. Alan Day, pro-
fessor of economics, London School of Economics, London, England ;
Dr. FEttore Lolli, executive vice president, Banca Nazionale del
Lavoro, Rome, Italy; Prof. Jurg Niehans, professor of economics,
University of Zurich, Switzerland.

We are happy to have you with us. Our usual procedure is to have
each member of the panel make an opening statement. Then the
members of the committee put questions to the panel. Each member
is limited to a 10-minute questioning period, in rotation. The com-
mittee always invites free expression on the part of the witnesses and
we do so now.

A panelist may reserve comment. on any question asked. Our usual
procedure, also, 1s to have the panelists begin in alphabetical order of
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their names. Prof. Day, if you are ready, you may proceed in your
own way.

STATEMENT OF PROF. ALAN DAY, PROFESSOR OF ECONOMICS,
LONDON SCHOOL OF ECONOMICS

Mr. Day. Mr. Chairman and gentlemen, I am very happy and
honored to have this opportunity to appear before the Joint Economic
Committee. In this statement, I propose to discuss the economic
situation of the United States and, in particular, the implications of
the present situation where economic activity appears to be slowing
down at less than full employment levels, but with a continuing
balance-of-payments problem.

Despite the immense wealth and prosperity of the United States,
there have been, in the past decade, increasing signs of certain weak-
nesses in her economic position. None of these appears to be in-
soluble, and since some of them are somewhat similar to weaknesses
that have existed in the British economy for an even longer period of
time, it does seem that British experience can be helpful in the deter-
mination of the strategy of American economic policy.

It cannot, of course, be claimed that Britain has herself solved these
problems, largely deriving from her early industrialization and from
the widespread international use of her own national currency. But
it is sensible to try to prevent the United States from making mistakes
which have long caused difficulties for Britain.

In particular, I would like to mention two: The first is that of the
complacency of a country which has led the world in industrial tech-
niques and productivity—as Britain did in much of the 19th century
and as the United States does now. This complacency tolerates a
slow growth of productivity in comparison with other countries, such
as Britain has tolerated through the 20th century and the United
States is in danger of tolerating now. The second mistake is that of
giving undue importance in the determination of economic policies
to the maintenance of the international status of one’s national cur-
rency. Repeatedly since the First World War, Britain has restrained
domestic expansion in order to maintain international confidence in
sterling. Until recently, the strength of the dollar has been such that
no such problem has arisen for the United States. But now, the same
problem has arisen here. The maintenance of the international use
of one’s national currency as a reserve and trading currency, in the
way that sterling and dollars are used today, can impose significant
restraints on a country’s domestic freedom of action.

In the past decade, the U.S. economy has experienced a slower
growth of industrial production and of industrial productivity per
man-hour than any other major country, in either the Western World
or the Soviet bloc—with a single exception, namely the United King-
dom. The growth which has taken place has been marked by a series
of minor trade cycles.

It has been accomganied by a modest degree of inflation of consumer
prices; the rise has been rather under 14 percent in 10 years, which is
considerably slower than most European countries and indeed is prob-
ably not excessive in view of the failure of the index to take adequate
account of quality improvements and in view of the almost inevitable
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rise in the price of services as rising prosperity leads to rising wages.
The American economy has, through most of the last decade, expe-
rienced relatively high levels of unemployment, which showed a trend
increase through the decade. It is an unnecessary waste of national
resources and probably an unnecessary cause of personal suffering, that
even in the recent recovery, unemployment was still well over 5 per-
cent of the labor force.

All of these domestic difficulties would almost certainly be relieved
by a more expansionary domestic economic policy, designed to run the
economy with an average level of unemployment somewhat nearer to
those which are regarded as satisfactory in Western Europe. Perhaps
an average of 3 to 314 percent over the swing of the trade cycle might
be regarded as a satisfactory target.

Such a policy would make considerably fuller use of the Nation’s
present productive resources. It would also make possible an increase
in investment to increase future productive capacity at a higher rate—
and by increasing present capacity utilization, it would make such an
increase in investment attractive to businessmen.

If a faster growth of capacity can be achieved, the problem of the
swing of the trade cycle would also be reduced. No country has §olved
the problem of achieving perfectly steady growth and it is probably
inevitable that there should be some fluctuations from year to year,
connected with things such as changes of inventories and the inability
of economic forecasters to provide perfect forecasts to the policy-
makers. .

But European experience suggests that these fluctuations are much
less disturbing if they take place around a rapidly rising trend than
around a slow upward trend of production and incomes. If they are
around a rapid trend, as has happened in most of the continental
European countries, the periods of setback are merely periods of
relatively slowly rising output; if they are around a slow trend, the
setbacks involve longish periods of stagnation of output, as in Britain,
or actual declines, as in the United States.

At the same time, there is little evidence to suggest that a reduction
of the average level of unemployment of the magnitude recommended
here would have a significant effect on the rate of inflation in the
United States. There can, indeed, be no doubt that the rate of increase
of money incomes does tend to be the greater, the nearer an economy
such as ours is working to full capacity. But this effect is probably
relatively weak until an economy is quite close to full capacity opera-
tion, as Britain’s is, but that of the United States is not.

In its effect on price inflation, it would almost certainly be offset
by the fact that a faster rate of growth of output would permit faster
rises in money incomes without causing any increase in the rate of
inflation.

