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ECONOMIC EFFECT OF VIETNAM SPENDING

MONDAY, APRIL 24, 1967

Coxcress or THE UNITED STATES,
JointT EcoNomic COMMITTEE,
Washington, D.C.

The joint committee met pursuant to notice, at 10:05 o’clock a.m.
in room 1202, New Senate Office Building, Hon. William Proxmire
(chairman of the joint committee) presiding.

Present: Senators Proxmire, Symington, and Jordan; and Repre-
sentatives Moorhead, and Curtis.

Also present: John R. Stark, executive director; and Daniel J.
Edwards, staff economist.

Chairman Proxmire. Today we start the Joint Economic Com-
mittee hearings on the past and future impacts of Vietnam spending
on the U.S. economy. As I pointed out during our hearings on the
President’s Economic Report, “Lack of accurate expenditure infor-
mation handicapped the Congress seriously in reaching appropriate
tax, spending, and other economic policy decisions.”

Our present purpose is to obtain clarification on three basic
questions:

First, is Congress being adequately informed on the rate of change
of defense expenditures right now? That is, are they going up, as
some interpret, or are they going down, as others interpret?

Second, what impact on our manpower and resources 1s the Vietnam
war now having? I cannot recall any time in our history when the
Congress has attempted to assess the full economic impact of a war.
In this sense, we may be pioneering, in this inquiry, in a most im-
portant aspect of economic policymaking, because we all know the
immense and significant and often changing impact that wars have
Lad in the past on our economy that undoubtedly this war is having.

Third, if the President is successful in terminating Vietnam hos-
tilities, are adequate contingency plans available for conversion of the
“wartime” uses of our resources into peaceful pursuits.

Asdbackground to the first question, let us review briefly the past
record.

In August 1965, Secretary McNamara requested a supplemental
of $1.7 billion over and above the original budget request to finance
military obligations. Then in January 1966, testifying on supple-
mental appropriations requests for 1966, the Secretary requested
$12.3 billion in new obligational authority. It appears that this figure
was based on the agssumption that the war would be terminated in
June 1967, that is, June of this year. .

The request for the fiscal year 1967 was based on a similar postulate,
that is, that military operations in Vietnam would continue through

1



2 ECONOMIC EFFECT OF VIETNAM SPENDING
June 1967. In effect, the Department of Defense had assumed an arti-
ficial cutoff in its underlying assumption. In August the Secretary
indicated to the Appropriations Committee that funds were probably
insufficient but that they were not in a position to make any estimates
at the time on supplemental needs. While it must have been fairly
obvious that costs of the Vietnam war were outrunning funds, Con-
gress was not able to obtain an estimate of the additional amount
required until late November 1966 when it was indicated that expendi-
tures would be some $10 billion higher than originally estimated.

Now we are assured that the budget requests submitted for the fiscal
year 1968 are based on more realistic assumptions. They do not have
an artificial cutoff date. Even so, there are now rumors abroad—I
should say charges—by very well-informed Members of Congress,
that there will be a very sharp increase in our troop commitment in
Vietnam with attendant increases in expenditures, so that this com-
mittee and other committees of Congress face the same old problem
of trying to assess our economic performance and prospects in the face
of highly uncertain figures on expected military expenditures.

Quite appropriately our hearings will start with the Department of
Defense. Assistant Secretary Anthony is a most competent public
official and I know that he has an impressive mastery over the facts
and figures. We are pleased to hear from him now.

Mr. Anthony.

STATEMENT OF HON. ROBERT N. ANTHONY, ASSISTANT SECRE-
TARY OF DEFENSE (COMPTROLLER)

Mr. AxtHONY. Mr. Chairman and members of the Joint Economic
Comncllittee, I have a statement that with your permission, I would like
toread.

Chairman Proxmire. Yes, it is a good statement, I wish you would.

Mr. AxrHONY. I am grateful for the opportunity to appear before
this committee to discuss a topic of vital importance to the manage-
ment of our economy. While always a subject of concern to policy-
makers, the economic impact of defense expenditures assumes a spe-
cial importance during and immediately after our involvement in
hostilities.

At first glance, defense expenditures may not seem to constitute a
major factor in our economy. Expenditures of the Department of
Defense, including the military assistance program, will amount to
only 8.9 percent of gross national product in fiscal year 1967, which
incidentally is exactly the same percentage as that in 1962. However,
these expenditures have an importance beyond their absolute magni-
tude, for two reasons. One is the fact that defense expenditures have
not only a direct effect, but also an indirect impact through the work-
ings of the multiplier phenomenon. The other reason is that defense
expenditures can be volatile, particularly when a sudden change in
the level of defense activity is necessitated by changes in the world
situation. At such a time, the Defense Establishment is required to
make a rapid adjustment in its plans in order to meet the requirements
of a new contingency. Such an adjustment has effects on employment,
investment, and inventories in the economy at large. Moreover, this
impact is uneven; there is a major effect on certain industries and
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certain regions, and much less on others. Economic strains are also
felt in disengaging from a war effort. Thus, it is important that ac-
curate estimates of defense expenditures and obligations be prepared
for the use of economic policymakers in framing the fiscal and mone-
tary policies with which they seek to minimize the strains involved
in making such adjustments.

DrrarTMENT oF DErENSE ForrcasTing TECHNIQUES

It is important to appreciate the fact that although we forecast the
expenditures in a given year, we do not control the expenditures.
Congress does not appropriate in terms of expenditures; it appropri-
ates in terms of obligating authority, that is, authority to obligate
the Government—to contract for the acquisition of goods and services.
Control is exercised over the placing of contracts, but expenditures
arise whenever a contractor sends us a valid invoice under the contract.
We do not control the timing of these invoices. When we get a valid
invoice, we pay it just as promptly as we can. Our forecasts are, there-
fore, estimates of when these payments will be made.

We develop these forecasts by projecting the annual increment of
expenditures for each of the fiscal year programs within an appropria-
tion account. Each of the 76 Department of Defense appropriation ac-
counts is examined separately, and a spending pattern is established
for it based on historical behavior. These patterns differ greatly for
the various types of appropriations. At one extreme is “Retired pay,”
in which we spend well over 99 percent of the program amount in the
year for which the appropriation is made. At the other extreme is the
“Shipbuilding” appropriation, for which the typical pattern is that
only approximately 13 percent of the amount appropriated is spent in
the first year, 12 percent in the second year, 25 percent in the third
year, and so on for a total of 7 years. The expenditures for the various
procurement appropriations spread over periods that vary from 3
yearsto 7 years.

After receiving the appropriation for a new ship, for example, we
must complete the plans for the ship, seek bidders, and award the con-
tract. The contractor then proceeds to order the material and to build
the ship. It follows that the expenditures associated with this ship are
quite small during the design phase, they rise gradually as the first
material arrives and is paid for, they reach a peak as actual construe-
tion proceeds, and then they taper off.

These patterns of spending display a reasonable degree of consis-
tency over time, but, of course, they are not absolutely stable. In the
early 1960’s, for example, as we shifted away from the cost-plus-fixed-
fee type of contract and toward incentive types, there was a definite
effect on expenditure patterns. Similarly, the exigencies of a buildup,
such as we have experienced in recent months, tend to speed up expen-
ditures, and for this reason we have established special patterns for
those portions of appropriations that are specifically related to South-
east Asla activities.

These patterns are the basis for our forecasting model. The model
itself is technically simple. Historical spending patterns are plotted
for each appropriation. Forecasts are then made of the percentage of
total expenditure of the funds appropriated for each year which will
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be spent in the year for which the forecast is being made. In making
each forecast, we do not simply read a figure off a graph of historical
spending patterns. Rather, we make a judgment for each appropria-
tion based on the recent trend of existing programs, the trend of the
patterns from year to year, the changing composition of the program
content and the urgency of the requirements. Summed together, the
projections for the 76 individual appropriations provide an estimate
of expenditures for the Department of Defense. Each year, the ex-
penditure patterns for the individual appropriations are replotted to
take account of the past year’s experience. These forecasts are checked
against similar forecasts prepared by the military departments and
Defense agencies.

In recent years, the forecasts have proved to be quite accurate. In
fiscal year 1966, for example, the forecast contained in the President’s
budget, including the increment projected for the supplemental appro-
priation, was $54.2 billion, actual expenditures were $55.4 billion.
However, the model is no better than the inputs, that is the figures for
new obligational authority, the unobligated balances from previous
years, and the spending patterns. If, in any given year, the Congress
should alter the scope or composition of requested funds, or should a
contingency develop that requires a significant supplemental appro-
priation of funds, actual expenditures obviously would be thrown off
from the original projections.

The Department normally makes three official expenditure fore-
casts for each fiscal year. Taking fiscal year 1968 as an example, the
first estimate is the one contained in the President’s 1968 budget sub-
mitted in January 1967 ; the second estimate will be made in the budget
review document, which will be published in the fall of 1967 after the
Congress completes its appropriation action; and the third estimate
will be given in the President’s fiscal year 1969 budget, submitted in
January 1968, based on actual experience for the first 5 months of the
fiscal year. In addition, the Department cooperates closely with other
executive agencies by informally providing them with up-to-date esti-
mates. Especially close contact is maintained with the Bureau of the
Budget and with the Council of Economic Advisers.

An event such as the Korean war or the current Vietnam conflict
creates problems in defense financial planning as well as bringing
stresses to the economy at large. Disruptions occur in the patterns of
defense obligations, expenditures, production activity, and inventories.
Government and industry people alike know that defense spending
will increase, but no one knows how large the increase will be, or how
it will affect specific sections of the economy.

Many ways of coping with this problem have been used, with vary-
ing degrees of success. Some business firms adjust their inventories and
hire new employees in anticipation of increased work. Other firms
malke no adjustments until they actually receive new contracts. Gov-
ernment financial planners similarly can adjust in either of two basic
ways. They can make a guess as to the extent and rapidity of a build-
up and immediately request the corresponding obligational authority
as a lump sum amount. Alternatively, they can wait, internally ad-
justing available obligational authority to meet new requirements,
and base a supplemental request on later, more complete information.
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There are many possible shadings of these two approaches, but be-
tween them lie the potential courses of action.

_ In the Korean war, the Department of Defense attempted to make
immediate best guesses as to the size and duration of the conflict, even
during its earliest stages. This procedure led to severe estimating prob-
lems. At first, it was assumed that the war would be of quite short
duration, and fund requirements were adjusted accordingly. Several
months later, Red China entered the war, and this required a sub-
stantial revision of the estimates of the extent of our financial require-
ments. In fiscal year 1951, the first year of the war, the Defense De-
partment came to the Congress with three separate supplemental re-
quests. Supplemental requests were also made in each of the following
2 years. Kach of the initial budget submissions was based on an as-
sumption that the war would end at the conclusion of the fiscal year
being budgeted for.

These estimates of funds needed turned out to be considerably over-
stated. The magnitude of the overstatement is readily apparent from
the following f%;]ures: The Department of Defense requested a total
of about $164 billion for the military functions for the 8 fiscal
years 1951-53; the Congress appropriated a total of $156 billion; the
amount actually expended was $102 billion ; and the unexpended bal-
ances rose from $10.7 billion at the end of fiscal year 1950 to $65 billion
by the end of fiscal year 1953. It took 5 years to work the unexpended
balance down to about $32 billion. During the 4 fiscal years 1955-58
no additional funds had to be appropriated for Army procurement;
the Army lived off excess funds appropriated during the war.

A major problem with such a financial planning policy is that it is
much harder for both the Congress and the executive branch to exert
effective budgetary control when the outstanding amounts available
for obligation far exceed actual needs.

Tn order to avoid problems of the sort encountered during the
Korean war, we consciously tried to learn from that experience, and
we chose a very different approach for financing the current conflict
in Vietnam. Our commitments for Vietnam began a rapid expansion
early in fiscal year 1966. In less than 4 months we deployed 100,000
men to Vietnam. During the fiscal year, we added 439,000 men to our
Armed Forces. During the same period, the Vietcong and North Viet-
namese military strength was also rising rapidly. At the time, it was
virtually impossible to estimate how rapidly our commitments would
rise, or when they would level off. Against such a background, estima-
tion of financial requirements and calculation of resulting expendi-
tures could not be made with any degree of confidence for more than
th(ei few months in advance for which relatively firm deployment plans
did exist.

And yet, it was just at this time that the fiscal year 1967 budget
request had to be prepared. The problems in selecting assumptions on
which to base this budget were manifold. Meaningful planning as
much as 18 months in agvance was most difficult, given that we were
then still on a sharp buildup curve in our deployments to Vietnam.
The eventual requirement for forces was still quite uncertain. The
i_lcopq of the air activity rested on still unmade military/political

ecisions.
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Furthermore, we had little experience on which to base estimates of
attrition, wearout of equipment, and consumption of munitions and
supplies of all kinds. The Vietnamese situation was in many respects
quite unlike the Korean conflict, and the activity and consumption
rates developed during that conflict were therefore very inadequate
as indicators of the rates to be expected in Vietnam. The central point
I want to make is that the outlook at the time the fiscal year 1967
request was prepared was clouded by a high degree of uncertainty.

In view of this uncertainty, we decided to construct the fiscal year
1967 budget on the arbitrary assumption that combat operations
would be financed through June 30, 1967. Translated into Defense
financial policy, this'meant that funds were not included in our re-
quest for the purchase of items that would be needed in fiscal year
1968 and beyond, should the conflict continue. Therefore it was ap-
parent that if the conflict was thought to continue beyond June 30,
1967, or if activity rates increased beyond those forecast, then addi-
tional funds would be needed before the year was over. In accordance
with this assumption, we developed a budget with requests for new
obligational authority of $59.9 billion. Based on this budgetary re-
quest, we estimated that fiscal year 1967 Department of Defense ex-
penditures would total $58.8 billion.

Between January 1966, when the fiscal year 1967 budget was pre-
sented to Congress, and October 1966, when it was enacted, major
developments occurred in the Southeast Asia situation. A possible end
of the period of rapid buildup of forces became foreseeable, and the
dimensions of the probable extent of our eventual commitment began
to emerge. It became clear to everyone in the executive branch and
the Congress that we could not with prudence assume that hostilities
would cease by the end of fiscal year 1967. Furthermore, the current
rate of buildup was exceeding the rate assumed in the preparation of
the fiscal year 1967 budget.

Some suggested that the fiscal year 1967 budget should be amended
in the summer of 1966, but there still was not a good basis for esti-
mating the total needs for fiscal year 1967. For example, at one stage
the Congress added $549 million to the appropriation bill for addi-
tional military personnel costs, whereas the actual additional require-
ments for military personnel are now estimated to be closer to $1.4
billion, almost three times as much.

Therefore, instead of requesting an amendment on the basis of
inadequate estimates, it was decided to operate with available funds.
This required reprograming actions, and these were submitted to the
congressional committees in accordance with normal practice.

Mr. McNamara fully explained the policies that were being fol-
lowed in testimony before congressional committees in the summer,
and Chairman Russell of the Senate Appropriations Committee and
Chairman Mahon of the House Appropriations Committee explained
the situation on the floor. On August 18, Senator Russell stated “If
the buildup in Vietnam continues at the present rate, I do not think
there is any question that there will be a very substantial supplemental
request the first of the year, which may be $10 billion; it may be
more.” On August 25, Congressman Mahon said, “It is generally esti-
mated that a supplemental will be required next year * * * in the
sum of $5 billion to $15 billion.”
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Early in 1966 we had only a feel for a broad range in which the sup-
plemental might fall. As the year proceeded and the level at which our
buildup would likely flatten became more apparent, we were able to
narrow the range of our estimates. In contrast with the unsubstanti-
ated broad estimate that would have been necessary if the request had
been submitted earlier, the supplemental request submitted in January
1967 was based on a careful analysis of requirements, and was prepared
and submitted in the same detail as our regular budget requests. Hence,
the authorizing committees and the Appropriations Committees were
able to examine it just as they examine any budget submission.

Our revised estimate of expenditures during fiscal year 1967 made
at this time called for an additional $9.7 billion.

At the time we were making our estimates of the size of the needed
supplemental appropriations and the resulting expenditure impact,
other executive agencies and various Members of the Congress were
making their own expenditure estimates based on projection of trends
and comparison with the previous year. Subsequent events have shown
that several of these estimates were quite accurate. The point is, though,
that we in the Department of Defense could not, solely on the basis of
our early estimate, develop in good faith a supplemental budget request
any earlier than we eventually did and still adhere to the principle of
requesting funds only on the basis of specific requirements.

In preparing the fiscal year 1968 budget, we were able to follow a
quite different planning assumption from that used in the preceding
year. Our basic assumption for fiscal year 1968 was that the war would
continue indefinitely at level of activity indicated in our current
projections. Accordingly, we included in the fiscal year 1968 budget
funds for the procurement of items for periods ranging from 6 months
to 18 months beyond the end of fiscal year 1968, the length of time being
governed by the procurement leadtime for each of these items. Thus,
barring an unexpected significant change in the level of activity in
Vietnam, or a new contingency elsewhere in the world, the fiscal year
1968 budget as submitted does represent a statement of our total fore-
seeable defense needs for that year. The main reason why we chose to
base the fiscal year 1968 budget on this different set of assumptions was
that we felt that we had a much better basis for judging the extent of
our eventual needs than we had had the year before. By the end of cal-
endar year 1966, the major portion of our projected force buildup was
already completed. There was a much higher degree of confidence in
our projected plans and forecasts when we appeared to be near the end
of the curve representing our force building. Also, we were beginning
to obtain attrition and consumption data for Vietnam and therefore
were no longer required to use the obsolete rates based on the Iorean
experience.

PostHOosTILITIES PrANNING

While we have chosen to budget for fiscal year 1968 on the basis
that hostilities will continue indefinitely, we at the same time are mak-
ing preparations for the contingency that they might end at any time.
In dealing with a situation characterized by as much uncertainty as
the Vietnam conflict is, it is of course essential that we develop plans
in order to insure that we will be ready to alter our programs as soon
as 2 major change becomes discernible.
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One of the keys to a successful transition is the right inventory
policy. In peacetime, we must maintain large mobilization reserves of
inventory, so that the combat forces can be adequately supported be-
tween the time hostilities begin and the time that additional material
flows from expanded production facilities. Once this expansion of
production has occurred, however, we no longer need this degree of
inventory protection. We can instead rely on the then existing produc-
tion lines. Thus, during hostilities, inventories can_safely be main-
tained at lower levels than is necessary in peacetime. We call this level
the “hot-base” level, the level that is necessary when a hot production
base exists.

When hostilities end, inventories must be built up to the “cold-
base” levels, the levels necessary to sustain us when production lines
are cold. This buildup provides an important cushion in the transition
period. Instead of an immediate cessation of all Southeast Asia related
production when hostilities cease, we can plan on a gradual reduction,
using the excess output above the then current consumption needs for
the buildup in inventory.

The implementation of this general policy is, of course, difficult be-
cause while the conflict continues, we must assure that current produc-
tion is at least great enough to meet consumption requirements at the
end of the production leadtime, and this is at least 6 months, and
maybe as long as 18 months ahead. To be on the safe side, we inevitably
do some overbuying, and this means that inventories of certain items
will be higher than they should be when hostilities cease, but as a gen-
eral proposition, we expect to be able to make the gradual transition
that I have outlined.

Parallel to our internal planning efforts, a number of executive
agencies are grappling with the broader question of the impact of a
cessation of hostilities on the U.S. economy. The Arms Control and
Disarmament Agency has sponsored a number of studies touching on
problems of economic adjustment to a curtailment of defense activities,
and we have cooperated actively in its efforts. And as you know, the
President has asked Gardner Ackley, Chairman of the Council of
Economic Advisers, to organize a major, coordinated effort among
the executive agencies to review our readiness to make the economic
adjustments which a termination of hostilities in Vietnam will require.

The Department of Defense is actively participating in this planning
effort and has members on several of the working committees. We
anticipate that our principal contributions are likely to consist of
estimated changes in expenditures and in the numbers of military and
civilian personnel employed by the Department under various assump-
tions as to the character of the posthostilities situation. In addition,
we probably will be providing the working groups with some predic-
tions of the regional impacts of adjustments in our procurement
programs.

1t would, of course, be inappropriate for me to speculate on the
findings of this examination. I will offer the one comment that it
would seem well within our capabilities to plan for and execute a
smooth transition from support of our participation in the Vietnam
conflict to a full peacetime economy. Our expenditures related to
Southeast Asia, amounting to $19.4 billion during the current year,
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constitute only approximately 2.5 percent of the GNP. By comparison,
an indication of the Korean war’s impact on the economy is the fact
that the Department of Defense expenditures increased from 6.7 per-
cent of GNP in fiscal year 1951 to 12.2 percent in fiscal year 1952.
An additional important reason why the post-Vietnam adjustment
will not be so relatively large is that by keeping a tight rein on air-
craft and ammunition procurement, to cite two major examples, we
have handled our finances in such a way as to moderate the impact of
the military buildup on the economy. All this effort is for naught,
though, unless careful attention is given to the task of conversion to
peacetime uses for resources. Thus, the most important assurance we
have that a smooth transition can be accomplished is that the thorough
planning effort needed is already underway. .

I can give a preliminary idea of what the magnitude of the planning
problem is. We have made a rough estimate that the incremental cost
to support our role in Vietnam will be $21.8 billion in fiscal year
1968. By incremental costs, I mean the costs over and above the nor-
mal costs of the defense establishment. These so-called “normal” costs
are assumed to be the annual costs as they existed at the end of fiscal
year 1965, adjusted for price changes and changes in activity not re-
lated to Southeast Asia. The increase of $1 billion in our stragetic
forces program from $7.1 billion in fiscal year 1965 to $8.1 billion in
fiscal year 1968 is a good example of the latter type of adjustment.
Of this $21.8 billion, we estimate that operating costs will be $11.4
billion, split $5.1 billion for military personnel and $6.3 billion for
other operating costs. Ammunition consumption we estimate at $4.8
billion, aircraft and helicopter attrition at $1.7 billion, equipment and
spares consumption at $3.1 billion, and construction at $800 million.

I am sure you understand that it would be completely fallacious
to subtract this $21.8 billion from the $73.1 billion expenditures for
1968, and conclude that the posthostilities budget of the Department
of Defense will be $51.3 billion. Obviously, future Department of De-
fense expenditures will be a function of developments in require-
ments for our non-Vietnam programs. It is impossible to predict now
how these requirements will change. Furthermore, the posthostilities
budget will be affected by wage and price changes. Wage increases
have added a billion dollars a year to personnel costs in recent years.
Payments to retired personnel increase approximately $200 million
annually, quite independently of current activities of the Department.
Prices of purchased goods and services have risen an average of al-
most 4 percent annually since fiscal year 1965. For these reasons, the
task of making posthostilities estimates is much more complicated
than a matter of subtracting one figure from another.

There are problems and challenges involved in trying to determine
economic policy while we are engaged in or disentangling from a major
military conflict. During such periods, the timing and scope of policy
adjustments assume critical importance, while projections upon which
the policy recommendations must be based are unusually difficult to
make. The financial planners at the Department of Defense face similar
problems, and our estimates reflect similar uncertainties. Our objective
1s nevertheless clear. It is to manage the financing of the Vietnam
conflict in such a way that, while providing full support to our forces,
we minimize the financial risks to the Government and the taxpayer.
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Senator Proxmire. Well, thank you very much, Mr. Anthony, for a
noble effort. We certainly appreciate it.

Mr. Anthony, the reason that this committee is concerned about
this, and certainly the reason I am concerned about it, is because the
policies of your Department have such a decisive and substantial effect
on our economy..

Last year, as you know, we had a very sharp increase in prices during
the first 8 or 9 months, an unacceptable increase. Also, we had the
highest increase rates we have had in 40 years, which were cruel and
punishing.

Many of us feel that if we had had accurate, timely information we
could have done one of two things: We could have either increased
taxes to take the pressure off the economy or we could have cut spend-
ing or maybe both. We did not have that, and in your presentation,
which, I think, is technically very competent, and, I am sure, com-
pletely sincere, it is hard for me to tell whether there was any real
consideration given to the effect of, not of policy, but of the disclosure
to the Congress and to the public of what the estimates of the Defense
Department are just as soon as those estimates can be at all firm or
reliable or even an improvement on the basis of the estimates that
you have had before.

You see, what I am asking for is not the kind of thing which I think
you had properly delineated, the changes in inventory policy, which
are very interesting and, perhaps, very helpful to the economy, but
whether or not there has been adequate consideration given to a change
in disclosure policy, information policy, to the Congress.

Mr. AxtroNY. May I make two comments on this? First, and I
think most important for your purposes of obtaining the best infor-
mation you can possibly get for the future, 1s the fact that the problem
was especially difficult during this period of an extremely rapid
buildup, and we should have a much easier job of making forecasts in
defense expenditures from here on than we have had previously.
Therefore, this problem should not exist m the future as long as
Thostilities continue at approximately the planned present rate.

Chairman ProxMIrE. Let me interrupt you right at that point. Ex-
actly because the situation was uncertain and was hard to determine,
isn’f this precisely the reason why the Congress should have been given
more frequent estimates instead of waiting until we had gone home?

Mr. AxteEONY. 1 want to address that in just one moment. I do not
want to leave what I have just said unfinished without saying: let
us face it; there is going to be another problem in the phase down.
On the buildup there was a problem. On the phase down there is going
to be another one; the problems of estimating under those circum-
stances are also going to be difficult.

Now let me come back to the other part of your question. I tried to
explain why the estimates of obligations from which expenditures—

Chairman Proxmire. You did a good job of explaining.

Mr. ANTHONY (continuing). Are derived are extremely difficult to
forecast during a buildup phase. . .

T think the example of the $549 million of military personnel costs
which somebody thought was the right amount at one time, and which
turned out to be only about a third of the right amount, is an indica-
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tion not of anybody’s error, but just of the difficulty involved in mak-
ing forecasts at this phase.

T do not think that these difficulties in forecasting or in the publica-
tion of official revised figures actually prevented the people interested
in the economy from making pretty good forecasts of what was going
to happen. For example, I know: '

Chairman Proxmire. That is right.

TLet me interrupt you at that point to say this is the whole point.
You see, these people were able to make pretty good estimates, but we
never had confirmation from the official source. We had different Mem-
bers of Congress and the economists making estimates. But the De-
fense Department, which is the source of the best information, re-
fusing to make their own estimate, leaves us in the dark, and it means
it is very hard for us to shape wise policy. It 1s hard enough to per-
suade Congress to either increase taxes or cut spending, and if we do
not have the kind of hard information from the most reliable source
it is almost impossible.

Mr. AxTEONY. Well, sir, I do not think it was a case of refusing to
make up-to-date estimates. In our own internal estimates of what was
ocoing to happen in view of the speedup, and the implications of ob-
Tigations already appropriated by the Congress, we went at it, I think,
not essentially different from the way a lot of other people went at it.
A favorite formula which turned out to be quite close as it happened,
was to observe that in 1966 expenditures by quarters were roughly
$192, 13, 14, and 15 billion, and then to go on to say that in 1967 they
will be $16, 17, 18, and 19 billion. That adds up to $70 billion, which
is pretty close to the actual expenditures for 1967. ) )

Well, that was one way of estimating, assuming & straight line con-
tinuation of the buildup, and it turned out to be not too bad.

Chairman Proxaire. Let me read you a quotation from a man I
think is eminently qualified in this area, Senator John Stennis, chair-
man of the Preparedness Subcommittee of the Senate Armed Services
Committee, who is going to be our leadoff witness tomorrow morning.
He said on October 13, and I quote:

T do not make the assertion that we planned this war on a piecemeal basis
lately. The facts establish in many cases this is all too true. It is certainly true
in the area of funding. The requests of the Congress for the money needed to
finance the war may be deferred until the last possible moment. For example,
even with the requirements of escalation staring us in the face, Congress was

told as late as July of last year that the fiscal year 1966 budget request covered
all the months which were then foreseen to be needed by the military forces.

Let me repeat that: .

For example, even With the requirements of escalation staring us in
the face the Congress was told as late as July of last year that the
fiscal year 1966 budget request covered all the funds which were then
foreseen to be needed by the military forces.

Tt was not until Secretary McNamara returned from his trip to
Vietnam that we were informed that a supplemental appropriation
would be inevitable. Even so, despite an open invitation by Congress,
Defense authorities then refused to present a realistic estimate of the
actual requirements which had been generated as a result of hostilities.
The matter was delayed until January of this year. We were then
presented with a supplemental request for $12.7 billion.

78-516—6T7—vol, 1——2
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Now, I do appreciate the assurances that you are giving us again
that you are firm and you have indicated in your statement that
you are firm on your estimates for 1968. You do not think that they
are going to increase very much. I want to ask you if you still feel
that way 1n view of the statistics disclosed in the Economic Indicators,
which are as follows: In February of 1966 the Department of Defense
military $4.2 billion; March, $5.2 billion, that was last year.

Now, this year they have accelerated from $4.2 billion in February
to $5.5 billion this year and in March to $6.6 billion this year. This
is between a 25- and 30-percent increase.

Now, perhaps this is just about what you would expect, but I want
to make sure it is, and I want to know if the April expenditures are
running at about the same level because, if there is anything at all
in the picture which would cause you to modify or caution us on the
possibility of an increase—a very well informed Senator said this yes-
terday, that he had good information that some 100,000 additional
troops may go to Vietnam, and we do not want anything that is
classified, of course, in this room, but we do want to have the best
estimates you can possibly give us, becanse we do have a responsibility
for advising the Congress on economic policy, and we cannot do it
unless we get your information as firm as possible.

Mr. AxTHONY. Let me first go back to the early part of your com-
ment and then discuss our current situation as I see it.

Chairman Proxmire. Right.

Mr. Axtmony. I think Secretary McNamara made great efforts
to explain to the Congress, beginning when he presented the budget
in January or February 1966, the assumption on which it was based—
the fact that should the situation change, then additional requirements
would have to be submitted. Indeed, the statement he made several
times—T think Senator Symington heard him make it-——was something
like “I don’t know whether this budget is too high or too low, but I
know it is not exactly right.” He was trying to express at that time the
uncertainties that existed.

Chairman Proxmrre. When did he say he did not know it was too
high or too low, roughly ?

Mr. Awrroxy. Did he not say that before your committee some
time either in January or February, Senator Symington ?

Chairman Proxarre. He said he thought it was too low:

Mr. Anrroxy. Yes, quite possibly.

Chairman Proxarire. Too high, rather.

Mr. Axtroxy. Certainly. It could have been too high. By hindsight
we are now looking at a situation in which the conflict did, in fact,
continue. This is 13 or 14 months after we were talking. It was con-
ceivable that the conflict would have ceased.

Chairman Proxmire. Well, even if the conflict ceased May 1, even
if it ceases before the June 30 deadline, you still have a terrific under-
estimate. Jt is almost a joke that you missed by 100 percent, and this
is not a department that has not besn meticulous about its estimates
and about its figures. You have a fine and hard-earned reputation for
it. That is the thing that is very, very hard for me to understand—how
a department headed by Secretary McNamara, who is so very careful
to do his best to get information as precise as possible, missed by such
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a fantastic amount and then said that, according to you, he did not
know if he was not overestimating.

Mr. AxtaONY. 1 think we are talking about different Mays. You
are thinking about May 1967. If, in May 1966, hostilities had ceased,
this budget would have been too high.

Chairman Proxmire. Yes. I thought you were making the assump-
tion though that the war would end on June 30, 1967, end of the fiscal

rear.
! Mr. Axtaoxy. For the purpose of formulating the budget.

Chairman Proxyre. That is right. Even if it does end before that
time you are still way low in your estimate.

Mr. AxtHONY. Looking at the situation in April 1967 we know that
the estimate made in January 1966 was too low. But looking at the
situation in January, February, and in the spring of 1966, it certainly
could have turned out to be too high. If hostilities had terminated at
that time, it would have been too high.

I now find the reference on the Secretary’s statement I alluded to
earlier. On February 23, 1966 before the Joint Senate Armed Services
and Appropriations Committees, he said :

“T don’t want to mislead you into thinking that I believe we have
estimated them”—that is, the budget request—“accurately. We have
either overestimated or underestimated, but we have made the best
estimate we can.”

Chairman Proxmire. My time is up.

Senator Jordan ¢

Mr. AxtHONY. Mr. Chairman, I did not address the latter part of
your question.

Chairman Proxuire. Isthat all right, Senator Jordan?

Senator Jorpan. Yes, please do.

Mr. AxtrONY. The situation currently is as follows: March ex-
penditures are in. At $6.7 billion they are a little higher than I thought
they were going to be.

Chairman Proxuire. Give us a little better understanding of what
you mean by “little.” What did you estimate for that?

Mr. AxtHONY. Well, I thought we would be closer to $6.4 billion.

Chairman Proxmire. And they are $7.7 billion you say?

Mr. AxtHONY. $6.7 billion.

Again the $6.4 billion estimate was my personal opinion; all of these
estimates are personal opinions. We have been trying to figure out
whether expenditures in the past few months indicate a trend. We are
not sure that they do. In March, as it happens, there were three pay-
days instead of two as there are in the average month. There were 23
working days, about the most working days you can have in a month,
as compared with 21 in the average month. All of these things tend to
make me think March is a little higher primarily for abnormal reasons
than suggesting any substantial upward trend. However, March being
high, the third quarter, therefore, is a little higher than I thought.

We still may come out to $68 billion for 1967. I think it may still
be possible—it is a little tight, though. I do not think the difference
is going to be very much, and it may not be any. In order to come to
$68 billion for the year, we have to have $17.4 for the fourth quarter.
This is still higher than the second quarter. It is a little lower than the
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present third quarter. All of this means the second quarter was lower
than we thought it was going to be, and the third quarter was higher.
There probably was some shifting between quarters which tended to
distort the figures. o )

So my general answer to your question is that we are not changing
our forecast of $68.0 billion now, but we are watching this very, very
carefully, and we may be led to change it somewhat—by $500 million
to $1 billion, something of that order, I would say.

Chairman Proxmire. Senator Jordan ?

Senator Joroan. Thank you.

Mr. Anthony, the 1967 budget request was prepared on the assump-
tion, as you have stated, that the war—the hostilities—would cease by
June 80, 1967. The chairman has gone into some of the vast discrep-
ancies that appeared in that planning. Even if the war were to cease by
June 30 of this year—tell me why—what was the reason for the change
in policy. You say that “Our basic assumption for fiscal year 1968 was
that the war would continue indefinitely at levels of activity indi-
cated in our current projections” ?

So you have changed from the assumption in the 1967 budget that
the war would terminate at a time certain to one of indefinite duration.

Mr. AnTHONY. Yes.

This, incidentally, was an assumption never made during the Ko-
rean war. Each budget during the Xorean war was based on the
stated assumption that the war would terminate before the beginning
of the next fiscal year.

I am sure you would agree one has to make some assumption. One
does not know when the war is going to terminate, and in this very
complicated, vast exercise of building a budget everybody has to
work on the same set of ground rules.

In the budget for 1967, had we gone to the other assumption then,
we would not only have had to estimate the speed of the buildup and
the rate of the buildup, but also the point at which it would level
off and continue thereafter, then we would have had to translate all of
these physical things into monetary terms by the application of attri-
tion rates and consumption rates based on the Korean experience. The
end result would have been an extremely unsatisfactory set of figures
because everything was so uncertain at that time.

So it seemed much preferable to make the assumption we did, one
that did not require so much guessing far out into the future, make
that assumption perfectly clear to everybody—and we certainly tried
to make it clear at the time—and then recognize that, should Lostilities
continue or should activity rates increase, we would have to request
more funds.

_Tn 1968, as T have tried to indicate, we are in a much better posi-
fion to make reasonably accurate estimates. We can see the end of
the buildup. We have better attrition rate and consumption rate data.
Consider, for example, attrition rates. In order to make an estimate of
aircraft procurement requirements in the 1968 budget under the new
assumntion we have to estimate the losses of aircraft through the
end of calendar year 1969. That is a long wav off, and the farther out
you extend your estimates the more “guessy” those estimates become
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These still are not going to be right, you know; even our current esti-
mate of attrition rates are certainly not going to be exactly right,
but it is a lot easier to make meaningful estimates now than it was a
yvear ago.

I think that is essentially the difference.

Senator Jorpan. But are you not shifting from one extreme to an-
other? In the first instance you planned on cessation of hostilities by
June 80, 1967, and now you are planning that the war will go on
indefinitely.

Mr. Axtrony. I do not think it is quite right to say that in either
case we are planning such and such a thing. We are—

Senator Jorpaw. You are budgeting on that premise. .

Mr. AxtHONY. We are building a budget on a certain assumption.

Senator Jorpan. Yes.

Mr. AxtaoNy. I think really those are the only two ways you can
build a budget. Those are essentially the two choices. You either build
it on the assumption that hostilities will terminate at the end of the
budget year or you build it on the assumption that they will go on
indefinitely.

Senator Jorpax. When the Vietnam war does terminate, do you
anticipate that the U.S. forces and defense spending will be reduced
to pre-Vietnam levels?

Mr. AntrONY. I think it is very premature to make any estimates
of what will happen. Studies are going on. One cannot know in the
actual world what period of time we are talking about. What expend-
itures will be reduced to is the level needed to support the Defense
Establishment at that time.

That level will depend on our commitments at that time, force
requirements to meet those commitments, and on the prices of those,
taken altogether, which is an unforeseeable set of facts.

Senator Jorpan. Over how long a period of time do you anticipate
the conversion to peace will occur? You talk about going from “hot
base” to “cold base” levels, and how long a time do you anticipate
that transition might take?

Mr. AntroxNy. I think it useful to split this period down into two
parts. The first period is when hostilities have ceased but you are
uncertain as to whether they have ceased for good. The length of this
period is completely unpredictable.

Then the other period—and I think that it is this second period
vou are talking about

Senator Jorpan. Yes.

Mr. AxTHONY (continuing). Is when we are convinced that they
have ceased for good.

I think the Korean war indicates that the time required to get down
to the peacetime level is 2 years or so. It is certainly not as short as 1
year, and it may be longer than 2 years. It is, say, approximately 2
years. If we work things right, we will be able to carry out, not an
abrupt termination but a gradual phasing down.

Senator Jorpan. A gradual phasing down?

Mr. AxTrHONY. Yes.

Senator Jorpan. Last January President Johnson called for a
major coordinated effort to review our readiness for peace, and, as I
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understand it—and you remarked about it in your statement today—
the Chairman of the Council of Economic Advisers, Mr. Askley, is co-
ordinating that program,

However, could you tell us on the basis of your own role what has
been accomplished specifically to date ?