In the immediate situation facing the United States, it is clear that
the above analysis implies that deliberate policies designed to encour-
age an expansion of demand are justified now. There is no doubt that
the economic expansion which started early last year has been disap-
pointing, as is indicated by the July unemployment figure of 5.8 per-
cent of the labor force. Still more disturbing are the numerous
indicators which suggest that little further expansion of demand or
output is likely during the rest of this year. At best, output seems
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likely to level out again in the latter part of this year; quite conceiv-
ably, there may be another minor setback in late 1962 or early 1963.

In these circumstances, with output currently perhaps $30 to $40
billion below what could be produced with an unemployment rate of
3 to 4 percent, and with the clear prospect of a widening gap between
actual output and potential full capacity output as potential output
increases as a result of rising productivity and a rising labor force, the
need is for a sharp expansionary stimulus.

The question remains of the form which this stimulus should take.
It could either be introduced by monetary measures or by fiscal meas-
ures; the latter could take the form either of tax reductions or of
increases in Government expenditures.

In the present situation where a substantial and quickly operating
stimulus 1s needed, the choice should be for tax cuts. The effect of
increases in Government spending would be slow to operate, because
of the lengthy legislative and administrative procedures. It is doubt-
ful whether monetary measures, such as interest rate reductions, could
have as large an effect as seems to be necessary. The important need
is to act in time. If action is delayed until a downturn has started,
the necessary measures will have to be all the stronger.

And it is clear from British experience, where fiscal measures have
been used on many occasions since the war to influence the domestic
situation, that tax changes do have a marked and relatively rapid effect
in altering expenditures particularly by consumers.

It, therefore, seems to me most unfortunate if no decision is taken
to reduce taxes substantially and immediately. It would be unfortu-
nate in terms of the American domestic situation. It would also be
unfortunate for the rest of the world, whose economic growth and
prosperity is closely dependent on-that of the United States. There
is evidence to suggest that, in present circumstances, the prices re-
ceived by the underdeveloped countries for their own material exports
show a tendency to fall, unless production in the advanced countries
as a whole is rising at around 5 percent a year.

If American production, which accounts for about two-fifths of the
total, stagnates or declines, it is most unlikely that this average of 5
percent can be achieved, since it would imply phenomenally rapid
expansion in the other industrial countries. Rather, the effect of a
slowdown in the United States would be to slow down growth of pro-
duction in the other industrial countries.

Certainly, I should expect that a new setback to American expansion
would greatly reduce the chances of expansionary policies in the
United Kingdom, because of our heavy dependence on import earn-
ings from the North American market. It seems clear, then, that if
nothing is done domestically in the United States, the effect will be
further declines in primary product prices and a new upset to the pre-
carious payments position of the underdeveloped countries, together
with a slowing down of industrial expansion in Western Europe.

None of this would be in the interests of the free world. We have
learned to run our economic system well enough to disprove the
Marxian thesis of the inevitable capitalist crisis; we must now learn
to demonstrate that it is also wrong to suppose that our economic sys-
tem suffers from chronic anemia,
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There appear to be two main arguments against a decision to take
this expansionary domestic measure in the United States. One of
them is wholly 1illogical and unjustified; the other does possess a
certain logic, but it 1s still bad. The first argument is that a budget
deficit must be avoided at practically any cost. The second argument
is that domestic expansion would further weaken the international
position of the dollar.

The budget deficit argument is wholly unjustified. It is difficult
to understand why it still has such a stronghold, except on those people
for whom all Government expenditure is wholly bad. Other trans-
actors, such as industrial firms, are perfectly willing to run budget
deficits and to increase their debt if the purpose is worthwhile.

Equally, there is no reason why the whole of Government spending
should come out of current Government income; after all, much of it
is devoted to strengthening the future of the country’s economy, by
building roads, providing education, and acquiring technical knowl-
edge on matters of defense. And when the effect of an increased
.budget deficit would be to increase total spending in the country and
so to use the whole of the Nation’s productive resources instead of
leaving many of them underutilized, the effects of the outworn and
irrelevant dogma of balanced budgets is wholly to the bad.

The correct rule is to insure that the budget deficit is not so large
as to increase demand to the point where there is overstrain on the
Nation’s capacity to produce. Of that, there is no current danger.

The second argument against increasing domestic expenditure, in-
come, and output is that of the danger to the balance of payments.
This argument has a certain logic, but is still not defensible. It can
be developed in four possible ways. One is that expansion would re-
duce international confidence in the dollar. The second is that one of
the ways of inducing expansion, namely reduction of interest rates,
would increase the net capital outflow from the United States. The
third is that expansion would increase American exports prices, and
reduce the competitiveness of American exports. The fourth is that
expansion would increase American demand for imports.

The first line of argument—that about confidence—is of relevance
in a world where many people are not as sophisticated as one might
hope. There are, indeed, many people who would believe that a
budget deficit in the United States automatically implies that the
dollar is suspect. As has been argued, the question of whether or
not to have a deficit depends not on dogma, but on circumstances.
But while many people are not so enlightened as to see this, the right
policy is to carry out the correct domestic policies and at the same time
to take other steps, which I shall consider later, in order to restore
confidence.

Let us turn to the second question, that of the effect of interest rate
reductions on capital movements. It is, in fact, true that a cut in
American interest rates would almost certainly increase the net capital
outflow, and this is strong reinforcement to the argument that do-
mestic expansion should be encouraged by tax cuts rather than interest
rate cuts. Already, the general level of interest rates, particularly
on short-term paper, can be seen to be low in the United States com-
pared with Europe, 1f account is taken of the choices effectively open
to commercial operators.
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Admittedly, official discount and Treasury bill rates in several
continental countries, for example, Germany, Switzerland, Nether-
lands, are lower than in the United States, although in Britain they
are higher. But the official rates in these continental countries are
not as accurate as a guide to market rates open to commercial operators
as in the United States, or Britain. In some cases, for example, Ger-
many, the official rates cover a very narrow and rather unrepresenta-
tive market, and rates on prime commercial paper are significantly
higher than in the United States.

In another case, Switzerland, access to the domestic market is
partly restricted for foreigners. A better guide to the relationship
of American and European rates is provided by the active market in
Eurodollars, which are a means by which North American funds can
be loaned to Europe at higher rates than are available domestically in
North America, and without exchange risk.

A large volume of funds has been attracted to Europe by the higher
rates available there; it appears that the major American source has
been from banks in centers, notably New York, with extensive inter-
national connections and that banks and firms in other centers have
made little use of other facilities.

If they were more widely used, the strain on the U.S. payments
position from an outflow of short-term capital might greatly increase,
precisely because of the interest rate differential in favor of Europe.
At least it seems that it would therefore be unwise to cut rates sharply
in the United States, unless European rates fell sharply.

The international capital market is now so unified that no country
can, while allowing effective freedom of capital movements, safely
allow its interest rates to be far out of line with those in other major
centers. Moreover, it seems likely that for some time ahead, shortage
of capital will keep European rates relatively high. Indeed, purely
on balance-of-payments grounds, there is a case for arguing that
American rates should be raised.

T must hasten to add that I would not begin to recommend this as a
policy. But this is one way of highlighting one of the major dilemmas
of policy in our present international currency system. This system,
which finally became established with the restoration of convertibility
at the end of 1958, is a restoration of the gold standard as we knew it
in the 1920’s and before the First World War.

The rules of this system are simple. Each country maintains fixed
exchange rates with all other members; except in extreme circum-
stances, exchange rate charges, beyond very narrow margins, are ruled
out.

In order to maintain balance-of-payments equilibrium, those coun-
tries find themselves in payments deficit which deficit improves
contractionary domestic policies, including high interest rates which
also serve as a palliative to the payments deficit by attracting foreign
funds. Countries in payments surplus should introduce expansion-
ary domestic policies, even to the point of inducing a degree of price
inflation, although this prescription is rarely emphasized by pro-
ponents of the gold standard.

The virtues of this system include the maintenance of stable ex-
change rates and the simplicity of the basic rules. Its major disad-
vantage, which is well exemplified by the present U.S. situation and
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by repeated British experience, is that it may tend to a conflict be-
tween the requirements of domestic and international equilibrium. At
the moment, domestic considerations suggest that American policy
should be expansionary.

But the deficit in the balance of payments suggests that the right
policy, under gold standard rules, is one of domestic contraction. The
dilemma is emphasized if one considers what would happen if expan-
sionary policies were taken, as suggested above, and demand were in-
creased by, say $30 billion a year. Some of this demand would take
the form of a rise of imports; the net effect would be less than this
direct effect because the extra demand for foreigners’ goods would
raise their prosperity and so increase their demand for American
goods; but on balance there can be little doubt that the net effect would
be a sharp deterioration of the U.S. balance of payments. And if it
should happen, though this seems unlikely, that the domestic expan-
sion led to a faster rate of price rises, then the situation would be made
all the worse by the reduction in the competitiveness of American
exports.

Here, then, lies the source of the present dilemma about policy.
Ultimately, there may be a way out, if the competitors of the United
States, and Britain, inflate faster than we do so that their exports be-
come less competitive and our balances of payments improve. But, at
best, this is likely to prove a fairly lengthy process.

It is the logical basis of current British policy and would be the only
logical basis for an American decision to accept a new period of domes-
tic stagnation or a renewed minor recession. The immediate effect
of such a policy is a waste of unemployed resources. The longrun
effect may also be that the deflation may inhibit investment and inno-
vation and so reduce the potentialities for future growth and for
future competitiveness in world markets.

Short, of changing the rules of the game and developing an inter-
national financial system with greater exchange rate flexibility, which
I would consider the most desirable policy, there are still a few things
that can be done. Some are alreagy being done with considerable
effect, such as the steps taken to reduce Government expenditures
overseas.

In addition, action might be taken more forcibly to restrain specula-
tive pressures on the dollar during the period of payments weakness.
For example, that part of the gold reserves which is now tied as cur-
rency backing might be released ; the U.S. reserves are still very large
by world standards, in relation to deficits, and it would be worthwhile
to take measures such as this to emphasize the fact. Again, the pres-
ent system of swap agreements, whereby the United States and other
countries have agreed to hold stipulated amounts of one another’s
currencies, might usefully be expanded.

Beyond this, it is desirable to take steps to deal with two interrelated
problems which greatly exacerbate the difficulties of working the
present gold-standard system. One is the system’s dependence on the
two key currencies—dollars and sterling—which serve to act as a sub-
stitute for gold, of which the amounts available for use as inter-
continental reserves is now quite inadequate, taken alone. The other
difficulty is that of the overall shortage of international liquidity.
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_The main disadvantages of the key currency system are that it pro-
vides a particular inhibition to the policies of the countries whose
currencies are so used, because the risks of speculative withdrawals
of funds are so great, that the system is weakest precisely at the times
when it needs most strength, namely when one of these major countries
is in payments difficulties.