Mr. AntHONY. I think there are others more competent than I to
talk about the total Government effort. But talking about the effort in
the Defense Department, we are working out various sets of what we
call scenarios, possible things that might happen when hostilities
terminate.

I do not personally regard individual scenarios as very important,
because there are so many different ways in which hositilities might
terminate. But some specic activities which are part of this whole
effort and which were going on much before this coordinated effort
started are, I think, quite significant.

In the first place, we have a posthostilities plan; our 5-year defense
program always has a year of peace assumed in it, and so we know at
any moment of time what we are aiming for when hostilities cease.

In the second place we are working out policies, ie., what our
policies will be under various posthostilities circumstances. We are
also getting people to understand these policies and to discuss them.

In the third place we are working out procedures—that is, ways of
making certain that we can take quick action when the need for action
arises.

Another very important part of this planning process is having
accurate information. We have major efforts underway to get up-to-
date information on our most important inventory items so we will
not be in the dark as to what to do about those items when hostilities
cease.

T think all of these things are important parts of the effort to make
a smooth transition to the post-Vietnam situation.

Senator JorTan. You remark that the pattern of spending is not
absolutely stable, and this we know, and you said, “In the early 1960°’s
we shifted away from the cost-plus-fixed-fee type of contract toward
an incentive type, and there was a definite effect on expenditure pat-
terns,” when this was done.

This committee has been very much interested over the years in
moving from cost plus to other types of procurement, Could you tell
us for the record how fast that progress has been? What percent of
our present purchasing is on an incentive or bid basis and what per-
cent s still cost plus?

Mr. AxTHONY. I am sorry. I do not have those figures; I will be
glad to put them in the record, but the increase has been dramatic
over this period of time.

(The following information was later supplied for the record :)

In fiscal vear 1961, 37 percent of our contracts were of the cost-plus-fixed-fee
type, and 63 percent were fixed-price, cost-plus-incentive-fee, or some other in-
centive type. The cost-plus-fixed-fee type dropped to 32 percent in fiscal year 1962,
to 21 percent in fiscal year 1963, to 12 percent in fiscal year 1964, and to 9 per-
cent in fiscal year 1965. In fiscal year 1966, despite the pressures of the buildup,
the percentage was still only 10 percent.

Senator Jorpan. For that we commend you. This has been a major
concern of this committee. Thank you.
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Chairman ProxyIire. Thank you, Senator Jordan.

Senator Symington ?

Senator SyaixaeroN. Thank you, Mr. Chairman. .

Mr. Anthony, let me commend the way you present your position.
But I would like to know how much you think this war is costing.
Prior to the last appearance of Secretary McNamara I asked the staff
of the Senate Appropriations Committee about the cost of the war.
They estimate around $2.5 billion a month—total, $30 billion.

I asked the Secretary of Defense how long he felt the cost of the
war could continue on the basis of $2.5 billion a month without affect-
ing, perhaps in serious fashion, the American economy. His answer,
as I remember it, was, first, he thought it was nearer $2 billion a month
than $2.5 billion. Secondly, he felt the costs could continue forever.

I am interested in the cost of this war. It seems nobody has come up
with the normal cost accounting you would have in a large industrial,
or in other branches of Government. )

You surprise me when you say, “At first glance defense expendi-
tures may not seem to constitute a major factor in our economy.”
That is some statement.

At second glance, however, apparently you think it is. Have you
been to Vietnam?

Mr. AntHONY. No, sir.

Senator SymiNeroN. One goes around Cam Ranh and the other in-
stallations and watches the billions of dollars that are being shelled
out for that type and character of construction. When you read the
amount of money involved, to say it may not constitute a major factor
in our economy, 1s hard to understand.

It is the largest single expenditure in our economy, is it not ?

Mr. AnTHONY. Most certainly. I would not debate anything. My
sentence is a lead-in to the paragraph which goes on to say that defense
expenditures are, of course, very important; that is the main point I
am trying to make.

Senator SymiNeToN. I have had longstanding differences with the
Pentagon on this GNP ratio analysis.

You say, “Our expenditures related te Southeast Asia amounting
to $19.4 billion during the current year constitute only approximately
214 percent of the gross national product.”

Are you telling this committee that the cost of the war, under sound
accounting principles, now amounts to only 214 percent of the gross
national product of the United States?

Mr. AxtHONY. As I have discussed with you before, Senator
Symington, we do not have a cost accounting system for the Vietnam
conflict. I think you and everyone agrees that one does not set up a
cost accounting system for a war.

Senator SymineToN. I do not quite understand what you mean by
that statement. Do you mean we do not have a system designed to find
out what is the true cost of the war?

Mr. AntrONY. We do not have an accounting system, a system of
debits and credits that has a set of books called Southeast Asia in
which we put as debits for all the amounts of money tagged with
Southeast Asia.

Senator SymineToN. I know you only have single entry bookkeep-
ing, without assets on one side and liabilities on the other. As the
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chairman pointed out earlier, at times you have been pretty far off;
but is there no place where you check how far off you are, or are not,
when you estimate the actual cost of the war?

Mr. AxTtHONY. No, sir, and I would be glad to expand on that a
little bit if you find this an undesirable thing.

Let me explain what the figures that we have tried to put in the
statement do mean. They really result from requests that you and
others made last summer that we try to come up with an estimate of
the cost of the war. Now, there were two essential approaches we could
take to that. One is what is called an allocated cost approach in which
we would try, for example, to include a part of Secretary McNamara’s
salary, and all of the other allocations associated with the costs. We
decided that was not really the better approach and was not the one
you were interested in.

Senator Symineron. Could you let me interrupt there? I want to
listen, but want to be sure I understand.

Cost consists of material, labor, and overhead. Overhead can be
divided into variable and fixed. You can establish your variable over-
head, and can take a percentage of fixed overhead. That being
true, inasmuch as the heat is so much on the Congress about the heavy
cost of the war, is it not possible to estimate material costs and vari-
able overhead—Ilabor cost is obvious. If you want to split part of your
fixed overhead, fine.

But it seems to me the basic elements of cost especially when you
are working on a resultant basis—not extrapolation—it disturbs
me that here are three different estimates of the costs of this war:
One from the Senate Appropriations Committee, $30 billion a year.
Another from the Secretary of Defense several months ago, closer
to $2 billion a month. Then you have a figure here of some $19 billion.

I know the trials and tribulations of costing any product, but 1
do think that somewhere, sometime, somehow, the American peo-
ple should know the cost of this war. We are not getting it in the
Appropriations Committee, nor in the Armed Services Committee.
You would say $19 billion?

Mr. Axtoony. Certainly I would, and I think my figures are not
inconsistent with Secretary McNamara’s because when he was talk-
ing, I am sure he was rounding to the $2 billion a month. We are
here using the same figures. His estimates of the cost of the war are
the estimates my people work out.

Continuing my description of how we developed cost figures, I
think I was saying that this allocated cost approach is not the figure
you want. We do not, for example, see any great point in trying to
depreciate the ships and other major equipment items that are in-
volved, even if we could.

Instead, we went to an incremental cost approach. I think this is
what you had in mind when you said labor, material, and variable
overhead.

We have tried to estimate incremental costs associated with South-
cast Asia. This cost is certainly greater than the cost, say, of the
people that are in Southeast Asia, because our whole support estab-
lishment has expanded because of Southeast Asia.

Senator Syarneron. That is what I wanted to ask. As example,
take the tremendous expansion on Guam, also the large expansion
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on Okinawa, both incident to B-52 operations. Are they all in the
$19.1 billion figure ?

Mr. AnTHONY. Yes, sir.

Senator SyMINGTON. Are the costs incident to the transferring
of troops from Germany, retraining of pilots? Are such costs also in
the $19.1 billion figure? ‘

Mr. AxtrONY. They are in there. They are intended to be in there.
We do not build it up in that amount of detail, but they are in there
ai part of the operating costs, which is what you are now talking
about.

What we did was to take the 1965 operating costs, adjust that for
price changes that have occurred since 1965, net out other known
changes in non-Southeast Asia programs, and say the remaining
costs in succeeding years were Southeast Asia related. I think there-
fore, we are automatically picking up the kind of things that you
mentioned even though our system does not go into Guam and split
the costs on Guam between non-Southeast Asia costs and Southeast
Asia costs. The system just plainly does not work in this way.

Senator SyminaeToN. These expenditures are what you are talking
about ?

Mr. AxTHONY. No, the figure of $21.8 billion that I give you for
1968 is a cost figure. :

Actually in the buildup phase many different types of figures float
around because obligations, expenditures, and costs are three different
concepts, quite different concepts, and in the buildup phase they are
radically different numbers. In a level-off phase, they all are about the
same. So when I say $21.8 billion—if you will permit me to round it
to $22 billion—$22 billion is really pretty close to obligations, ex-
penditures, and costs for Southeast Asia.

Senator SymineroN. For the period of?

Mr. AxtaONY. One year.

Senator Symixceron. Ending next June 307

Mr. ANTHONY. June 80, 1968. Qur cost figure for fiscal year 1968
is $21.8 billion. Our cost figure for fiscal year 1967 is $19.5 billion.
Our expenditure figure for fiscal year 1967 is $19.4 billion.

Senator Symineron. Then for the fiseal year 1968, starting next
July 1 you estimate that the total cost of the war in Vietnam will be
about $22 billion.

Mr. AxTHONY. Incremental costs, yes.

Senator Symxerox. What does that word mean ?

Mr. AntHONY. The same as what you meant, I think, when you tried
to define the term.

Maybe I am professorial in this, but I never would give a figure for
the word “cost” without some kind of a modifier to it. The word “cost”
is absolutely meaningless taken by itself. Here, I think we are both
talking about incremental costs in the sense of the costs that are in-
curred for Southeast Asia that would not be incurred were there not
Southeast Asia. Is that not the concept you have ¢

Senator SymineroN. I have one more question. The Secretary of
Defense defends the cost of the Vietnamese war as not being punitive
on the economy on the grounds it is not an increasing percentage of
the gross national product.
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Now, We have labor problems going on. It would appear there may
be some major increases in costs, increases incident to labor demand
and therefore very possibly increases in prices. That will increase the
gross national product automatically, will it not.?

Mr. ANTHONY. Yes,sir.

Senator SymineTon. But you still feel, regardless of the interna-
tional position, that if the gross national product increases and the
percentage of increased cost of the Defense Department does not in-
crease in percentage of the GNP that figure in itself demonstrates it
is not punitive to the economy ; correct ?

Mr. ANTHONY. I would prefer that economists, who are much more
versed in this subject than I, talk about this.

My impression is that the effect on the economy depends heavily on
the rapidity of an increase and not the absolute amount at any level.
That 1s, the economy can adjust to any level; the difficult time, the
time of strain, is when you are building up rapidly to a new level.

I should also say, Senator—I should have said earlier when I gave
you the figure for 1968, that this figure was in terms of current
prices. I did not try to build in the inflationary factors that you just
mentioned.

Senator SymiNaToN. Do you think this philosophy would justify—
and I ask this with great respect—claims on the part of some people
in this country as well as in other countries, that we are promoting
a war economy to maintain economic stability ¢

Mr. AxtroNY. Not at all, no, sir.

Senator Symingron. Thank you.

Thank you, Mr. Chairman.

Chairman Proxmizre. I would like to do my best, Mr. Anthony, to
try to button up your estimates on the expenditures and the costs and
the appropriations for the fiscal year 1968, and I go back to what
you have said in your statement, quote : “Thus, barring an unexpected
signficant change in the level of activity in Vietnam, or a new con-
tingency elsewhere in the world, the fiscal 1968 budget represents a
statement of our total foreseeable defense needs for that year,” and
you do not modify it at all.

Now, this morning’s reported escalation—this morning newscasts
reported some escalation in Vietnam. There have been some who have
said we are going to send 50,000 additional troops there. One distin-
guished Senator said yesterday 100,000 additional troops will go there.
What are your assumptions here? Do you assume that there will be
additional escalation, or do you assume there will be no additional
escalation ?

Mr. AnTHONY. We assume a moderate amount beyond the end of
1967, and I would like to be more specific.

Chairman Prox»ire. Beyond the end of June 30,1967.

Mr. AntONY. Yes. And I would like to be more specific about the
word “moderate”——

Chairman Proxmire. Good.

Mr. AntHONY. If I could.

We are assuming that the increase in manpower worldwide, which
is, I think, the best way to measure the full impact of Vietnam will
increase above the fiscal year 1965 base by 734,000 in June 1967, and
by 811,000 in June 1968.
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Chairman Proxmire. You are not giving the Vietnam personnel.
You are giving the overall military.

Mr. AnTroNy. Which is a better way of measuring the budgetary
impact, you see; it is better to look at the full picture. The difference
between 734,000 and 811,000 is a measure of the increase expected
in 1968,

Chairman Proxmire. Let me ask you, out of the sum of this—and
I am not asking you to disclose anything—but supposing 50,000 of
these additional men were in Vietnam. What effect would that have
on the budget? .

Mr. AxTHONY. I do not want to comment, I think, on any possible

specific plans for Vietnam.
" Chairman Proxmire. I am not asking that. I am asking you to tell
me what effect it has if instead of having an additional man in the
armed services here in this country he is in Vietnam. Does it make
a substantial difference or not?

Mr. AxTHONY. Yes, it makes a difference. The cost of a man is be-
tween double and triple if he is in Vietnam rather than in this
country.

Chairman Proxmire. Then on that basis, can you tell us how much
your estimate would be changed if (a) there were 50,000 more troops
in Vietnam and (b) there were 100,000 more troops, not asking you
to disclose what the plans are and obviously you should not and you
will not.

Mr. AntHONY. I could not.

T cannot make an estimate on just that one factor. I would be glad
to supply something for the record.

Chairman Proxmire. Do you want to supply it for the record?

Mr. ANTHONY. Yes.

Chairman Proxmire. Good, I would appreciate that. You cannot
tell us or give us a general idea whether this is $1 billion, $2 billion,
or $3 billion, something of that kind, or whether it is much less than
that.

Mr. AxtrOoNY. I would rather do a little calculating on that if I
may, Mr. Chairman. :

(The material referred to was subsequently submitted and
follows:)

In fiscal year 1967 the incremental cost of Southeast Asia operations was about
$20 billion, and the average number of personnel deployed in that year was about
400,000. A division of one of the numbers into the other gives a quotient of $50,-
000. The multiplication of $50,000 by 50,000 gives $2.5 billion, and by 100,000
gives $5 billion. However, these results are not satisfactory estimates of the cost
of any specific deployment plan. In order to make such an estimate, cne must
know a great deal about the specific proposal—the mix of troops, aireraft, and
ships, and the planned activity levels.

Chairman Proxmire. Last Friday, two distinguished economists dis-
cussed the Veitnam impact here in Washington at a meeting at the
Shoreham Hotel. Professor Smithies, whom you know. said that our
strategy in Vietnam is not the same as it was during World War IT
and the Korean conflict. At the same meeting Professor Musgrave said
the Defense Department should not announce planned defense expendi-
tures for national security reasons.
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My question is, do either of these observations influence the gquality

of information that the
ment ?

Congress is getting from the Defense Depart-

Mr. AxntaONY. I have heard of Professor Musgrave’s statement, and
it really puts us over a barrel, does it not, because we are criticized

either way.
No, I think the answe

r is that when we give an expenditure estimate,

it is the best expenditure estimate that we can give, and I would rather

give none at all than
Chairman PrROXMIRE.
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somehow give information to the enemy as to what our plans are?
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particular plan. You just said pick a number

and make an estimate for us, and this I will try to do. The figures that
I gave you in my statement were not figures dreamed up, you know,

with a few hours work.

There is a lot of work behind those figures, and

T think the people involved in that activity should do that kind of
work to carry out the request that you made.

Chairman ProxMire. From what you said earlier, you seemed to
think you might be off $500 million or $1 billion in your estimates, but
that is about it, and that there is nothing that you know of now in the
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Your last section where you deal with the deescalation prospects
gives us very little specific information in the impact of deescalation.
It does indicate these things, as I understand it. In the first place,
it will not be as great as Korea because the effort in relationship to
our economy is far less, far less, one-third or one-half as much, per-
haps, is that correct? In other words, the deescalation in Korea for
two reasons would have a greater, far greater, impact than deescala-
tion in Vietnam, first because of the inventory policy which has been
changed, and, second, because tragic and big as our effort is in Viet-
nam, it is of far smaller effort than Korea in relationship to our
economy.

Mr. AnTHONY. The problem is a little more complicated than tak-
ing these percentages of the gross national product in the buildup
phase in Korea, because in the phasedown in Korea we had two things
going on at once. We had a phasedown from Korea, but then we also
had a decision to expand the Military Establishment which, you see,
dampened the phasedown from Korea. So the absolute drop in de-
fense expenditures after the Korean situation was not as big as those
increases during the buildup phase that T have indicated.

But, even allowing for that, you stated the impact would be less
as a percentage of gross national product, and I think this is cer-
tainly so.

Chairman Proxmire. Why would this not be a fairly good basis
for estimating the impact on the economy ?

Mr. AntHONY. It would. It is a rough basis.

Chairman Proxmire. Then in the second place you indicate that
your inventory policy will modify that substantially.

Mr. AxtHONY. Yes. The timing. You see, what the inventory
policy does is modify the timing of the phasedown, not as to the ab-
solute amount.

Chairman Proxmire. You say some industries and regions are af-
fected more than others, but you do not give us anything specific
on it. Do you think you could later on? You say you are beginning
this contribution to the President’s estimate of the effect of the war
on the economy, which is preliminary, of course, to the plans as to
what to do about it. Certainly this committee would be very inter-
ested in that, and I think it is our duty to press hard to get that in-
formation so we can debate it and discuss it and arrive at our judg-
ment on what the economic policy ought to-be so that perhaps in 6
months from now you could come back and give us a more specific
description of the impact of this (a) on industries, (b) on regions,
and so forth, so we can see the effect of it.

Mr. Antaony. We will be glad to try it. Even though it is very hard
to predict a phasedown for a region, one of the things we are exam-
ining—which I personally think has a lot of promise—is the hypothe-
sis that the phasedown will be a mirror image of the buildup, accord-
ingly, we will examine very carefully the buildup characteristics in a
region and then say, “This is a good first approximation as to how it
will go down the other side of the curve.” Work like this is underway.

Chairman Proxmire. You have stated that you cannot take a
simplistic view, and you have replied to Senator Symington in the
same tenor that whereas the costs that you give in your statement of
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Vietnam 1s $2 > 0 g
say you cannot subtract $21.8 billion from §$7
with a $51.3 billion ﬁgu&e._ )

Can you not try to drrive at some figure which would be—that we
could latch onto that we could have some reliance on, or at least some
range so we could be 1n a better position to evaluate this? It seems
to me it is simple to say you cannot subtract the amount, that on this
basis the incremental cost of Vietnam—or however you want to put
it, and say you arrive at anything very useful. What can we do?

Mr. ANTHONY. You|can look at the phasedown problem itself re-
gardless of what the leveloff figureis.

You see the level-off figure will depend very much on what the
actual date of hostility termination is, and that is completely unfore-
seeable.

For example, other t

1.8 billion, and the overall budget was $73.1 billion, you
3.1 billion and come up

hings being equal, the level-off will keep going
up year after year by the amount of wage and price increases. But
other things never are equal because of other changes in our Defense
Establishment. I think the economic impact problem stems mainly
from the pattern of the phasedown, and that is the thing which we
are working on.

Chairman Proxmire. Has the Secretary not been quite successful
over the past few years in keeping down the cost of the Defense Es-
tablishment in spite oE inflation and in spite of increased wages—
assumption, or if you assume, we did not get

that is, if you make th
involved in Vietnam, or Vietnam had not gone on.
Mr. AntHONY. Yes, Sir.
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not think—T think that could be true.
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Mr. AnTHONY. You mention, of course, one phenomenon the anti-
ballistic missile—just one, which would make a tremendous difference
in the whole budget.

Chairman Proxmire. Yes.

Mr. AxtroNY. In terms of stable prices, it would seem to me that
roughly what you say would be so, but it is a very complicated thing.
Retired pay, you know, just goes up $200 million a year no matter
what you do today. These are obligations already on the books, so this
phenomenon steps the budget figure up and up and up.

Chairman Proxmire. Senator Jordan ?

Senator Jorpan. Thank you, Mr. Chairman.

Mr. Anthony, you go to some length to compare this war in South
Vietnam budgetwise with the Korean war. You say the Department
of Defense requested a total of $164 billion for military functions for
the 3 fiscal years 1951 through 1953; Congress appropriated $150
billion, but the amount actually expended was $102 billion.

You go on to state it took about 5 years to work the unexpended
balance down to $32 billion and that during the 4 fiscal years 1955
through 1958 no additional funds had to be appropriated for Army
procurement.

The Army lived off excess funds appropriated during the war.

Do you anticipate there will be anything like that problem of phas-
ing down when we get to cessation of hostilities in South Vietnam ?

Mr. AxtrONY. Well, of course, there is going to be a problem.

Senator Jornan. Yes.

Mr. AnteONY. There are, of course, going to be some surpluses
simply because we are not perfect. We have these tremendously long
pipelines that we have to turn into inventories, but we hope and con-
fldently expect that the problems will be much less than they were in
Korea, simply because of the techniques we have tried to use in this
situation.

Senator Jorpax. You have better programing, better machinery
for keeping track of the expendituresin the budget and so forth.

Mr. AxtHONY. Most important, we have much better knowledge
of what our inventories are and what we need to order to keep our
inventories up to the level they should be. We have much better
knowledge than we had during the Korean conflict and much more
careful control.

Part of the budgetary process that we are using involves trying to
justify each item in the budget in exactly the same detail as we
would in peacetime. With that as a base, you have a much better way
of maintaining control, always recognizing the uncertainties that are
bound to be present in hostilities.

Senator Jorpan. What special provision is there in your budgeting
procedure that would take care of another hot spot developing? Sup-
pose Korea broke out? What provision have you made in your budget
to take care of another “hot” war?-

Mr. AxtaONY. The budget itself does not provide for that contin-
gency. We, therefore, would require more funds should that develop.

Senator Jorpan. You would be right up here with a supplemental
to take care of any situation that might arise.

Mr. AxtaONY. Either a supplemental or use section 3732 of the
Revised Statutes, which gives us authority to spend money without
appropriation in such an emergency.
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Senator JorpaN. But there is no such item in your budget. You
would have to make up—such extra expenses you are put to would
have to be made up in an extra appropriation that would be sent up.

Mr. AxtHONY. That|is correct.

Senator Jorpaw. Thank you.

Chairman Proxyire.| Thank you, Senator Jordan.

Senator Symington ?

Senator Symineron. [Thank you.

Mr. Anthony, you say it costs 2 to 3 times as much to have a soldier
in Vietnam than in this country.

Mr. AxTHONY. Yes, roughly.

Senator Symrxeron. [How much does it cost to have a soldier in
this country ¢

Mr. AxtHONY. Well,]I am giving you very rough orders of magni-
tude figures.

Senator SyMINGTON.|Yes.

Mr. AntHONY. Let us say $10,000.

Senator SyuneTon. $10,000¢

Mr. ANTHONY. $25,0¢0 to $30,000 for a man in Vietnam per year.

Senator SymiNeToN. [ you averaged $25,000 in Vietnam and multi-
ply that by 50,000, would you not have a figure the chairman asked for.

Mr. AntHONY. It might be a good first approximation.
| lCl%airman Proxmize. | Thank you, Senator Symington. You are very
helpful.

Senator SymiNeToN. [[ am trying to get to the costs.

Mr. Axtaoxny. Thank you.

Senator SysineTox. I know I will slip a digit, so somebody figure
that out. '

Mr. AxtHONY. That is what I was afraid of, too.

Chairman PROXMIRE. | $20,000 times

Senator SymixeToN. $25,000 times 50,000.

Mr. AnTHONY. My ﬁéure expert will do it.

Sgnator SyarrnGToN. 'That would be about $1.25 billion, would it
not*

Mr. Axreony. That is what my expert says.

Chairman Proxuizz. | Very good.

Senator Symrvaron. If General Westmoreland in New York today
asks for 100,000 more men, what he would really be asking for money-
wise wwould be about $2.5 billion. :

Mr. AxTrONY. If we went by that.

Senator SymrNeToN. Lf we went by that stand. You are the one who
sees the costs.

Mr. AnTHONY. I try to do the analysisin a little more sophisticated
manner than that.

Senator SymrxeTon. [ just want to get in my mind what the addi-
tional cost of 100,000 men would be.

Chairman Proxvire. | Would the Senator yield on that? I want to
be sure of the assumptions on which you made that calculation. You
caleulated a difference between a man here and Vietnam and multi-
plied that by 100,000 or| you caleulated the total cost in Vietnam over
that?

Mr. Axtaoxny. Total|cost.
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Senator SymineToN. Do you add to that, say, the cost of the air-
plane that he may go down in?

Mr. AxteONY. That is what I have not done.

Senator SymiNeToN. So it would be a figure considerably more than
$2.5 billion, if you put it all in.

Mr. AntHONY. More. These are the operating costs.

Senator SymineTon. Have you past figures you could utilize to
figure the total cost that you could supply for the record ?

Mr. AntaONY. I would be glad to try to supply them.

Senator SyMiNeToN. Would youdo that?

Mr. AnTHONY. Yes. , :

(The figure requested above is included in material previously sup-
plied by the Department which appears on p. 21.)

Senator StmineToN. Incidentally, I do not want to disagree ever
with my able chairman, but anyone who thinks attacking a couple of
military airfields is escalation, 1f that is what was referred to, I can-
not agree. I.cannot see why, we do not attack more meaningful targets.

There would be a great deal less escalation with a great deal more
success if one attacked more meaningful targets instead of another
100,000 ground troops in Vietnam; which, if we do, most certainly
will be escalation. c

Chairman Proxmire. If the Senator will yield, what I was referring
to was simply the phrase used, as I understand it, by the newspaper
reports this morning. I certainly was not making any assumption that
this is or is not escalation. '

Senator SymineroN. Mr. Secretary, everybody goes on what you
might call the “kick” of—well, it is a lot more, but it really is not a
lot more because it is a lesser percentage, or no greater percentage, of
gross hational product.

Now, I have an article here by Dr. Robert Stevens from the Harvard
Business Review. He was formerly senior economist at Standard Oil
of New Jersey, so he has practical experience, including a lot of inter-
national experience due to their foreign holdings; and (b) he is now
a professor of international business at Indiana University. So he
seems to have had a career on both the practical and theoretical sides.

. One paragraph in an article he wrote in the Business Review last
December says:

Today when our economy still remains unrivaled in the. world, if the popular
premise that economic strength always conifers financial strength were sound,
then people might still think it natural for the United States to be running an
international payments surplus provided various frictions and temporary ob-
stacles to its achievements could be removed. But the simple argument from
basic economic strength to continuous financial strength is not valid.

It seems to me that is what you are consistently doing. You say
because we have the economie strength expressed by our unprecedented
gross national product, our fiscal and monetary positions are auto-
matically sound.

Without getting too deep into a subject that has interested me for
some years, we are now to the point where we have less than 10 per-
cent of the free nonmonetized gold necessary to pay off those abroad
who could call us, who own the paper dollars we have promised to
redeem in gold through their central banks.

78-516—67—vol, 1. 3
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Of course, as our gross national product. grows partially because
of increases In labor costs and prices, that automatically makes us less
competitive in foreign markets.

I wonder if this constant reliance, in all statements out of Defense
that we do not have to worry too much about these growing costs,
waste—I think we will all agree that war is waste, because 1t is no
longer a percentage of our gross national product. I just wonder at
times whether that is sound economic thinking.

Mr. AntHONY. 1 thil:lk all T have said is that the $22 billion of
cost is a cost that our economy easily can handle. Now, handling it
properly does imply proper monetary policies, proper fiscal policies.
Tt does not automatically handle itself. But it is a manageable prob-
lem, and the fact is we have managed it without price controls and
wage controls.

enator SyMINeTON. |So you feel it is a sound approach, as you
say on the first page of your statement, that “8.9 percent of our gross
national product in fiscal 1967, which you say, “is exactly the same
percentage as that in 196|2.”

Mr. AxtHONY. A sound approach in what sense, sir?

Senator SyarNeron. To gage the problem of our defense expendi-
tures on the basis of our gross national product.

Mr. AxtHONY. No, sir. I think, as I said earlier, it is one way to
look at it. I think a more important thing is the rapidity of buildup,
that is the thing that |creates more stresses on the economy. You
brought in another factor which I think is also very important, the
balance-of-payments problem, which, of course, is made more difficult
by this situation.

Senator SymiNeToN. [Well, it is a fact that we have financed world
trade for 18 years by printing paper gold. I am not saying that is
wrong and hope we arrive fairly soon at some agreement as to what
the additional currency development should be.

At the same time we| are financing this trade abroad not only of
our own country, but alllother developed countries, spend considerably
more of our gross national product in percentage for defense than
does any other developed country.

Do you know about that ?

Mr. AntHONY. Spend it for what?

Senator Symineron. For military.

Mr. AnTHONY. We spend——

Senator Symingron. More of a percentage of our gross national
product for military than any other developed country in the world.

%\Ir. AxtHONY. No, we do not spend as much as the Soviet, by quite
a lot.

Senator Symineron. Well, Tam glad to be corrected.

Mr. AxTeEONY. I cannot give you exact figures. The job of trying
to translate Soviet figures into what the actual facts are is extremely
difficult. But it is my impression that any way you look at those
figures the percentage o:f gross national product spent on defense is
considerably higher in the Soviet Union than in the United States.

Senator SymineTon. My statement would still be correct, however,
if T said the free world, i$ the correct?

Mr. AxtrONY. I cannhot say for sure, but I think that is substan-
tially correct.
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Senator SymiNeToN. Those are the figures I saw.

Mr. AntaONY. I think so. If there is an exception, I will correct it
for the record. |

Senator Symingron. Thank you.

Thank you, Mr. Chairman.

Chairman Proxmire. I would just like to say—I am just about
through—TI would like to say that I appreciated very much what
Senator Symington has emphasized. I think there probably is an
additional observation that ought to be made and that is that this
Vietnam war situation is contributing most adversely to our balance-
of-payments problems The President indicated that, as I recall, in
his economic message. Not only most adversely but so badly that it
is conceivable that our payments would be in balance even on the
liquidity basis if it were not for Vietnam, $800 million, as T under-
stood it, the loss directly. :

There is an indirect balance-of-payments loss, I think, of a billion
dollars because of increased imports and so forth because of the Viet-
nam situation, and I think this is certainly another most important
consideration along with the budgetary and inflation costs.

Mr. AntHONY. Yes,sir. .

Senator SymiNeToN. Will the Chairman yield ?

I associate myself with his remarks. Inasmuch as the agréement
we have with the Germans incident to the purchase of material has
either fallen apart or at least is not progressing as originally planned,
the statement of the Chair in that connection is even more pertinent.
This will naturally affect the balance of payments to the degree it
isnot carried out. '

Chairman Proxmire. Senator Jordan ?

Senator Jorpan. I just have one question, Mr. Chairman.

Have any studies been made, Mr. Anthony, relative to where these
dollars are spent; to give you an example, for each dollar spent
in the hot war in South Vietnam, how much is required stateside to
back up that expenditure in the civilian economy? In way of making
munitions, airplanes, helicopters, and whatnot. , :

Mr. Axtaony. If I understand you correctly, almost all of it is
spent stateside. We take very drastic steps to spend as little as we
can in foreign countries for the reasons Senator Symington was

iving. L
£ Seligator Jorpan. Yes. The losses and the costs are actually overseas,
but the spending is stateside. ’

Mr. ANnTaHONY. That is correct. v , '

Senator JorpaN. But for the military aspect of the spending, how
much is the civilian counterpart to back it up?

Mr. Awrtmony. Of the $22 billion of costs that we are talking
about, I should think somewhat more than $20 billion actually ends
up being spent in the United States. Military people send their pay
back to the United States, where their families spend the bigger part
of it and so on.

Senator Jornan. This is a total cost then that you are giving us.

Mr. AxntrONY. The incremental costs, yes.

Senator JorpaN. The incremental costs?

Mr. AxTHONY. Yes, sir.
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I may not be understanding your question properly, but I think
you are asking—-— :

Senator Jorpan. I am trying to find out if there are costs over and
above the $21.9 billion that you have given us here that are in the civil-
ian industrial complex of the United States——

Mr. AnTHONY. No, sir.

Senator Jorpan (continuing). That are not calculated in this figure.

Mr. AxTHONY. No,sir. Thisis not the spending in Vietnam.

Senator Jorpan. No.’ ,

Mr. Antroxy. Thisis the spending on account of Vietnam.

Senator JorpaN. Asa result of Vietnam.

Mr. AnTHONY. As a result of Vietnam, and almost all of it, as I
say, winds up in the United States. :

Senator JorpaN. And it is a complete cost without any indirect cost
being absorbed in some other fashion. .

Mr. AntHONY. No depreciation, no indirect overhead, as Senator
Symington said. It is the direct incremental costs. It is my rough guess
of the costs, because, as I explained to him, we do not keep books on
the war.. o

Senator Jorpan. Thank you. :

Chairman Proxmire. Well, thank you very much—I cannot say
Doctor, and though I—Mr. Anthony—yes, of course I can say Dr.
Anthony—Dr. Anthony was a radio character some years ago—but
you did a superlative job this morning, not only in your statement
but in your responsive answers to our questions, and I must say I was
verymuch impressed and very much enlightened.

Our witness this afternoon will be the Budget Director, Mr.
Schultze, at 2 o’clock this afternoon. -

(Whereupon, at 12 o’clock noon, the committee recessed, to recon-
vene at 2 p.m thesame day.) =~ S

AFTERNOON SESSION

Chairman Proxmire. The committee will come to order.

Our witness this afternoon is Charles L. Schultze, the Director of
the Bureau of the Budget, a man who is an old friend of the commit-
tee, and a man of great ability. o

" We are very happy to have you here for obvious reasons, but espe-
cially on this particular subject, which is the impact of the Vietnam
war costs on the economy, and equally important, as you emphasize in
your statement, the effect of deescalation or negotiations, which it
seems to me is peculiarly and specially a problem for the Budget
Bureau and for the Director of the Budget Eureau. And T know you
can dglve us some extremely helpful testimony. Your statement is very
good. : :

You may proceed in any way you wish, Mr. Schultze.

STATEMENT OF HON. CHARLES L. SCHULTZE, DIRECTOR OF THE
BUREAU OF THE BUDGET

Mr. Scuurrze. Thank you, Mr. Chairman.
If you don’t mind, I will read my statement. And if it is too long,
let me know, and I will cut it short.
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Chairman Proxmire. It does not seem to be a lengthy statement.
You may proceed. ‘

Mr. ScaurrzE. Your committee is considering both the economic. im-
pact of our military expenditures in Vietnam and the economic policies
which will be appropriate when peace in Vietnam is achieved. I would
like to address myself particularly to the second part of your inquiry—
the economics of adjustment to a reduced level of defense expenditures.

As you are well aware, the President has established a task force
under the chairmanship of Gardner Ackley, Chairman of the Coun-
cil of Economic Advisers, to develop economic plans for the post-
Vietnam period. That task force has begun its work but has not yet
completed any significant part of it. I am, therefore, in no position to
discuss this matter in terms of specific conclusions or recommendations.
I would be pleased, however, to consider with you today the general
aspects of the problem and the types of policies that have to be
considered.

No one can predict when peace in Vietnam will come. Despite a
long and honorable series of efforts to find peace, the war continues.
But peace will come. And its coming will bring both opportunity and
challenge. An opportunity to use the resources now devoted to military
operations for peacetime purposes—in raising living standards and
meeting important national needs. A challenge to adopt policies which
will swiftly and smoothly transfer to those other uses the resources
freed by the reduction in military demands. _

A reduction in defense spending releases resources of manpower, ma-
terials, and capital. Other spending must take its place if those re-
sources are not to remain idle, thereby triggering even further re-
ductions in spending, employment, and income. There is, of course,
wide room for argument among reasonable men as to precisely ‘what
form the additional spending should take—whether for private con-
sumption or investment or for Federal, State, or local prograims.
But there should be no doubt in anyone’s mind that appropriateé fiscal
and monetary policies can insure an adequate level of overall demand
and accomplish the transfer of resources to whatever end uses we as 2
nation desire. o R

Let us turn for a moment to the magnitude of the problem.

Although the number of men and the amount of material devoted
to the Vietnam operation is large, the military effort there has quite
obviously caused far less economic disruption to the Ameérican econ-
omy than World War II, and substantially less than the Korean war.
Defense purchases of goods and services have risen by some $20 bil-
lion (at seasonally adjusted annual rates) since mid-1965, when the
buildup in Vietnam started. While this figure seems large, it repre-
sents less than 3 percent of our gross national product. Defénse out-
lays constituted 9 percent of GNP in fiscal 1962 and 1963. They fell
to 9.3 percent of GNP in mid-1965. The additional spending for
Vietnam has simply restored this percentage to its 1962-63 level.

In contrast to the present sitnation, defense purchases during the
Korean period rose from 415 percent of GNP in mid-1950 to 1214
percent in the first quarter of 1952. In that period the incease in de-
fense puchases absorbed nearly one-half of the increase in GNP. In
the present case, the rise in defense purchases has taken only one-fifth
of the increase in national output. During the first year and a half
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of the Korean buildup we added 2 million men to the Armed Forces,
almost exactly equal to the total increase in the labor force over the
same period. In the comparable Vietnam period, the size of the Armed
Forces .increase was only one-third as large as during Korea, while
the rise in the labor force was 50 percent larger. The point is that the
economic impact of the present conflict has not caused anywhere near
the economic reorientation and disruption that the Korean conflict
did—and Korea followed quickly on the World War II period of
shortages in nondefense investment and consumer goods, while Viet-
nam follows a period of great prosperity and productivity.

T do not use these percentages to imply that our Vietnam operations
are not costly—simply that they take only a small percentage of our
total output. The figures do give us an overall measure of the economic
impact of the war and suggest the magnitude of the opportunities
available and the adjustment to be faced when the war ends. Our ex-
perience between 1961 and 1965 and in other, earlier, periods clearly
demonstrates that the American economy does not need the stimulus
of a war to reach and maintain economic growth and prosperity.
Shared widely among our people the bounty of abundance should be
a pleasure and not a problem.

The economic adjustment to reduced defense expenditures poses
three sets of questions:

First, to what end uses do we wish to put_the resources freed by
lower military demands—this we might call the end-use problem.

Second, how can we assure that aggregate demand in the nonmili-
tary sectors of the economy rises in step with the reduction in military
demands, so that from the viewpoint of the total economy there is no
tmrllos]ition pause or recession—this we might call the overall transition

roblem. :
P Third, what policies do we adopt to ease the transition problem for
those individual areas and regions which are heavily dependent for
their employment and income on defense installations or defense con-
tracts—this we might call the regional and area transition problem.

As I stated earlier, these are the questions which Chairman Ackley’s
task force is studying in detail. At this point I can only outline the
general nature of the problems in each of these three areas.

Turning first to the end use to which we put the resources, freed
from military use, coming to maturity in the next 5 years are 10 mil-
lion children born between 1947 and 1952. This compares with 15
million reaching maturity in the past 5 years, 12 million in the 1957-62
period, and 10 million between 1952 and 1957.

These young people bring with them a potential expansion in de-
mand for housing, automobiles, electrical appliances, furniture, and
other household durables—for all the items which are involved in
family formation. In turn, this prospective increase in consumer de-
mand will in turn require an expansion of our industrial capacity.
In addition, fundamental State and local services—water, sewage,
police and fire protection, schools, and so on—must expand even to
maintain existing levels of public services.

There are other major current needs in the public sector. We face
an almost desperate need to increase the quality of our air and water.
We feel obligated—even compelled—to improve the quality of educa-
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tion for our children and to make sure that high-quality education is
available to all. We see the need to improve and to rejuvenate urban
areas and central cities, and to make major inroads on the problem
of urban slums. We recognize the need to improve and modernize our
transportation system. Our problem, indeed, will not be to search for
possible uses of the resources which will become available when hos-
tilities end, but to determine priorities among a host of pressing de-
mands, private and public. .

A conscious decision about the use of resources freed by a cessation
of hostilities cannot be ducked. It does no good, for example, to say
that this question is one which should be settled in the marketplace—
that Government should leave the answer to private decisionmakers.
When the demand for military goods and services is reduced, there is
no automatic mechanism which provides for an increase in private
spending to absorb the freed resources. Rather, the Federal Govern-
ment must decide how to provide for an offsetting increase in demand—
through tax reduction, through additional nonmilitary Federal spend-
ing, through easier monetary policies—or more likely, through some
combination of all three. And our choice among these various instru-
ments of economic policy will dictate the end uses to which the newly
available resources are put. In short, the very steps we take to insure
that the freed resources are utilized will determine how they are
utilized.

‘The relative emphasis we place on tax reductions versus increases
in the Federal bugget, for example, quite obviously, will determine
how the newly available resources will be split between the private
and the public sector.

We cannot avoid making this choice, and to make it intelligently we
need to assess the relative benefits which will acerue to the Nation
from such alternative. And, in the case of tax reduction, we do not
cut taxes in the abstract—we must choose some particular form of
tax reduction. The kind of reductions which we adopt will determine,
roughly at least, how the resources freed by lower military spending
are divided between private consumption and private investment, and
whether the additional private consumption is enjoyed by those with
lower or higher incomes.

In similar vein, the more we rely on an easier monetary policy and
lower interest rates to stimulate demand, the less we can employ tax
reductions or expenditure increases. And since monetary policy tends
to operate primarily on investment decisions, particularly housing
investment, the relative emphasis we place on fiscal versus monetary
policy will also help determine the specific uses of freed resources.
Our options to choose between fiscal and monetary policy in a tran-
sition to lower defense expenditures are not, of course, unlimited. I
do not believe a $20 billion reduction in defense outlays, for example,
could or should be met solely by changes in monetary policy, accom-
panied by neither tax reductions nor other budget expenditure in-
creases. But, on a more restricted scale, there is some range of choice
between fiscal and monetary policy in providing a transition to lower
defense expenditures.

We turn now to the overall transition problem. The specific com-
bination of policy actions which would be appropriate in a period
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of declining defense outlays must be chosen not only in terms of the
end uses we desire for the freed resources, but also in terms of the
transition problems involved in transferring the resources. Our object
is not merely to assure that these resources are ultimately absorbed
in high-priority uses, but also to see that the transfer is made smoothly
and without an intervening pause or recession.

This second objective poses a timing problem. The increase in over-
all demand in the civilian sector of the economy must roughly keep
pace with the decrease in military demands. Yet, each of the policy
instruments available to us—tax reductions of various kinds, expend:-
ture increases, and monetary policy—differs from the other in two
respects which are very important for this timing problem:

First, there are timelags between taking a policy action and the
impact of that action on the economy—and these lags are not the same
for each policy instrument. Cutting personal taxes, for example, will
generally have a more immediate impact on aggregate economic activ-
ity than will a tax cut on corporate income.

Various types of Federal expenditures differ from one another in
the magnitude and timing of the fiscal stimulus which they produce.
Increased expenditures for direct Federal programs have a faster
and more certain effect than an increase in grant-in-aid funds for
State, local, or private projects. Most of the grant-in-aid programs re-
quire matching funds and these must be approved by State legislatures
and city councils before the programs can be undertaken. Loan funds
made available for college housing or hospital construction must be
reviewed at several levels before construction begins. In many areas
of most pressing need, in the fields of health, education, and man-
power training, limitations of trained personnel or organizational
barriers slow down the rate at which programs can be expanded. Yet
many of these grant-in-aid programs may well have a significantly
higher social priority than direct, fast-acting Federal programs.

And direct Federal programs, too, have a large variation in the
timing of their impact. Federal expenditures for services or transfer
payments to individuals often have a more immediate economic effect
than increased procurement or construction outlays. :

The second kind of transition question we have to take into account
relates to our ability to forecast the magnitude or timing of the eco-
nomic impact of various policy measures varies widely from one meas-
are to another. We are moré certain, for example, about the response
of consumer purchases to a reduction in personal taxes than we are
about the reaction of private investment to a reduction to corporate
taxes. In the monetary area we are more certain of the response of
housing construction to changes.in eredit availability than we are of
changes in plant and equipment investment. : :

One important fact we do know. An expansion of investment in
response to changes in taxes and monetary policy is quicker and more
certain when the economy is prosperous and growing in a balanced
fashion than when we are attempting to reverse a downturn. This
fact underlies the importance of acting in a timely fashion to keep
economic activity rising steadily. Not only is timely action desirable
for its own sake, but it makes easier the task of deciding on the ap-
propriate magnitude and composition of economic policy.
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In summary, we are confronted with two sets of objectives: to
direct the resources freed by a reduction in defense outlays toward
the end uses we as a Nation desire, and to make the transition
smoothly and quickly. The fact that some policy instruments are
more uncertain in their effects and take longer to have an impact
by no means implies that we need forgo their use. We should not,
as a general rule, choose low priority Government programs over high
priority ones, simply because the latter may be slower acting. We
need not abandon tax cuts directed at increasing investment, because
their magnitude or the timing of their impact is somewhat uncertain.
Rather, we should aim for the use of freed resources in ways which
yield the highest benefits from the Nation’s standpoint. But we must,
i developing and adopting a combination of policy instrumenits, take
into account the timelags and uncertainties of various policies and
make our plans accordingly.

There is one final point which is worth bearing in mind. We are
dealing with a shift of resources amounting to perhaps $15 or $20
billion, with the shift most probably spread out over more than a
year. But each year—year in and year out—the productive capacity
of the American economy, measured in constant dollars, grows by
some $30 to $35 billion. Kach year, therefore, quite apart from any
reduction in defense outlays, fiscal and monetary policy must aim
at providing a $30 to $38 billion increase in demand to absorb this
capacity, lest unemployment and excess capacity begin to mount. Over
the past 6 years this task has been accomplished—not perfectly, of
course, but all things considered, accomplished well.

Based on past experience, therefore, the economic transition to lower
defense expenditures poses a problem well within our capacity to
handle successfully. '

Let us turn now to regional and area transition problems. There
are some areas and labor markets which are currently much more
heavily dependent than average for their employment and income
upon defense procurement or defense installations. Even with overall
fiscal and monetary policies which keep overall demand and produe-
tion moving ahead steadily, there will be individual communities and
areas facing particularly difficult transition problems.

An examination of recent data on the dispersion of Defense-gener-
ated employment may help to give some idea of the nature of the
transition adjustment facing particular areas.

The Economic Impact Division of the Department of Defense has
conducted surveys of employment generated by major defense con-
tracts. In June 1966 this survey covered 2.4 million employees, repre-
senting about 3 percent of the total labor force. It included civilian
employees at Defense installations. (Data for December 1966 are now
being collected and tabulated but are not yet available.) Using this
data, the Economic Impact Division analyzed the characteristics of
the 292 labor market areas which had more than 500 defense-related
workers, or in which the ratio of defense employment to the area
labor force exceeded 5 percent.

Two of the more important aspects of the survey are shown in
tables 1 and 2 below. ‘
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TABLE 1.—Ratio of defense employment to labor force by size of labor market,
June 1966

Defense Labor force size groups (000)
employment
Ratio of defe employ- Num-
ment to labor force ber
(percent) Num- | Cumu- 25 50 100 | 250 500 of
ber lative | Under | to to to to to Over | areas
(000) |percent| 25 50 | 100 | 250 | 500 | 1,000 | 1,000
(a) (b) © @ @ | 0| @ | m @ [6)] &)
8.7 15 4 4 25
13.9 7 5 3 17
318 14 4 . 31
41.6 10 12 6 35
70. 5 20 12 13 68
100.0 3 21 30 116
________ 69 58 56 292

TABLE 2.—Ratio of defense employment to labor force by type of employment,
June 1966

Type of employment
Ratio of defense employment Number
to labor force (percent) Military Missile | Ammu- Undis- | of areas
installa- | Aireraft and nition Ships | tributed
tions space
(a) (b) (©) (@ (e) (&) ®) ()

15andover . ______________. 16 |ocomceen 2 1 4 2 25
12to 14.9____ b 2 DR E, 2 I, 2 17
9to11.9.__ 14 4 2 3 1 7 31
6t08.9._ - b2 ) 1 2 PO 8 35
310 5.9 s 33 5 4 2 1 23 68
Under 3 30 9 3 9 1 64 116
Totale oo cccceeaas 129 18 12 20 7 106 292

Mr. Scaurrze. The first table clearly shows that high ratios of de-
fense employment to total labor force are primarily a characteristic
of smaller labor market aréas. On the 292 areas, 73 have ratios above 9
percent. Of these 73, all but 17 are found in areas with a total labor
force of under 100,000 workers. »

~This, of course, is not surprising. Even a large defense production
complex in a major metropolitan area is not likely to account for a
significant proportion of the labor market. - S

One other point is clear from the first table. The 292 areas were
selected because of their relatively large defense concentrations. Yet
60 percent of the defense-generated employment in these areas is found
in labor markets where defense employment accounts for less than 6
percent of the labor. force of that area. -

" Table 2 classifies defense-dependent areas by the type of employ-
ment involved. In constructing this table, all defense employment was
assigned to the category which accounted for 50 percent or more of
the total. And this does tend to reduce somewhat the effect of the table.
But the main point, I think, is brought out. The central characteristic
brought out by this table is the fact that high ratios of defense to total
employment occur primarily because of the existence of a defense in-
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stallation in small labor market areas. I am distinguishing defense
installation for contracted defense procurement. High defense depend-
ency in the smaller areas generally does not arise because of employ-
ment by defense contractors—but because of civilian employment in
defense installations.

There are, I believe, three implications from this analysis for tran-
sition problems:

1. The number of areas and the number of employees in labor mar-
kets with a high ratio of defense to total employment is relatively
modest. (The December 1966 data, however, will probably show a
larger number of areas with high-defense dependency, since defense
employment rose significantly between June and December.)

2. The problem of transition will be concentrated in a limited num-
ber of smaller labor market areas.

3. The impact on the localized transition problem of reductions in
defense procurement will be much less than the impact of reductions
in the size of the Armed Forces and the installations to which they are
attached.

Let me turn now, if I may, to Federal programs to aid in the
transition :

The economic dislocation which comes to a local area because of a
reduction in defense-related employment is similar to the dislocation
which occurs when shifts occur in private demand. Local unemploy-
ment and economic distress are equally severe whether they occur be-
Eause of the closing of an automobile plant or the closing of a military

ase. :

‘We are in a much better position today to cope with such problems
than we were 5 or 6 years ago. Existing Federal programs have been
strengthened and a number of new programs have been developed
which are designed to aid in the economic development of communi-
ties. Although many of these programs were initially conceived as aid
to chronically depressed areas, they have been used successfully and
in a coordinated way to aid communities which had to reorient em-
ployment and production because a major industry ceased operation.
South Bend, Ind. ; and Lisbhon Falls, Maine; are the primary examples
of successful transitions following the shutdown of private firms.
Presque Isle, Maine; Greenville, S.C.; Decatur, I11.; York, Pa.; and
Ogden, Utah; are examples of successful transitions following the
closing of Govérnment installations. In Presque Isle, Maine, for ex-
ample, there were 1,200 military and 275 civilian jobs at the Air Force
base before it was closed in 1961. Now there are more than 2,000
civilian jobs in their place. =~ o ' _

In York, Pa., when the naval ordnance plant was sold, 95 percent
of the civilian personnel elected to remain with the corporation which
purchased it and since the sale, civilian employment has increased by
60 percent. o i : oo

In Ogden, Utah, the former naval supply depot was declared excess;
636 acres and 149 buildings were sold to private industry for $6.3
million. As a result, the Navy saves almost $5 million per year, new
jobs have been created, and the facility is back in productive use in
the civilian sector of our economy.
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Federal aid to these communities covers a wide range of programs—

from income maintenance, employment information, and retraining, to
low-cost loans and community planning. ‘ .
- The Department of Labor has been conducting demonstration pro-
jects to determine how best its resources can be used in meeting
problems of industrial dislocation. This work should provide valuable
guidance in the post-Vietnam period. The Manpower Training and
Development Act has established numerous programs of training or
retraining to aid. either economic development or transition and its
programs are available to skilled and professional employees. Addi-
tional assistance is provided by the use of surplus Federal property
and equipment in these training programs.

In addition to employment and training programs, the Federal
Government provides aid to economically distressed communities
through the Economic Development Administration, Technical assist-
ance and planning grants are available to communities for planning
economic development. In addition, if the area has been designated a
redevelopment area or economic development center, long-term, lovw-
cost industrial and commercial loans are available to finance the devel-
opment. Federal aid is also available for the construction of necessary
development facilities—such as the access roads, water supply and sew-
ers necessary for the operation of an industrial park. For example, a
development association in Portsmouth, N.H., is now using EDA tech-
nical assistance to plan for the phasing out and redevelopment of the
facilities of the Portsmouth Navy Shipyard, scheduled for closing in
1975. EDA technical assistance is being used to assist in the conversion
of the Brooklyn Navy Yard into an industrial park.

Recent legislation now makes it possible to designate areas as re-
development areas if the closing of a plant or military installation
could be expected to make the area eligible for such designation within
3 years if assistance were not provided.

The Federal programs mentioned so far are available to any com-
munity experiencing local economic distress, whatever its cause. In
addition, there are several Federal programs specifically associated
with the Office of Fconomic Adjustment of the Defense Department
which is concerned primarily with the closing of installations. The
Department has established a central employee referral system which
matches the information on displaced Defense employees with avail-

“able job openings. A cooperative effort has also been developed to re-
train displaced employees if their current skills cannot be utilized. The
employee referral system attempts to keep employees in the same gen-
eral geographic region but there are problems of relocation and hous-
ing. Limited travel and moving expenses are available and recently the
Defense Department has been authorized to purchase employee hous-
ing if the loss can be expected to exceed 10 percent.

Tederal programs are available to assist localities to adjust to future
reductions in defense-related employment and these can be improved.
Much also depends, however, on the initiative of State and local gov-
ernments, private business, labor unions, and other interested groups to

.

utilize the programs and to develop community plans for the transition

period. The Federal Government can provide assistance but the people
most directly affected can better analyze the potential of local resources,
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both material and human. More than at any prior time, we are aware
of the problems brought about by sharp changes in defense activity and
are better prepared to manage the transition. However, it does take
planning and cooperation from all sectors of our economy.

Thank you, Mr. Chairman.

Chairman Proxmrire. Thank you, Mr. Schultze, for another very
competent, interesting, and imaginative paper.

Mr. Schultze, next year, as you know, and as we all know, is an
election year. The administration may be reluctant to come in for
another tax increase next year. And Congress may be reluctant to de-
mand the absolute data in time. Will we repeat last year’s error?
How can-we work together to avoid this possible repetition ?

Mr. Scaurrze. How do I avoid stopping beating my wife ?

I am trying to collect my thoughts to get at your point. -

In the first place, we have, as you know, proposed a specific fiscal
program, certain specific actions this year. And one of the obvious
points is to take a look at what happens here _

Chairman Proxmire. What I am getting at, you know what hap-
pened last year, with prices rising and with the big deficit we had,
causing interest rates to rise, and so forth. Many of us have been con-
cerned about the reverse happening at the beginning of this year. Now,
the indicators are pointing in the other direction. They suggest that
we might have a tighter economy than was indicated in February and
March.

Now, if the war is escalated, and if we do not pass a tax increase
this year—and there is a big indication we may not—my question is,
what can we do to be better prepared for next year so that we get the
kind of information which will alert Congress, and at least make us
familiar with the economic dangers we face from changes in Vietnam
spending ? _ ‘ S

Mr. Scaurrze. My difficulty with the question, Senator, is that we
believe the economic situation will require a tax increase before next
year. And this essentially is what we would believe is the first pre-
requisite of handling the situation. '

Now, you ask me what happens if we do not get what we think is
necessary to handle the economic situation, how can we better handle
the situation next year. I am a little bit at a loss as to how to answer
that. It seems to me that if our economic forecasts are correct, and if
a tax increase is not passed, there will be even more reason to come in
earlier next year with the same request. '

Chairman Proxmire. Mr. Anthony appeared here this morning
speaking for the Defense Department. And although there have been
a lot of rumors and much talk about escalation in the Defense De-
partment, he was standing firmly by the January estimate. This is
mid-April, and there has not been any change in his view. He thinks
it is unlikely that we would be spending more the rest of the year.
To me it would seem that if we are going to put Congress in the mood
for a tougher policy, either for a tax increase or for a spending redue-
tion in a nondefense area, that the administration should recognize
that warning of an escalation and make a frank statement of any in-
crease in the defense spending beyond what was originally estimated.
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Mr. SuuLtzE. As you are, of course, aware, you and I exchanged
Jetters with respect to making interim budget information cost avail-
able to the Congress. o

Chairman Proxmire. Yes, that was very helpful, and I certainly
commend you on your willingness to do that.

Mr. Scrorrze. And on the basis of that letter we would be trans-
mitting revised estimates for the fiscal 1968 budgetary outlook some
time in late July, or at the worst very early August, at which time
this would clearly be a factor to be taken into account.

Chairman Proxmire. So you are suggesting that one way we can
work together is this more frequent estimate?

Mr. Scaurtze. Yes, and we have so agreed in our exchange of
correspondence.

Chairman Proxyire. Now, I am going to ask the question from the
other standpoint. Vice President Humphrey indicated earlier this year
that the ball game would be over in Vietnam this summer, meaning
presumably we might be negotiating, de-escalating rapidly, and so
on. Right now, not 6 months from now when the report might be
made by the Ackley Committee, but right now, what plans do we
have for conversion of our resources in the event that the war should
end in the next month or two or three? _

Mr. Scrurrze. It seems to me that the plans we have for doing
that will be those developed by the Ackley Committee. The committes
itself would have to telescope its plans into a very short time period
in order to do that in only 2 or 3 months. ,

Chairman Proxmire. But the Ackley Committee is just organizing,
just getting going.

Mr. Scrurize. It is a little more than just organized. We are well
into the way of taking a look a tthe problem. But none of the work
has been completed. Clearly under the conditions you indicate that
work would have to be telescoped substantially. But as you are aware,
Senator, the Congress, on a number of occasions in the past, has
shown that it can react responsibly and very quickly to administration
requests for action if needed on a fiscal matter.

Chairman Proxmire. What kind of action can the President take?
What are the dimensions of his actions? He has control over the budget
in the event, first, that there is escalation, and he wishes to contract
the nondefense spending, or second in the event that there is de-
escalation and negotiations, he may want to expand the nondefense
spending ? What kind of discretion does he have? Obviously he exer-
cised some last November when he announced a $3 billion cut.
Since then he has adjusted that. But how far could the President
go either in cutting or in increasing spending ?

Mr. Scuurrze. I am not sure, Senator, that I could give you a
specific number which would be a measure of his control. But as you
have indicated, we did withhold and defer some $5 billion in Federal
contracts.

Chairman Proxmire. Five billion?

Mr. Scaurrze. In contracts which have a $3 billion expenditure
impact. And of course the economic impact of Federal Government
actions isn’t just the result of expenditures. In relation to timing,
there might be an effect when contracts are made, even though the
expenditures may not take place for some time.



ECONOMIC EFFECT OF VIETNAM SPENDING 41

In summary, I would say that the President does have some signifi-
cant but not very great ability to defer or postpone the awarding of
contracts that would thereby have impact on expenditures.

Chairman ProxMire. Give us some figures. You said that he was able
to defer $5 billion in contracts that would have $3 billion impact on
spending. Obviously he didn’t go as far as he could go, or maybe he
did, I don’t know. But it seems to me he could have gone farther, per-
haps instead-of $3 billion he could have cut $5 or $7 billions of spend-
ing. One thing he could clearly have done—something that was done,
as I understand it, in World War II—would have been just to have
stopped all the nondefense public works, for instance. And this is
around $9 billion a year.

Mr. ScevrrzE. I don’t know, Senator. As a matter of fact, during the
time period in which we were interested in the deferrals, we literally
stopped all new starts on water resource projects. There may have been
one or two exceptions. o

Chairman Proxmire. He is not confined to new starts, however ?

Mr. Scaurrze. He is not confined to new starts, although once you get
beyond new starts it is more difficult. For example, look at what hap-
pened during Korea. We did come in with no new starts for a year, but
we did not cut off all new construction, because you have on-going
work for a contractor on the job. And once you go beyond new starts,
vou have to make a judgment with respect to how much you cut into
that. ' B

Chairman Proxmire. You see, what I am getting at is, there is a very
real possibility, it seems to me, that you might need no congressional
action at all to adjust in the first year or so, for this reason. Supposing
negotiations in cease-fire come tomorrow ? Mr. Anthony has testified to
what Secretary McNamara announced some time ago, that there would
be quite a gradual scaling down in procurement, because they would
build up depleted inventories. Also I presume demobilization would
not come like that, it would come over a period of several months, it
would be some time before we would draw all of our people back from
Vietnam. So that the effect on defense spending would be a gradual
reduction of that $15 to $20 billion you are talking about. Now, can you
put these two things together, then, to indicate the degree to which in
your judgment the President could act to absorb, say, for several
months at least, on the assumption that the economy is moving along
about as it is now, to absorb this cutback by his own Comptroller of
the Budget? L .

Mr. Scuurrze. Staying for the moment within just the expendi-
tures, it seems to me that there are three levels of action. First, with-
out additional appropriations or authorizations, there is some limited
amount by which the President could increase on-going programs
without congressional action. Primarily these happen to be programs
where there are certain unobligated balances, or where the funding is
through the back door funding. This is true in the case of many of the
housing programs and development programs where you have large
authorizations that you can spend without the appropriation process.
Without appropriations I cannot give you any magnitude, but there
is some modest amount about which the President could expand the
spending.
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~ Chairman Proxuire. Give us some idea of the magnitude. What
was done last year?

_ Mr. Scaurrze. That was done the other way. You are talking about
increase.

Chairman Proxmrre. Could you increase to the same extent?

Mr. Scrurrze. No, I do not think you could. Remember always,
Senator, that you want to keep this—you want to do this in the con-
text of (a), emphasizing high priority programs in the spending in-
crease, and not simply increase for the sake of increase, and (b),
taking account of bottleneck problems with respect to handling
this from the administrative end and from the recipient end. There
is a limit to how much you could expand in a short period of time in
certain areas, even apart from local or funding problems. So taking
everything into account, I would say the amounts of expandability,
without any appropriation actions, is probably a good bit less than
the amount we were ready to cut back, subject to the restraint I indi-
cated subject to having some priority concepts in mind.

Chairman Proxmire. How about on the revenue side, does the
President have any discretion whatsoever?

Mr. Scuurrze. May I stay with the expenditures for a while?

Chairman Proxmire. Very good.

Mr. Scaurrze. There is a modest amount that could be done in let-
ting additional contracts speed up. In other words, you let additional
contractors speed up your schedule of obligations. And I think this
is probably altogether somewhat less than the amount of deferrals
we were able to make.

Secondly, in this particular year the amount of appropriations the
President is requesting for a number of programs in the major social
areas is somewhat less than the authorization level. So it would be
possible with a supplemental to. increase expenditures significantly
in a number of areas without having to come back for additional
authorizations.

And then finally, there would be some programs where you would
need to have both authorization and appropriation. In summary, there
are the three levels I mentioned. First, some action could be taken
without any congressional action.

Chairman Proxmire. And that is limited in your judgment to less
than $3 billion a year?

Mr. Scrurrze. I would say less than $5 billion.

Chairman Proxmire. $3 billion for an expenditure basis.

Mr. ScaorTze. I would say less than that, probably. ,

Secondly, there is another significant amount where a simple supple-

mental would do it, as opposed to having to come in for new authoriza-
tion. There may be $4 to $5 billion there, representing the difference
between specific authorizations and appropriations.

And then, finally, you have got to come in for additional
authorizations.

Chairman Proxmire. My time is up. Let me try to complete, On
the revenue side, it is my understanding that there is very little if
anv discretion that the President has.

Mr. Scaorrze. That is right. Very little there.

Chairman Proxmire. He cannot recommend any speedup, or—or
does he have any discretion left now in slowing down corporation tax
payments, for example, or any other aspect ?
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Mr. Scrurrze. I believe there has been some in the area of relation-
ship between collection and accruals. I would not be able to spell them
out for you right now.

Chairman Proxaare. Would you see if you can find them and put
them in the record, the amount involved here, several hundred million
or maybe a billion dollars ?

(The following material was later supplied :)

ANSWER TO SENATOR PROXMIRE’S QUESTION CONCERNING AUTHORITY OVER THE
TIMING OF TAX PAYMENTS

There is no administrative discretion as to the date by which estimated and
final payments for individuals and corporations are made (or as to the timing
of the withholding from individuals’ wages and salaries).

The time for payment of excises and the time by which employers pay over
social security and withheld individual income taxes.is left to be established by
Treasury regulations. The regulations issued in 1966 and 1967 providing for
more rapid payment of these taxes were part of the continuing effort in recent
years to improve the efficiency of tax collections and to put them on a more
current basis. Such improvement was an objective of the Tax Adjustment Act
of 1966 which instituted graduated income tax withholding and a step-up in
the payment of corporate income taxes.

it is also the purpose of the recommendations in the President’s Budget
Message for two further accelerations in corporate payments to be effective for
calendar year 1968. One of these proposals will increase the ratio of a corpora-
tions estimated tax to its final tax liability from 70 to 80%. The other eliminates
(over a 5 year period) the present exemption on the first $100,000 of corporate
tax liability from the requirement of payment on a current estimated basis. Each
of these proposals will accelerate corporate tax payments by $400 million in
fiscal year 1968, _ '

Congressman Curtis?

Representative Curris. Thank you, Mr. Chairman.

Mr. Schultze, I am a little bit disturbed that your entire paper is
directed toward deescalation assumptions, while our hearings are on
the economic effect of Vietnam spending. If last year was, regrettably,
any indication, this year we may be facing something more along the
lines of escalating. What would be the economic impact of an esca-
lation?

I would have liked to have examined more thoroughly some of those
deescalation assumptions. Accordingly to Mr. Anthony, our basic
assumption for fiscal 1968 was that the war would continue indefi-
nitely at levels of activity indicated in our current projects. So cer-
tainly as we look at this picture I am very much interested, and so is
this committee, in deescalation.

Let me ask this: The administration has a task force under the
chairmanship of Gardner Ackley to develop economic plans for the
postwar period. But what about the effects of an indefinite period
of continuing at the same level? TIs there any task force directing its
attention to that, or to possible escalation ?

Mr. Scrvrrze. The Ackley committee itself is considering all sorts
of different possibilities with respect to deescalation on military spend-
ing changes. So there would be a number of different options to he
looked at.
thRegre;entatwe Cortis. T mean, will they look at the other side of

& coin?

78-516—67—vol. 1—4
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Mr. ScrurrzE. Itisnotthe charge of that committee.

Representative Curris. Itisnot?

Mr. Scaurrze. Itisnot.

Representative Curtis. That is what I wanted to be sure of.

Mr. Scuurrze. The committee stems from the President’s Kco-
nomic Report, where he charged the Chairman of the Council of
Economic Advisers with taking the lead in planning for post-
Vietnam, .

Representative Curtis. I am of course pleased to see that emphasis.
But in the light of what happened in fiscal 1967, and in calendar year
1966, and the failure to anticipate the levels of Vietnam spending, I
would be impressed if we were to havea task force on that.

Is the Secretary of Labor or the Manpower Authorization Board
geared into this task force? :

Mr. Scaurrze. Yes,sir. ~

Representative Currs. I was very disappointed earlier this vear
when T asked the Secretary of Labor about the Interagency Advisory
Committee on Essential Activities and Critical Occupations. I found
that they have not changed any assumptions since 1962 in the use of
manpower. Now, I think one of the great problems we have here is
matching military need for skills with the civilian skills.

Some of the work of the statistical section of the Denartment of
Labor shows a correlation between military needs for skills and those
existing in a civilian society of around 80 percent and over. You sav
in vour statement, 2 million men were added in the Armed Forces
in the first year and a half of the Korean war buildup, and you say
that in the comparable Vietnam period the size of the Armed Forces
inereased only one-third as much.

Mr. ScrurrzE. About 750,000.

Representative Curris. But what is equally important from an
economic standpoint, how great is the buildup of the munitions in-
dustry in the two periods ?

Mr. Scrurrze. The munitions industry—I am not sure I could
tell you, but I could give you an indication of some defense
procurement. ‘ ,

Representative Curris. By munitions industry I mean in effect that
which has been increased as the result of the Vietnam war. And I have
used the term “munitions industry” broadly to describe any such
industry. For instance, the textile industry was affected quite a bit by
last year’s buildup in military procurement. I think this is an important
figure, because the administration in my judgment has lost sight of the
fact that to some degree our unemployment statistics—and they are
very favorable, of course—reflect this kind of manpower authorization,
the 750,000 additional in uniform, plus around a million and a half,
probably, in the civilian munitions type area. But that is a rough guess.

Mr. Scevrrze. Of course, Mr. Curtis, everybody is quite agreed
that undoubtedly there is a significant increase due to Vietnam—as
T indicated, 8 percentage points of our gross national product is going
into Vietnam, and on the labor side this means large numbers of
workers, both directly and indirectly. I figure, of course, that if we
hadn’t had Vietnam, then fiscal policies would have been proposed
and adopted by the Congress, which we believe could have maintained
the same level of prosperity without Vietnam. :
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Representative Curris. That may be. But that does not excuse not
looking at the facts and getting the hard facts in for what they are.

Mr. Scaurrze. We have not.

Representative Curris. Well, give me the figure, then, for how many
are employed as a result of the Vietnam buildup in the munitions
industry, if you have not neglected it. .

Mr. Scaurrze. Let me, for example, give you two numbers. No. 1,
take a look—get one idea of the magnitude, at procurement expendi-
tures. Now, I admit these cover both soft goods and hard goods. But
hard goods account for more than three-quarters of it.

Representative Curtis. Let me interrupt for this reason, Mr. Di-
rector. I am happy to get at this figure however we could. But the
pertinent point right now is that apparently the administration has
not developed the figure from this kind of data.

Mr. Scaurrze. I have not had a chance yet, Mr. Curtis, I was
about . to. o C :

Representative Curtis. I mean in your prepared statement. I can get
a lot of things on cross-examination. But as we have pointed out
before in our interrogation, it is one thing for the administration to
come forward with their prepared paper so that it discusses the things
that are pertinent, and another thing to answer off the cuff when I
interrogate on substantial things. There certainly are no estimates. in
your prepared statement of how much the employment has been
increased as a result of Vietnam. o

Now, proceed. : . : :

Mr. Scuurrze. 1 was going to give—my paper was not essentially
written around that point—I should not say my paper, my testimony.

As X indicated, you can get at this two ways. One is on the expendi-
ture side for procurement. It was running about $12 to $14 billion
a year prior to Vietnam. Now, the budget amount for 1968 is $21.6
billion procurement. So the increase in procurement expenditures is
in the $7 billion plus area. That is No. 1.

Representative Curtrs. Isthat procurement for goods and services ?

Mr. Scaurrze. No, just goods. ,

Now, again, part of the operation and maintenance account is also
goods. Essentially we break it by procurement and by operation main-
tenance. But the big item is the procurement item.

Secondly, the Department of Defense—and I cited some of the
figures from it—has made surveys of the defense employment cover-
ing the very largest part at least of defense procurement, and was
unable to get all the way down to the subcontractors.

There is an article * which I would be glad to submit for the record
that looks at those in any number of different ways, Mr. Curtis, in
terms of where they were employed and how much. And I will submit
that for the record.

. (The a;'ticle referred to has been included in the appendix to these
earings.

Representative Cuortis. The pertinence of this, of course, is that
when you deal in aggregates you don’t get a complete picture. You

1 “Teonomic Impact of Defense Programs,” by Col. Vernon M. Buehler, U.S.A., Director
of the Economic Impact Division of the Office of the Deputy Assistant Secretary of Defense
(Economics), Office of the Assistant Secretary of Defense (Systems Analysis).
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also get structural shifts, because we used different kinds of plants and
different skills for the peacetime expenditures than we do for military,
of course.

Mzr. Scrurrze. I quiteagree. And one part of my paper was attempt-
ing to try, and very crudely, I admit, some measure of concentration
by area of these. )

Representative Curris. I am trying to do the breakdown, which
I think is even more significant, by skills and for what purpose are
they used, and which is for a certain period.

This was the problem after the Korean War to a large degree, the
fact that we had to find jobs for a little less than a million people com-
ing back. Certainly if you include the munitions industry, this num-
ber was well in the area of a couple of million.

Mr. Scaurrze. As you indicated, Mr. Curtis—and I fully agree—
the correlation between military and civilian skills is probably higher
than most people think. And secondly, maintaining an overall level
of economic demand is the most important requisite. A large number
of problems are taken care of because both the plant and the manpower
particularly is flexible.

Representative Curris. I read a statement by Secretary Fowler in
which he assumed that the revenue, or the revenue estimates of the
Treasury Department, would remain at the same level even if there
were a deescalation of the war in Vietnam. If this is an accurate state-
ment, he was making no allowance for the problems involved in this
structural shift. I am talking about revenues now. And certainly one
should allow for some loss of revenue as a result of this shifting. Don’t
you agree?

Mr. Scaurrze. I would say very little loss, Mr. Curtis. I think that
policies can be pursued which will get the transition done both quickly
and without an economic pause. ,

Representative Courris. Let me suggest that if the administration
has not done its homework yet in the area of what skills are under
pressure, and what plant capacity is under pressure because of Viet-
nam, they are not going to be in a position of alleviating the problems
in the structural shift area. Maybe you will do it geographically. But
I am talking about the relation of skills and plant utilization.

Mr. Scaurrze. As a matter of fact, the Department of Labor does
have on the way a look at occupational requirements, occupational
skills. That is one thing that Mr. Ackley will look into it.

Representative Currrs. I see my time 1s up. I might add at this time
that in spite of the testimony produced at our Subcommittee on Sta-
tistics last year, in which all witnesses said that we needed the job
vacancy statistics and that they were feasible, the representatives of
AFL~-CIO and the Department of Labor are the ones who wouldn’t
move forward into developing this. I would regard this as a very
essential statistic if we are going to do the job of shifting, whether
it is an economy based on war or major shift in the economy itself.

Mr. Scrurrze. I recall that in the last two budgets before this com-
mittee the Labor Department asked funds for this job vacancy sur-
vey. After two failures it was not included the third time, but we did
ask for it twice. :

Representative Currrs. Yes, but if this administration would be
really energetic in trying to get these statistics, and pointed it out to
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the congressional leaders and the public, there is no question but that
they could get the funds, particularly as they had it pretty solid and
they probably could vote on it. I suggest that the AFL-CIO is op-
posed to it for their own reasons. And this has had a compelling effect
on the administration and the Congress. ST

Mr. Scrurrze. This is your particular version of it. All I am say-
in% is that we tried hard to get it at least twice.

hairman Proxumire. Congressman Moorhead? -

Representative Moorueap. Thank you, Mr. Chairman.

Mr. Schultze, in your testimony you point out that our gross na-
tional product is increasing at an annual rate of $30 billion to $35
billion and you express concern that there be enough demand to ab-
sorb this capacity. What I would like to ask you, sir, is not what
would happen in the case of sudden deescalation, as the chairman
asked, or in the case of escalation as Mr. Curtis asked, but suppose—
and I hope I am wrong about this—suppose the war continues at
roughly this present level, which is, what has been projected—what
will be our economic situation concerning supply and demand?

Mr. ScaurTzE. Let me make a try at that at least.

Suppose for the moment, just as an assumption that will be respon-
sive to your question that defense expenditures just leveled out at
the 1968 level for another year or two. Just assume that a growing
-economy, to use the productivity and labor force increase, would need
$30 to $35 billion worth of real growth. Also, if prices would rise,
let’s say, the one to one and a half percent a year that you had before
Vietnam came along. Then the money value of GNP would have to
rise about $40 to $45 billion a year. At the same time, with constant
tax rates, that kind of economic growth will take in about $7 to $8
billion a year additional revenues each year. And it seems to me clearly
that you would be faced under these circumstances with the ques-
tion of what you do with that $7 to $8 billion of additional revenue,
and whether, without additional increases in Federal expenditures
or some tax changes, the economy will continue to move ahead, to
eat up that $40 or $45 billion a year. What I am saying is that, by
the very fact that our revenues are based on income, the fact that
income must grow to keep the economy healthy, you cannot stand
still, you have got to take action. You are automatically forced into
making fiscal policy changes, tax reductions, or expenditure increases,
under the kind of circumstances you postulate. And I would agree
that you do not simply look at whether expenditures go up or down
to find the solution to the problem.