This happens because, at such time, confidence in one or other key
currency is reduced, and there is a flight either into the other or into
gold. A good deal could be done to reduce these difficulties, if the
United States and the United Kingdom were, preferably jointly, to
offer a gold guarantee on foreign balances held with them, to reduce
the risk of speculative movements of funds.

Beyond this, there is a pressing need for a further creation of inter-
national currency. The strongest evidence in favor of this need is the
fact that very few countries ever act in a way that suggests that they
regard their reserves as excessive, so following the rules for surplus
countries under the gold standard, while many countries act in
a way which is dictated by what they regard as the inadequacy of their
Teserves.

Most of the burden of the deficit is thereby thrown on the deficit
countries. In simple terms, there is just not enough internationally
acceptable money to go around. As a result, a deflationary bias is
introduced into the world economy, as by the restrictive domestic poli-
cies in Britain and the danger that expansionary policies will not be
followed in the United States.

This is happening now, at a time when the world payments system
is in a sense nearer to equilibrium than at any time since the war—
there are now almost no large-scale surplus or deficit countries. The
danger is that the equilibrium will be at an unnecessarily low level.
All of which is reinforced by the tendency for an increasing amount
of gold to disappear into private hoards, so reducing the available
supply of international currency at a time when the need is for an
increase.

The right answer is then to create an international reserve currency
in adequate quantities. Many proposals have been made along these
lines. 'In an attenuated form, they were to be found in the revision
of the IMF in September 1961, but the improvements then made are
already proving quite inadequate.

In the absence of an adequate and effective plan along such lines, in
place of the present tendency for policies to drift toward a more rigid
gold standard orthodoxy, the dilemma for American policy will in
time become even more acute..

.On the other hand, the United States may find itself sliding farther
down the path which has been followed by Britain—that of repeatedly
following policies of deflation in order to maintain the strength and
prestige of sterling at a fixed exchange rate, with the long-run effect
of holding back our economic progress and allowing ourselves to be
overtaken industrially by rivals with no better natural resources than
we possess.

On the other hand, the United States might find itself with no
sensible alternative to causing unnecessary restraint on the growth of
the economics of the Western World, than raising the price of gold
and thereby increasing the supply of international currency.
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If this painful choice is to be avoided, action must be taken very
soon to create adequate supplies of a new reserve currency, to use that
currency to replace the international use of sterling and dollars for
reserves, and, preferably, to introduce a greater degree of exchange
rate flexibility.

Chairman Parman. Thank you, sir.

Our next witness will be Dr. Lolli. Dr. Lolli, we are glad to have
you, sir.

STATEMENT OF ETTORE LOLLI, EXECUTIVE VICE PRESIDENT,
BANCA NAZIONALE DEL LAVORO OF ITALY

Mr. Lorri. Mr. Chairman, members of the committee, it is a proof
of the existing international cooperation that the United States, the
outstanding teacher and example of economic growth and full employ-
ment, should now be asking some of its pupils and followers in Europe,
to tell the United States what was so recently learned from it.

It is with humility, and as an act of appreciation for all that you
did so generously to help us effectively, that I will try briefly to re-
turn a little of what we learned :

1. The difference in basic resources, stages of development, indus-
trial organization, and other key factors between the United States
and Europe are so great as to make their problems of economic growth
fundamentally different.

A higher rate of growth can be achieved more easily if the starting
level is lower; and so in the European countries, either destroyed by
war or not so highly developed, industrially and economically, as the
United States, 1t was relatively easier to achieve a higher rate of
growth in the postwar years. But to the extent that there are some
basic common factors I will try to mention them.

2. First, it must be clearly understood that after a certain stage of
economic development in a so-called affluent society the problem is not
of output, but of disposal of output.

The action of the Government, therefore, should aim not at in-
creasing output but at disposing of a naturally increasing output.

As far as personal consumption goods are concerned, the Govern-
ment cannot do much. Food consumption and durable and non-
durable consumer-goods consumption has reached in the United States
such levels that they practically cannot be increased further (except
of course, inasmuch as population increases).

The Government might buy surplus production and distribute it
abroad (as is done in a certain measure for food) but this is only a
negligible palliative.

The Government’s action, then, should be directed toward the dis-
posal of the output of investment goods. This can be done by financ-
ing better housing, better roads, better schools, better public trans-
port, better health services, and so forth.

This means, physically, a shift of employment patterns from output
producing employment to output consuming employment.

3. The picture seems clear from a physical point of view. But what
is to be done practically, in terms of monetary and fiscal policy ¢
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I do not think that one should be afraid of a budget deficit within
certain limits and provided that it is financed from savings with little
resort to bank credit.

In the conditions described above, which are the U.S. conditions
at present, the danger is not inflation, but deflation, in spite of any
contrary appearance.

The immense productive capacity of U.S. industry lies, at the
moment, for a large part idle because it is geared to produce goods
whose supply is already abundant. The Government should help to
deblock this situation by starting a large program of output consum-
ing activities, even at the cost of a budget deficit, at the beginning.
Later this deficit will be reduced or disappear automatically, as in-
creased economic activity will bring in large revenues.

4. However, by so doing, the international position of the dollar,
already weak, might be weakened even more. So one must turn now
to this other aspect of the problem and if possible find a way of
separating the effects of domestic fiscal policy from the international
position of the dollar.