Representative MooruraDp. Do I understand you to say that with
this steady continuation of the war we would have a very mild form
of the same problem which would exist to a greater degree in the
case of deescalation ? '

Mr. Scuurrze. Barring a real upsurge in private demand which
fortuitously would be able to take care of it—barring that—iyes, sir.

Representative MooruEeap. In your statement you talk about the
18 million children reaching maturity. And you report this as a
good thing for home formation with all that this entails. It seems
to me that not so long ago we used to read the same statistics and
wring our hands and say, “How are we ever going to find jobs for
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the 18 million men that are coming into the job corps?” What is
the difference ? What has changed the climate ?

Mr. Scuurrze. Nothing has changed the climate. I don’t believe
I was involved in the hand wringing. So from my point of view the
climate has not changed. That is about the only answer I can give
you. 4
Representative MooruEap. You consistently believe that this is
an economic plus rather than—-

Mr. ScHULTZE. Yes, sir. It does not mean that there are not some
problems posed by it. But it seems to me that on the side of aggregate
demand a large number of people coming into the family formation
age bracket tends to be a plus. Now, usually several years before that
these same people will have come into the labor force. You can absorb
these young people coming in. I think we have shown it by the employ-
ment record of the last 6 years. Even if you want to go back before
Vietnam, these people generally have been absorbed. The real problem
is not large numbers, large numbers of people coming into the labor
force are not the problem. The problem is the skills and education of
these people, and whether or not there is some proportion of them who
are not suited to take the kind of jobs that the economy offers. That is
the problem. It is a problem of structure, not the aggregate number. I
think we can handle the aggregate number even if they were three
times this much. It is a question of education and skills and motiva-
tion, and everything else that is behind it, and what proportion of
your youngsters coming in that do not have those skills or education
or motivation. This, it seems to me, is the problem.

‘Representative Moormeap. Mr. Schultze, will the Ackley committee
address itself to what you call the end-use problem ?

Mr. Scuurrze. Yes, sir, it will take a look at the end-use problem.
Tt is impossible at this time to predict what conclusions the committee
will reach concerning this problem. But, clearly, one of the major
questions facing you is tax cuts versus expenditure increases. And
what kind of tax cuts and what kind of expenditure increases. You
just don’t lay out a single plan and go blindly ahead, because events
never quite match up to what you thought they were going to be. What
you really need is to break the problem down to logical parts and look
at what alternatives and options are open to you and be ready to move
on those options as events occur. But you don’t necessarily, it seems to
me, in this kind of situation come up with a single rigid plan which
will fit only one set of circumstances and plunge blindly ahead with
that. You examine what your various circumstances might be and what
kind of options you have under several kinds of circumstances. Exam-
ination of options—this is a major value of this study—instead of com-
ir}l)g up with a single blueprint that you then put away and forget
about.

‘Representative Moorue4p. I am glad to hear you say that there
will be options, because it seems to me that the basic decision of
whether you place emphasis on the private sector or the public sector,
or the mix in between, is one on which no committee of this form could
possibly decide. o ' :

Mr. Scuurtze. As a matter of fact, our constitutional and Govern-
ment structure is obviously set up to insure that this should be a matter
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for the President to propose and the Congress to adopt or reject or
modify. I fully agree with you on that.

Representative Moorueap. Thank you, Mr. Chairman.

Chairman Proxmire. Senator Jordan?

Senator JorpaN. Thank you, Mr. Chairman.

Mr. Director, I appreciate the thoroughness of your statement.
You have pretty well reiterated the testimony we had this morning
from Mr. Anthony with respect to the comparison between this war
in Vietnam and its effect on the gross national product, and that of
the Korean war. Both of you have said that the cost of this war is
generally conceded to be about 8 percent of the gross national product,
whereas the Korean conflict got as high as 1214 percent in the first
quarter of 1952. My first question is, are we talking about constant
dollars here?

Mr. Scaurrze. Let me first say that the Korean war did not cost
1214 percent. Rather, total defense expenditures were 1214 percent,
of which Korea itself was a part, perhaps 6 or 7 percent. There are
two numbers to compare: 1214 percent of GNP for total defense ex-
penditure during the Korean war, and 9 percent for defense now.
Only 3 percent of present GNP is attributable to Vietnam. Of
the 1214 percent total defense expenditures at the time of the Korean
conflict, 6 or 7 percent was attributable to Xorea. That is No. 1.

No. 2, in terms of constant dollars the ratio would come out about
the same, the reason being that since Korea prices both of the gross
national product and of defense spending have risen by very roughly
the same amount.

So while you are quite right in your implication that prices have
gone up, they have gone up on the numerator and the denominator
both, so it would not change the ratio very substantially. It might
change it a little, but not very substantially. .

Senator Jorpax. To get to a point that Congressman Curtis ex-
plored with you somewhat, you say that during the first year and a
half of the Korean buildup we added 2 million men to the Armed
Forces. and it was almost exactly equal to the total increase in the
labor force over the same period. And we would say then that 2
million men went into the Armed Forces and 2 million men went into
the labor force. In the comparable Vietnam period, the size of the
Armed Forces increase was only one-third as large, and you have
translated that into about 750,000. : : '

Mr. Scaurrze. Yes. ,

Senator Jorpan. And the rise in the labor force was 50 percent.
And then there were about the same number of people that are in-

volved in both of these. S

Mr Scrurrze. Maybe it would be better if I actually used the
numbers rather than the percentages I did. L

Senator Joroan. All right, 50 percent of more than 3 million.

Mr. Scavrrze. Three million, that is correct.

Senator Jorpan. What significance do you attach to that, the fact
that one man is in the Armed Forces in Korea, one man in the labor
force, in the case of Vietnam, one man in the Armed Services, and
four men in the labor force at that ratio ? .

Mr. Scuurrze. Of major significance is the fact that in the time of
Korea, as T am sure you recall, we were building up from very small
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Armed Forces. Our capabiilty to take on something like Korea was
substantially less than our capability to take on Vietnam. Hence the
addition to the size of the total Armed Forces was less now simply
* because we were starting with a much larger number.

Senator JorpaN. Because we started from a lower point.

‘Mr. Scaurtze. In Korea we started from a much lower point. And
in addition, the age of the population is such that there was a larger
number of people coming into the labor force during this past 18
months than during the Korean period.

Senator Jorpan. Then you go on to say here, Mr. Schultze, that our
experience between 1961 and 1965 in another earlier period clearly
demonstrates that the American economy does not need stimulus of
a war to reach and maintain economic growth and prosperity. Do you
think it clearly demonstrates our experience from 1961 to 19657

Mr. Scaurrze. T would say 1961 to 1965 clearly demonstrates it.
T would also say that if we look at the reconversion after World War
II, and other periods in our past history, it, too, demonstrates this.
I particularly say that fiscal policy in terms of taxes and expenditures
can clearly be used to maintain steady full employment—or close to
it. You never have perfection.

Senator Jornan. Not automatically.

Mr. Scraorrze. It has got to be a policy action, yes.

Senator Jorpan. It has got to be a policy action.

You said some time during your statement that something like $20
to $25 billion was the amount of displacement, perhaps.

Mr. ScrorrzE. $15 to $20 billion.

Senator Jorpan. All right. And that gross national product is in-
creasing $30 to $35 billion a year. This makes a subtsantial demand
on reprograming both in the public and private sectors in order to
keep this transition moving smoothly and to take up that amount of
slack, isn’t that true?

Mr. Scrurrze. That is correct, sir. I think what I was trying to get
at was something like this. Every year, quite apart from the transition
or deescalation, our capacity grows $30 to $35 billion. And you have
got to find uses for those resources, so that the problem of $15 to $20
million more on top of the $30 to $35 billion is not something com-
pletely new. It is not the kind of a problem that we have never had to
face before.

Senator Jorpan. No more than 50 percent of what we have to do
this year.

Mzr. ScavrrzE. Exactly.

Senator JorpaN. You have enumerated a number of areas where this
money can be channeled in the way of improvement in transportation
and in air and water pollution, and housing and so on.

Mr. ScHULTZE. Yes, Sir.

Senator Jornan. My question to you is, Has anyone in the adminis-
tration made a study of the amount of economic and physical rehabilita-
tion that will be required in Vietnam itself after the war?

Mr. Scmurrze. In terms of a complete study, not to the best of my
knowledge. I am not sure I can really respond fully to the question.
Clearly this is one of the things that will have to be looked at—which
the Ackley committee will have to look it. And at the moment I am not
sure exactly what is available.
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Senator Jorpax. Wouldn’t you think it is important, as we look
at the program, the domestic program of the United States, that we
certainly take an inventory of the needs caused, if by nothing else, our
own destruction in Vietnam ?

Mr. Scrurrze. I fully agree, Senator. : ‘

Senator Jorbax. To your knowledge, no one is directing their at-
tention to that?

Mr. ScruLTZE. No, sir, I did not mean that. What I did say is that I
don’t know of a completed study of this. This does not mean that
nobody is looking at it. And one of the major things that is going
on now in Vietnam is reconstruction and pacification. I simply have no
personal knowledge of the extent to which that has been extrapolated
into the situation when you have peace. That does not mean it has not
been done. But obviously one of the major things that our people are
now concerned about in doing the planning in Vietnam is precisely the
problem of pacification. And what you are talking about is an exten-
sion of that, and much more rapidly, because you won’t have the
military problem in front of you. All I mean is that I have not seen
a particular piece of paper.

Senator Jorpan. I think it would be important if we could have an
evaluation of what we calculate our effort would be in that particular
area if and when hostilities cease.

Mr. Scrourze. All T am saying at the moment is, I have no per-
sonal knowledge of the status of those things.

Senator Jorpan., Will you make inquiries with such information as
is available and supply it for the record ?

Mpr. Scuurrze. 1 will make inquiries.

Senator Jorpan, Thank you.

(The following information was later submitted :)

REHABILITATION AND DEVELOPMENT IN VIETNAM AFTER THE WAR

AID has contracted with Development and Resources Corporation, headed by
David Lilienthal, to examine the requirements for economic development and
reconstruction in Vietnam after the war. Their preliminary report is scheduled
for completion this June, at which time, agreement will be reached on priority
areas of study and the number of U.S, technicians needed to carry out the plan-
ning effort. The Vietnamese government and private Vietnam citizens will par-
ticipate in the joint planning group.

The Council of Economic Advisors is coordinating various executive branch
studies on post Vietnam planning related to U.S. ‘economic policy. One 'such
study addresses the U.S. balance.of payments. Part of that study will be directed
to the foreign aid and related costs to the U.S. of the rehabilitation and develon-
ment of Vietnam,

.Chairman Proxmire. Thank you, Senator Jordan. I think that is
very interesting and we should pursue that. We are spending about
$14 billien in Vietnam in economic aid according to Mr. Anthony this
morning. And the President indicated in his Baltimore speech in 1965
that after the war was over we would expend about $1 billion in the
Mekong Valley area. '

Mr. Scmurrze. Economic aid to Vietnam is about 50-50, that is
right. : ‘
gChairman Proxmire. So if we are now spending a half billion dol-
lars in this Vietnam economic area, and we may later spend $1 billion
in the Mekong Valley over a period of years, that is overwhelmingly
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dwarfed by the present military costs. So if we could stop the war
in Vietnam the savings will greatly exceed the likely cost of recon-
struction, at least on the basis of these figures.

Mr. ScHUuLTZE. Yes.

Chairman Proxmire. I would like to ask you whether the effect of
the Vietnam war on the economy, whether it is jobs or prices or inter-
est, would not be significant enough on the basis of your testimony to
disturb the economy, provided we have the full information on it in
advance and act prudently on the information. You testified that the
President cannot do this himself, he is very limited, he is quite limited
on the amount of spending that he can either cut down or expand.
Therefore, it seems to me it is imperative that we get congressional
cooperation on this. '

Mr. Scuurrze. I agree.

Chairman Proxsnre. And you cannot get congressional cooperation
very well if you don’t give us the facts. The facts are just overwhelm-
ingly significant. Now, is this a fair statement?

Mr. Scrourze. I will agree.

Chairman Proxmire. Now, looking at what happened after World
War IT—we have in that case a relatively economic catastrophic de-
velopment—the Federal expenditures, Government purchases of goods
and services in 1945 were $82 billion. The following year, 1946, they
were $27 billion, less than one-third. Now, you were able to do that
during a period when unemployment stayed below 4 percent—1.9
percent in 1945, 3.9 percent in 1947, 8.9 percent in 1948—and in 1648
we had a surplus of over $8.5 billion. In 1954—1953-54—we
were adjusting to the Korean war. We had a sharp cutback in military
spending and in overall Government spending. And unemployment
stayed down during every year except 1953 when it went to 5.6 per-
cent, but in the other years it was well below 5 percent. What I am
getting at is, how about the possibility of considering some debt re-
tirement, in the event that we can secure negotiations and cease fire,
and so forth, what are the possibilities in your judgment of being
able to maintain a reasonable level of employment and cut back
spending so that we can reduce the national debt?

Mr. Scaurrze. Senator, I would go about that in a different way.
I would ask myself what is the appropriate fiscal policy in combi-
nation with the monetary policy. The appropriate mission of fiscal
and monetary policy is to make a smooth transition. To do that you
have to take into account the strength of demand in the private sec-
tor. If you put all that together, and it comes out that the appropriate
Government policy is to run, to pick a number out of the air, a $5
billion deficit, then you want to think about a $5 billion deficit. I
would not start by saying, I want full employment and a smooth
transition and debt retirement as an objective.

Chairman Proxmire. I did not start that way. I know no era of
new economics should start that way, if you do you get zero in the
classroom.

Mr. Scuurrze. All T am saying is that I cannot answer that ques-
tion except as a residual of the other question.

Chairman Proxmire. Let’s get it as residual.

Mr. Scaurrze. At this stage I am not prepared to answer it. That
is precisely the kind of thing we are looking at in the Ackley com-
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mittee. What is the magnitude of the fiscal policy requirements? And
what monetary policy actions will be required.

Chairman ProxMire. I do not mean necessarily, as they say on
“Meet the Press,” the questions of the interrogators do not indicate
their viewpoint necessarily. But we have had since 1961, as I say,
great economic progress, lower and lower unemployment, enormous
Increases in corporate profits, which is very productive as far as Fed-
eral revenues are concerned. And yet we have had continuous deficits,
and the prospect this year of a very large deficit indeed. And I am
just wondering if we can assume that by following the kind of
policies you suggest that we at the same time can expect possibly to
reduce the debt. We did after every other war in our history until
World War IT. And we did after World War IT for 2 years.

Mr. Scuaorrze. In the first place, you have got to ask yourself what
budget you are talking about. For the purpose you talk about, what
is approg;iate is the deficit or surplus in the national income account
budget. You might, for example, be running a surplus in the national
income accounts budget and not run one in the administrative budget.
Again, it just turns out that the way we handle our budget, if you
happen to have a big deficit in your trust fund, then you could well
agord to run a surplus, let’s say, in your administrative budget to

ofiset

Chairman ProxMIre. I understand that.

Mr. Scrurrze. All T am getting at is, first, you are asking really
for a numerical conclusion. And I am not prepared at the moment
to be able to furnish one. And second, I think you have to talk about
running a deficit or surplus in a particular budget before you talk
about debt retirement. I just do not think one can make a specific
conclusion about whatever would be possible or not possible until

Chairman Proxmire. On the basis of the demographic figures that
you gave us, it would seem to me that we may be moving into a period
where we are likely to have to run into ever larger deficits. Here’s
why : You pointed out that a very large number of children are going
to achieve maturity during the next few years. They are going to be
workers, no longer consumers, they are going to be added to the work
force. Under these circumstances, where they are producing and are
workers, and you have more people able to produce, isn’t it likely that
you are going to have to have a big Federal fiscal stimulus to the
economy 1f you follow the full employment surplus logic, that you
are going to probably have a series or risk at least a series of quite
substantial deficits? We ought to be prepared for it. We are going
to have to have tax cuts. And we will require a great increase in
Government spending programs if we are going to achieve this low
level of unemployment and high level of employment.

Mr. Scavrrze. Clearly if, as after World War II, the level of de-
mand in consumer and investment goods were running very high and
very strong, then it may well be that for purposes of rational economic
policy you would have to run a substantial surplus. As a matter of
fact, after World War IT we did not have a large enough surplus. We
ran one for a couple of years. I am sure it should have been larger.
Because the pent-up demand from World War II was overwhelming.
Clearly, in that magnitude we do not have it.
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Chairman Proxmire. We do not have it at all to speak of.

Mr. ScaurtzE. Pent-up demand does not seem to be present.

Chairman Proxmire. We had controls, and we don’t have them now,

Mr. ScHULTZE.- AS a general proposition we had 2 or 3 years of
extraordinarily high consumer savings in World War II which we
have not had recently.

So we are dealing with a question of surplus or deficit—to take the
surplus out—which is of a much smaller magnitude than after World
War II. But this then gets down to a much more refined calculation
as to what your expectation is with respect to private housing demands
and consumers savings and so forth, and then translate that to what
would be the appropriate Federal budgetary surplus or deficit. And
as I say, you are getting down to areas of refined numerical calcula-
tions when you are talking about swings in the order of a half a per-
cent in the GNP. After all, a $4 billion surplus is a half percent of
the GNP.

Chairman Proxmire. You had a very interesting table. Could you
give us the reasons for the large proportion of defense business in the
tables you have presented to us?

Mr. Scrurrze. In the tables which T mentioned, I think, in the
colloquy with Mr. Curtis, we do have the States and regions laid out.
‘We do not have the individual labor market areas.

Chairman Proxmire. Did you lay those out as far as the Vietnam
war is concerned ?

Mr. Scrorzze. No.

Chairman Proxmire. Because it is difficult to analyze the effect of
Vietnam deescalation because two-thirds of this defense spending is
not Vietnam.

Mr. Scmuorrze. This is total defense, not segregated by Vietnam.

Chairman Proxmire. Can you break it down on Vietnam spending;
that would be very helpful.

Mr. Scrurnrze. To the best of my knowledge on this kind of calcu-
lation, no, sir.

Chairman Proxmrre. Wouldn’t it be well worth getting that kind
of information? -

Mr. Scaurrze. I think what one would have to do would be to
translate in terms of the aggregate—again, one of the things we want
tolock at in the Ackley committee is our own capability.

Chairman Proxmire. I should think that would be relative—I know
it is nothing in this area where you have such enormous sums—but it
would be relatively simple for the Defense Department and the Budget
Bureau to be able to determine what is being used in Vietnam, where
it is being procured. Helicopters, for example, are one item which I
think would be sharply reduced, with Vietnam deescalation, and you
must know where those are being procured. And many other items
that are being used in Vietnam. And there are others, research expendi-
tures of various kinds, ballistic missile procurement, that kind of
thing, which would not be affected at all by Vietnam.

Myr. Scaorrze. What would be required is a kind of study of what
kind of contracts would be cut, and then go back and translate that in-
formation into the specific areas that might be affected. Now, as I sav,
this is precisely one of the things that the Ackley committee is tak-
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ing a look at; and it is examining the mechanisms that we have avail-
able to do that translation. Of course, a lot of the translation involves
not just prime contracts, but subcontracts.

Chairman Proxuire. I saw a very interesting statistic in the Wall
Street Journal reporting on the Vietnam veterans, showing that after
World War II 29 percent of those of us who were in World War 11
took advantage of the GI bill to take further education; after the
Korean war 50 percent did; and they said in this war 84 percent are
doing so. This is most encouraging as far as the future of the economy
of the country is concerned, but it also indicates a tough challenge.
You indicate that it may be in this area that we do not have the per-
sonnel or the facilities to handle some of these things. Now, you were
not specific as far as the GI bill is concerned. But is this one of the
areas where we should be concerned about providing a sufficient in-
structional personnel and facilities, and so forth? o

Mr. Scrnurrze. In general, I would agree. I was specifically address-
ing my comments—as it is quite relevant—to the limitations. The rate
at which you could increase the Federal Government’s programs is
very limited in some cases by the availability of trained personnel; this
Is particularly true in such areas as health, employment counseling,
and city planning. Another area is education, where personnel skills
are very important and their shortage can be a limitation on how rap-
1dly one can increase education programs. If you look at the education
picture in the United States you see that the colleges and universities
are being hit very heavily by the influx of those children who 10 years
ago were in elementary schools and secondary schools. You see the
big enrollment problems that we had in the postwar years now being
transferred from elementary and high schools to the colleges and uni-
versities. However, my comment was a more general one. Increasing
Federal expenditures is not something that you should do by taking
into account only purely technical factors and seeing where one might
feasibly increase Federal programs from the point of view of funding
availability. One should also consider the desirability from the end-
use standpoint, from the social and economic values of the alternatives
considered, and also from the practicability of the action with respect
to the availability of the skilled personnel to do it.

Chairman ProxuMire. Let me ask you if this is true. This is a prob-
lem as far as your educational institutions are concerned, because they
are being used to their capacity now. But at the same time it is a
helpful adjusted to what otherwise might be an unemployment prob-
lem. After all, if you are going to have a demobilization of 500,000
men over a period of a year and a half or 2 years, and most of them
are going to be in education, then you do not have to worry quite as
much about having jobs available immediately. Of course, maybe they
will want jobs to supplement their GI benefits if they are married,
and so on. Even so, it is much less of a problem, and 1t is a different
kind of a problem. You have to look at the kind of jobs you need for
them when they finish. . )

Mr. Scuurize. Conversely, having taken that education, the mix
of the labor force will probably be better suited for the mix of the
jobs available simply because of the fact of their education. That has
been our experience in the past.

Chairman Proxmire. Thank you.
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Congressman Curtis?

Representative Curris. After listening to this, I just wish a little
more that this were a paper, and before the eyes of the task force
under Chairman Ackley. I certainly hope that this task force will
make its working papers available to the public, and certainly to
Congress. This secrecy would seem to be a habit of executive task
forces. Surely there is nothing involved in this kind of study that
needs secrecy, is there ¢

Mr. Scaurrze. This I have not even discussed with the task force.

Representative Curtis. I should direct that to the task force. But
I am still concerned about the executive department now having
created two commissions to study manpower authorization for the
military. And Congress still does not have the working papers, if
there were any. In fact I am convinced by now that there were no
working papers, but that they just had their conclusions and pre-
sented them.

Mr. Scaurrze. If you will recall, for example, the one on the draft,
there were voluminous appendices and statistics.

Representative Curris. I have read those working papers—those
are conclusions.

Mr. Scaorrze. There are also—

Representative Curtis. I beg to disagree with the gentleman. There
are practically no work papers. One has to guess where to get this
information. And frankly, it is almost useless.

But there is one specific question. The Armed Services Committees
and other students of the area of expenditures have said that the first
phase of the Vietnam war was operated to a considerable degree on
inventory in pipeline. And if this were so, the levels of expenditure
would just continue on at the projected operation that we have in
Vietnam, and would, I think, increase. And at the end, if that were
the planning of the Defense Department, we would have to fill up
inventory and pipeline. Would you care to comment on that?

Mr. S¢aonrze. I am not sure that T can comment at all in any detail,
simply in terms of lack of detail. It is quite clear. of course. that when
you move into any situation like this, you initially do draw down
inventories until you get your pipelines running again. That is quite
correct.

Representative Curris. What I am trying to do is direct that point
to the then level of expenditure.

Mr. Scaurrze. Quite right. What you will find is that the actual
level of expenditure will at first be less than and then more than the
actual rate at which you are using materials, simply because of the in-
ventory fluctuation. You are quite right on it. And in turn, whenever
you cut back you have to take into account your policies with respect
to inventories—for example, the fact of having fought a conflict that
lasted over some months gives us a better idea of what kind of inven-
tory we should have. So one of the other things you must look at is
the inventory policy as you start cutting back expenditures.

Representative Curris. You say—and I am quoting from your
statement:

But there should be no doubt in anyone’s mind that appropriate fiscal and
monetary policies can insure an adequate level of overall demand and accom-
plish the transfer of resources to what ever end we as a Nation desire.
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And T emphasize the word “transfer,” because this is, as I see it, a
key—there is a real cost involved in the transfer. We mentioned the
G1I bill as one of the costs in transfer, and one that I frankly think is
a good one, but it does increase our governmental expenditures. The
disabled veterans’ benefits is another factor in this transfer that is
important.. e

But also in this transfer there is an increase in the training and re-
training that is going to have to go on in the private for profit sector.
According to their estimates, they have come up to an expenditure
level now of around $14 billion a year in training and retraining.
Now, if training and retraining is increased to some degree, and re-
quires a shifting of plant, modifying it in whatever way is necessary
to get a peacetime product, to get the plowshare instead of the spear,
it also has a cost. This all relates to the corporate profits and other
business profits, which in turn relate to the revenues that the Federal
Government can count on. ’ :

I am explaining why I was critical of quoting Secretary Fowler’s
assumption that the revenue of the Federal Government would con-
tinue at the same level as we are experiencing during the Vietnam
war operation. Have you made any estimates of the costs involved
in transfer, including increases in expenditure of the Federal Gov-
ernment—and I mentioned a couple of areas—as well as the effects
on (Government revenues. '

Mr. Scrurrze. I have not made an estimate specifically along those
lines, Mr. Curtis. My own view would be that the actual cost of trans-
ferring resources, while it exists, is not by any means massive. For
example, the GI bill .

Representative Curtis. May I argue with you a little by giving
another illustration. After World War II, the demand for our agri-
cultural products, of course, fell way off. We had asked our farmers
to plow up additional acreage in order to be able to meet the war-
time demands for agricultural products until the Western European
countries and other countries came back into industry. This created
a problem in transfer after the war, and I think rightly so. And we
said to those under our subsidy programs, we are not going to leave
you high and dry. We never did effect a transfer because we just con-
tinued the support after that. o .

I am trying to illustrate some of the costs involved in transfer-
ring resources. This is what I hope the Ackley committee is going to
direct attention to, both the cost of transferring resources; namely,
plant to peacetime production, but probably even more costs, and cer-
tainly more important, the cost of changing manpower skills.

Mr. Scrurrze. I agree with you, Mr. Curtis. Undoubtedly that is
an area that requires a good bit of investigation and study, but all
I wanted to point ‘out was: Don’t overemphasize the cost of the
transfer.

Representative Courtis. I can’t, because I don’t know what the costs
are. And I would argue the other way. I think the administration
not only underemphasizes the costs, but is not even coming up with
some estimates. I don’t know what they might be. But I do know
that these problems have been very real in previous wars.

Mr. Scaurrze. When we went into Vietnam the transfer cost was
not a really serious one, because of the relatively modest proportion
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it represented of total economic activity. The transfer of resources
that occurs every year as individual industries grow or decline is
~ probably much larger. I am just putting it in perspective.

Representative Currts. Certainly in a technological, rapidly chang-
ing society the instance of transfer is increased. But 1t was sufficient,
I would argue, to create what we call a recession after the Korean
war. : »

Mr. Scrurrze. That wasn’t because of transfer costs.

Representative Curtis. I argue at any rate that the evidence shows
that it was almost entirely in the transfer area. From a partisan angle
the critics of the Eisenhower administration granted it on another
basis, almost ignoring the problems involved in shifting from a war
economy to a peace economy.

Mr. Scaurrze. And yet after World War II we didn’t have a re-
cession as a transfer cause.

Representative Curris. We didn’t immediately. But I think we had
these various problems which were caused by other conditions.

Mr. ScrurTzeE. The only point I wanted to make for the record, Mr.
Curtis, is that I don’t think you can say that transfer costs are such,
either in magnitude or in nature, that it is going to pose major reces-
sion problems. Tt doesn’t mean that there won’t be any problems at all.

Representative Curtis. I wasn’t saying that necessarily, I am just
trying to direct attention to it particularly—I might say that in the
structural area only our need for skills in health, education, and wel-
fare impedes our growth there. We are talking in terms of hundreds
of thousands of jobs going begging. And if this kind of shift is going
to put a further load in that area, it means that we have got problems.
I wouldn’t necessarily say that we are going to come into a recession,
because I don’t think we will.

This leads me to the point where you say this:

There is no automatic mechanism which provides for an increase in private
spending to absorb the freed resources.

And I was wondering what you thought the marketplace was, if
that isn’t an automatic mechanism in our society which will go to work
immediately on absorbing the private spending.

Mr. Scaurtze. Not unless certain decisions are made with respect
to either taxes or other Federal spending.

. E{epresentative Curris. Isn’ this what happened after World War
I1?

Mr. Scaurrze. No, sir. }

Representative Curris. What happened ?

Mr. Sceorrze. We had a massive reduction in taxes,

Representative Curtis. I see what you mean.

Mr. Sceurrze. I am not saying that within the consumption sector
that we should be telling consumers what to do. What I do mean——

Representative Curtis. I was afraid you were.

Mr. Scaorrze. No, I was pretty clear, I thought. All I am saying
that if you reduce defense expenses by—you name a figure $15 bil-
lion—something else has to be done to make sure that $15 billion is
used up, it could be a tax reduction, or monetary policy, or other
Federal expenditure increase, but it won’t happen by itself.
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Representative Curris. Then we are on the same wavelength. I
frankly had read this to mean that the Government had to get into
the expenditure policy area to tell us how to allocate our resources.

Mr. Scaurrze. May I read the sentence?

Representative Curtzs. We can go on.

Mr. Scavrrze. The next sentence to the one you quoted, I thought,
made the point. But maybe I am wrong.

Representative Currrs. I didn’t get it, I will be honest with you.
And then when you had your colloquy with the chairman using some
of this to retire debt, I became even more concerned,

But, to continue, you say :

The relative emphasis we place on tax reductions versus increases in the
Federal budget—

There we get into an area where we might have a quarrel, maybe we don’t—
for example, will determine how the newly available resources will be split be-
tween the private and publie sector.

Let me ask: On tax reductions have you contemplated a tax credit
as a very fine way possibly of having tax reductions?

Mr. Scuurrze. We have neither included or excluded—we have
excluded nothing.

Representative Currs. You wouldn’t exclude it? In other words,
in according tax reduction you could include, for example, the tax
credits which many Congressmen put in, such as I, myself, for part of
the cost of educating your children.

Mr. Scrurrze. We wouldn’t exclude looking at anything.

Representative Curris. Up to date the administration pretty well
excludes tax credits as an alternate method of spending money on
education, and on the area of air pollution and water pollution, because
there are many of us who suggested that it would be a much preferable
way for expenditure policy through a tax credit, rather than increasing
the Federal budget expenditures. Do you see what I am trying to
getat?

“ Mr. Scrorze. Al T am saying is that in looking at the particular
cases you mentioned, for a number of reasons—and I realize you dis-
agree—in these particular cases we felt that it was not good policy.

Representative Curris. I appreciate the difference. But certainly
from the standpoint of aggregates it doesn’t make any difference,
doesit?

Mr. Scaurrze. In the aggregate sense?

Representative CurTis. Yes.

Mr. Scaorrze. No, usually it is the program sense. )

Representative Curris. And that is what I would like to discuss.

My time is up, Mr. Chairman. I would like to come back later.

Chairman Proxumire. I just have a couple of very brief questions.

This morning you were discussing the balance-of-payments impact
of Vietnam. And it seems that there was a direct effect of $800 m;ll%on
to a billion dollars, and an indirect effect last year of maybe a billion
dollars, adverse effect in Vietnam. For the record, would you—unless
you would prefer to reply directly, because this may be a little bit out
of your field, the Treasury may be helpful to you—I wonder if there
is any additional pressure on our balance-of-payments deficit that can
be eased as far as our policies in Asia are concerned or elsewhere as
the effect of Vietnam expenditures. :

78-516—67—vol. 1—35
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Mr. Scrurrze. Aside from obviously realizing and being familiar
with the numbers you have indicated in terms of the fact that Vietnam
has had an impact on the balance of payments, I am not prepared at
the moment to talk about specific measures. These that we have gone
through, as you are aware, are an illustration of the situation. But I am
not prepared at the moment to talk about the details of it.

Chairman Proxmire. I think it would be helpful for our record to
indicate when you correct your remarks any other alternative that may

be available and might be considered.
(The following information was subsequently supplied :)

MEASURES To RELIEVE PRESSURE ON THE U.S. BALANCE OF PAYMENTS ARISING FROM
EXPENDITURES ON VIETNAM

Measures have been taken to encourage military personnel abroad to return a
larger portion of amounts earned to the U.S. Such measures include improved pro-
cedures to facilitate allotments, and the Uniform Service Savings Deposit Program
which authorizes the Government to pay interest rates of up to 10 percent for sav-
ings received from servicemen overseas.

Special efforts are also being made to assure that overseas expenditures by con-
tractors are held to the minimum amount needed to carry out program require-
ments. Overseas expenditures by the principal Defense Department construction
contractor in Vietnam have been held to about 20 percent of contract payments in
the past eighteen months.

Procurement under the economic essistance program in Vietnam is restricted to
the U.S. or to certain less developed countries where they can meet urgent require-
ments more promptly than the U.S., provided the countries agree to accept pay-
ments in dollars tied to financing imports from the U.S. through a special letter of
credit. A waiver authority permits an exception when urgent requirements can
be satisfied feasibly only from other countries.

Recently, a P.L. 480 local currency sales agreement was concluded with the
Government of Vietnam under which all the proceeds of the sale are to be reserved
for U.S. uses to meet our expenditures in Vietnam as a substitute for dollars.

Chairman Proxmire. One other question: The Arms Control and
Disarmament Agency has this to say. I will read this and ask you for
your remarks:

The alternatives for defense industry are by no means limited to producing
goods and services for commercial purposes. Recently, interest has centered on
the possibility that defense companies’ capability for “systems” analysis and
engineering, as well as their Government-market orientation, might be well-
suited to the competition for the expanding requirements of Federal, State, and
local governments in such fields as air and water pollution control, urban de-
velopment, public transportation, education, and information retrieval. The State
of California has let a number of contracts for feasibility studies by defense con-
tractors for the solution of broad problems of the State. ACDA has contracted
with the Denver Research Institute to pull together and evaluate the many
threads of this public sector potential for defense industry which are now being
considered and discussed.

_ And I wonder to what extent you think it is true that the defense
industry can reorient or guide civilian needs in the public sector,
especially the sector that is non-Federal.

Mr. Scrorrze. 1 think I would probably take the middle-of-the-road
view on that. On the one hand, it is perfectly clear that a number of
problems that we have in the public sector—water pollution and urban
rehabilitation are two examples—do lend themselves to systems
analysis.

Take urban rehabilitation. You are faced with the problem of
standard rehabilitation on inherently unstandard dwellings. It lends
itself to the systems approach.
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Obviously water pollution, the problem of whole river basins, lends
itself to the systems approach.

And there are any number of alternatives usually available, no one
of which is the sole answer. And the appropriate combination has to
stem from a very careful systems analysis and a very close look at
these complicated areas.

So, on the one hand, I fully agree that the applications of systems
analysis to these problems is both possible and probably hasn’t been
done enough. And the capability of some of these defense contractors
clearly is in that line.

I would then modify that by saying that one of the major problems
in these areas is not the technological problem, but the institutional
problem, dealing with multiple governments, cities, metropolitan
areas, composed of 200 or 300 different levels of government, river
basins composed of States, counties, and cities, and other units. So
that unlike the defense area, where you stipulate an objective, and sim-
ply go to it in a sense, in the civilian area, one has to work out in:
stitutional mechanisms for making sure that the systems analysis is
more than just a piece of paper. Hence, I take it, there are great poten-
tialities, but you can’t make a simple transfer from a defense situation
to either a private or public situation. C

You have to taken into account these institutional difficulties.

Chairman Proxmrre. Then your rep(l;?f suggests further action by
some agency, presumably the Federal Government, to try and work
out reasonable agreements to the extent that you can’t in a State?
California is ideal, it is so big, it is like three or four States of
average size. And so it is to be expected that she might take the lead in
this area. This suggests, however, that in many States where you
have a common river basin or other common situations that might
bring them together, that this is what you need. You suggest that you
are not going to be able to get this automatically, it is going to take
some Federal leadership, perhaps, to persuade these areas to work
together to take advantage of defense contracting resources.

Mr. Scaurrze. There are two areas. I can’t recall the exact language
or the exact provisions. But the last year’s water pollution legislation
did provide for river basin planning in the water pollution control.
Now, the legislation finally came through with some of the require-
ments on this, perhaps a little weakened, but in any event it is there.
Similarly in the model cities legislation there is an opportunity for
the application of rehabilitation techniques over a wide area. But in
any event, I would agree on this, you need some kind of leadership
to work both institutionally and technologically on the systems analy-
sis approach to these problems. .

Representative Curris. In St. Louis, by the way, we are under
Federal legislation. We do have it by State agency in Missouri and
Tllinois where we get at many of these subjects. And it is very de-
sirable, and a great deal more emphasis needs to be placed on 1t.

Let me get back to my final line of questioning, taking up where
the chairman asked about the possibilities of some debt retirement.
I would suggest this is another way of relying on the private sector
to pick up expenditures in lieu of the Federal Government.
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Now, I am interested in this, not just from the standpoint of
getting a balanced budget. We will just assume an even break. I have
got three basic reasons. The first, and by far the most important is
to get better expenditure policy through the discipline that a bal-
anced budget produces. I think we have got a very weak expenditure
policy in many programs.

The second is the international balance of payments.

And the third is to free our monetary policy, so that it is more
flexible in avoiding inflation.

But now I want to come to the question.

The ratio of the Federal debt to GNP is right now about 45 per-
cent. And I think that to relate the size of the debt to GNP is an
accurate measure. GNP to a degree reflects our revenues, the eco-
nomic activity and the profits made from it. But I have raised the
question as to whether or not 45 percent is the optimum ratio. I
have suggested a ratio of around 15 percent, which is what it was
during most of the period of this country’s fastest growth rate. Has
the administration got in mind any optimum ratio? Do they want
it around 45 percent, or if they had their way, would they like to
shoot for 25 percent? What do they think an optimum ratio is?

Mr. Scuurrze. Quite frankly, Mr. Curtis, I don’t think there is
an optimum ratio.

Representative Curtrs. What you mean is that—I hope what you
mean is that no one has yet studied it.

Mr. Scuurrze. No, sir.

Representative Curris. You surely think the Federal debt has suf-
ficient economic impact so that there probably is some ratio that
would be better than another. Would you think 100 percent is a good
ratio?

Mr. Scuurrze. No, sir; all I meant was that the key thing was what
you do in order to change the ratio.

Representative Curris. We will talk about that after we get the
optimum. Maybe we can’t achieve it.

Mr. Scrurrze. I disagree. I don’t think you can set an optimum
and then change the budget willy-nilly to get that optimum.

Representative Currs. I didn’t say that. I said, let’s find out what
the optimum is, and then we can argue. We can’t achieve it for var-
jous reasons, or we have to protect it over a period of time. But to
have an optimum, I would think is desirable. But when you have made
the record .

Mr. Scrvrrze. The key point, Mr. Curtis, is that if you were in the
year, let us say, 1924—I don’t know what the ratio was—but say it
was 10 percent——

Representative Curris. Around there.

Mr. Scaurrze. To go from 10 percent to 40 percent would have
been catastrophic in 1 or 2 or 8 years. The economy adjusts itself to
given levels of financial institutions and the kinds of financial paper.
Therefore, I am not sure that I can, outside of the context of what
budgetary steps are needed to make changes in the debt, pick a num-
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ber and say, that is the optimum number and any number higher or
lower is bad.

Representative Curris. This is very interesting, because there are
a number of people that picked the optimum ratios of unemploy-
ment. And some of them said 4 percent. And this administration had
some optimum ratios in regard to pricing and wage increases re-
lating to a specific economic factor of productivity.

Mr. Scaurrze. I think this is quite a different thing.

Representative Currts. All right. I am sure that the Council of
Feconomic Advisers doesn’t feel that there is an optimum need here,
because it was never discussed in the interrogations that I have tried
to make.

Well, there are ways of lowering that ratio, and those are the ways
that we followed since World War IT, mainly, by inflation.

Mr. Sceurrze. I disagree, Mr. Curtis.

Representative Curris. Because what was followed—I am not say-
ing it was planned

Mr. Scrurrze. The main way that that ratio was lowered was the
increase in GNP. And the largest part of that increase was not.
inflation, :

Representative Curris. I think the figures will show differently. It
was around two-thirds of the reduction, considering the fact that it is
in the constant dollar, and GNP is in your current dollar—I once
computed it, 2 or 3 years ago, but then about two-thirds of it was the
result in inflation rather than a real increase in GNP. ’

Mr. Scrurrze. Certainly in the last 10 years by far the largest
part of your increase in GNP has not been

Representative Curtis. I am talking about since World War 11,
since 1946,

Mr. Scaurrze. In the immediate postwar years it was primarily in-
flation, but since 1948 T am certain——

Representative Curtis. There hadn’t been much decline in the
ratio—the big decline was up until the heavy inflation stopped in
1951.

Mr. Scaurrze. In 1948—it has been more than cut in half since 1948,

Representative Corrrs. I didn’t accept your 1948 figure. I took the
1951 C{igure, which is the date of the Federal Reserve—Treasury
aceor

Mr. Scruraze. It has been almost cut in half of that.

Representative Curtis. Let me finish—the date of the Federal Re-
serve Treasury accord in effect pretty well stopped the World War IT
inflation. So you have to include that in that figure. But since the heavy
part of the inflation, then we moved to creeping inflation, the ratio
hadn’t declined

Mr. Scaurrze. It has been cut in half.

Representative Curtis. The big decline in the ratio since World
War IT came immediately after the war, and was largely the result of
inflation. We can put the figures in the record, though, so that anyone
reading the colloquy can look at them.

(The following table was supplied by the Bureau of the Budget for
insertion at this point in the record :) :
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TABLE 3.—Ratio of public debt to gross national product

Public debt Gross
Fiscal year at end of national Ratio
year! product
Billions Billions Billions

$24.3 $87.8 0.277

20.5 88.9 231

16.2 96.7 167

32.8 68.7 478

48.5 95.0 510

55.3 109. 4 506

77.0 139.2 553

140.8 177.5 793

202. 6 201.9 1.004

259.1 216.8 1.195

269.9 201.6 1.339

258. 4 219.8 1.175

252. 4 243.5 1.036

252, 8 260.0 972

257. 4 263.3 977

255.3 310.5 822

259, 2 337.2 768

266, 1 358.9 741

2713 362.1 749

274.4 378.6 725

272.8 409. 4 666

270.6 431.3 627

276.4 440.3 628

284.8 469.1 607

286. 5 495, 2 578

239. 2 506. 5 571

298.6 542.1 . 551

306.5 573.4 4

312.5 612.0 511

317.9 651. 8 488

1966, 320.4 712.0 . 450
1987 (estimate).. - 327.3 762.5 .429

1 Includes Government enterprise debt guaranteed by U.S, Treasury.

Representative Currrs. There was an article in the Wall Street
Journal this morning, in regard to the Federal Reserve. And the
point, as I understand it, was that it now based its monetary policies
largely on the open-market operation of purchasing or selling Fed-
eral securities. This is the basic method that was used to increase the
money supply. But this was not emphasized in this same article,
although 1t was mentioned that the Federal Reserve also has a func-
tion to preserve an orderly market for Government securities. When
you have it down to a certain size, particularly a rollover of a debt—
we have got over 50 percent now in securities of 1 year less—the
burden of the open-market operations become quite difficult. This is
particularly true if you are trying to roll interest rates down, be-
cause there is an impact on the interest rate as a result of the interest
cet in Government securities. Would you agree with those observa-
tions and make the comment? A

Mr. Scrurize. Obviously, the size and composition of the Federal
debt has a relationship to the maintenance of orderly markets. But it
seems to me that the relationship is rather tenuous as a general propo-
sition, and in maintaining that orderly market, that particular ob-
jective is not, I would say, strongly influenced, not strongly influenced
by the size of the Federal debt.
~“Representative Corris. Wouldn’t you agree that it was the conflict
of these two functions that brought about the Federal Reserve Treas-
ury accord of 1951%
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Mr. Scuorrze. Yes, sir; I think that is generally correct. That does
not necessarily means that the existence of a debt the size we have
now, itself, makes the maintenance of an orderly market difficult.
That was my point.

Representative Curris. That is the thing we are leading up to. I
am just trying to explore the details to see whether that, indeed,
18 true.

T would observe that in 1966 we had the highest interest rates since
right after World War I.

Mr. Scaurrze. Correct. :

Representative Curris. And to some degree it seems to me that it
was the result of a problem the Federal Reserve Open Market Com-
mittee had in trying to do two things—to increase the money supply
in accordance with the demands of private enterprise system and
the demand of the Government for money in that same system, and at
the same time not to let interest rates get completely out of hand.
And a third factor, the impact that the interest rate had on our balance
of payments.

In other words, raise the interest rates domestically, and we have
an influx of foreign investment which does occur. I am simply direct-
ing your attention to some of these factors, economic factors that are
involved in the management of the Federal debt.

Mr. Scaorrze. My only point was that in maintaining an orderly
market, that particular point is not necessarily or particularly made
more difficult by the existence of a large debt. That was the point that
I think you started with.

Representative Corrrs. That is right. And this is what T hope that
we can begin getting a public dialog on. I am willing to beg my side
of the question. I want to examine into it.

T have raised this over a period of years with Government witnesses,
or Council of Economic Advisers, as well as yourself and the Secre-
tary of the Treasury, I think that you have just presumed that you are
right on it

Mr. Scaurrze. No, sir.

Representative Curris. But there is no evidence on that, while the
evidence is quit clear as to what has happened, both as to the interna-
tional balance of payments and the high interest rate. And I say it
does relate to the size of the debt in relation to gross national product.
And my observation is, I don’t see how you can avoid it.

Mr. Scaurrze. I am very interested, Mr. Curtis, in the evidence you
have in regard to the Federal debt—you said that we never come for-
ward with any evidence. I would be interested in the evidence that the
existence of a large Federal debt has made the maintenance of orderly
markets more difficult.

Representative Cortis. I related it to the interest rate, the high in-
terest rate in 1966, I related it for context back to the Federal Reserve
Treasury accord in 1951.

Mr. Scaurrze. How is the maintenance of an orderly market made
more difficult by $180 billion than $280 billion ?

Representative Curtis. An orderly market for the Treasury means
tryieng to market their securities at the interest rate they would like to
get?
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Mr. SceuLrze. I disagree. There is no definition of maintenance of
orderly market condition which says the Federal has got to support
the Treasury interest rate or whatever rate the Treasury expects.

Representative Corris. That was the basis of the Federal Reserve-
Treasury accord.

Mr. Scuurrze. I fully agree—the problem before 1951 related to
pegging long term Treasurys at a fixed rate.

Representative Curtis. And then the Federal Reserve said that they
were no longer going to provide a market for Treasury at the interest
rates the Treasury wag seeking to put on the debt securities.

Mr. ScrEunrzE. I full agree. But that isn’t the maintenance of
orderly markets.

Representative Curtis. I think we are going to bog down in seman-
tics here.

- Mr. Scaurrze. I didn’t introduce the question. My point is that the
maintenance of orderly markets, Mr. Curtis, essentially refers to the
maintenance of liquidity of Treasury securities and the assurance that
the market will function smoothly and not be churning all over the
place, and that holders of Federal securities have a good secondary
market to which they can go. It seems that this is essentially the
area—— : :

Representative Currrs. Then you have a much more limited con-
cept of an orderly market than I do. And I would simply conclude by
saying that the Federal Government certainly thinks it has got some
responsibility under the terms of providing an orderly market to have
a concern for the interest rates that the Treasury seeks to put on its
debt certificates. ’

Mr. Scmorrze. This relates essentially to the maintenance of steady
market conditions during the narrow period when the underwriters are
distributing securities. But the maintenance of an orderly market
should not be confused with the preaccord policy of supporting Treas-
ury bonds at a fixed rate. That is what I am trying to get at. I fully
agree with you that the accord of 1951 was based on that problem, the
opposition betwen maintaining a steady, unchanging rate for Federal
securities on the one hand, and the flexible use of monetary policy on
the other. They were in conflict, you are quite right, and the accord
was aimed at resolving that conflict. What I am saying is that the
maintenance of orderly markets can still be done without having to go
gack to pegging the Treasury rate at any fixed level. And it has been

one.

Representative Curtrs. My time has long expired. But I am glad to
develop this a bit.

T would make another observation. The term “market,” particularly
when vou are talking about securities, includes, of course, the interest
rates. That is part of it. And the Treasury estimates what interest rate
they can sell at in relation to maturities, and then the Federal comes
back with its estimate. So, I think that T am well within reason when
I say that the Federal Reserve’s responsibility to try to preserve an
orderly market must await the interest rate that the Federal Govern-
ment seeks to get. Then it comes back, why do we have a low interest
rate, why do we have these high interest rates, mainly in Government
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securities ¢ And it was because, I would argue, of the size of the Federal
debt in relation to the GNP, at least that is the syllogism I presented.

Mr. Scaurrze. That is a conclusion ; yes, sir.

Representative Curtrs. That is my conclusion.

Thank you. ,

Chairman Proxmire. Thank you, Congressman Curtis.

Thank you again, Mr. Schultze. Once again you have shown your re-
markable and unusual ability in this field, and you have certainly en-
lightened us very, very much.

Tomorrow we will continue in the hearing room of the Senate Bank-
ing Committee, room 5302, of the new Senate Office Building. Our first
witness will be Senator John Stennis, chairman of the Preparedness
Subcommittee of the Armed Services Committe of the Senate. And our
second witness will be Archibald Alexander, U.S. Arms Control and
Disarmament Agency. We will have just the morning session tomor-
row.

The committee will stand in recess until tomorrow.

(Whereupon, at 4:10 p.m. the committee adjourned, to reconvene at
10 a.m. Tuesday, April 25, 1967.)
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TUESDAY, APRIL 25, 1967

CoNGrESS OF THE UNITED STATES,
Joint EcoxoMic COMMITTEE,
Washington, D.C.

The joint committes met, pursuant to recess, at 10:05 a.m., in room
5302, New Senate Office Building, Hon. William Proxmire (chairman
of the joint committee) presiding.

Present: Senators Proxmire, Sparkman, Symington, and Percy;
and Representatives Curtis, Rumsfeld, and Brock.

Also present: John R. Stark, executive director; and Daniel J. Ed-
wards, staff economist. v

Chairman Proxmire. The committee will come to order. ‘

Today we continue our hearings on the economic effect of spend-
ing for the war in Vietnam. R

As indicated previously, Budget Director Schultze has agreed to
supply this committee with revenue and expenditure data in July so
that we may take full cognizance of any changes in the fiscal situation
in our own appraisal of economic developments. When we have the
benefit of those figures, and Mr. Gardner Ackley also does, this com-
mittee intends to have him before us as a witness to give us the benefit
of his latest appraisal of the economy. I think it is most important that
this committee conduct a midsummer review and form its own judg-
ments on the subject.

Regrettably, the administration’s review of the problems of deescala-
tion of the Vietnam war—by the so-called Ackley committee—iwvill
not be available by midsummer. We understand that it will be avail-
able some time in late August or early September. At such time as it
is available, we also want to hear from Mr. Ackley on the administra-
tion’s findings and conclusions about the economic transition at-the
end of Vietnam hostilities.

I want to stress that this committee is not only concerned with the
effect on the economy of deescalation. We are also just as deeply con-
cerned, of course, with the effect on the full range of possibilities, in-
cluding greater commitment, continuation of the war at present level,
and so forth., :

The committee is privileged to have as today’s opening witness one
of the most knowledgeable people in the world on the su%j ect of U.S.
military preparedness: Senator John Stennis, chairman of the Armed
Services Subcommittee on Preparedness. In the course of yesterday’s
hearings, I had ocecasion to quote from Senator Stennis’ incisive state-
ment of October 13, 1966, examining the disparities between the
administration’s original estimates for the Vietnam war for 1966 and
the final figures. He can help us greatly in our present inquiry and we
are delighted to have him here.

69
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STATEMENT OF HON. JOHN STENNIS, U.S. SENATOR FROM THE
STATE OF MISSISSIPPL

Senator Stenwis. Mr. Chairman, first I want to thank you and
the members of the Joint Economic Committee. I consider it really a
privilege and an honor to appear and talk to you gentlemen on this
subject, and I want to commend the chairman and the other members
of the committee for the very fine job that you are doing. You are
quite helpful indeed, and I think you have a great place in the sun
here, and that you will contribute more and more as the months and
years come and go. I am very anxious for more to be done along the
lines on which you gentlemen are proceeding.

I really was surprised, gentlemen, when your chairman invited me
to appear before you. After all, in the fields of finance my experience
is rather limited but it might be that for those of you who are not on
the Armed Services Committee and who don’t have a chance to
follow military matters closely, I might say something of value, based
on the experiences I have had.

Mr. Chairman, and members of the Joint Economic Committee, I
was pleased to accept your very kind and flattering invitation to meet
with you today. Although I have no great expertise in economic mat-
ters, I am delighted to make whatever contribution I can to the
furtherance of your important work and the solution of the serious
and weighty problems with which you are confronted.

My statement today will be directed primarily to the history of
defense budgetary planning and appropriations requests for the past
2 or 3 years. This will show, of course, that the original basic military
budgets presented to the Congress proved to be grossly inadequate
for the needs. The necessity to return early in the succeeding Con-
gresses for very large supplemental defense appropriations not only
established the inadequacy of the original budgets but made sound
overall budgetary and economic planning difficult, if not impossible.
In my opinion, this situation still exists with respect to the fiscal year
1968 defense budget, although to a lesser extent. ’

Let me go back briefly to the summer of 1965 when the large-scale
buildup of our combat forces in South Vietnam commenced. Let me
emphasize that I review this history solely to emphasize the problem
and to suggest how it might be better handled. At that time the fiscal
vear 1966 defense appropriation bill was pending before the Congress.
It sought new obligational authority of $48.5 billion, a reduction of
$7.9 billion from the service requests.

This budget had been finalized in the fall and winter of 1964. Tt
was essentially a peacetime budget. In no way did it take into ac-
count or fund for the large demands on our military resources and
assets which resulted from our greatly increased involvement in the
war in Vietnam. It was clearly apparent that, since the budget had
been put together, the cost of the war had gone up and up in every
respect. '

Since I was at that time serving as acting chairman of the Com-
mittee on Armed Services and the Defense Appropriations Subcom-
mittee because of the temporary illness of Chairman Russell, I pub-
licly urged the Secretary of Defense on several occasions during June
and July 1965, to come to the Congress with all the facts and with
such upward revisions in the defense budget as were necessary to take
up the slack caused by the heavy, ever-increasing, unprogramed and
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unfunded Vietnam expenditures. I did that in keeping with my con-
cept of my duties as a constitutional officer, I was acting chairman
of this subcommittee, and we were at war. I know it and also knew
there wasn’t any money in the bill for the war at the escalated scale.
It was going to be financed under the transfer authority.

While Secretary McNamara did not see fit to do this, in August
1965, he did submit a request for an add-on of $1.7 billion to the fiscal
year 1966 request. While this was approved, it was still far from being
adequate. I pointed out in presenting the appropriation bill to the
Senate on August 24, 1965, that the amount provided definitely would
not finance t%e war during the then current fiscal year.

At about that time, that is, in August 1965, I publicly estimated
that in January 1966, we would be faced with a supplementary defense
appropriation request of from $12 to $14 billion. That was purely an
estimate, but I thought my colleagues in the Congress and the public
as well were entitled to my best judgment.

The supplementary defense appropriation request for fiscal year
1966 presented to us in January 1966, was for $12.7 billion. It was,
of course, approved. Thus, the basic defense budget of $48.5 billion
which the Congress considered in the spring and summer of 1965
ballooned to $63.8 billion in early 1966—including about $900 million
to fund the pay raise—because of the tremendous increase in military
operations and costs. Even with the supplemental, the amounts pro-
vided the Army were not entirely adequate. By May of 1966 the Army
had estimated an additional requirement of over $900 million to carry
on its operations for fiscal year 1966. As a result of all of this, the
overall fiscal and economic planning for fiscal year 1966, including
estimates of the size of the deficit, was thrown completely out of bal-
ance.

In fairness it should be pointed out clearly that the large buildup of

military operations during calendar year 1965 necessarily threw the
original estimates out of balance to a considerable degree. The point
which I made while handling the fiscal year 1966 defense appropria-
tion bill was that there was no effort whatsoever to give the Congress
a realistic or practical estimate of the additional funds which would be
required to finance the war. The $1.7 billion finally requested in Au-
gust 1965 was obviously entirely insufficient and was known to be at
the time.
- The same cycle evidenced itself for fiscal year 1967. The basic mili-
tary budget presented was about $59.9 billion in new obligation
authority—some $3.5 billion less than the total for fiscal year 1966, de-
spite the fact that our military operations had escalated and it was
entirely clear that the cost of the war had gone up very substantially.
It was also $12.9 billion less than the services had requested. It was
again clear that this was entirely inadequate. Fiscal planning at that
time, as the Secretary of Defense frankly stated, was based on the
arbitrary assumption that the war would end by July 1, 1967. This
proved to be unrealistic.

The tragedy here was that we were required to legislate and appro-

riate in this vacuum of facts. Even if the facts couldn’t be told to the
public, I think it was a downgrading of the legislative branch of the
Government to keep us in the dark in that manner.

Although repeated questioning in executive session failed to bring
from Defense officials even a ball park estimate of the rate of spend-
ing for the war or what the fiscal year 1967 supplemental request
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would be, I estimated in a statement on the floor of the Senate that it
would be from $12 to $15 billion.

In January of this year the after-the-fact funding bill came in.
The supplemental request was $12.9 billion, raising the total of the
new obligational authority for fiscal year 1967 to $72.8 billion. The
defense expenditures estimate for fiscal year 1967 was raised to $67.9
billion, about $9.6 billion over the original budget estimate. Once
again, therefore, the funding of the war on a piecemeal basis threw
the original budget, and, therefore, overall economic planning, en-
tirely out of kilter.

I don’t have any particular connections with the business world,
but T did learn from them, after the fact, something about how much
it meant to them to have some guidance and some information upon
which they could base their production planning and adjustment in
supplies. These things can’t be done accurately. There is a slippage
there that is inevitable. There are changes in circumstances and facts,
but I think we owe it to the legislative branch of the Government
and to the economy as a whole to do the very best we can. I am sure
that you gentlemen agree. '

Congress has the primary responsibility under the Constitution for
the appropriation of funds. In doing this we are entitled to all of the
facts and the very best financial estimates that can be made by those
in the executive branch of the Grovernment, who are closest to the
problem. Otherwise, we are not able to fulfill our obligations, and it
seems to me that the way this matter was handled in calendar year
1965 and calendar year 1966 forced the legislative branch of Govern-
ment to what was, in effect, a neglect of duty.

In addition, as I have said, I think that the business, financial,
and labor segments of our economy are entitled to know, as far as
security permits, the “facts of life” with reference to our fiscal affairs
5o that they may better plan for their own future and thus keep our
economy strong.

These were the basic principles of government which were my
motivation in insisting on realistic figures during these 2 years. An-
other basic fact is that, because of the lack of information, and being
“in the dark,” so to speak, as to even the approximate cost of the
war, the Congress passed defense appropriations bills during these 2
years in amounts which fell far short of the actual costs. Asa result,
the entire national budget was understated, thus making it more
probable that other appropriations for new or expanded programs
would be approved during the rush at the end of the session. That
is a major fact of life. Despite the exclusive congressional responsi-
Dbility as to appropriation bills, we did not have the facts before us;
even those handling the defense bills didn’t have the real facts that
would afford sufficient guidance.

" As the Secretary of Defense has stated, the basic approach in pre-
paring the fiscal year 1968 defense budget was changed, and I com-
mend this very highly. It theoretically funds the war in Southeast
Asia for the entire year but at the levels of troop deployments and
military operations which had been approved and authorized at the
time the budget was put together and finalized. This is in happy con-
trast to the year before when the budget was based on the assumption
that the war was going to be over by June 30, 1967. That was a laud-
able change. I quote now from the Secretary of Defense who said
this year:
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“Accordingly, barring a significant change in the character or scope
of the Southeast Asia conflict, or unforeseen emergencies elsewhere 1n
the world, the fiscal year 1967 supplemental and fiscal year 1968 budget
should be sufficient to cover our requirements until fiscal year 1969
fund:?,become available, even if the conflict continues beyond June 30,
1968.

The fiscal year 1968 budget requested $75.8 billion in new obliga-
tional authority, with the expenditures being estimated at $73.1 bil-
lion. It is a tight budget. The new obligational authority is only about
$2.5 billion above the total for fiscal year 1967 even though our mili-
tary operations have escalated substantially. Of course, you take the
news of yesterday. This indicates further escalation which could
throw the estimates completely out of balance. The Secretary of De-
fense reduced the requests of the services by about $17.6 billion for
fiscal year 1968. Admittedly, some desirable programs have been
eliminated or deferred.

I am highly pleased with the more realistic approach to the fiscal
year 1968 budget which eliminates any arbitrary assumption as to the
date the war will terminate. I also approve of justified reductions in
the service requests that do not deny essential military requirements.

However, it is still very doubtful that the fiscal year 1968 budget
is adequate even for the scale and scope of military operations en-
visioned when it was approved.

It should be added that neither the fiscal year 1967 supplemental nor
the fiscal year 1968 budget completely provides for replacement of
assests which have been drawn upon to wage the war in Southeast
Asia. Gentlemen, I think this is a major point, especially for those
of you who are not on the Armed Services Committee, although you
may be fully advised. The 1968 budget does not provide for replace-
ment of the assets which have been drawn upon to wage the war in
Southeast Asia. Nor does it provide procurement funds which would
be required simply to replace items already in the inventory with
later models except for helicopters and tactical aircraft and where
the newer model 1s required to replace consumption. These matters
are being deferred and will have to be funded in the future.

If I may give some illustrations of what I mean to indicate that
the money bill is piling up and will have to be paid sometime later.
There is no modernization overall program, except for certain items,
the direct requirements of Vietnam, and items required to replace
consumption. That may be all right under the circumstances, but it
is a fact of life that we will have to face later.

There has been a drawdown of many items. There was at one time
an acute situation with respect to a simple thing like clothing, par-
ticularly that needed for the climate in which the war is being fought.
Procurement of tentage and materials of that kind had to go on a
crash basis. That had the effect of putting much of our production
here at home into the war effort. As a result, the foreign suppliers
came in and got, a greater share of the domestic market. I am talking
about textiles now. That ran their quotas up—their imports up for that
year—which is the basis for figuring their quotas for succeeding years.
This shows how these things impact. »

There is another illustration with respect to the replacement and
drawdown of equipment. I understand that an entire division’s worth.
of equipment in the strategic reserve had to be drawn upon to equip
Active Force units. This, of course, was the proper thing to do under
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the circumstances, but my point is that the cost is going to have to be
picked up later.

Aircraft is another example. We had to take aircraft away from the
Reserve components. An example is the old C-123, a very valuable
plane, and some lighter aircraft from the National Guard. This action
was necessary and proper. Again, however, my point is that those
things are not figured in the replacement cost in this budget and per-
haps shouldn’t be. But they are running up the bill for the future.

The Atlantic Fleet has been drawn upon significantly to support
Southeast Asia and the deficiencies will have to be remedied. Other-
wise we will have a greatly diminished defense effort in that area.

The fiscal year 1968 budget does provide money, which the preceding
two didn’t, for the longtime lead items, like airplanes, the produc-
tion base for expendable ammunition, and logistic equipment. This is
very important and, in this respect, the budget is sound. It provides
also for trucks, material handling equipment, and the communications
equipment which is needed. But those are items which we are having
to procure and we will have to procure even more in the future.

In addition, this budget is based upon a planned level troops to be
deployed. As you know, that number is still classified, but it has been
announced that we have around 438.000 men in-country now, and that
was at a very recent date. This budget is based upon a higher num-
ber of men than that. However, based on what I can learn and what
General Westmoreland and others have said, and on records that we
have seen, it is my personal opinion, and I have said this publicly,
that by the end of this calendar year we will perhaps have 500,000
men in South Vietnam. That is more than are planned for in the
present budget.

When you deploy just a few thousand men above the present plan-
ning, you run into added costs mighty fast—mighty fast. Compared to
the number of men that are there now, 50,000 seems a small number.
But you go to chewing up millions of dollars mighty fast if you add
in 50,000 above this budget.

You know what the budget is based on. It is a classified figure. I
won’t mention it here. But if you should put in 50,000 above what is
planned for, just to train them and transport them and support them,
why you would have an increase there of from $4 to $6 billion mighty
fast. That is on top of the present budget. Of course, from the news
we know already there has been an escalation of the air attacks and
other matters. : :

I emphasize that I am not trying to hold anyone to a precise figure.
With a big budget like this, some $75 billion, we are going to have
slippages, variations and changes in the course of a year. However,
this budget is not enough in my opinion, and it could very well hap-
pen, as I have suggested that billions more will be needed.

Let me emphasize again that the adequacy of this budget is, at best,
limited to the scale of military operations and size of deployed mili-
tary forces which had been approved when the budget was formulated
late last year. The amount in the budget, if adequate to begin with—
and this is doubtful—will remain adequate only so long as our troop
commitments and the level of military operations do not exceed those
which had approval at the time it was presented. In other words, the
budget remains valid only as long as the planning level on which it
is based and other planning factors on which it was based remain

valid.
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In my opinion, it is already clear just a few months later—and a
full 2 months before we get into fiscal year 1968—that we are going
to be forced to exceed the level of troop commitments which was ap-
proved when the fiscal year 1968 budget was finalized. Our responsible
military commanders have already asked for substantially more troops
than have been approved.

That is particularly pronounced in the I Corps in the northern part
of South Vietnam which is the responsibility of the Marine Corps,
and in the IV Corps in the Mekong Delta area. As you have read, we
have already been forced to transfer several thousand Army troops
from other areas of Vietnam to the I Corps to assist the Marines in
meeting the threat posed by the large-scale infiltration of North Viet-
namese forces in and near the demilitarized zone. Thus, we have been
compelled to weaken our forces elsewhere.

Of course, as we know, General Westmoreland is in the country. He
spoke in New York yesterday. He will speak, as I understand it, to a
joint session later this week. I don’t know how far he will 20 in these
matters. I don’t know how far the President will see fit to announce
anything new. But these are the figures that I get, based upon past
experience.

Therefore, in the face of hard realities and clear military require-
ments, I am convinced that unless the unexpected occurs, it will be
absolutely essential to commit many thousands of military men to
South Vietnam above the presently approved number. It is almost
inevitable that the cost of the war will go up in men, machines,
materiel and money.

It may be that it will be difficult for us to find major ground combat
units to deploy to Vietnam without calling up Reserves or drawing
down on forces deployed elsewhere, such as FEurope or Korea. With
this reservation, however, I feel that the end of calendar year 1967
will find at least 500,000 American troops in South Vietnam. This is
some 60,000 more than are in the country at this time and is substanti-
ally more than are called for under the presently approved program.
Even this number would be less than our military commané)ers have
requested.

For all of these reasons, I do not believe that we can keep within
the fiscal year 1968 military budget request if the war continues and
I feel that next January we will again be faced with a request for a
significant supplemental defense appropriation.

I think the amount is so highly uncertain at this time that I should
not try to make an estimate now. It would be a guess, at that.

Mr. Chairman, that covers the points that I have in mind, sir, and
I thank you very much.

Chairman Proxmire. Senator Stennis, I want to thank you for a
most enlightening presentation. It was hard hitting but it was ex-
tremely well documented and it gives us information that we haven’t
been able to get before.

It also conflicts explicitly with the position taken by Assistant
Secretary Anthony yesterday before us, and I would like to ask you
about some of the conflicts involved. :

First, I want to make sure I understand. You estimated in 1965,
as I understood you to say, that the 1966 budget was inadequate, and
needed a substantial supplemental. Is that correct ?

Senator STENNIS. Yes; that is correct.

Chairman Proxmire. You said between $12 and $14 billion, and
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ylou were right on the nose. It was $12.7 billion. It couldn’t have been
closer.

Then, again in 1966, you estimated that the 1967 budget would be
badly off, and again you were right; so that twice, for 2 successive
years the Congress has not had an accurate estimate by the Defense
Department.

éjenator Srenwnis. That is correct.

Chairman Proxmigre. It hasbeen way off both times.

Senator Stennis. I don’t claim or deserve any credit for those esti-
mates. I was just doing the best I could, from where I was, and I say
again that the budget 1s much nearer home base this year, without a
question.

Chairman Proxmire. You say they are much nearer home base this
time without a question, because they are making different assump-
tions, but at the same time, you indicate that on the basis of your
expectation and prediction that by the end of this calendar year,
which would be right in the middle of fiscal 1968, you anticipate
500,000 troops, and you say that this

Senator StEnNIs. Excuse me, by the end of this calendar year.

Chairman Proxmire. That would be in the middle or fiscal 1968.

Senator Stennis. That is right.

Chairman ProxMire. 500,000 troops. And you say that this is well
above the estimates in the budget of the troop strength which they
posted for Vietnam, for fiscal 1968.

Senator Stennis. That is correct.

Chairman Proxmire. On which they had based these estimates.

Senator STen~1s. That is correct; yes.

Chairman Proxmire. And you say, without giving any specific
figures as to the situation here, you say that if they have 50,000 more
troops in Vietnam than they estimated originally in January, the cost
would be between $4 to $6 billion ?

Senator STenNis. I just said this. If they put in 50,000 troops above
the number that the budget is based on, and increase the Active Army
commensurately, then the extra cost, in my opinion, would run $4 to
$6 billion.

Now that is purely an estimate. I think if they don’t put in-any more
than they based the budget on, it is still a very tight budget.

Chairman Proxmire. Then you said—and I would like to know
exactly when you mean by this—that the news of yesterday by itself
throws the 1968 budget out of balance. Were you talking about Gen-
eral Westmoreland’s speech in New York yesterday, or was it some-
thing else?

Senator SteNNI1s. T was referring to the step-up of the war, a step-
up of the bombing at least, which I believe it is the only way to get
results. If that is continued, it will perhaps increase the ground fight-
ing, even though eventually I believe it will stop it. But the indica-
tions are that, instead of a slowdown in the war and a deescalation,
with a consequent diminution of what the budget is based on, it cer-
tainly looks like it is going in the opposite direction and stepping
up. That is the way it looks to me.

Chairman Proxmire. Yesterday Mr. Anthony said that he saw no
reason why the Defense Department shouldn’t stand by its estimates
of January. He said that they may be off half a billion or a billion
dollars but he doubted that, and he would stand by the original
estimates. )
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You think that they are going to be off and it is going to be sub-
stantially more than $1 billion without giving any specifics?

Senator STeENNIs. I said if there is no step-up in the manpower—
the money goes into the manpower. It is when you put in an extra
10,000 or 20,000 or 50,000 men ; that is what really would require sub-
stantial additional money for this budget.

I said if they don’t step it up beyond the budget planning in man-
power, it is still a very tight budget. I would think it would run over
the budget some—that they couldn’t avoid it.

Now 1f you step up the manpower, as I have already said, say, as
much as 50,000 men over the planned budget figure, then my estimate
would be that it could well cost $4 to $6 billion extra. Of course, that
depends on the intensity of the war.

I am making these statements just as an amateur, but as one whose
position as a legislator puts me fairly close to it. I think we all have
a responsibility. Mr. Anthony is very close to this problem and I am
sure he is being honest with the committee.

Chairman Proxmire. You have had intensive experience here and
I think your testimony has great value.

When you referred to the failure to allow for replenishing inven-
tory, clothing, aircraft——

Senator STENNIS. Yes.

Chairman Proxmire. Do you feel that any of this would be in-
cluded in the 1968 budget? I want to make sure I understand that.
I gather you felt that this would definitely increase costs in the future.

Senator SteNN1s. Well, in the future. I was referring more to the
future. I think the committee should understand that the budget
would be higher if we were not drawing on our reserves and deferring
procurement. It is all right to do this, because we are at war.

But we are using up this material that will someday have to be
replaced. I referred to the clothing. There was at one time a very
acute situation with reference to clothing, but that has cleared up.
I gave an illustration of the manner in which it impacted on the tex-
tile industry.

We have been taking equipment away from our Reserves and the
National Guard rather than giving them their normal buildup. I also
referred to the necessity to use a division’s worth of equipment from
the Strategic Reserve. This equipment could have been available for
the use of the Reserve components but the Active Army needed it.
It was proper to use it for that purpose, but you just deferred the cost
of equipping a Reserve division.

Then I illustrated with the aircraft, too. We have taken some away
from these Reserve units. We had to have it and that is all right, but
still, it is going to have to be replaced some day. The same thing has
happened to the Atlantic Fleet.

go those matters are not in the budget. That is my point.

Chairman Proxmire. Are there costs other than the costs involved
in training, transporting, and maintaining 50,000 additional troops,
say, in Vietnam that are not included in the 1968 budget ?

S};enator StenNis. Well, as I said, I think the 1968 budget makes a
rather

Chairman Proxmire. Leaving those aside, assuming that we stay
at the level which was estimated by the Defense Department at the
beginning of this year, in manpower in Vietnam, throughout fiscal
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1968. That is an unreal assumption, but I want to make sure that we
have all the ingredients of cost involved.

Senator Stenwis. Right. Well, I think the 1968 budget at the
planned level does put in the necessary money for these long leadtime
items, like airplanes.

Chairman Proxmire. It putsthatin.

Senator Stexwis. It takes 18 months to 2 years for the planes to
come off the production line. Well, they put in the proper amount of
money for those things this time, but not last year or the year before.

Expendable ammunition, that is ammunition consumed during that
budget year, there is enough money in the budget approximately, as
I understand it, to cover the ammunition that will be needed.

The logistic equipment, the trucks and the heavy handling equip-
ment, are also in the budget. They are provided for, not like it has been
for the last 2 years. So in that way it is a much sounder and better
and realistic budget than before.

Chairman Proxmire. The big error would come if we have to send
additional men to Vietnam.

Senator Stennis. That is exactly right. I say it is a tight budget
though, based upon the planned number of men.

Chairman Proxyire. Let me ask you this, Senator Stennis. Don’t
you agree that we ought to have an estimate from the administration ?
Wouldn’t it be helpful to the Congress and to the country to have an
estimate, without making any commitments, of what in their judgment
it will involve if we have to send an additional 50,000 men, what a
500,000 level, for example, would represent.

T ask this because you are a very modest person, and T am willing
to accept your estimate of $4 to $6 billion. But it would seem that 1t
might be helpful to have the Defense Department’s estimate too.

Senator Stennis. Let me quickly say I would much rather have
theirs, than mine.

Chairman Proxmire. Do you see any strategic reason why they can’t
give that to us?

Senator Stenwis. I think they could give it to you rather readily,
gentlemen. I know last year I thought that we were entitled to some
kind of an estimate. The committee that was handling the bill was
certainly entitled to an estimate as to what they thought then the
supplemental request would be in January 1967. As I have said, as late
as October 1966, and they declined to mention a figure. )

Tf they had just given an estimate to the chairman of the committee,
it would have made me feel better. As it was, however, when the
bill was on the floor, I felt that the Senators who were not on the Ap-
propriations Committee or the Armed Services Committee did not
have the guidelines they were entitled to. They would have voted for
the military appropriation, of course, but maybe not for some of the
other appropriations had they known about the true deficit. I think
we are entitled to more information.

Chairman Proxyire. My time is up, but I want to come back.

Congressman Curtis, the ranking minority member of this com-
mittee, has graciously deferred to Senator Sparkman who has to leave.

Senator SPAREMAN. My questions will be very brief. Thank you,
Mr. Chairman.

You mentioned the Atlantic Fleet.

Senator STENNIS. Yes.
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Senator SparkMAN. Would you expand on that just a little?

Senator Stennis. Well, I was referring to the 6th Fleet in the
Mediterranean and the 2d Fleet in the Atlantic. A good deal of that is
classified, Senator Sparkman, but we have drawn down on them
significantly. In other words, it these forces should be called into action
they would certainly be powerful and formidable, but they would
not be as combat ready as had been planned.

Senator SPAREMAN. It wouldn’t be completely ready to go.

Senator Stennis. No, not completely. That is a, part of the picture.

Senator SPAREMAN. Yes.

Senator Stexnts. I am not downgrading the Atlantic Fleet at all.