5. The dollar at present is weak on the international markets. This
is a fact. But why is the dollar weak? Ts its weakness justified ?

In my opinion the weakness of the dollar is entirely artificial and
stems exclusively from the fact that, in spite of any denials, many
people believe that the dollar price for gold can and may be raised.

In this country I know that every President and administration
since 1934 has said that without an act of Congress your price of gold
c%nnoltdbe changed and that they were all against a change in the price
of gold.

In the minds of people who deal in your dollars the risk does exist.
They feel that if you do not change the price of gold you may refuse to
exchange gold for dollars. Many of those who hold your dollars feel
that history teaches that all devaluations have been officially denied
up to the last moment.

So denials are useless and perhaps even have a contrary effect.
Since, on the other hand, there 1s no risk that the price of gold will be
reduced by you below $35 an ounce, it is natural that people should
tend continuously to change some of their dollars into gold.

If this is true, the only way to strengthen the dollar is to dispel as
definitely as possible, by some deeds, rather than mere denials, the
fear that there will be an increase in the price of gold.

Until this fear about the increase of gold is definitely dispelled, any
other attempt to correct the balance-of-payments situation will prob-
ably remain unsuccessful.

What could be done then? We must distinguish at this point the
possibility of a devaluation of the dollar against all other currencies
from the possibility of a general increase in the price of gold, leaving
the exchange rates between currencies unchanged.

The first case, the devaluation of the dollar against all other cur-
rencies, is very unlikely to happen as a devaluation of the dollar
would be followed almost automatically by similar devaluations of
all other currencies.

However, even if we assume that it could happen and the United
States were prepared to guarantee the present exchange rate to the
foreign holders of dollars, this would not solve the problem. For it
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would not eliminate the relative disadvantage of holding dollars in
the (more likely) case of a general increase in the price of gold.

To dispel entirely and definitely the pressure on the dollar of the
fears of a general increase in the price of gold, the United States
should, in some practical way, guarantee the gold price of the foreign
holdings of dollars.

There are several ways in which this could be done, and I submit,
as an example, for your consideration the following way:

(@) The U.S. declares itself prepared to exchange foreign dollars,
official and private, into special gold certificates for any amount, prac-
tically as it does now;

() The release of these special gold certificates, however, would
not mean, as at present, a legal transfer of gold from the United
States to the foreign buyer and therefore a decrease in the gold stock
of the United States, but merely a legal promise by the U.S. Treasury,
to buy them back for dollars at any moment, at the price of gold at the
time of the purchase back by your Treasury.

Thus, for instance, if the price of gold were doubled, those certifi-
cates which could not in any case be changed into gold, would be,
however, worth twice as much in dollars; and

(e) These gold certificates would, of course, not carry any interest.

6. What would be the cost of such a guarantee for the United
States? None at all, and perhaps it could result in a net gain.

At present, official dollar holdings outside the United States amount
to about $11 billion; probably a little more. These figures are 1 or 2
months old. And another $5 billion are held by private foreign banks.

In total, the dollar holdings outside the United States amount to
about $16 or $18 billion. If all these dollars were converted into
special gold certificates and then the price of gold were raised by 50
percent, the maximum cost of the guarantee for the United States
would be $8 billion, or less than 1.5 percent of the GNP.

But, of course, apart from the fact that the value of the gold held
by the United States would be higher, foreign dollar holdings would
never be entirely converted into special gold certificates, and anyway,
if the United States really means to keep unchanged the price of gold,
the guarantees would cost absolutely nothing.

It would, on the contrary, yield a profit, as dollar balances bear in-
terest, whereas the special gold certificates would not carry any
interest. )

This proposed solution is not, of course, a panacea, but something
for you to consider in dealing with the problem of confidence; and
that is primarily the psychological and practical problem of the inter-
national position of the dollar. .

In many ways gold is a symbol, and if that symbol can be effectively
used more correctly to mirror the mighty strength of the United
States and to restore confidence in that strength, I think it should be
done not only for the good of your people, but for your close and loyal
friends as well.

(Mr. Lolli submitted on August 22 a supplementary statement,
which appears in the appendix at p. 982.)

Chairman Patman. Thank you, sir. . .

Prof. Jurg Niehans, professor of economics, University of Zurich,
Switzerland. We are glad to have you, sir. You may proceed in
your own way.
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STATEMENT OF JURG NIEHANS, PROFESSOR OF ECONOMICS,
UNIVERSITY OF ZURICH, SWITZERLAND

Mr. Nmegans. Mr. Chairman, it was with some hesitation that I
accepted the invitation to comment on the state of the U.S. economy
for my great respect for my American fellow economists makes it
difficult for me to believe that I have to offer anything which they
could not offer as well and perhaps better.

In any case, I shall concentrate on one or two aspects of the prob-
lem in which I can hope to have perhaps a fair chance to have some
comparative advantage.

The American economy today has two overriding problems; one is
the unsatisfactory rate of economic growth, the other is the deficit in
the balance of payments, and the shaken confidence in the dollar.

None of these problems can be really solved without regard to the
other. Whatever is done to balance international payments, there
will be no confidence in the dollar if the domestic economy is
stagnant.

If, on the other hand, domestic economic policy is at the expense
of confidence in the dollar, the present international economic system
would eventually collapse with dire consequences, for all Western
economies, including the American one.