Senator Searxman. I have seen references recently to the effect that
if this additional buildup in our troop force in Vietnam, which General
Westmoreland is reported to be asking for, if that comes through, it
probaz.bly would mean calling up the Reserve. Are the Reserves ready
togo?

enator StenN1s. Yes. We have Reserves that are ready to go.

Senator Sparman. I mean are they equipped? You refer to
Reserves.

Senator Stennis. Yes. I was thinking more about training. There
has been some headway made on having the Reserves far better
equipped than they were, particularly some of them. We would have
some ready to go rather quickly. They would have to have some more
equipment, but my guess is if you called up a Reserve division from
the Selected Reserve Force, one of those that was especially ready,
it would be far less expensive than it would be to create a new division.
But it would still require transportation, manpower cost, support and
equipment, which would run into money fast.

Senator Separeman. Isthat covered in the present budget ?

Senator Stexnts. No, sir, except that manpower at a certain level
is covered in the budget.

Senator Sparxman. But building up the equipment, materiel.

Senator Strn~1s. Well, there is perhaps some of in the budget for
building up Reserves. I couldn’t give a ficure on that. But there has
been a special effort to build up some units of the Reserves. This is
known as the Selected Reserve Force. But by no means all of them.
As a matter of fact, some equipment has been taken from the Army
Reserves and the National Guard, for one reason or another, for the
buildup in Vietnam.

But we do have some divisions now that with additional equipment
and added training could be made ready to go. This, of course, would
require more money since it would exceed the manpower level of the
budget. '

Segnator SpARKMAN. You did not suggest the amount, but you did
use a figure at one time, $4 to $5 billion. You said if we had this build-
up of manpower, it would not take very long to push the required
amount up by $4 to $5 billion. '

Senator STENNTs. Yes.

Senator Sparkman. Could that be taken as a rough estimate?

Senator Sten~1s. Well, I said just this: if we should 20 50,000 men
above the budget planned level, then for transportation, support,
training and other essentials, we could very quickly increase the cost
by $4 to $6 billion in a 12-month period.
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Senator SpareMan. Is it your understanding that General West-
moreland’s mission home is perhaps to ask for additional manpower ?

Senator STENNTs. Senator, I wouldn’t know any more about that
than you do. However, I think it is.

Senator SpareMAN. He spoke at New York yesterday. Did he give
any indication to that effect?

Senator STeNNTs. I haven’t read his speech. I am familiar with what
he has already said and the troops he has asked for. You see, the Me-
kong Delta area, for instance, has been an area that for a long time
we hoped the South Vietnamese would be able to take care of and
finally control. Well, we have changed our minds about that, and we
have started sending our men in there.

That was months ago. We recognized that if it is cleaned up, it is
probable that we have got to do it. That is one reason why I say that
I think it is going to take more men. I don’t believe there is any way
around it, if we have to go all out.

T don’t know what General Westmoreland is going to say. I have
said publicly before that I believe he has been requesting more men
than he has yet been given. But I am sure the President has any re-
quest that comes from General Westmoreland constantly under
advisement.

1 just know that within my mind. But I don’t know what he is going
to say over here. He was not encouraging about the war ending at
an early date in his speech yesterday, as I read the headlines.

Senator SPAREMAN. In the figures you have dealt with, is there any
part of that for the pacification program ? :

Senator STENNIS. Well, I have dealt primarily with the military
part of the program, as I understand it. Now I don’t know exactly
what is classified about the pacification program. I just say this. We
have many military men over there who are engaged in it.

Senator SPARKMAN. Yes. :

Senator STennTs. And to that extent the cost is in the budget.

Senator SparkmaN. As I understand it, it is a joint program.

Senator STENNIS Yes.

Senator SPARKMAN. Both military and AID.

Senator Stennis. That is right.

Senator SPAREMAN. I was just wondering the extent to which that
program may call for stepped up financing.

Senator Stexnts. T am not well versed on the economic aid part
of it. Our men, our military men, have engaged in that program, and
not with rapid success. I don’t say total failure, but it has required
more manpower there than we thought.

Senator SparMAN. I want to thank you for your presentation. I
am going to have to leave. The Foreign Relations Committee is hav-
m% an executive session that I promised I would attend.

enator STennIs. I am flattered that you stayed this long.

Senator SpargmAN. Thank you.

Thank you, Mr. Chairman.

Chairman Proxmire. Congressman Curtis?

Representative Curris. Thank you, Mr. Chairman, and thank you,
Senator Stennis, for your forthright statement.

I am encouraged to think that maybe the Congress is going to as-
sume some very much needed leadership in this area.
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Before directing your attention to a statistic, I want to comment
that I was very disturbed that yesterday the prepared paper of the
Director of the Bureau of the Budget on our subject, which is “Eco-
nomic Effect of Vietnam Spending,” was directed solely to the prob-
lems of deescalation. There was no discussion of the administration
assumption that the Vietnam war is going to continue at the present
level indefinitely, let alone the assumption, which is the more realistic
one I would think, that there is going to be a further escalation.

Now this is in further context with the administration’s Economic
Report this year, which directed the Congress’ and the public’s atten-
tion to the national accounts budget and away from the administra-
tive budget. This has to do with the cash flows that face us right
now, and those that are going to face us in the ensuing months, and
cre?te 1lshe economic problems in the area of tight money, inflation, and
so rorth.

I am often critical of the news media, so it is a pleasure for me
to give an accolade to the enterprising reporter of the United Press
International. I have one of their clippings. This appeared in the
Evening Star of April 21, 1967, calling attention to the fact:

U.S. military spending soared to $6.7 billion in March, its highest level since

the start of the war in Vietnam, the Treasury reports. The March total com-
pares with outlays of $5.6 billion in February and $6 billion in J anuary.

(The item referred to follows:
' [From the Evening Star, Washington, Friday, April 21, 1967]
DEFENSE OUTLAY RISES IN MARCH

(By United Press International)

U.S. military spending soared to $6.7 billion in March—its highest level since
the start of the war in Vietnam—the Treasury reports.

The March total compares with outlays of $5.6 billion in February and $6
billion in January.

If military spending continues at a rate of $6.7 billion for the three remaining
months of fiscal 1967, the defense budget will exceed President Johnson’s J anuary
estimate by more than $2.5 billion.

During the first nine months of fiscal 1967, which ends June 30, military
spending totaled $50.5 billion, including $500 million of military aid.

Three more months at a rate of $6.7 billion would put the total for the year
at $70.6 billion instead of the $68 billion Johnson estimated in his January
budget.

In the January budget, the war in Vietnam accounted for $20.9 billion of the
spending total.

The administration has not publicly revised its January budget totals, but one
high governmental official said last week that he expected Vietnam spending to
exceed previous estimates.

In fiscal 1966, which ended last June 80, military spending totaled $55.4 billion.
During fiscal 1968, which begins July 1, $73.1 billion is budgeted for defense.

It then goes on. Now these are the indicators, of course, that they
are referring to. They are in the April 1967 Economic Indicators pre-
pared for the Joint Economic Committee by the Council of Economic
Advisers. On page 35 is the chart of Federal financing, and in column
four we see Department of Defense military spending, and then mili-
tary assistance. The figure for March 1967 1s $6.6 billion plus $0.1 bil-
lion for military assistance. If this level were to continue, Senator—
and incidentally, this is still fiscal 1967.

Senator StenN1s. Yes.

(The page referred to is reprinted herein, see pp. 82, 83.)
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Representative Curris. The figures you gave us for fiscal 1968, were
for $75.3 billion in requests for new obligational authority with ex-
penditures of 73.1 billion. If we would assume—and I think we can
assume—that this March figure in the latter part of fiscal 1967 is
going to probably be at least the mean figure for fiscal 1968, multiply
$6.7 billion by 12 months and we have $80.4 billion, not §73.1 billion.

I recall in September 1965, when the same monthly figure came out
in the Economic Indicators, in a speech on the floor of the House I
called attention to the fact. This is a little bit partisan perhaps, but
I said the real President Johnson had now stood up. I was always ask-
ing which was the real President Johnson, the one who was asking the
Congress for more power to spend or the one who wasn’t spending
the money that Congress had given him the power to spend. Both
were true.

Up to that point, President Johnson had not been spending heavily.
He was spending at the level of fiscal 1965, of $96.5 billion, which
was commendable. But we saw in that month of September, as I said,
the real President Johnson. He started spending then at a level that
ended up at $107 billion in fiscal 1966.

We now see this break that has just appeared in the past few days,
where the actual expenditures were $6.7 billion for the month of
March, an escalation in one month of just over $1 billion.

Senator STENNIs. Yes.

Representative Curris. Would you care to comment ? It was mainly
pointing up what I think are the points that you are making in your
very fine address.

Senator Stennis. Thank you. Congressman Curtis, and thank you
for the statement you made as a background for your question.

On the overall expenditure picture, I don’t have anything of par-
ticular value for you gentlemen. I gave the total NOA and expendi-
tures just to present the entire picture. I have concentrated on the war
itself, and the added cost that it is bringing abeut. I have already
covered that in full.

But I don’t see, with the war going on, unless there is something
that I don’t know about, that the President or anyone else can hold
expenditures down. The figure you have mentioned of $6.7 billion
could be about right. But that is really out of my field.

Representative Curtis. This, of course, is what the Joint Economic
Committee must concern itself with.

Senator StEnNIs. Yes.

Representative Curris. And then serving as I do on the Ways and
Means Committee

Senator StenN1s. Yes.

Representative Curris. The President has clearly overstated rev-
enues in this budget. We now know this is true by the first quarterly
returns on corporate profits and gross national product. We have a
serious problem with the Federal debt, and how we are going to
manage that. The leadership has got to come from somewhere.
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My good Democratic friends are in control of the Congress, and
I just plead with you to assume the leadership that has been dropped
in the White House. Otherwise we are in for serious problems, but
at least we might start to cope with them.

One specific thing, Senator, that is in your field of expertise. Yes-
terday I asked the Director of the Budget whether or not it wasn’t
true that the first part of the Vietnam war was financed to a degree
out of use of pipeline and inventories. He agreed. Then I raised the
question, what does that mean in terms of forward projections?
Aren’t we going to have to restock inventories afterward? I notice
you emphasized this point.

Senator StENNIs. Yes.

Representative Curris. I just wanted to state I was glad you did
emphasize it. It certainly is not emphasized in the presentation of
the Administration. Not that Mr. Schultze disagreed, but he simply
didn’t emphasize it. Apparently he didn’t think it was of consequence
because he didn’t have it in his preliminary paper.

Do you have an idea how much we might be talking of in terms of
billions?

Senator Stex~1s. No, I do not. I mentioned it because I know it
is a fact, and that is more in the field that I have been working in.
I think you correctly stated that this committee’s overall problem
is to get that entire overall picture, but I cannot answer your broad
question.

While I would not know how to estimate it, it is not a small amount.
I can’t estimate how much it would cost to replenish those inventories,
because some of it you wouldn’t replenish. It would be outdated. In
many cases, you would want more modern materiel, equipment, and
weapons. But it would be a tremendous undertaking to replenish it.
Perhaps we should be doing some of it now. But there has been a
crash, as you know, for items required in the war so far.

Representative Curris. I see my time is up. I again want to thank
and compliment you.

Senator Stenn1s. Thank you, Congressman, for what you are doing,
too.

Chairman Proxmire. Thank you, Congressman Curtis.

Once again a Republican and member of the committee has been
very gracious. Senator Percy has deferred to Senator Symington,
who has to be at the same Foreign Relations Committee executive
session as Senator Sparkman. Senator Symington.

Senator SymingroN. Thank you, Mr. Chairman. I appreciate the
courtesy of the Senator from Illinois.

I did want to come to hear our distinguished colleague from Mis-
sissippi, who, as you say, is one of the foremost authorities in this
country, or any other country, on what is now going on in Vietnam.

I would congratulate the chairman on these hearings. They are
most constructive both to the Congress and the people; and I com-
mend my colleague for his frank and objective presentation this
morning.
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I plan to make a talk on the floor of the Senate this morning, and
will read it. It is not long, two sentences.

On the first page of a 14-page statement made yesterday to the
Joint Economic Committee by Assistant Secretary of Defense
(Comptroller) Robert N. Anthony, Mr. Anthony makes the follow-
ing observation:

At first glance Defense expenditures may not seem to constitute a major fac-
tor in our economy.

As our late colleague, Senator Robert S. Kerr of Oklahoma, used to
say:

I thought I had seen and heard everything and I have been to the Dallas fair
twice.

I didn’t fully realize how incredible that statement was, until I
heard the distinguished chairman of the Preparedness Subcommittee
detail again what he had detailed so ably before in the Armed Serv-
ices Committee and the Appropriations Committee, in past years.

I have a letter this morning which the able counsel of the Prepared-
ness Subcommittee, Mr. Kendall, sent me. It is written to Senator
Stennis by the Chairman of the Joint Chiefs of Staff, and says:

DEAR SENATOR STENNIS: I understand that during the course of his testimony
before your committee this morning, General Bruce Holloway, Vice Chief of
Staff of the Air Force, was asked why Kep and Hau Loc were authorized for
strikes in North Vietnam. These two airfields were recommended for strikes
by the Joint Chiefs of Staff and were approved in accordance with normal pro-
cedures. These strikes were in consonance with the concept of gradual increase
in military pressure against the enemy.

I plan to write him:

With the requested recent air attacks on the airfields of Kep and Hau Loc,
in your letter of April 24 to Senator Stennis, you state and I quote “these strikes
were in consonance with the concept of gradual increase in military pressure
against the enemy.” We know the enemy is building up steadily his defenses
around the meaningful military targets, defenses such as SAM sites and anti-
aircraft and the hundreds of thousands of small arms. Therefore, the longer
we wait to hit these military targets, the greater loss in American lives. The
day before yesterday we lost heavily in planes and pilots.

Therefore, tomorrow we will lose more if we carry on with this concept of
gradual increase of military pressure. Could I ask you, as Chairman of the
Joint Chiefs, why you apparently plan major and rapid increases in ground
forces in South Vietnam, but only these gradual increases in naval air and navy
forces engaging the enemy in South Vietnam?

That is the end of the letter.

I notice, Mr. Chairman, that there are an increasing number of pub-
lic officials who say we should get out of the air and concentrate on the
ground. To those who have studied this war, that means we should
delay any possible successful outcome in the future of the war, and in-
crease the number of American casualties.

That is my conviction. I would be interested if the able Senator or

. the chairman of the Preparedness Subcommittee would have comment.

Senator Stenxis. I would comment briefly in this way. I agree with

you wholeheartedly. I wish that I could see some other way out, but
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all of us on our Subcommittee have had this problem very much on our
minds for years now, and I don’t believe there is any other way. I be-
lieve that we are prolonging it by waiting.

We will eventually have to do what you have outlined, and to stop
the loss of life, the cost and the other suifering, we just have to go on
and do it as soon as possible.

I want to thank you too for your fine remarks, Senator Symington.
I have learned most of what I know about these problems from you.
We have been sitting beside each other now for more than 10 years, I
think. Your contribution to our subcommittee has been tremendous and
I know it will continue to be.

I wish there was some other conclusion besides what we have,

Senator SymineroN. Mr. Chairman, I appreciate those kind but un-
deserved remarks. There is one other question I would ask the witness,
not having had a chance to discuss it with him.

We have stopped the air attacks on North Vietnam five times, Any-
body who would care to see the pictures of what they did in the last
cessation, and those pictures are available, and I would be glad to ar-
range for members of this committee to see them, will then realize
what these cessations cost us.

We have achieved absolutely nothing from these five cessations that
we have agreed to with respect to air attacks. During a 4-week period
we extrapolated an estimate of casualties in North Vietnam which
came to less than 100 based on the best estimates of our own people and
civilians in North Vietnam.

During that same period however the total casualties in South Viet-
nam were over 8,500.

Senator Stennis. Yes.

Senator SymIngToN. I wonder therefore, why nobody suggests per-
haps we might have a cessation in South Vietnam, from a humanitar-
lan standpoint, as against constantly talking about stopping in North
Vietnam. Would the able Senator care to comment on that ?

Senator Stexnis. Well, I have had the same observation, of course.
It is a natural impulse of our people and all civilized people not to
want to bomb where civilians were involved at all, but this is war,
and the supplies are coming from those places that we have started to
hit. Unfortunately it is impossible to avoid civilian casualties no mat.
ter how hard we try.

But on the other side of the ledger, the bombing saves the lives of
Americans, South Vietnamese, and the lives of others who are fighting
with us. It is necessary and vital.

I want to add to what you have said about the 4-day let truce. Mr.
Chairman, those were the most revealing pictures I have ever seen,
and Isee a lot of them. But during the 4 days that the Senator referred
to, while we were immobilized and couldn’t attack, the activities on
the sea, land, everywhere, even including a human chain moving
supplies in some areas, were tremendous.
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I urge you to take time to see those pictures. Some of them were in
the newspapers, though only a few I think. But you will really see
what happened. Actually the President held it up 5 days and there
wasn’t any activity on the fifth day, because they had completed
their planning. It was an amazing thing to see.

Senator Syminerox. I thank the chairman and I thank the able
Senator from Illinois for his courtesy.

Chairman Proxmire. Senator Percy?

Senator Peroy. Senator Stennis, I want you to know that what you
said in 1966 about the budget was given careful attention by many
of us who had the responsibility of conducting responsible campaigns.
As a matter of fact, it led me in St. Louis to indicate that I felt a

“tax increase was necessary last year.

Senator STENNIS. Yes.

Senator Prroy. That is not a very easy thing for a candidate to
public office to say, but as a result of following your figures very
closely I estimated the budget deficit would be about $10 billion, as
against the 1.8 forecast. Do you think a tax increase should have been
enacted in 1966, based on your best judgment?

Senator STexn~ts. Well, I didn’t advocate it then, so my lips are but-
toned up now on what should have been done in 1966. 1 certainly
expect to support one in 1967, unless we should make economies in
other programs that would make it unnecessary.

Senator Prroy. I think we will support you in the economies, but
the other one is subject to some questions. If T interpret your com-
ments correctly, our troop forces in the approved budget was, as
of the end of calendar 1967, 448,000. If the increase of 60,000 would
bring us to 500,000 what does that include, when you say troop forces?
Does that include the Air Force and the Navy? What would be our
total estimated military force commitment then in the Vietnamese
situation by your estimate by yearend, calendar yearend this year?

Senator Srexwis. The question is a little long and I will not go back
to the first part. When I said I thought that by the end of this calendar
year we would have perhaps 500,000 men, I was talking then in terms
of men on land in South Vietnam. That would not include the men on
the sea, you see, in the ships, and those in other countries, such as
Thailand.

We have considerable naval forces offshore, as you know. The num-
ber, I think, is about 45,000. I don’t know whether the figures have been
published about other countries in Southeast Asia. I believe they have
for Thailand. Not being certain, however, I would rather not mention
the figure.

Senator PErcy. Senator, is it your feeling that if we have to step up
60,000 men on the ground this year, part of it being for combat, part for
the pacification program, that this job could be done just as well by
Philippine, Malaysian, possibly even Japanese forces, rather than just
American forces?



ECONOMIC EFFECT OF VIETNAM SPENDING 89

Senator STeNNTs. If you will permit me to say so, Senator, I really
didn’t use the 60,000 figure. I did not mention the figure that the present
budget is based on. That is classified. I said that we had 438,000 over
there now, that had been announced, and I discussed the possibility of
there being 50,000 above the budget-planned figure. I just mention that
to keep the record straight.

Now you mention the question of troops from other Asian countries.
I heard you on one of the national programs Sunday, and I heartily
agree with you, with reference to the need for troops from the Asiatic
countries. I have said that after all, the successful stopping of the
spread of communism in Asia can never be done unless it is done partly
by Asian troops with the determination, willpower, and resourceful-
ness to do it. I think we ought to emphasize that to our people.

We have spent a world of money and training on the South Viet-
namese, many of whom have done mighty well, and we deserve and
need the support, as I have said, of other Asiatic nations. However, to
set out now to train their armies for this fighting and equip them with
everything and get them in there in appreciable numbers would talke
a long time.

Senator Percy. I am wondering though, Senator Stennis, if for in-
stance the threat against Maylaysia is far less now, with the change in
the situation in Indonesia.

Senator SteNwis. Yes.

Senator PErcy. It would seem to me that with those forces, who for
15 years fought guerrilla warfare, would be more experienced than our
forces. These young boys going out now are fellows taken off our cities
and our farms, are those who never had experience or training, never
lived in the jungle. Why couldn’t we get Malaysian forces mn there
faster than we could get 1n raw recruits that are being drafted ?

Senator Stennis. That is a good point. Any that are already
trained would be excellent, and I think we ought to try in every way
we can get, first, the diplomatic support, second, the moral support,
including support in every aspect in chancelleries of the world, and
finally some material and military support.

I suppose the President has tried to do those things. I think we are
going to have to make a new start. Frankly, it looks to me like we are
going to have to go on and win this one, and then reevaluate every-
thing, Senator.

If we don’t get Japan’s help in saving the Pacific area, why I don’t
know that it can be saved. Japan is the most powerful non-Communist
nation in all the Pacific. If we don’t use them, I am doubtful of what
will become of the area out there. I am not blaming them. We wrote
the provisions of their constitution, but it is a fact of life. We must
have them I think. '

Senator Peroy. I am impressed with the estimated cost that you
have of putting an American over there.

Senator STENNIs. Yes.
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Senator Prrcy. It runs to about $100,000 2 man. Now that is a great
deal of expense. We have to average it out. A man might have a $6
million jet or he may have a $40,000 tank.

Senator STENNIS. Yes.

Senator Prroy. It seems to me that from the standpoint of cost,
we could commit ourselves to equip these Asian forces at far less cost
and certainly less cost in manpower. It seems to be that the threat to
them, their security, their well-being, their right of self-determination
is far greater than the threat to us back here. They are the first line
out there.

Senator StENNIS. You are correct.

Senator Prroy. In returning from England with Congressman
Rumsfeld, I think we were impressed with the fact that rather than
our allies giving us greater support in this area, it seems there is going
to be a lot less support.

There is talk in England of the British pulling out east of Suez.
They now have got 40,000 forces in Singapore. ‘What if they did pull
out of Singapore? At your estimated cost of maintaining a man, that
is another 83 to $5 billion. Is any provision made in the budget for
picking up that kind of an obligation and responsibiliy ¢

Senator StexNis. Oh, no. There is no provision to assume the bur-
den if they pull out. I just pray that that won’t happen.

But I agree with you. Our allies should give us greater support.

Tt is necessary to have their agreement before they will fight or
before they wiil take part, and they are not coming as yet. The
Philippines are in jeopardy if anyone is, as I see it, and they are
helping some but not a great deal militarily. Somebody must be mis-
taken about this being a crisis or a real challenge.

Senator Prrcy. Senator Stennis, could we relieve the pressure on
us economeially in this implied commitment we have to police the
whole world, now that Europe has been rebuilt, now that they have
got something really to fight for, now that the Fast-West tension is
not nearly as great as it was under Stalin, is there some basis for
believing ‘we can gradually, with the concept and cooperation of our
allies and possible mutual deescalation from East and West reduce
the load and the cost that we have in Europe ?

Senator Stennts. Well, that certainly is a possibility. Frankly,
I personally think this is not the right time to jump up and do this
on a drastic scale. I am on the joint committee that has been appointed
from Foreign Relations and Armed Services to hear the Mansfield
resolution.

That generally is my position. We could cut down a good deal of
the money cost, I think, without reducing the military value and
power. But there has got to be a reevaluation, and that includes NATO,
although I lean toward NATO as a very valuable alliance. It has
been good and still can be.

T made the point in 1954, by the way, when we went into Vietnam,
Senator, that we were going in alone. That impressed me. No one
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went with us when we went in. Therefore, no one was directly obligated
to stay with us. That is the way it is almost.

Senator Prrcy. Thank you, Senator Stennis, very much.

Chairman Proxmire. Congressman Rumsfeld ?

Representative RumsreLp. Senator, you have heard comments from
Senator Symington and Congressman Curtis and Chairman Proxmire
about remarks that were made before this committee by the Director
of the Budget, Mr. Schultze, and by Mr. Anthony. You on at least two
occasions have considerably more accurately forecast the budget costs
of the conflict in Vietnam than has the administration.

As I recall, Congressman Laird also made a statement on the floor
of the House of Representatives highlighting your statement, adding
some thoughts of his own on the fact that the administration was
grossly underestimating the cost of the war in Vietnam.

I wonder how you can explain this. Why is it that you, Congress-
man Curtis who indicated he noticed the indicators changing, and
Congressman Laird could considerably more accurately predict what
the total costs are going to be than could the administration ? Do you
think they know what the costs are going to be, or is it that they don’t
know, and you in fact do, and Congressman Laird does? You were
accurate.

Senator Stennts. Well, I don’t deserve any credit for the estimate
I made. It was just an effort based on information I had to make the
calculation.

Representative Rumsrerp. Was the same information available to
the administration ?

Senator SteEnNIs. Why of course, of course, and I called on them
to make an estimate, because at that time I happened to be handling
the appropriation bill, and was conducting hearings, and my fellow
Senators were asking me how much was in the bill for the war.

Representative Rumsrrrp. So they had the same information, and
yet they refused to——

Senator Stennis. Why of course. They had more information than
I had. They were more capable of doing it than I was. It wasn’t a
question so much of them giving the wrong estimate. They just didn’
give any estimate for the 2 years that you referred to, and the second
year, that was covered by saying, well, they just figured it to June
30,1967, and that was it.

Representative Rumsrerp. Did they excuse this on the basis of secu-
rity, that they don’t want to telegraph to the world what their antici-
pated efforts are going to be?

Senator Stennis. Well, T don’t know. You know as much about that
as I do. I am not here to pass on the other fellow. I was just trying to
give you the benefit of what little I know, and have seen, and you are
going to have to make a judgment on that, gentlemen.

Representative Rumsrerp. The problem is, of course, as you in-
dicated, for the Joint Economic Committee, and for the Members of
both Houses, to try to look at the broad picture.

78-516 O—67—vol. 1——7
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Senator SteNNIs. You are right.

Representative RumsreLp. With respect to the budget.

Senator Stexnis. That is correct.

Representative Romsrerp. And try to make some judgments as we
proceed.

Senator STENNIs. Yes.

Representative Ruasrerp. Using the best information we can find.
Tt seems there is a pattern here over a period of 2 years.

Senator STENNIs. Yes.

Representative Rumsrerp. And I am pleased to see you indicate that
this is at least a tighter budget.

Senator STENNIS. Yes.

Representative Rumsrerp. I assume by that you mean more accurate.

Senator STENNIS. Yes, a more accurate budget.

Representative Rumsrerp. You would guess then that the margin
for error is going to be less than it was in the past 2 years.

hSenator StexNts. Oh, yes: T don’t think there is any doubt about
that.

Representative Rumsrerp. Given the anticipated project buildup.

Senator Stexwts. That is right, the anticipated level of operations.
There is no doubt about it being much more accurate.

Representative Rumsrerp. How long can we go without figuring
into the budget the replacement costs for the drawdowns on such things
as the Atlantic Fleet and other military units around the world out-
side of Southeast Asia, from a military standpoint? I think this will
give us information on future budgets. :

Senator Stexnts. That is correct. I am hardly in a position to say
how long we can go. I would have to have a list of the items before me,
the major items at least, and get some kind of an evaluation by military
men that would give better guidelines.

T know that those things have been happening in a large way from
time to time, and they can’t continue forever, and it is running into
money. There are some replacements T am sure, but nothing like full
replacement.

Representative Rumsrerp. You indicated that you didn’t care to
estimate the costs of these drawdowns that have not yet been replaced.

Senator STENNIS. Yes.

Representative RumsreLD. Because you recognize, as all of us of
course do, that some of the things will not be replaced.

Senator STENNIS. Yes.

Representative RUMSFELD. Excluding that category of items that
wouldn’t be replaced, can you give us an estimate of the drawdowns,
assuming they were all to be replaced ?

Senator STENNIs. Gentlemen, it is such a relative matter as to what
should be replaced and how much should be replaced, in view of
modern conditions, that I would hurt the cause, I think, if I tried
to give an estimate in dollars. I am not informed enough to do it this
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time. It would take a special study to do it. You could possibly assign
a staff member to that who is knowledgeable in that field, and he could
come up with some kind of a figure for you.

Representative RumsreLp. Turning to your comments on the Re-
serves, Senator, do you have any figures you can give us about rela-
tive costs? I think you indicated that we could do it a lot cheaper
by calling up some Reserves.

Senator Stenn1s. Yes.

Representative Rumsrerp. Than we could by starting at the be-
ginning of the funnel through the draft.

Senator Stenwts. Well, the main saving, as I understand it, in view
of the condition of some of the Reserve units, would be in the area of
training. In other words, we already have a good many of them
trained up to a point that is not too far from being “ready.” Of course,
once you called them up, the costs from there on, except for train-
ing, would be just as much as for an Active Army unit, but we have
already spent the money in training them.

As you know, generally speaking, you can keep a man almost up to
par in a good Reserve unit at about from one-fourth to one-fifth what
1t costs to keep a Regular. You get from 4 to 5 to 1 for your dollar
that way.

That is why I think this: That this program as a whole—the
military program—has become so expensive that we are going to be
driven more and more to the Reserves, keeping that talent organized
and near a full readiness condition. That is the only way we can
carry the staggering cost of this increased military program over the
years ahead.

I wouldn’t know how much we would save by calling the Reserves
rather than starting with raw recruits, but it would not considerably
alter the bill.

Representative Rumsrerp. You commented on the pacification
program ?

Senator STENNI1S. Yes.

Representative Rumsrerp. I recognize the problems of discussing
this, but I would be interested in your comment on this thought. The
military effort over there is going to be worthwhile to the extent that
we and the South Vietnamese are able to preserve whatever measure
of freedom is won through the military effort. To the extent we are
not able to preserve that measure of freedom, the successes from the
military effort will have been for absolutely nothing. Therefore, the
pacification program becomes extremely important on which I am
sure we both agree.

Senator Stennis. Yes, I do.

Representative Rumsrerp. We recognize, and you alluded to it, the
difficulties we are having in South Vietnam with the pacification pro-
gram. We moved through a series of different efforts, the “strategic
hamlet,” “the rural development,” “the rural redevelopment,” now
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they are in this “revolutionary development cadre program”—still
with very modest success only.

Tt it your thought from your experience in this area, and you have
long experience in this area, that ultimately there is going to have to
be a shift in emphasis, an escalation of the manpower in the pacifi-
cation program? Is this your view, if we are going to succeed on the
nonmilitary side of the war, so that the military side of the war will
have been worthwhile?

Senator StexNts. Well, in the first place, I wholly agree with you
that this whole thing could be lost if we win, so to speak, militarily,
and then just pull out of there and leave. In 3 to 6 months, I think,
they would be cut to pieces again. So I think we are going' to have
ti) stay, not for desire of territory or anything but for protection to
them.

No. 2, about the pacification program, that certainly is a problem,
and it has got to be welded together in some manner. I don’t know
just how much a westerner can teach an Asiatic in an Asiatic country
about self-government, or how fast this can be done. They have their
ideas about those things and we have ours. I am beginning to feel like
there is a missed connection there in some way. :

Representative Rumsrern. It certainly looks like it from the situa-
tion thus far.

Senator StenwTs. Yes. Perhaps the military uniform is not the way
to do it. We have got to use it now under the circumstances. But I
envision there that we will have to stay, and evolve an altogether
different plan from what we are using now. That is the way I see it.
You have been over there, I believe, and had a special look at this
thing. T would be glad for you to comment for my edification.

Representative Rumsrerp. The conclusion I think you are reaching
and I am reaching is that regardless of when the Department of De-
fense may assume or speculate that the war might be over, that from
that date on, even if the formal military part ended today, we would
still have, if we weren’t to lose what has been gained, a requirement
for a-substantial commitment, if we were to move through this so-
called pacification program. This is your conclusion.

Senator STeNNIs. You are absolutely right, I think, and we ought
to always malke clear though that we are doing and are continuing
to do that for their protection, and not for conquest, not for territory,
and not for any gain. I am sure you agree with that.

Representative RUMSFELD. Yes, sir. My time is up. I certainly
thank you for taking your time today.

Senator Stexwnis. I thank you very much.

Chairman Proxarire. Congressman Brock?

Representative Broox. Senator, I have been very grateful for your
testimony this morning. It has opened a lot of doors.

Senator Stexwnis. Thank you, Congressman.

Representative Brocx. I will try not to take too much of your time.

Senator Stexnis. That is all right. T am glad to see you again.

Representative Brook. I have been fascinated in skimming through
and just picking up the figures from your statement. T would like to
recap them and see if we can come to some conclusion.

Tn 1966 the military requested $7.9 billion more than the Secretary
of Defense submitted to Congress. His original figure was $48.5 bil-
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lion. Then we had to come in with a supplemental, with two supple-
mentals totaling $14-plus billion, actually considerably more than
even the services originally requested, taking it up to $63 billion.

Senator Stennts. Yes. Of course, that was the year the war
escalated, you know, in calendar year 1965.

Representative Brock. That is correct. In 1967 they requested $12.9
billion more.

Senator StenNis. Yes.

Representative Brock. More than the Secretary of Defense sub-
mitted to the Congress, and as a matter of fact, our supplemental for
that year was exactly that amount of money, $12.9 billion. We ended
up spending $72.8 billion.

For fiscal 1968 they requested $17.6 billion more than was authorized
in the budget. The budget figure was $73.1 billion. Congressman
Curtis has pointed out that if we just maintain it at the current level,
1t will be $7.8 billion more than the request, or $80.4 billion.

Senator Stennis. Yes.

Representative Brock. And with the projections that General
Westmoreland has made and that you have made today, I think it
is fairly reasonable to assume that $6.6 or $6.7 billion per month may
be low. We have seen it run a continual increase in monthly cost, and
if that is just the starting point, we could be another $4 to $10 billion
above $80 billion.

The reason we are engaged in these hearings is that every Member
of Congress has a responsibility in voting on any bill to take it within
the context of its impact on the total economy. Only as we know what
deficit is going to be created by defense spending, only then can we
judge the merit and the relative priority of nondefense spending.

Senator Stennis. Yes.

Representative Broox. We have a specific responsibility, and I am
concerned that this information, or lack of it, which we have had in
the past had created some of the economic difficulties we have today.

Now not every Member unfortunately will take the opportunity to
read your testimony, but is there any way in which we can effectively
force a more accurate picture being brought to the attention of the
Members of Congress? )

For example, 1t has been suggested that maybe a quarterly review
of Defense expenditures and costs should be made available to this
committee or to your committee. Is this something that would address
itself to the problem we face?

Senator Sten~is. Well, I think it would be helpful ; yes. The Con-
gress has the power over these appropriation bills; there is no question
about that. If we just stop them and don’t move them, why something
must happen.

Representative Brock. Congress seems to have the power over the
appropriations, but we don’t seem to have the power over the
information.

Senator StennNis. Yes; that is right. .

Representative Brock. That makes the appropriation valid and I
am concerned over this lack.

Senator Stenn1s. To stop the progress of the bill would be one way
to get a more complete presentation of the facts as they exist. I am not
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suggesting that we be arbitrary, but we are entitled to more informa-
tion, and I think we are getting far more information for fiscal 1968,
and that it is more accurate and realistic, as I have emphasized.

Representative Brock. If it is more realistic, then its realism is
based upon a realistic hope that there will be no escalation.

Senator STENNIs. Yes; that is a part of the planning of the budget
as I understand it. It is valid only if there is no appreciable escalation
of the war in numbers, and so forth.

Representative Brock. As I understand your comment on the
Mekong Delta problem, we decided to go in because we felt they were
unable to cope with its themselves, the Asians. I have heard that this
operation would take an absolute minimum of 50,000 additional troops
and that is an absolute minimum, and some estimates have been con-
siderably higher.

I have also heard that it might take an additional 50,000 just to
beef up the Marines below the DMZ.

Senator STENNIS. Yes.

Representative Brock. If this were to become an explosive area.
Now that to me adds up to 100,000 additional men, if those two should
become serious problem areas. '

Senator STENNIS. Yes.

Representative Brock. Am I wrong in my estimates, or is this
something we should not be concerned about ?

Senator Stennis. Well, we should be concerned about it. T have
already given my estimate that in my judgment by the end of this
calendar year, we will probably have 500,000 men in Vietnam. I just
stand on that statement. That 1s about as accurate as I can be, and I
mentioned the Marines and also the Mekong Delta area as part of my
thinking.

Representative Brock. One final question in a different area. You
discuss the fact that we have not completely replaced the inventory
that we are using, except in the area of long-range procurement of
helicopters and things such as that, long-term procurement items.

Senator STENNIs. Yes.

Representative Brook. I have been very concerned in the last few
years over the fact that we have depleted the equipment available to
our Reserve and National Guard units.

Senator STENNIs. Yes.

Representative Brock. Are we beginning to correct that situation
or is it still

Senator SteNNIs. Well, they have suffered very severely, and there
has been no appreciable correction as a whole yet except in the areas
where the units are being specially prepared in training for a possible
callup. But, by and large, there has been no repair, appreci able repair
of the damage, and that 1s a big item for the future, too.

Representative Brock. Senator, you are aware that any organiza-
tion, government or business, can minimize its out-of-pocket cost by
utilizing inventory.

Senator STENNIs. Yes. )

Representative Brock. But there has to come a day of reckoning
if they are going to stay in business.
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Senator STeNN1s. That is right.

Representative Broox. Are we taking any gamble with the security
of this country by reducing these inventories, or are they noncritical
inventories? :

Senator Stexnis. Well, we have a lot of strength in addition to
the strength we are using in the war in Vietnam, but the more of our
forces that we display there and the more we stretch out and use up
our reserves and materiel, the weaker we will be if we should have an
attack somewhere else. That has been something we have been thinking
about a lot.

These drawdowns and all have affected the situation. T don’t want
to leave the impression that I think now that we are in a critical shape,
because when I talk to you, I would be talking to our possible ad-
versaries as well. In addition, we have a lot in reserve, but I don’
think we can just go along happily assuming that we could carry out
all our commitments alone.

That is one reason why I agree so completely with Congressman
Rumsfeld about the Asiatics, and with Senator Percy, too.

Representative Brock. I think we all share that desire.

Senator StexNTs. Yes.

Representative Brock. Thank you very much, Senator.

Senator Stexnis. Thank you.

Chairman Proxmire. Thank you, Mr. Brock.

Senator Stennis, I do have one brief question. I apologize.