Unfortunately, the two ills have opposite cures. The classical
prescriptions for stimulating the domestic economy would be eas;
money and easy taxes, implying possibly a budget deficit. The classi-
cal balance-of-payments policy, however, would be tight money and
a stiff budget.

In such a dilemuma there is obviously no perfect solution. The
task of the policymaker is to devise an optimal compromise.

THE DIMINISHING AVAILABILITY OF MONETARY POLICY FOR DOMESTIC
PURPOSES

The early 1950’s witnessed a remarkable revival of monetary policy
for domestic purposes, be it to combat inflation or to stimulate busi-
ness. However, when most European currencies became convertible
at the end of 1958, things began to change.

Capital was now moving freely from one country to another. Any
tightening or easing of credit conditions for domestic purposes thus
called forth large capital flows. When in 1960 Germany tried to re-
strict internal demand by tight money and high interest, she was at
once faced with such an influx of foreign money that the hoped-for
effects were largely nullified and she had to abandon the policy.

European countries were thus forced to recognize that under pres-
ent conditions the scope of monetary and credit policy for internal
purposes is very limited. A system of free international exchange
and capital movements seems to be incompatible with primary reli-
ance on monetary instruments to combat mflation or stagnation. I
believe this experience is relevant for the American economy, too.

THE CHOICE OF AN OPTIMAL STRATEGY

Under these circumstances the most promising strategy seems to be
as follows:
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Concentrate your monetary weapons on the balance-of-payments
problem and take care of domestic problems, if necessary, by fiscal
and possibly other measures. If monetary policy is, so to say, mort-
gaged to the international problems, the logical answer would be a
revival of fiscal policy for domestic purposes.

This seems to be recognized by a growing number of international
observers. There isa problem of timing, too.

The balance-of-payments deficit is an immediate, and, in view of the
surplus on current account, I hope a short-term problem. Stimulating

the rate of economic growth, on the other hand, is a long-term prop- .
osition and the threat of real depression still seems to be potential
rather than actual.

A promising strategy would thus consist, I feel, in fighting, first,
a rather short but decisive battle on the external front by restoring
international confidence in the dollar. Success on this front will then
free forces for the domestic front where the struggle might take much
longer.

INTEREST RATES

Such a policy would require somewhat higher interest rates, both
on long and on short term, perhaps not for very long but for a certain
time. The effects of higher interest rates seem to come in two stages.

The immediate effect is mainly on the balance of payments; Euro-
pean experience seems to show that this effect is quite prompt and
strong. This is partly because in a free market money, particularly
bank money, goes where it earns the most.

At least as important, however, is the psychological effect, for a
tightening of money is taken as a sign that one means business and
thus helps to restore confidence. At the moment I am under the
impression that it will be very difficult to say the least, to stop the
international drain on the dollar without a certain, if perhaps modest,
rise in interest rates.

There is, it is true, a second stage where credit restrictions begin
to affect domestic demand for commodities, particular housing. In
Switzerland this effect of credit conditions on construction activity
could be observed quite clearly and I do not want to minimize it. But
this effect takes several months, }I:[))erhaps a year, to be felt, and it could,
in principle, be neutralized by appropriate fiscal measures, if
necessary.

An effective restoration of confidence in the dollar by a temporary
tightening of money may even make it easier to maintain moderate

interest rates in the long run.
THE QUESTION OF ALTERNATIVES TO HIGHER INTEREST RATES

Tsn’t it possible, it may be asked, to solve the present s)roblems
without resorting to dearer money, even in the short run? Theo-
retically there is, of course, the possibility of a devaluation of the
dollar. It seems to be generally agreed, however, that this is not a
practical solution. In fact, it would be the ultimate expression of
the failure to find a solution.

Since in all probability most other currencies would follow suit,
there will be no net gain for the dollar. While in some limited sense
devaluation would increase international liquidity by making gold do
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‘double duty, so to say, it would at the same time reduce liquidity by
robbing foreign exchange, including the dollar, of its quality as cur-
Tency reserves.

Going for a moment beyond strict economics, it could probably be
said that it would considerably weaken U.S. international leadership,
in general.

Fortunately, there are other ways to reduce the required increase of
interest rates. In general, it must be recognized that international
capital flows do not depend just on interest rates, but on interest rates
plus the state of confidence in the currency concerned.

If this confidence is high, a country may be able to sustain very
low rates, thus Switzerland probably has about the lowest interest
rates anywhere.

If, on the other hand, this confidence is shaken, even rather high

interest rates may be insufficient to stabilize capital flows. In fact,
some of the money the United States has been losing in recent months
was going to a country with even lower rates, that is, Switzerland.
Conversely, Germany found in 1960-61 that low rates did not stop the
influx of foreign money.
"~ The most effective alternative to undesirably high interest rates,
thus, is restoring confidence in the dollar. I cannot go into all aspects
of this problem here. In particular, I do not want to comment on
the possibilities of further reducing military and other assistance
or of making it conditional on purchases in the United States.

‘While in a state of confidence in the dollar, it may even be desirable
for the United States to maintain a moderate deficit in her balance of
payments in order to supply dollar reserves to the rest of the world,
for the time being the deficit should be eliminated as far as possible.
My following remarks will focus on two specific points.