Senator Stexwis. That is all right, Senator.

Chairman Proxmire. All the discussion has been around the pos-
sibility of a 50,000-troop increase above the estimate in the budget.
Many well-informed people in and out of Congress have estimated
100,000. I know that is not your figure. If it is 100,000, can we simply
double your figure and say it would be not $5 billion, give or take a
billion dollars, but $10 billion, give or take $2 billion? In other words,
can we just double that or is there some other factor that would be
involved here?

Senator Stenn1s. Well, my figures now are based upon an estimate
of 50,000 men above the budget as planned, you see.

Chairman Proxmire. I understand.

Senator Stexw1s. The added cost would be mainly for training,
transport, and support.

Chairman Proxmire. Right. )

Senator STenNIs. Yes, generally if you double that to 100,000, it
would take almost twice as much money as I estimated, although maybe
not fully twice as much; yes.

Chairman Proxmire. Senator Stennis, I want to thank you for a
very fine, I would say a brilliant presentation. You are most, most help-
ful to us this morning. You have certainly immensely enlightened us,
and have helped these hearings greatly.

Thank you very much.

Senator Stenw~ts. I thank you, Mr. Chairman, very much. I really
thank you for inviting me. It was your invitation, not my solicitation,
as you remember. I am delighted though to meet with you and the
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membership of this group that I think is making a real contribution.
Something has got to be done, and it is the congressional assertion of
responsibility which is needed, as I see it. We have got to do more of it.

Congressman Curtis, may I just say this. The level there of expendi-
tures that you gave, did that figure for $7.3 billion over the budget—
I believe Congressman Brock used that figure

Representative Curtis. I think what he was doing was taking your
expenditure figure.

Senator SteNNis. Oh, yes.

Representative Currzs. Of $7.3 billion plus and then projecting
out the expenditure figure at a level of $6.7 billion times 12 gives us
$80.4 billion.

Senator STENNIS. Yes.

Representative Curris. And that is where the $7 billion comes from.

Representative Broox. That is correct.

Chairman Proxmire. Is there a word of caution in order here? It
is very hard to take a 1-month figure.

Senator STENNIS. Yes.

. Célairman Proxuire. Or a 2-month figure, and then multiply it
y 6.

Senator STENNIs. Yes.

Chairman Proxmyigre. Because there are seasonal aspects to it.

Senator STENNTs. Yes.

Representative Curris. Let me comment on that. I considered that
when I took this monthly figure in September 1965. Of course this
might be so, but the interesting thing is that Government expenditures
really have no seasonal aspect, month by month, except the month
of June.

Senator STENNTs. Yes.

Representative Curris. Right before that magic date you see some-
thing happen. This was quite interesting and, of course, this was the
answer of the administration, but it turned out that that expenditure
level was quite accurate.

T did the same thing in October last year, when the President sent
up the suspension of the investment credit.

Senator STENNIs. Yes.

Representative Curris. I described again the way I look at these
expenditure figures, and project them forward, and again they argued
that the monthly figure had to be treated with caution.

Indeed it does. But I would observe that going back several years,
there seems to be no pattern of seasonality in monthly expenditures.
The real pattern is what we are going to see, and I think very clearly.

This has been escalation. The President hasn’t told us this. This has
actually occurred. We are now reading a figure that indicates what
happened say about a month and a half ago.

enator STENNTs. Yes. Well, T think your remarks are very timely,
but, if there is no stepup in the manpower, I wouldn’t want to say that
T believe now that there is going to be a $7.8 billion figure over the
budget militarywise, although I believe the budget is very tight and
it will run over some.

When you escalate the war, as you said, you are going to escalate
the cost and it could very well run 7.3, even without putting any more
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men in.there. It could. But it would require a considerable escalation
I think to make it go that high.

Thank you very much, gentlemen.

Chairman Proxmire. Thank you, Senator Stennis.

Our next witness is a man who should certainly get credit for his
patience as well as his great ability, Mr. Archibald Alexander of the
U.S. Arms Control and Disarmament A gency.

Mr. Alexander, we are very happy to have you come before us from
a (overnment agency which is of extreme interest to all of us. I under-
stand you have been doing some real studies in this area of what
happens to the economy when the defense is reduced. We are very
happy to have you.

STATEMENT OF HON. ARCHIBALD S. ALEXANDER, ASSISTANT
DIRECTOR, U.S. ARMS CONTROL AND DISARMAMENT AGENCY

Mr. Arexanper. Thank you Mr. Chairman. If it is agreeable to
you, I will read quickly through my statement, which will take about
10 minutes. . ‘

Chairman Proxmire. Fine.

Mr. Arexanper. Mr. Chairman, we thank the committee for the
opportunity to appear before it in connection with its current hearings
on the effect of the Vietnam war on the U.S. economy. As suggested
in your letter inviting me to appear today, I shall address myself
primarily to the arms control and disarmament aspects of the broad
subject you are considering, since these are the aspects in which we
were given responsibilities by the act of Congress which set up our
Agency in 1961.

Our Agency’s special interest in the Vietnam war is that upon its
termination, the domestic economic consequences may be expected to
be instructive as to the consequences that would follow an arms con-
trol and disarmament agreement resulting in reduced defense
spending. :

Section 31(h) of the Arms Control and Disarmament Act gives the
Director of our Agency authority to conduct research and other studies
on the “economic and political consequences of arms control in dis-
armament, including the problems of readjustment arising in industry
and the reallocation of national resources.” .

The research in this field is necessarily directed at a moving target.
No positive postulations can be made as to the time and kind of a
future arms control agreement. Thus, the objective must be to examine
a variety of possible future contingencies, and to arrive at suggestions
for methods of dealing with their economic consequences. Since 1961,
most of the arms control agreements have resulted in little impact on
defense spending. However, when the Vietnam cease-fire occurs, it
should provide an excellent sample, in real life, of what happens in
the economy, and of the efficacy of what is done by remedial action.
Thus our Agency is bound to follow this aspect of Vietnam with the
utmost attention.

It so happens that a certain amount of research has been done, for or
by our Agency, which may be useful to our Government in deciding
what to do in order to minimize dislocation and make maximum use of
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opportunities when defense spending goes down after the Vietnam
war is over,

Before giving you a general description of this research, which is
listed and described in greater detail in exhibit A which I file with my
prepared statement, I should like to make two general observations
about the research and its premises.

The first observation, based on the experience of the United States
in the years since the end of World War II, is that we are likely, over
a period of time, to run into some periods of increasing, and other
periods of decreasing, defense expenditures, according to whether our
security and that of the free world are more or less menaced. Thus,
in order to maintain national and international security, we shall
have to plan our economic moves so as to be prepared both for in-
creases and for decreases in defense spending. Flexibility in this
regard, and in regard to measures dealing with the economic conse-
quences of defense spending, must be a premise of our thinking. We
cannot plan to travel indefinitely in one direction on a one-way street,
whichever way it isheaded.

The second observation, as to reductions in defense spending, is that,
since we do not have the gift of prophecy, and must develop knowl-
edge and policy alternatives for a variety of degrees of reductions, we
had to ask the researchers, in appropriate cases, to make several as-
sumptions regarding the severity of the reductions. For instance, in
preparing the request for proposals on some of the industrial and
regional impact research, we have provided assumptions concerning
the severity of the decline in defense spending. These assumptions
were inade after discussion with some of the other departments and
a%encies of the Federal Government, and taking into account the kinds
of arms control agreements which might be reached.

Our research on the economic consequences of arms control and dis-
armament has been divided, for convenience, into four main categories.
These may be called :

1. Measurement of impact;

2. Impact on industry;

3. Impact on employees; and

4. Tmpact on regions and communities.

The research, almost all contract research, which I have listed in
exhibit A, has been classified in this way, although some of the re-
search necessarily covers more than one class of impact. For instance,
regional impact necessarily takes into account manpower and indus-
trial problems peculiar to the region.

MEASUREMENT OF IMPACT

The first group of studies attacks the problem of measurement of
impact, in terms of geography, industry, and people, which would
result from termination of particular kinds of items of defense expen-
ditures. It was early agreed by those who considered this problem
that unless it were solved, valuable leadtime would be lost in putting
into effect any measures that might be needed to supplement existing
economic and social processes in facilitating transition for regions or
communities, employees, and industries or firms. Much of the research
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in this field has been done through or with the Department of Defense,
as well as in collaboration with the Departments of Commerce and
Labor. I think it is fair to say that there has been perceptible progress
in improving the data needed for this kind of economic early warning
system, through which much more remains to done. An example of
progress is the so-called MA-175, page 1 of the exhibit, a census of
shipments to Government agencies by defense-oriented industries,
made by the Census Bureau as a supplement to the Bureau’s regular
Census of Manufactures. This census has been done for 1963, a year
preceding the Vietnam buildup, and within a relatively short time
1965 will have been covered, covering a period when the buildup had
begun. These forms now show for the first time defense shipments
by States and industries, and including subcontractors. This helps de-
termine probable impact, when combined with the knowledge of which
industries are involved in which procurement program.

Further work is underway to improve the capability of the Federal
Government to trace down the impact of termination of defense
contracts.

Impacr oN INDUSTRY

Three industries heavily involved in defense have been the subject
of contract research designed to give us understanding of the effect
on the industries of reduced defense demand. These are the electronics,
page 6 of the exhibit; shipbuilding, page 8 of the exhibit; machine
tool industries, that is on page 13.

The first two have been completed and have been widely distributed,
not only within the Government but to the public and to members of
the industry. Both are available at the Government Printing Office.

Another interesting study in this group was a case study of the
experience of 12 defense-oriented firms which attempted to diversify
into nondefense work, page 9 of the exhibit. Six examples were of
firms that had succeeded 1n this effort and six of firms that had not.
The size, geography, and kind of manufacturing were varied. The re-
port contains recommendations on Federal policies and guidelines for
diversification planning by defense firms. It also has a set of instruc-
tional guides for use, in conjunction with the report, in management
seminars on diversification. This has been summarized in the Harvard
Business Review and quoted elsewhere, and is available at the Govern-
ment Printing Office.

A current research effort is underway on uses of defense technology
for civilian purposes.

Impacr oN EMPLOYEES

In studying the impact on employees, we decided to examine three
cases of defense layoffs in different parts of the country. First was
the layoffs after the Dynasoar contract cancellation, affecting em-
ployees in Seattle, page 14, and the layoffs at the Martin Co. at Denver,
page 176, and at the Republic Aviation facilities on Long Island,
page 17.

These studies will be compared analytically in a fourth study which
will be called “Analysis of Defense Worker Reemployment.” This
is described on pfge 19. These four studies should show us, based
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on actual experience, which types of defense workers had difficulty
securing reemployment and what factors seemed to help them and
what to hinder them.

We have also underway two studies dealing with the transferability
of skills from defense to civilian-oriented production, pages 20 and
91. The purpose of this effort is to identify opportunities in the non-
defense sector of the economy for defense engineers and highly spe-
cialized technicians and blue collar workers. The resultant informa-
tion can be used to help ex-defense workers find new employment and
at the same time to promote the efficient utilization of the Nation’s
skilled manpower.

Tareact oN REcioNs AND COMMUNITIES

As you know, there is uneven geographical distribution of defense
spending in the United States. Some States, some smaller regions,
and some communities are almost unaffected by defense spending,
whereas others are greatly dependent on it. We have therefore de-
signed research, and we have received some useful results, in the field
of community or area readjustment to reduce defense spending. One
nontractor examined Baltimore, Seattle and southeastern Connecticut.
page 23 of the exhibit. This study examined the potential impact
of assumed reductions in defense spending and estimated the eco-
nomic effects in the metropolitan areas. It also provided a voluminous
checklist of policies and programs which should be considered, in
order to facilitate adjustments. The checklist covered things which
might be done by the Federal Government, State and local govern-
ments, private industry, labor, et cetera.

One result of the portion of the study that dealt with southeastern
Connecticut was the formation of a regional economic development
commission by the 16 or so communities involved and a proposal by
this commission to the Federal Government for financial assistance
in preparation of an economic diversification plan and in evaluating
the effectiveness of the plan and its implementation after the latter
had been carried out by the local authorities. I am glad to say that the
Department of Commerce, with some financial participation by our
Agency, has made a_contract for this purpose, after appropriate co-
ordination with the New England Governors, and so forth. If a suc-
cessful plan is developed for this heavily defense dependent region, it
should be of value as a prototype or guide for other parts of the
country.

_ Another study is one which deals with the consequences of the clos-
ing of some of the bases covered by Secretary McNamara’s announce-
ment in late 1965, page 27 of the exhibit. This study will examine the
results for the people employed on the bases at the time of closing,
for the physical installation, and for the community or area, including
local commercial or industrial establishments involved in supplying
the bases. We selected military bases in Pennsylvania, the South,
Kansas and the Far West, some near large communities and some
relatively isolated.

_ In conclusion, T should like to mention that our Agency in every
instance coordinated proposed research in advance with other ap-
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propriate departments and agencies of the Government—for instance,
the Departments of Defense, Commerce and Labor and the Council
of Economic Advisers.

Since the establishment of the Committee on Economic Impact of
Defense and Disarmament, created by President Johnson under the
chairmanship of Dr. Gardner Ackley in late 1963, this coordination
has been effected in accordance with the Committee’s policy as stated
in its report dated July 1965.

Now that our Agency has, by itself and with the help of other parts
of the Government, obtained results from research into a number of
aspects of the total problem, it seems to us that we should prepare inte-
grated contingency plans for dealing with the various contingencies
which might arise as the result of reduced defense spending due to
arms control and disarmament. And we believe that much of the re-
search which I described will be useful in connection with contingency
planning for the economic impact of the Vietnam cease-fire.

(Exhibit A to the statement of Mr. Alexander is as follows:)
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MEASUREMENT OF IMPACT
ACDA/E/RA-7

CONTRACTOR: Various contractors through Department of
Defense

TITLE: Studies to Measure the Economic Impact of Defense
Spending

DESCRIPTION: These cover a number of efforts to develop
data and data systems which can be used to improve
knowledge of the impact of defense purchases of goods
and services on the economy. Their broad purpose is
to see how such purchases, in aggregate or broken down
by military program, contribute to the economic activity -
levels of industries and regions (or communities) and
to what extent sufficiently stable relationships exist
for use in predicting the industrial or regional
impact of changes in defense purchases of goods and
services. The data are of interest to ACDA for
purposes of estimating the impacts of disarmament and
to other agencies in estimating the impacts of other
changes in defense spending (Office of Business
Economics of the Department of Commerce, the Bureau
of Labor Statistics, the Department of Defense).

Efforts thus far include the following:

(1) A census (MA-175) of shipments to government
agencies in 1963 by defense-oriented industries
conducted by the Census Bureau; the survey covers
shipments to or receipts for work done for
Federal agencies and their contractors or sup-
pliers; the survey was supplemental to the 1963
Census of Manufactures; the results of the
survey are contained in Special Report MC 63 (S) - 2
of the Census Bureau issued March 1966, available
from the Superintendent of Documents, Government
Printing Office, Washington, D.C., for $.30 per
copy. The report shows value of shipments and
receipts by industry groups and geographic areas.
A similar survey covering 1965 shipments is
contemplated.

(109)
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(2) Contract work by CEIR on imputing value added
and employment from the Census survey data and
on defense procurement of goods and services not
covered by the survey,

(3) Contract work by Research Analysis Corporation on
tracing the broad impact of the DOD Five-Year
Force Program and on methods for tracing industry
ipputs to major weapon systems.

(4) Contract work by Stanford Research Institute
on tracing the grographic impact of R&D expendi-
tures.

(5) Tracing of geographic impact through regular
plant reporting methods developed by DOD.

Modifications and new initiatives are planned under the
FY 1967 program,

DATE OF COMPLETION: Continuing
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ACDA/E-59

CONTRACTOR: University of Michigan (Professor Daniel Suits).

TITLE: Survey of Economic Models for Analysis of Disarmament
Impacts.

DESCRIPTION: This study involves a broad survey of the
uses of economic models for predicting the economic
impacts of arms control and disarmament and of possible
offsetting programs of tax reduction or public expendi-
tures. The survey covers econometric models, input-
output analysis, regional models, and microeconomic
simulation., The study considers the relative desir-
ability of relying upon existing models (e.g., those
of the University of Michigan Research Seminar in
Quantitative Economics, the University of Indiana
Business School, the Wharton School and the Brookings
Institution) rather than developing a new ACDA model.

DATE OF COMPLETION: July 1965
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ACDA/E/RA-31

CONTRACTOR: Census Bureau, Department of Commerce

TITLE: Shipments by Defense-Oriented Industries, 1965

DESCRIPTION: This is for work on the MA-175 survey con-
ducted by the Census Bureau for shipments to Government
by defense-related industries in 1965 and is an extension
of the work covered in MC 63 (S) - 2 (see ACDA/E/RA-7).
The survey of 1965 shipments covered a considerably
larger number of industries than the 1963 survey. ACDA's
contribution to the 1963 survey was part of its total
contribution to the Department of Defense for ecomnomic
impact studies; the Agency's contribution to the survey
of 1965 shipments was made directly to the Census Bureau.

DATE OF INITIATION: August 1966
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ACDA/E-125

CONTRACTOR: Research Analysis Corporation

TITLE: Economic Impact Analysis: Minuteman II and Other
Weapons_Systems

DESCRIPTION: Through contract analysis, plant visits, etc.,
the project will endeavor to identify prime contractor
and first-tier subcontracting by 4-digit SIC for the
Minuteman II weapon system. The project also will
identify insofar as possible the location of output
of prime and first-tier subcontractor plants for this
system and for other systems being studied under
contract to the Department of Defense and the Bureau
of Labor Statistics.

DATE OF INITIATION: December 1966
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11
IMPACT ON INDUSTRY

ACDA/E-48

CONTRACTOR: Battelle Memorial Institute

TITLE: The Implications of Reduced Defense Demand for the
Electronics Industry

DESCRIPTION: This study analyzed the problems and oppor-
tunities for the electronics industry under conditions
of reduced defense demand. In addition, conclusions
were drawn pointing toward appropriate action to
minimize adjustment difficulties and to develop
alternative marketing opportunities.

This study (1) characterized the electronics industry
as it is presently composed, (2) examined the effects
on the industry of major reductions in military demand
for its output, (3) considered problems of the adjust-
ment of industry resources to different patterns of
output and marketing, (4) examined efforts made thus
far by the industry to reduce its dependence upon
military demand and (5) provided a planning guide
which suggests possible actions to be taken by govern-
ment, industry. and labor to ease the impact of defense
demand reductions. This study (ACDA Publication
number 28) is available from the US Government Printing
Office.

DATE OF COMPLETION: September 1965

ACDA/E/RA-16

CONTRACTOR: Supplemental Contract, Bureau of the Census,
Department of Commerce

TITLE: Geographic Tabulation of Selected Electronic and
Associated Products

DESCRIPTION: The Bureau of the Census prepared special
geographic tabulations of data on electronics and

6
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associated projects, based on the Bureau's Current
Industrial Reports Series M36N. The data were made
available to the Battelle Memorial Institute for use
in connection with contract ACDA/E-48.

DATE OF COMPLETION: August 1965.
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ACDA/E-66

CONTRACTOR: Midwest Research Institute

TITLE: Industrial Conversion Potential in the Shipbuilding
Industry

DESCRIPTION: Based upon the evaluation of key economic
factors, this study identifies 55 industries (4-digit
SIC's) whose products offer conversion opportunities
for the shipbuilding industry. The 55 industries were
selected from an initial list of 160 industries which
appear to have resource requirements and operating
characteristics similar to those of the shipbuilding
industry.

The 55 industries are largely in the areas of structural
metals, transportation equipment, and industrial
machinery. The study reviews their ''conversion.
attractiveness" for shipbuilders in terms of (1)
comparability (labor skills, technology, marketing),

(2) financial requirements and profitability, and

(3) size and growth characteristics. All 55 industries,
however, are represented as providing going opportunities
for shipbuilders - that is, opportunities which would
entail no dismantling or scattering of labor, equipment
or other resources.

DATE OF COMPLETION: May 1966
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ACDA/E~68

CONTRACTOR: Denver Research Institute

TITLE: Defense Industry Diversification

DESCRIPTION: This study describes and analyzes the experience
of twelve defense-oriented manufacturing firms in
attempting to diversify into non-defense, non-aerospace
markets. The analysis is intended to contribute
understanding of the management problems facing defense
firms in attempting to "branch out into unfamiliar,
commercial markets"; diversification experience is
assumed to have value for clarifying problems of
industrial conversion for defense firms in the event
of substantial reductions in the defense market. The
study was undertaken on the assumption that diversifica-
tion is a useful step preparatory to conversion.

The twelve case studies, eleven of which identify the
names of the firms involved, include experiences of
diversification attempts through internal product
development and through acquisition. The report
describes successful and unsuccessful attempts to
overcome problems involving differences between defense
and commercial business such as marketing methods, cost
structures, product design and management attitudes and
practices., The study submits recommendations for
Federal Government policies on defense diversification
and guidelines for diversification planning by defense
firms. In addition to the report, it provides a set of
instructional guides for use with the report in manage-
ment seminars on diversification. The study is contained
in ACDA Publication No. 30, for sale by the Superintendent
of Documents, US Government Printing Office, for $2.25

per copy.
DATE OF COMPLETION: January 1966.
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ACDA/E-103

CONTRACTOR: Denver Research Institute

TITLE: A Preliminary Examination of the Public Sector
Market for the Systems Capability of Defense Firms

DESCRIPTION: The study will examine preliminarily the
potential application of the so-called "systems
capability" of defense industry to non-defense non-
aerospace projects in the public sector of the
economy--that is, projects involving problems handled
by state or local governments and/or the Federal
Government. Through a systematic literature search
and interview program, the contractor will endeavor to
identify (1) the nature of the systems capability,

(2) the extent to which it is unique to defense-
aerospace firms, (3) the non-defense public sectors

" which appear to offer the best opportunities for
application of the systems capabilities of defense
firms, (4) differences between systems and non-systems
approaches to public sector problems and (5) the
implications of the adaptation of defense systems
technology to non-defense, non-aerospace public sector
problems for reducing economic dislocations from
disarmament.

DATE OF INITIATION: April 1966

10
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ACDA/E/RA-15

CONTRACTOR: Northeastern University, through the Small
Business Administration

TITLE: Defense Conversion Problems of Small R&D Firms

DESCRIPTION: Under this arrangement, the Agency has
contributed funds in support of a contract let to
Northeastern University by the Small Business
Administration. The Department of Defense has con-
tributed an equal amount to the project. The contract
calls for research to determine the management and
marketing problems, possible solutions, and growth
potentials of small engineering and R&D firms in
New England who will be affected by defense conversion.
Original case material will be developed, built around
defense conversion problems and directed towards -the
needs of the owners and managers of businesses.
Instructional material for use in a management work-
shop will also be developed.

DATE OF COMPLETION: August 1966

11



120 ECONOMIC EFFECT OF VIETNAM SPENDING

ACDA/E-118

CONTRACTOR: Analytic Services, Inc.

TITLE: Obstacles to Technological Innovation

DESCRIPTION: The purpose of this study is to develop
insights into the problems of accelerating the rate of
technological innovation in the public sector, bearing
in mind the impact of disarmement on the availability
of financial and technological resources.

The study will analyze the process of technological
innovation in the following cases: (1) the application
in the United States of nuclear energy to electric
power generation, (2) high-speed intercity ground
transportation--the so-called "Northeast Corridor"
project, and (3) intra-urban rapid transit--the

San Francisco Bay Area Rapid Transit System. Obstacles
having a rather broad applicability to the public
sector will be identified and evaluated. These will be
considered in terms of their implications for innovation
in the public sector, particularly in the context of a
significant shift of resources from defense to non-
defense activity. The study further will consider the
kinds of public policies most likely to overcome such
obstacles.

DATE OF INITIATION: June 1966

12
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ACDA/E-130

CONTRACTOR: Resource Management Consultants, Inc.

TITLE: Defense Dependency of the Machine Tool Industry
and Disarmament Implications

DESCRIPTION: This study is designed to ascertain the
defense dependency of this major. capital goods producing
industry as indicated by (1) the.share of total machine
tool shipments and advanced technology tools destined
to be primarily used to produce defense items, (2) the
size, composition and handling of the extensive govern-
ment inventory of Machine tools. The influence of
defense demand on the marketing and pricing practices
of the industry, and its technological advancement can
then be analyzed. The investigation of defense
dependency and past industry actions will provide the
basis for analyzing the implications of arms control
and disarmament on the industry. Specifically, the
areas of interest include (1) technological advancement,
(2) the labor force and impacted communities, and
(3) possible alternate markets. Recommendations for
public policies to minimize adjustment difficulties
will be based on the foregoing analysis.

DATE OF INITIATION: March 1967

13
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III

IMPACT ON EMPLOYEES
. ACDA/E/RA-13

CONTRACTOR: State of Washington Employment Service,
through Department of Defense

TITLE: Case Study of the Effects of the Dyna-Soar Contract
Cancellation

DESCRIPTION: This is the first of three studies on the
reemployment experience of workers laid off at defense
plants. The other two studies deal with layoffs at
the Martin Company, Denver plant, and the Republic
Aviation Corp., Long Island plant (see ACDA/E-67 and
ACDA/E-69) .

The study was designed to cover the reemployment
experience of 5,229 workers of the Boeing Company,
Seattle, who were laid off between December 1963 and
March 1964 due to the cancellation by the Department
of Defense of the contract for manned space vehicle
Dyna-Soar. Information on these experiences was
obtained by a questionnaire mailed by the Washington
State Employment Security Department under contract
with the Department of Defense. The questionnaire was
first mailed in May 1964 and produced a 72% response.
The questionnaire was mailed again in August 1964 to
the respondents to cover experience in the May-August
1964 period and produced a 77% response. The question-
naires sought information on the personal and work
characteristics of the workers, on their labor force
status at the time of mailing the questionnaires, on
their post-layoff experience in regard to employment
and unemployment (including types of occupations, job
locations, and new earnings), on obstacles encountered
in seeking new employment, and on sources of assistance
utilized in obtaining new employment or in maintaining
income. The data have been tabulated to reflect the
more. important relationships bearing upon occupational
mobility.

The report is contained in ACDA Publication No. 29,
available from the Superintendent of Documents,
Government Printing Office, Washington, D.C., 20402,

14
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at $1.50 per copy. A summary is contained in ACDA
Research Report 65-3; the summary, entitled "The
Dyna-Soar Contract Cancellation, A Statistical Summary"
was prepared by Robert Brandwein of the ACDA Economics
Bureau staff. A similar summary by Mr, Brandwein is
contained in the October 1965 issue of the University

~ of Washington Business Review and the October 1965
issue of the United States Department of Labor's
Monthly Labor Review.

DATE OF COMPLETION: June 1965.

15
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ACDA/E-67

CONTRACTOR: Martin Marietta Corporation

TITLE: Study of the Reemployment Experience of Disemployed
Martin Company Workers

DESCRIPTION: This is one of three studies on the reemployment
experience of workers laid off at major defense plants.
The other two involve layoffs at the Boeing, Seattle
and Republic Aviation, Long Island plants (see
ACDA/E/RA-13 and ACDA/E-69).

‘The study is designed to cover the reemployment
experience of some 4,000 workers laid off at the
Martin Company plant in Denver during the first nine
months of 1964, Information on these experiences has
been obtained by a questionnaire mailed to the former
Martin workers. There has been about a 75% response
rate in connection with the questionnaire. Like the
questionnaires used in the Boeing and Republic studies,
information has been sought on the personal and work
characteristics of the displaced workers, on their
iabor force status at the time of mailing the question-
naire, on their post-layoff experience in regard to
employment or unemployment (including types of occupa-
tions, job locations, and new earnings), on obstacles
encountered in seeking new employment, and on sources
of assistance utilized in obtaining new employment or
in maintaining income. The data have been tabulated
to reflect the more important relationships bearing
upon occupational and geographic mobility.

The data have been interpreted broadly in terms of the
characteristics of the local labor market.

DATE OF COMPLETION: December 1966.

16
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ACDA/E-69

CONTRACTOR: State of New York, Department of Labor, Division
of Employment

TITLE: Studies of Reemployment Experience of Disemployed
Republic Aviation Corporation Workers and of
Defense-Non-Defense Job Relationships. 2 vols.

DESCRIPTION: This is one of three studies on the reemployment
experience of workers laid off at major defense plants.
The other two involve layoffs at the Boeing, Seattle
and Martin, Denver plants (see ACDA/E/RA-13 and
ACDA/E-67).

Part I of this study, "Reemployment Experience of
Disemployed Republic Aviation Corporation Workers," is
designed to cover the reemployment experience of some
10,000 workers laid off at the Republic Aviation :
Corporation plant at Farmingdale, Long Island, New York,
between November 1963 and October 1964. Information on
these experiences has been obtained by a questionnaire
mailed to the former Republic workers. There has been
about a 507% response rate in connection with the
questionnaire. Like the questionnaire used in the
Boeing and Martin studies, information has been sought
on the personal and work characteristics of the dis-
placed workers, on their labor force status at the time
of mailing the questionnaire, on their post-layoff
experience in regard to employment or unemployment
(including types of occupations, job locations and new
earnings), on obstacles encountered in seeking new
employment, and on sources of assistance utilized in
obtaining new employment or in maintaining income. The
data have been tabulated to reflect the more important
relationships bearing upon occupational and geographic
mobility.

The data have been interpreted broadly in terms of the
characteristics of the local labor market.

17
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ACDA/E-69 (cont'd)

Part II of this study was completed in December 1965.
This report,'The Transferability of Defense Jobs to
Non-Defense Occupations," describes the experimental
efforts of the New York State Department of Labor to
identify occupations in the non-defense sector of the
economy which are similar to the occupations in the
Republic Aviation Corporation work force. The work
involved classification of the Republic job titles

into Dictionary of Occupational Titles Codes, identifica-
tion of those occupational codes found predominantly

in the aircraft or other defense industries and the
search for non-defense occupations involving similar
skills, materials and working conditions. The method-
ology developed in the study was found to be effective
in developing relationships between semi-skilled and
skilled occupations but ineffective for developing
relationships among scientific, engineering and similar
professional occupations. The report contains recom-
mendations for utilizing the Dictionary of Occupational
Titles in planning for future work force reductions in
the defense industry. An appendix to the report,
entitled "Job Relationships Between Defense and Non-
Defense Occupations'" contains the lists of specific
non-defense occupations found to be related to the
defense-oriented semi-skilled and skilled occupations
at Republic Aviation.

DATE OF COMPLETION: August 1966

18
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ACDA/E-113

CONTRACTOR: University of Colorado

TITLE: Analysis of Defense Worker Reemployment

DESCRIPTION: The purpose of this project is to analyze the
problems of reemployment for defense workers under mass
layoffs based upon the results of three surveys of the
reemployment of defense workers.

Using data and materials from the studies of mass
layoff experiences at Boeing, Martin and Republic
(ACDA/E/RA-13, ACDA/E-67, and ACDA/E-69), the study
will analyze and compare reemployment results for those
covered by the surveys. Inferences will be developed
as to factors bearing upon geographic and occupational
mobility.

DATE OF INITIATION: June 1966

19
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ACDA/E-102

CONTRACTOR: Department of Employment, State of California

TITLE: The Potential Transfer 6f Industrial Skills from
Defense to Non-defense Production

DESCRIPTION: The purpose of this project is to gain
insight into problems of retraining semi-skilled,
skilled and technical workers (other than profes-
sional workers) that may arise as a result of sub-
stantial reductions in defense spending. The study
will analyze the occupational composition of the work
force of two plants in California which manufacture
defense missile systems and subsystems to determine
the extent to which the skills utilized are potentially
transferable to occupations in non-defense, non-
aerospace production. Included in the study will be
an analysis of retraining problems displaced workers
may face and an analysis of the long-range demand for
the non-defense, non-aerospace occupations which are
identified as being similar to the occupations in the
subject missile plants. In addition to its use as an
aid to estimating the importance of retraining in
facilitating economic adjustment to disarmament, the
results of the study will be used to identify reemploy-
ment opportunities for laid-off defense workers.

DATE OF INITIATION: April 1966

20
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ACDA/E-110

CONTRACTOR: Stanford Research Institute

TITLE: Transferability and Retraining of Defense Engineers

DESCRIPTION: This study will attempt to assess the skill
and work environment barriers to the transfer of engineers
from defense to commercial engineering work. Data will
be gathered from engineers and managers in companies
having both defense and commercial activities to identify
any significant obstacles and evaluate the role re-
training or re-education might play in overcoming them.

DATE OF INITIATION: June 1966

21
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Expect to Fund in FY 67

TITLE: Pensions, Severance Pay, and Related Benefits for
Laid-off Defense Workers

DESCRIPTION: The purpose of this study is to determine
whether it is feasible to identify standards of
adequacy of pension rights, severance pay and related
benefits for workers of defense contractors. The study
will focus on older workers with long-term job tenure
who would be laid-off because of defense reductions
resulting from arms control and disarmament. The
topics to which the researcher will address himself
include:

(1) Comparisons between benefits for workers of
defense contractors and benefits for workers in
non-defense oriented firms or industries.-

(2) Concepts or standards of adequacy of fringe
benefits used in collective bargaining in both
defense and non-defense industries.

(3)  Influence of contracting procedures of the
Department of Defense upon fringe benefits.

(4) Evidence that employees of defense contractors
are paid a "wage premium" to compensate for the
greater instability of defense-dependent employ-
ment.

Should the determination of some measure of adequacy
of benefits for defense workers prove feasible, the
contractor will provide a design for making such
determinations.

22
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v

REGIONAL OR GCOMMUNITY IMPACT
ACDA/E-57

CONTRACTOR: National Planning Association

TITLE: Community Readjustment to Reduced Defense Spending

DESCRIPTION: This study provides an evaluation of the
potential impact of certain assumed reductions in
defense spending on the Seattle-Tacoma, Baltimore and
New London-Groton-Norwich (Conn.) metropolitan areas.
The evaluation is treated in the context of case study
material to provide insights into the problems of
community adjustments to changes in defense spending.
An important derivative of the approach is a checklist
of policies and programs to be considered for dealing
with regional adjustment problems, together with a
characterization of each indicated measure according
to economic objective, short or long term value,
principal beneficiary, degree of effectiveness, and
other pertinent factors.

The arms reduction assumptions used in the study are:
(1) a strategic nuclear delivery freeze, (2) an across-
the-board cut in major categories of armament (that is,
a reduction of 10% per year for three years along the
lines of the first stage of the program for general and
complete disarmament submitted by the United States to
the Eighteen Nation Disarmament Committee in March 1962,
and (3) a gradual reduction in defense expenditures or

a reduction in such expenditures of $12 billion over a
five-year period. July 1, 1965 was taken for the start-
ing date for carrying out the assumed reductions. The
impacts from the assumed reductions were analyzed in

the framework of projections for the economy, based
upon trends applying before changes due to the conflict
in Vietnam, Regional impacts were derived principally
from information available on prime contract awards.
These impacts are translated into gross disemployment
and net disemployment after application of national
offset programs.

DATE OF COMPLETION: January 1966
23
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ACDA/E-58

CONTRACTOR: Kirschner Associates

TITLE: Adjustments to Reduced National Defense Expenditures
in New Mexico

DESCRIPTION: This study is a "companion' to the one per-
formed by the National Planning Association (see
ACDA/E-57) and a contract for the study resulted from
the same request for proposals by the Agency.

The study involves reliance upon the same reduction
assumptions used in the National Planning Association
study plus an additional assumption of a 25% cut in
AEC weapons R&D, coupled with an across-the-board cut.
Regional income and employment effects are traced on
the basis of certain simplifying or arbitrary assump-
tions as to how the national military program cutbacks
would affect specific programs of the Department of
Defense and the Atomic Energy Commission in New Mexico.
The results are applied statically as of 1963.

The report evaluates the economic development and
redevelopment climate in New Mexico and provides
recommendations for facilitating more thorough advance
planning in the state for economic losses related to
changes in defense spending.

DATE OF COMPLETION: January 1966
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ACDA/E-85

CONTRACTOR: The University of Washington

TITLE: JImpact of Defense Purchases on Industries in the
State of Washington

DESCRIPTION: The University already has conducted a
Washington State Interindustry Study with partial
financial support from the Washington State Department
of Commerce and Economic Development. The university
will expand the Interindustry Study by developing a
set of "defense input-output™ tables which will facili-
tate more meaningful identification, segregation and
measurement of the sales and purchases among industries
in the state which result from national defense
activities. Specifically, these sales and purchases
will be related to the levels of demand associated
with individual military bases in the state and with
purchases by the Department of Defense of military
hardware and of "soft'" goods for military consumption
outside the state. The project will provide information
on methodology which can be of assistance to other
states or regions in evaluating the local economic
effects of changes in defense spending.

DATE OF INITIATION: June 1965
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ACDA/E-88

CONTRACTOR: National Planning Association

TITLE: Measurement of Community Dislocation Sensitivity
and Adjustment Potential

DESCRIPTION: The study endeavors to develop and test a
method of statistical indicators which can be used to
evaluate the sensitivity of communities to economic
dislocations from changes in defense spending and the
potential of the communities for economic adjustment
to such changes. The method will be developed from data
applicable to nine gselected communities. The procedure
involves determining in the first instance the economic
and demographic characteristics which bear on disloca-
tion sensitivity and adjustment potential--income,
employment, and fiscal dependency on defense activity,
non-defense economic activity, public and social services,
resource and transportation assets and liabilities,
regional environment, economic institutions, and similar
measures. Data sources to represent these character-
istics then will be examined and available data collected.
The final step will be to draw on the data to describe
and analyze important economic relationships and to
convert these relationships (or combinations of relation-
ships) into appropriate indicators.

The data from the project will be drawn from existing
available sources--Federal, state, and local. Should
the data available prove inadequate to develop a useful
indicator system, the study will indicate the nature of
the data gaps which must be filled to develop such a
system.

DATE OF INITIATION: June 1965
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ACDA/E-90

CONTRACTOR: University of Kansas

TITLE: Civilian Manpower and Community Impact Analysis:
Changes in Status of Military Installations

DESCRIPTION: This study will evaluate the economic impacts
of the program announced by the Secretary of Defense on
November 19, 1964 to reduce activity at 80 domestic
military installations.