EXCHANGE GUARANTEES BETWEEN CENTRAL BANXKS

“In past months central banks have been very active, bold and

imaginative in devising new ways and means of assisting each other.
Among these arrangements the recent dollar-franc swap between the
Federal Reserve Bank of New York and the Swiss National Bank
is of particular significance in this context.
. On the surface it looks highly complicated and technical indeed.
But the basic idea is quite simple and as far as I can see, it has not
found the attention it deserves. It consists, in fact, in creating a new
type of dollar, that is, dollars free from exchange risk. This means
that 50 millions of “normal dollars” in the hands of the Swiss National
Bank are replaced by the same amount of dollars carrying no exchange
risk.

The Swiss commercial banks, in turn, have shown by their action
that they are quite willing to take over these risk-free dollars at inter-
est rates at which they could not be induced to hold the “normal
dollars.”

~ This operation killed two birds at one stroke: On the American
side it prevented a further loss of gold because Switzerland is now
willing to hold more dollars. On the other hand, liquidity in the
Swiss market could be reduced because the Swiss banks are now hold-
ing U.S, Treasury bills instead of central bank deposits.
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The present operation is limited in scope, though. It cannot be
easily enlarged indefinitely. It shows, however, that the idea of ex-
change rate guarantees between central banks should be given very
serious thought.

Central banks, in general, are loath to expose their reserves to ex-
change risks except perhaps in common emergencies. This is true
for the Federal Reserve as well as for European central banks. As
soon as confidence in & currency becomes doubtful they will withdraw
from it. If central banks under the gold exchange standard are ex-
pected to hold each other’s currencies, ways and means must be found
to eliminate the exchange risk.

If central banks go on in their present imaginative spirit, I do
not doubt that suitable techniques could be developed.

I personally feel, with respect to the gold certificates which were
mentioned before, that such techniques may be an essential prerequi-
site for the continued functioning of the gold exchange standard.
At the same time they will permit United States to balance her ac-
counts at somewhat lower rates of interest than would otherwise be
required.

POSSIBLE LIMITATIONS OF ACCESS TO U.S. CREDIT MARKETS

The second point has to do with possible limitations of access of
foreign borrowers to the U.S. credit markets. One of the bigger
drains on American reserves, amounting to hundreds of millions of
dollars in the first half of 1962, is from foreign bonds issued in the
United States.

At present, access to this market is perfectly free. Foreign bor-
rowers were repeatedly urged to develop their own facilities instead
of having recourse to New York, but gentle admonition does not al-
ways seem to be effective enough.

Now it is true that any form of exchange control or any lapse from
convertibility would do much more harm than good to international
confidence in the dollar. There are, however, certain ways of restrict-
ing access of foreign borrowers to credit markets which are usually
considered to be entirely compatible with free exchanges and full
convertibility.

I am sure nobody would accuse Switzerland of practicing exchange
control. Still under present banking legislation all foreign bond
issues and similar transactions of more than 10 million Swiss francs
have to be submitted to the central bank.

The central bank may refuse approval depending on the state of
the credit market, of international payments, and of the economic
situation as a whole. In general, the national bank exercises this
control in a rather gentle way in close cooperation with commercial
banks.

Restrictions take the form of a stretching out or spacing of planned
issues over a longer period rather than of an absolute veto. On the
whole, this arrangement is now working to the satisfaction of all
parties concerned for almost three decades, even if there may be
occasional differences of opinion in individual cases.

It is agreed to be one of the most useful instruments of Swiss credit
policy. It might be worth while thinking about the possibility of
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applying something of this sort to the American credit market, too.
ome people’s confidence, it is true, may be further disturbed by such
a measure. Against this risk, however, must be held the great gain
in confidence which can be expected from some temporary restriction
of long-term capital outflows in times of strain. .

In a widely publicized statement one of the directors of the Swiss
National Bank recently remarked that if this kind of an arrangement
had been in operation in the United States, we would today have a
worldwide dollar shortage. It may well turn out that in the long
run it would not only be compatible with free exchange but even its
prerequisite.

At the moment the prospect of a forceful policy to restore confidence
in the dollar seems to be good. The current balance of payment
continues to show a considerable surplus. Prices and wages in Europe
have risen fast and thus the American economy has gained in com-
petitive strength.

Though I would refuse to predict it, I would not be surprised if in
the months to come the tide could be turned in favor of the dollar. It
may well be that the American troubles of today are the European
problems of tomorrow.

Confidence in the dollar cannot be restored by words only. Cen-
tainly strong statements on the maintenance of the present dollar
parity are more effective than weak statements. But the effect of
even the strongest statement will fade away within a couple of weeks
unless it is supported by forceful action.

If such action is taken, perhaps by combining the required credit
restraint with certain fiscal concessions, there seems to be a fair chance
that within a matter of months, thanks to restored confidence in the
dollar, the United States can afford to give much more potent stimu-
lus to domestic economic growth than 1f the present situation is per-
mitted to drag.

Chairman Parman. Thank you, gentlemen. Your statements have
been most constructive. It is interesting that Mr. Lolli and Professor
Niehans, have both suggested a way of assuring confidence in the dol-
lar and have both made the same suggestion; and Professor Day, I
believe you also made essentially the same suggestion.

Mr. Lolli, your suggestion is that we issue a certificate to foreign
central banks which would guarantee the gold content of the dollars
they hold. In other words, as I understand it, you feel that notwith-
standing the fact that the U.S. Government has no intention of
devaluating the dollar, a lot of people in Europe feel that the dollar
may be devalued anyway, and that is the source of the trouble.

Your suggestion is, I believe, that our Government issue to foreign
central banks a certificate which would guarantee that if we do raise
the price of gold the certificate would be redeemed at any time in new
dollars, equivalent in value to the old dollars.

Then you feel that such certificates should be issued without inter-
est. Professor Niehans’ suggestion is the same but you feel, I believe,
that such certificates might be issued to bear a small rate of interest.
You mention also that this has already been done in one case where we
made a contract with the Central Bank of Switzerland.

When was that?

Mr. Nierans. About 3 weeks ago.
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Chairman Parman. Professor Niehans, do you know if that con-
tract contains a two-way guarantee?

Mr. Niemans. Yes.

Chairman Patman. It does?

Mr. NeaaNs. Yes.

Chairman Parman. That is, should the Swiss franc be devalued
those francs which we hold would be convertible at the old rates?

Mr. Nigmans. That is right.

Chairman Parmaxn. The suggestion you have made appeals to me
very much. Later this week we will have Secretary Dillon here before
our committee and also Mr. Martin, the Chairman of the Federal Re-
serve Board of Governors, and Mr. Hayes, president of the New York
Federal Reserve Bank.

We will ask them about this suggestion of yours and if they agree
to it, it would be my prediction that they would have no difficulty ob-
taining whatever legislation might be needed to put the suggestion
into effect.

The problem of the trading nations, as I see it, is to create enough
acceptable money to permit us to carry on the volume of business which
our increased productivity makes possible. I am not even sure that it
is correct to say that the United States has a deficit in the balance of
payments,

Historically, a nation was considered to have a deficit in its balance
of payments, only if it was going into debt to other countries on the
basis of its trade balance, and that is not our problem. Our assets
abroad are a great deal more than our liabilities to foreigners, and
our assets are still growing more rapidly than our liabilities, but we
are like a commercial bank that has to maintain sufficient liquidity,
Mr. Lolli, don’t you agree?

Mr. Lorwr. Yes, sir.

Chairman PatmaN. The problem is that, whereas our assets are
long term, our liabilities are short term, like demand deposits. If we
devalued the dollar we would not gain anything. We would be can-
celing a debt owed to us which is payable in dollars. Since the dollar
is so widely used as reserve currency, if we did devalue the dollar then
the other countries would devalue the currency.

So there would be nothing to gain for anybody except possibly the
Russians who hold a lot of gold.” Mr. Lolli, let me ask you a question
or two about another subject. The Central Bank in Italy, is that
publicly owned and is it recognized to be publicly owned ¢

Mr. Lorr1. Yes.

Chairman Patman. In other words, the private commercial bankers
do not operate it ¢

Mr. Lorrr. No.

Chairman Parman. And donot fix policy ¢

Mr, Lorir. No.

Chairman Parman. How about Switzerland

Mr. Nierans. It is a mixed corporation in which the Government
has a dominant influence but it is not influenced by private bankers.

Chairman Parman. It is not influenced by private bankers?

Mr. Lorri. You asked me about the Bank of Italy. The Bank of
Italy is the Central Bank and I said yes. You are not referring to the
commercial banks?
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Chairman Paryax. I am talking about the central bank like our
Federal Reserve. Compare the Bank of England.

Mr. Day. The Bank of England is nationally owned.

Chairman Parman. Do you know any country in the world where
the central bank authorities have as much power as they have in the
United States?

Mr. Day. I doubt whether we have in England. I don’t know of
any other that is comparable with the Federal Reserve.

Chairman PatmaN. What about you, Dr. Nichans?

- Mr. Niegans. I wouldn’t have a specific comment.

Mr. Lorir. I would say the Central Bank of Italy has similar
powers to the powers of the Federal Reserve Bank.

Chairman Parman. Does any other central bank in the world have
aSs mugh power as the central banks of England and the United

tates?

Mr. Lot I would not be able to answer. In Italy the Central
Bank has, I think, almost the same powers.

Chairman PatmaN. What about the independence of the banks from
the government? Your bank is publicly owned. It is directly con-
nected with the government.

Mr. Lorwr It is in the sense that the government, take the crisis
that happened in 1929 or 1930, has the majority of the capital of all
major Italian banks. But as a matter of policy the government does
not interfere in any way with the operation of the commercial banks.
We are only under the control of the central bank the same way as the
commercial banks in the United States are under the control of the
Federal Reserve.

Chairman Parman. I would like to ask each one of you to briefly
answer this question, if you please.

We have a bill pending. It has been reported by the House Banking
and Currency Committee, to provide higher interest rates for foreign
accounts.

Do you believe that will be of substantial help in our difficulty ?

Mr. Lorri. Personally, no.

Mr. Nierawns. I don’t believe in interference in the interest rate
struc(fiure. It might help on the short-term, but it is not a fundamental
remedy.

Mr.yDAY. I believe it might have some effect, but I think it would
be extremely difficult in practice to separate foreign-held accounts from
domestically held accounts. '

Chairman Parmawn. This would only apply to the central bank
accounts?

Mr. Day. For central bank accounts I can see this working quite
successfully, although I would prefer the idea of the gold exchange
guarantee.

Mr. Lorrr. May I comment? My answer “No” was based speci-
fically on the fact that all major New York banks and all major Amer-
ican banks, I would say, have branches in Europe and in London,
particularly, where they are free to pay any interest that they want.
So they are in a competitive position, if they want to be, with any
other European bank.

They don’t need any specific legislation to pay a higher rate if they
want. As far as I know, they are not paying now, for long-term