The study will concentrate largely upon the economic
impact in the affected communities and give special
attention to the impacts in Bangor, Maine; Savannah,
Georgia; Middletown, Pennsylvania; Mobile, Alabama;
Salina, Kansas; Amarillo, Texas; and Moses Lake,
Washington. These will be analyzed from available data
reflecting changes over time in such aspects of local
economic activity as employment, wages and earnings,
retail sales, construction and sale and rental of real
property, sales of public utilities, and public finances.
To increase knowledge of community response to economic
impact situations, community action programs in Salina
to deal with the current cutback will be analyzed in
depth. The study will evaluate the role of actions or
plans regarding the disposition and civilian re-use of
land and facilities released by the Department of Defense
in each area.

In addition to studying the community impacts, the
project will provide summary data and analysis relating
to the reemployment experience of the civilian employees
of the Department of Defense whose jobs have been
affected by the November 1964 order. Insights into the
problems of skill transfer and geographic mobility will
be sought from the analysis.

DATE OF INITIATION: June 1965.
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ACDA/E/RA-33

CONTRACTOR: Robert Nathan Associates, through the Economic
i Development Administration, Department of
Commerce

TITLE: Southeastern Connecticut Economic Readjustment Study

DESCRIPTION: The project is to develop a plan, in cooperation
with the local community, for broadening the economic
base of the New London-Groton-Norwich area and thereby
lessening its dependence upon defense spending. In
addition to the economic redevelopment plan, the
contractor also will develop a contingency plan for
readjustment programs in the event of an actual cutback.
A second part of the project involves evaluation of the
plans and their implementation by a second contractor
to EDA.

DATE OF INITIATION: April 1967.
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Chairman Proxmire. Mr. Alexander. Thank you for an excellent
statement. This is most helpful to us.

Several thoughts occurred to me in connection with your statement.
No. 1, what is the relationship of your agency to the Ackley committee
that was appointed this year, that is to study the effects of the deescala-
tion of the Vietnam war? Is Mr. Foster a member of that committee,
or if %nybody from your agency represented on that committee di-
rectly ?

Mr. Avexanper. Mr. Foster is not a member of that committee,
which is a Cabinet level committee. We are, however, represented on
some of the working groups into which the top committee is sub-
divided.

Chairman Proxmire. All the members of that committee are Cab-
inet members?

Mr. Arexanper. All of the members of what was referred to earlier
{)n these hearings as the Ackley committee, I believe, are Cabinet mem-

ers.

Chairman Proxmire. Except Mr. Ackley.

Mr. Arexanper. Except Mr. Ackley.

Chairman Proxmire. I see. Because it just occurred to me that your
committee should be, it seems to me, the one that has the best claim to
representation on it. You are created for the purpose of studying arms
control and disarmament in all of its aspects, and certainly one of the
major studies you conducted with great competence, I would say on the
basis of this, is what would reduction of armaments, what effect does
that have on our economy.

Therefore, you have these years of research and a very helpful view-
point that I think can contribute a great deal. But I understand it was
a Cabinet committee, and apparently that is the difficulty. T wish they
could make an exception, not only of the chairman but of Mr. Foster.

Mr. Arexanper. Well, sir, I will tell what you say to Mr. Foster,
but I might say, sir, speaking seriously, that we are in daily touch with
the people who are doing the work on this, and we have furnished
them, of course, copies of the research and given them our ideas.

Chairman Proxmire. I am sure you are doing all you can possibly
do to work with them. It seems to me you ought to have a voice in the
committee’s determination of where this goes, and so forth.

What is your impression as to the present status of this Ackley com-
mittee? We have had a lot of pessimistic talk this morning. General
Westmoreland gave a pessimistic estimate of the duration of the war
yesterday, saying there is no end in sight, and maybe he is right. And
we certainly must be prepared for that.

On the other hand, we never do know. Sometimes the clouds are
darkest before the sun breaks through. It is conceivable that we could
have negotiations rather soon. What would happen? Do we have any
contingency plans available now to your knowledge to move in, if the
war should end promptly ?

Mr. Aiexawper. Mr. Chairman, I suppose there could be argu-
ment whether if there is a cease-fire in Vietnam, that is technically due
to arms control and disarmament. I don’t think we need to get into
that technicality. All the planning and the research which we have
done on different aspects of the problem are available to the Ackley
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committee. My understanding, however, is that the Ackley committee
is only beginning its work and that it probably

Chairman Proxmire. That is the difficulty, yes.

Mr. ALexaNDER. It will probably take some months before they
actually have contingency plans.

Chairman Proxmire. Let’s understand, that is why we did not
press him. He preferred, I am sure, until he had more information
before he came before the committee, and for that reason we are
waiting until late August or September to ask him to come before us.

But you see, we are very concerned about what may happen. We
should ‘be prepared for every possible eventuality. What you are
telling us, however, is that the Ackley committee itself is beginning
and it will be some time before they would have very useful recom-
mendations? :

Mr. Arexanper. That is my understanding, sir.

May I make one other comment on that point?

Chairman PROXMIRE. Yes.

Mr. Arrxanper. If there is a cease-fire for reasons referred to by
Senator Stennis and by the Secretary of Defense, there would be some
appreciable period, I think before the reductions which will occur,
take place. So that I think, I trust, there will be time to prepare these
contingency plans.

Chairman Proxmire. Yes and no. There is a tremendous difference
between having a shooting war going on with all of the attrition of
equipment, with the use of ammunition, with the fact that we have
500,000 troops there. We may have to have a force there perhaps for
some time to help protect Vietnam, though it is debatable. But how
big a force? It certainly wouldn’t be 500,000 troops. Tt could be 300,000.
Tt could be 100,000. It could be far less than it is now.

After each war in the past, whether rightly or wrongly, certainly
after Korea, especially after World War 1I, there was an extraordi-
narily rapid reduction in Government purchases of goods and services.
‘We brought that out yesterday on a satistical basis, and in 1 year
after World War II, it was cut to one-third of what it had been.

The economic impact was dramatic and sudden. The Korean war
was quite sudden too. While I think that Senator Stennis might be
right, he may not be right about whether or not we have substantial
troops over there. But still it would seem to me that we might have
a sudden, swift economic impact, although I think you are right to
caution us that it might not be as swift as it has been in the past.

T would like to ask you in your “Measurement of Impact,” you say
that the census has been done in 1963, and within a relatively short
time, 1965 will have been covered covering a period from when the
buildup was begun. It seems to me this would be very helpful, if this
was brought up to date, to 1967. How long is that likely to take?

Mr. Arexanper. Sir, that is perhaps based on the calendar year
1966 or calendar year 1967%

Chairman ProxMIre. Yes.

Mr. ALeExANDER. Based on calendar year 1967¢

Chairman Proxmire. Well, yes, I presume so. I see your problem.
Calendar year 1966.

Mr. ALEXANDER. Sir, usually there has been a timelag of the order
of 2 years in the preparation of these, because of the fact that the
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census goes out and the forms come in and have to be processed. There
are other things, however.,

Chairman ProxuIre. So it has limited value when you have a rapid
buildup of the kind we have had, because the situation obviously 2
years ago was completely different than the situation right now.

Mr. Arexanper. That is quite right. I would think 1966 or 1967
would be necessary to have in order to estimate the situation at the
time of the cease-fire.

Chairman Proxmire. I just had one other thought, and that is, this
would be most helpful to us, of course, if we could somehow get data
that was related to the Vietnam war, because obviously, it doesn’t help
very much to know, in my view it doesn’t help very much to know,
simply, that there might be a $15 or $20 billion reduction in the level
of arms spending.

This is of some use, but unless we can pinpoint the kind of procure-
ment and the kind of impact the Vietnam commitment involves, we
are not in a very good position to judge what to do with regard to
regions, with regard to industries, or, perhaps we can do quite a bit
with regard to manpower, is that correct ¢

Mr. Avexanper. Yes, sir. I think we are not as well off as we hope
to be by midsummer actually, because there is work going forward
which I think either Mr. Anthony or Mr. Schultze spoke of yesterday,
to bring together the contract on the one hand with the people and
the places, and the firms specifically involved on the other hand.

Chairman Proxmire. So we know what effect a cease-fire would
have in Vietnam. Obviously this has a direct effect on procurement and
the question of the personnel involved would be more gradual as you
and Senator Stennis have cautioned us, but I would assume that we
would have to slow down our procurement, although there would be
this period of replenishing inventories.

Nevertheless, it would involve a specific impact, not one that we
can generalize on. Research obviously would be affected relatively
little, where as the procurement of helicopters would be affected
directly and very greatly.

Mr. Arexanper. You put your finger on the most difficult part of
the problem. To say 10 percent doesn’t tell you who is going to get
hit by it, and that is what you need to know. We will never know
precisely, of course, because of the competitive system of procurement,
but we can tell much more approximately, and certain items are pro-
cured only from certain sources.

Chairman Proxmire. Thank you very much.

Congressman Curtis.

Representative Curtts. Thank you, Mr. Chairman.

And thank you for that fine presentation. Incidentally, just on that
replenishment problem, I directed some questions to Senator Stennis.
He very rightly said in replenishing pipelines and inventory, there is
going to be a mixup of some sort.

Some things you won’t want to replenish. This becomes quite im-
portant. First you have to try to estimate how much, and if it is bil-
lions, and T suspect it is, that would be involved, you also have to de-
termine in what areas. Would it be textiles, drugs, or where would the
replenishment, come? This is the way you would relate it, as I would
view it at any rate, to the impact on the economy.

78-516 0—67—vol. 1——10
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Now, first, let me ask, Mr. Chairman, to be sure that exhibit A is

part of the record.
Chairman Proxmire. Absolutely. Yes, indeed. I am glad you recom-

mended that. That should be in.
Representative Curtis. Yes. It shows the studies that you have been

making in capsule form.

Now, let me ask you a question. I have in front of me the Sixth An-
nual Report of the U.S. Arms Control and Disarmament Agency,
transmitted February 20, 1967. That is correct. That is the date. This

is the period January 1 to December 31.

Now I have been scanning it, and I want to be sure T am right. About
the only part of this report that deals with the economic 1mpact of
reduced defense spending begins on page 22, and goes over to page 24.

The purpose of my asking the question is to try to settle in my own

mind the extent of your involvement in this matter in light of your
other duties and the other work that your agency is performing.

This is a 27-page report. Would it be accurate to say that two and
a half pages of a 27-page report is about the proportion of time that
you would spend on this aspect of your work ? The rest of it would be
in the area of various international agreements and so forth ?

Mr. Chairman, may we include the pages I refer to in the record?

Chairman Proxmire. Without objection it is so ordered.

Representative Curris. Would you comment, Mr. Alexander?

(The portion of the report referred to by Representative Curtis,
pp. 22-24, is reprinted below :)

BcoNoMic IMPACT OF REDUCED DEFENSE SPENDING

Under its legislative mandate, the Agency conducts research on the economic
consequences of arms control and disarmament and the reallocation of national
resources. The sharp increase in defense spending imposed by the Vietnam con-
flict has underlined the importanct of preparing for economic adjustment to
eventual reductions in defense expenditures. ACDA, working in close cooperation
with other Federal agencies represented on the President’s Committee on the
Economic Impact of Defense and Disarmament, continues to give the matter
careful attention in its program of studies.

Planning requires a systematic knowledge of the flow of defense dollars and
of the jobs thus created in certain industries and areas of the country. The task
is complicated by the degree to which the dollars going to prime contractors
ultimately are received by many large and small subcontractors and material
suppliers scattered throughout the country. The survey of “Shipments of De-
fense-Oriented Industries” conducted by the Census Bureau with funds con-
tributed by ACDA, the Department of Defense, NASA, and AEC has made an
important contribution to overcoming this difficulty. :

ACDA and other agencies are working to develop other means for estimating
the impact on individual industries of changes in major defense programs. One
coordinated research effort, for example, relates to the economic effects of a
strategic nuclear delivery vehicle freeze agreement—or a possible agreement not
to deploy ABM systems. A freeze on missile production would have an obvious
impact on metal industries providing metals both for missiles and machinery.

For many communities in the United States, defense-related activity has been
an important source of economic growth, and reductions in that activity—unless
planned for in advance—may create serious local unemployment, declines in
retail sales and comnstruction, and depressed property values. Local problems may
derive from the closing of military installations or from cutbacks in defense
orders of goods and services. ACDA research is addressed to both situations.
The Agency’s contract with the University of Kansas, for example, calls for an
evaluation of the economic experience of Bangor, Maine; Middletown, Pa.;
Savannah, Ga.; Salina, Kans.; Mobile, Ala.; Amarillo, Tex.; and Moses Lake,
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Wash,, as the result of the closing of military installations important to the
respective areas. Other universities in the general area of the affected com-
munities are assisting in the Kansas study.

The National Planning Association (NPA) completed a study for the Agency
in 1965 of the policy tools available for dealing with regional economic adjustment
problems. One of the areas included in the study was the New London-Groton-
Norwich (Connecticut) area. The study stimulated interest on the part of commu-
nity leaders in southeastern Connecticut in planning for ways to cope with the un-
certainties in patterns of defense spending for that area. The NPA report showed
that the Electric Boat Division (at Groton) of the General Dynamics Corp.
accounts directly or indirectly for about seven out of every 10 jobs in the area.
Termination of the contract to build Polaris submarines has caused a serious re-
duction in employment.

After extensive discussions with local community leaders, ACDA and three
offices of the Department of Commerce are sponsoring a study project. It will in-
volve planning, implementation, and evaluation phases, with the Government
agencies sponsoring the first and last phases. The Agencies hope to derive insights
on advance planning problems of value to adjustment problems of other com-
munities.

One way for areas like New London-Groton-Norwich to adjust to reductions in
defense spending may be to convert their plant facilities to the production of goods
and services for civilian markets. The possibilities for industrial conversion by
the defense segment of the shipbuilding industry were investigated for the Agency
by Midwest Research Institute. MRI screened 900 industries for information on
production, labor skills, technology, and marketing and concluded that 55 had
sufficiently similar characteristics to the shipbuilding industry to suggest that
the latter can diversify to the products of those industries. The shipbuilding study
supplements other studies sponsored by the Agency on the broad problems of di-
versification and conversion. The report by the Denver Research Institute on
“Defense Industry Diversification,” which covered 12 case studies, has been par-
ticularly well-received by defense industry management and the business press.

The alternatives for defense industry are by no means limited to producing
goods and services for commercial purposes. Recently, interest has centered on the
possibility that defense companies’ capability for “systems” analysis and engineer-
ing, as well as their Government-market orientation, might be well-suited to the
competition for the expanding requirements of Federal, State, and local govern-
ments in such fields as air and water pollution control, urban development, public
transportation, education, and information retrieval. The State of California has
let a number of contracts for feasibility studies by defense contractors for the
solution of broad problems of the State. ACDA has contracted with the Denver
Research Institute to pull together and evaluate the many threads of this publie
sector potential for defense industry which are now being considered and dis-
cussed.

‘While conversion to private or public sector markets might reduce the disloca-
tions of arms reductions, this process cannot be relied upon to absorb all or even
nearly all the losses of defense jobs. Consequently, the Agency continutes to devote
congiderable attention to the problem of displaced defense workers. More precise
knowledge of how to ease the adjustment of workers to defense cutbacks is being
derived from the three studies sponsored by the Agency concerning the experiences
of workers who lost their jobs at the Boeing plant in Seattle, the Martin plant in
Denver, and the Republic plant on Long Island. The Boeing study was completed
in 1965 and the other two in 1966. The University of Colorado is preparing an in-
tegrated analysis of the three layoff surveys which will provide guidance for
policies to assist displaced defense workers to obtain new jobs.

Jobs in defense plants often involve skills which are not entirely comparable
to those in nondefense industries. More precise knowledge of the differences
and similarities between defense and nondefense occupations is required in
crder to judge retraining needs in the event of arms reductions. To expand the
work done earlier by the State of New York on classifying jobs at the Republic
Aviation plant and relating them to nondefense jobs, ACDA has asked the De-
partment of Employment of the State of California to perform a similar task for
cccupations of blue-collar workers and technicians at two missile plants in
California. In addition to giving insights as to retraining needs, it is hoped that
these occupational classification studies may be used as tools to assist in tinding
new job opportunities for released defense workers.
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Seientists and engineers constitute a special-skill group among defense work-
ers and the use of their services in nondefense sectors of the economy depends
upon rather special factors. Much needs to be learned in this area and, as an
initial effort, the Agency has sponsored a study by Stanford Research Institute
on the transfer of engineer skills from defense to commercial work. The study
will emphasize the experience of engineers who have shifted from defense to
commercial work within the same firm.

Mr. ArexanpEr. Yes, Mr. Curtis, I think that that is a fairly ac-
curate indication of the proportion of the personnel of the Agency
that are devoted to domestic impact. I can’t pretent to be completely
happy about that, naturally. No bureaucrat ever concedes that he is
adequately staffed.

So far as the contract research is concerned, however, I think that
a larger proportion of that total goes to the domestic economy impact
than one-tenth.

Representative Curtis. That is very responsive and helpful in get-
ting this concept.

Senator Proxmire has asked the relationship of your Agency to
the economic impact of Defense and Disarmament Committee cre-
ated by the President under the chairmanship of Dr. Ackley. I, too,
raise a serious question.

T don’t care whether it is cabinet level or what it is. I raise a ques-
tion of not having an agency—and I have voted for funds for your
Agency and will continue to as long as you are along the line—but
not to have that agency represented right at the top level. It is in-
sufficient to talking about coordinating, that you do work at this level.
T know you can’t respond to these observations, but I'm making them
for a definite purpose. I would hope that the administration would
understand these basic points.

Now I do notice, though, that you do go on and say after all this
research and with the help of the other parts of the Government,
and I am now quoting, “We,” and I think you are referring to the
Agency, “should prepare integrated contingency plans for dealing
with the various contingencies which might arise as a consequence of
the reduced defense spending due to arms control and disarmament.
We believe that much of the research which I described would be
useful in connection with contingency planning for the economic im-
pact of the Vietnam cease-fire.”

Frankly, I would hope that you would be doing just that, I hope
that your contingency plans would be the plans the administration
might be relying on, rather than duplicating them or, it almost seems
to me, ignoring this Agency that Congress created. I voted for it for
essentially these reasons. In fact, T would like to knock out of your
title the word “disarmament.” I would like to see the world disarm,
but it is so unrealistic these days. I regret to see that people have been
confused about what I think is a function of your Agency.

Now, I started to say that you have talked about your relationship
with the Committee headed by Dr. Ackley. I am very concerned
about your relation with the Manpower Utilization Board, I guess
that is its title. It is headed by the Secretary of Labor. This is the
Board that is supposed to be considering deferments, occupational
deferments for defense-oriented industries.

Is your Agency represented on that Board ?
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Mr. Avexanper. No,sir, it is not.

Representative Curtis. Well, of course, I have been very disap-
pointed. When T interrogated Secretary Wirtz this year about what
that Board was doing, if I understood him correcily, he said that
they had made no major changes or evaluations since 1963, In other
words, as far as utilization of skills is concerned, the Vietnam war
might as well have not occurred. That commission apparently has not
changed it views. Yet it is right at the heart of what I think your pre-
pared statement is discussing.

Chairman Proxaire. Would you like to respond to that?

Mr. Avexanper. If I may respond.

Representative Curtis. Sure. Please do at any point here.

Mr. Avexaxper. Without arguing whether we ought to be repre-
sented on such a commission, I believe that they are familiar with the
research on manpower problems that we have had done.

Representative Curris. Yes. Just referring to some specifics, re-
ferring to the section in your statement “Impact on industries”—your
studies on the reduced defense demand for electronics, shipbuilding,
and machine tools. I am putting in a plug. I think textiles would be
a very good industry to study. It was heated up by the Vietnam de-
mand, and is, as I understand it, in some economic difficulties right
now. This would possibly be a good area to study. I would like to
see something on that myself.

Now, in talking about the impact on employees, Secretary McNa-
mara, in testifying before this committee last year and again in the
testimony of the Defense Department this year, discussed some of
the programs that the Defense Department has when military opera-
tions and bases are closed down. Have you all been involved in that?

Of course, I think you have responded by saying you know about
them and know what they have done. But have you been involved in
any way in the planning of the adjustment features, when those
bases have been closed down ?

Mr. Avexanoer. No, sir. We have not. We are involved in making
a study more precise than any that has yet been made of what does
happen to the people in the surrounding community, but with respect
to existing policies, we have not been involved.

Representative Curris. They are actually doing this, or did do it.
Decatur, I1l., is one where there was a big closedown. That is even
better than a study, to be actually involved.

One other point. You emphasized two studies dealing with the
transferability of skills from defense to civilian-oriented production.
I am deeply concerned about this. Some studies indicate that the
correlation between skills needed by the military and skills in the
civilian sector is over 80 percent today.

I, myself, think it is higher than that. I think it is most important,
both from the standpoint of deescalating as far as skills are concerned,
and in escalating the war and the further use of skills. T am glad to
see those two studies.

You say, “We shall have to plan”—talking about the country in
this instance—‘“our economic moves so as to be prepared for both
increases and for decreases in defense spending.”

This is the point I directed Mr. Schultze, the Director of the Budget,
yesterday, and others. I would agree that your agency probably has
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been directed only to consider decreases and yet, if I may argue a
moment here, I think if you were involved in increasing military re-
quirements, you would gain great insight into how we can decrease.
Do you see what I am getting at?

Mr. ALEXANDER. Yes, Sir.

Representative Curtis. Would you comment ?

Mr. ArexaNpEr. Yes. I agree that we need to be involved in the
increases, in the sense of knowing what is happening. I think we have
no jurisdiction or right to be deciding or helping decide how much
the increases are.

Representative Curtis. No, no. Nor do you have anything to do
with how much the decreases are; but as I understand it, we have
asked you to see what the impact will be. The decisions on defense
spending must be as a result of other policies and very basic policies.
But it still would be important to relate the problems involved in
increasing the use of skills, the use of plant facilities, and all the
rest. They are related to the problems when we deescalate, which
leads me to an observation you make. You say:

MEASUREMENT OF IMPACT

The first group of studies attacks the problem of measurement of impact, in
terms of geography, industry and people, which would result from termination
of particular kinds of defense expenditures.

Let me urge you to put in there, probably at a higher level—skills—
the impact in terms of skills. T think a great deal of the focus should
be on the skills and the correlation between the skills. I would hope
that a great deal of our studies would be in the area of following this
point through on the basis of skills.

I think those are the points I want to malke.

I am most pleased to have this Agency testify before us. I hope that
this committee will keep in touch with your organization. We should
be on your mailing list for your studies, as they come out, and the
Joint Economic Committee should be on your mailing list. Thank
you, Mr. Chairman.

Chairman Proxuire. Thank you, Mr. Curtis. I would like to sug-
gest one final question.

I noticed, Mr. Alexander, in studying your exhibit, that this was
the impact on industry and employees, by and large, in the 1963-64
period, and in 1965. At any rate, 1t is a period in which there were
two factors involved. .

No. 1, there was obviously no overall reduction in defense spending.

No. 2, it was a period in which the economy seemed to be moving
ahead, unemployment dropping, opportunities for both industries
and employees improving. It is quite different, therefore, than the
possible effect of a substantial decrease spending in the area of $15
to $20 billion. )

Under those circumstances, I would assume that it might be quite
a bit more difficult for both industry and employees to adapt to a
situation in which the whole economy has been affected.

Mr. Arexanper. I think that is entirely right.

Chairman Proxmire. Fine. Thank you once again.

Representative Corris. Could I ask one other question ?
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Chairman Proxmire. Yes indeed.

Representative Curtis. Does your Agency tend to report to any
particular committee of the Congress, Foreign Affairs? Of course,
Appropriations, to get your money.

Mr. AuexanpEr. Appropriations, I assure you, we have to be very
detailed with. We have been reporting to a number of other com-
mittees on different aspects of our work. ’

Representative Curtis. Would you list those?

Mr. ArexanpEr. Primarily, the Disarmament Subcommittee of the
Foreign Relations Committee of the Senate, which has had hearings
in executive session quite lately ; the full Committee on Foreign Rela-
tions, also; and within the past year there were extensive open hear-
ings held by the Joint Committee on Atomic Energy, in connection
with the so-called Pastore nonproliferation resolution.

And then in February 1967, the Acting Director of the Agency
briefed the House Foreign Affairs Committee in executive session.

Representative Curtis. Thank you very much.

Chairman Proxmire. Thank you, Mr. Alexander, once again. This
is most helpful, and especially I appreciate the specific content of your
presentation. This is just the kind of thing that I think will be most
enlightening to the members of the committee and to the Congress.
Thank you very much.

Mr. Arexanper. Thank you, sir.

Chairman Proxmire. Tomorrow, we meet in room 318, Old Senate
Office Building, for the current and past impacts of the Vietnam war
on the civilian economy ; four witnesses, three in the morning and one
in the afternoon. We will be in recess until tomorrow morning at 10
o’clock.

(Whereupon at 12:25 p.m., 2 recess was taken, to reconvene on
April 26, 1967, at 10 a.m., in room 318, Old Senate Office Building.)
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WEDNESDAY, APRIL 26, 1967

CoNGrESs OF THE UNITED STATES,
Joint Economic COMMITTEE,
Washington, D.C.

The joint committee met, pursuant to recess, at 10:15 a.m. in room
318, Old Senate Office Building, Hon. William Proxmire (chair-
man of the joint committee) presiding. :

Present: Senator Proxmire and Representative Griffiths.

Also present: John R. Stark, executive director; and Daniel J.
Edwards, staff economist.

c(fha,irmfm Proxmire. The Joint Economic Committee will come to
order.

Gentlemen, we are delighted to have you with us this morning.
‘We are most impressed by your qualifications.

Our discussion this morning will be on the current and past impact
of the Vietnam war. Our first witness, who will speak on the impact
on firm and industry, is Mr. Robert W. Eisenmenger, vice president
and director of research, Federal Reserve Bank of Boston. Mr. Eisen-
menger.

STATEMENT OF ROBERT W. EISENMENGER, VICE PRESIDENT AND
DIRECTOR OF RESEARCH, FEDERAL RESERVE BANK OF BOSTON

Impacr o FIrM AND INDUSTRY

Mr. Emsenmencer. Thank you. I have been asked to testify this
morning about fluctuations in military spending for Vietnam and
their impact on firms, industries, small isolated communities, and large
metropolitan areas. I imagine I was invited because the Research
Department of the Federal Reserve Bank of Boston has supported
numerous studies which analyzed the impact of various defense
closings on local communities in New England. In addition, I have
recently written a book which discusses the problems of economic
adjustment in New England since World War IT.

Asmost of you probably know, with the exception of the coal mining
areas and some of the depressed agricultural areas, primarily in the
South, probably no major section of the country has experienced such
a radical transformation of its economic base in the last 20 years as
has New England. When World War II ended and outmoded ma-
chinery was no longer needed to satisfy swollen wartime demand, the
region’s antiquated textile industry collapsed and laid off 180,000
employees over a period of 15 years. In many metropolitan areas un-
employment was serious. For example, during 1948 the unemployment
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rate averaged between 13 and 25 percent in Lawrence, New Bedford,
Fall River, and Providence-Pawtucket. Even'as late as 1958 the un-
employment rate averaged more than 10 percent in these same cities
and was 15 percent or more in many of the smaller textile cities.

Today, the unemployment rate in New England as a whole is
only 3.3 percent, well below the national average of 3.6 percent.
Only two of our large textile cities now have serious unemployment
problems. Thus, given enough time, it would appear that even the
most depressed communities can make a strong comeback. We may
ask ourselves, however : Is it necessary for communities to go through
such a long, hard readjustment process before they regain economic
balance?

What would happen if the Vietnam war should end suddenly and
national defense spending were cut by 20 percent or more? Would
manv- of the country’s large economic areas have the same agonizing
readjustment problems that New England’s textile communities faced
after World War IT? No one can answer this question with 100
percent assurance, but I am reasonably confident that a very sub-
stantial defense cutback would not bring similar problems to many
metropolitan areas in the United States. The problems of the older
textile cities in New England were considerably different from those
ofdmost metropolitan areas which depend heavily on defense spending
today.

T have four reasons for saying the situation is different now:

1. New England’s depressed textile towns had a very slow economic
and population growth rate long before most of their economic base
collapsed with the textile industry. To a surprising extent, in con-
trast, most defense-dependent areas have been growing very rapidly
for many years. For example, the Los Angeles population increased
by more than 45 percent between 1950 and 1960. More than three-
quarters of this total gain was accounted for by net in-migration
from other parts of the country. More recent figures show a 10.5-
percent increase in population in Los Angeles between 1960 and 1964,
almost half of which was accounted for by migration. The figures
for Hartford County, Conn., another defense-dependent area, are
somewhat similar. Between 1950 and 1960 there was a population
increase in Hartford County of 28 percent. About two-fifths of this
percentage increase was accounted for by net in-migration.

My main point is this. Even 1f large military cutbacks occurred,
these exploding areas might merely see a decline in their rate of
growth and consequently, in their rate of in-migration. As a result,
the areas’ industries might well be able to absorb the existing labor
supply without major difficulties. This is not to say that there would
be no problems in the transition period. The housing industry and
some of the service industries which expanded in anticipation of a
continuation of a rapid rate of growth would likely have an over-
capacity problem for a number of years, but it is difficult to envision
the kind of problems that faced the stagnant textile communities in
New England.

2. New England’s depressed postwar mill towns also differed very
substantially from most of today’s larger metropolitan areas in that
their economic health depended largely on one stagnant industry—
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textile manufacturing. Furthermore, most of their nontextile firms
were also in slow growing industries.

Two years ago, looking at metropolitan areas where defense spend-
ing is of major importance, the National Planning Association made a
study of the possible impact of defense cutbacks on Baltimore and
Seattle-Tacoma. The NPA was reasonably optimistic about Balti-
more where 15 percent of the total civilian employment was defense-
related, because Baltimore has a diversified economy with many firms
in growing industries. The NPA study suggests, therefore, that even
a substantial military spending cutback, if offset at the national level
by tax cuts or increased spending, would bring little economic and
social disruption to Baltimore.

The N.P.A. study was slightly more pessimistic about Seattle-Ta-
coma where 24 percent of the total civilian employment was defense-
related and military personnel accounted for 6 percent of total em-
ployment. Here again, however, there was no suggestion that defense
conversion would create the kind of problems that plagued New Eng-
land’s textile communities for so many years. The study foresaw un-
employment of only 2 to 7 percent of the work force. While the
N.P.A. did point out that many scientists and engineers at the domi-
nant Boeing plant would be displaced, these professional employees
are among the most mobile members of our society. In addition, the
N.P.A. expected that the rising national demand for commercial air-
liners and the area’s growing service industries would prevent major
economic disturbances.

3. Even during World War II, New England’s textile towns could
not have been considered the Nation’s most prosperous communities.
The case 1s different, however, for today’s defense-dependent metro-
politan areas. Professor Weidenbaum of Washington University in
St. Louis has found that as of 1963 the regions with the highest per
capita incomes were receiving the bulk of the defense contracts and
that low-income regions were obtaining only a small share. He con-
cluded, therefore, that a reduction in war spending and an equivalent
increase in other types of Government spending would inevitably
work to the advantage of the lower income sections of the country.

My examination of military procurement data indicates that the
distribution of defense contracts has changed very little since Pro-
fessor Weidenbaum made his study in 1963. There is one important
exception to this generalization. The proportion of defense contracts
allocated to California has declined significantly in the last few years.
But, on the whole, the defense contracts are still directed predomi-
nantly to the high-income manufacturing centers in the United States.
Thus, with a big increase in defense spending, these areas have de-
veloped labor shortages. I am sure, for example, that the rapid rise
in defense spending in 1966 and 1967 explains the extreme labor short-
age which we now have in Hartford, New Britain, and New Haven,
Conn., and in Manchester, NNH. A reduction in defense spending
would help alleviate some of these problems by reducing labor short-
ages in high-income areas and bringing additional income to low-
income communities.

4. One of the obvious characteristics of military procurement is
that it must be concentrated in geographical areas where the average
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skill level of the labor force is very high. The Battelle Memorial
Institute has shown, for example, that engineers and technical work-
ers constitute only 11 percent of the work force of electronics manu-
facturers producing consumer products. The corresponding figure
for military and space products is 33 percent. In contrast, semi-
<killed and unskilled labor make up 68 percent of the work force in
the consumer products sector of the electronics industry, while the
figure for the military and space sector is only 27 percent. For these
reasons, the defense products manufacturers tend to locate in areas
where the labor force has diverse and above-average skills. But it
is in just these areas that the labor force is most mobile and most able
to change jobs if shifts in Government spending bring about an abrupt
change in employment requirements. These high-skill areas differ
substantially from the textile communities in New England. As of
1960, for example, the median number of years of schooling of the
adult male population in New Bedford and Fall River was 8.6, com-
pared to a statewide average of 11.3in Massachusetts.

All in all, T conclude that most of our large metropolitan areas
would undergo relatively minor disruptions if there were a cuthback
of only 20 percent in defense spending. The smaller metropolitan
areas or isolated rural communities which are linked to military spend-
ing in various ways present a different case, however, and I will now
turn to them.

Tor some of these smaller metropolitan areas and towns, there might
be serious problems. For example, the National Planning Association
examined New London, Conn., in their 1965 study of the potential
impact of disarmament. The N.P.A. found that 71.5 percent of the
civilian employment was defense-related. Furthermore, military per-
sonnel accounted for 16 percent of total employment. In addition,
defense purchases were concentrated in one giant firm which entirely
dominated the area’s employment situation. For these reasons the
N.P.A. concluded that New London is almost totally dependent on
military spending for highly specialized shipbuilding and would be
seriously affected by defense cutbacks. And I am sure that at least a
few other communities in this country are equally vulnerable.

1 should point out, however, that defense spending in small metro-
politan areas and rural communities is more likely to be related to
defense bases than to military procurement. As you know, there are
important differences between these two types of military spending.
Contracts for military procurement are usually given to private manu-
facturers who hire civilian employees. These employers in turn sub-
contract work to other manufacturers. The prime contractors, the sub-
contractors, and their employees also buy a great variety of services,
supplies, and materials in their metropolitan area. The final result of
an increase of, say, 100 persons in the employ of a prime contractor
is an increase of another 100 or 200 in the employ of subcontractors,
service establishments, and government agencies. In the parlance of
economists, the employment multiplier is in the range of two to three.

Tn recent years the Federal Reserve Bank of Boston has supported
a number of studies on the impact of various New England military
installations on employment and economic activity in nearby towns
and small metropolitan areas. The results were consistent in each case.
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They show an employment multiplier which is much less than that
for a manufacturing firm in a large metropolitan area. We estimate
the employment multiplier for Fort Devens, a military installation
near a small rural town in central Massachusetts, to be only 1.2. Our
estimates for the Pease Air Force Base near Portsmouth, N.H., range
between 1.2 and 1.4. In other words, for every additional 100 people
stationed at these military bases, it is likely that only 20 to 40 addi-
tional people are needed to service them in the immediately surround-
ing towns.

It is easy to understand the differential multiplier between a private
manufacturing firm and a military base. Most military bases are rela-
tively self-sufficient. They obtain their supplies and parts from central
supply depots and manufacturing firms in our large metropolitan
areas. Military personnel often have their own on-base housing as well
as their own PX, movie theater, barbershop, and recreation center.
Surprisingly, it also appears that young military personnel save a
somewhat larger portion of their pay than civilian employees. In ad-
dition, if military personnel do spend money on recreation, they are
likely to travel long distances to major cities. Thus, when there is a
big expansion at a military installation, the surrounding area does
not expand as much as it would if there were a similar buildup at a
private manufacturing facility. Obviously, when there is a contraction,
the surrounding area is not nearly as hard hit.

One of our studies has also suggested that Government manufactur-
ing facilities such as shipyards have a smaller employment multiplier
than private manufacturing plants. Our estimates for Portsmouth,
N.H., suggests that a Government shipyard has a multiplier of 1.6
as compared to 1.8 for a private manufacturing firm in the same area.
Incidentally, T don’t want to suggest that the specific multiplier figures
I have quoted are applicable to all parts of the country. Under many
circumstances, the local multiplier impact of Defense installations
could be greater than 1.4 or 1.6. Nevertheless, it is quite clear that
Defense installations have a lesser local impact than civilian plants.

Last year the Federal Reserve Bank of Boston studied the action
being taken by communities affected by planned Defense installation
closings in New England. We looked at the Watertown Arsenal in
Boston, the Springfield Arsenal, Mass.. the Dow Air Force Base
near Bangor, Maine, and the Portsmouth Naval Shipyard. In each
case we were pleased. The adjustment problems appeared to be small
at the Watertown Arsenal which was only a minor employer in the
Boston metropolitan area. and the communities were taking some
action to plan for the adjustment. The Sprinfield Arsenal is now
rapidly undergoing conversion—in part, to a private facility operated
by the General Electric Co. The future closing of the Portsmouth
Naval Shipyard will undoubtedly cause problems. However, the en-
tire Portsmouth area now has a severe labor shortage. It appears likely
that private employers will be able to absorb most of the shipyard
workers who do not wish to stay with the Defense Department., I
should also mention that the Defense Department’s nolicy of guaran-
teeing a job to each permanent employee who is displaced is generally
of great help. In the case of employees in the Boston area, more than
three-quarters of those who wished to be transferred within the De-
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partment of Defense have been relocated within commuting distance
of their homes. Of course, other agencies of the Federal Government
have a whole array of programs for retraining, placing and providing
financial assistance for displaced workers. Distressed communities can
also receive help. In general, Mr. Garner Ackley’s 1965 Committee on
the Economic Impact of Defense and Disarmament gives all these Fed-
eral agencies good marks for their work.

At the beginning I suggested that I would also consider the prob-
lems of individual firms and industries. If there were substantial
defense cutbacks, what could be done to alleviate the financial prob-
lems of particular firms and industries which supply the bulk of our
defense products? There has been much testimony on this subject and
the best of it has been very pessimistic. For example, in 1963 testimony
before the Subcommittee on Employment and Manpower, Murray
Weidenbaum showed that 80 percent or more of the sales of some of
our largest defense contractors go to the Defense Department. He
was also skeptical about the ability of these specialized corporations
to compete effectively in private commercial markets. In most cases
they are research and development oriented and do not have the ability
to produce large numbers of 1tems at a low unit price or to market them
effectively. I suspect, however, that ublic discussion about the vul-
nerability of individual firms to defense cutbacks has caused many
managements to diversify by developing new civilian products or, and

this may be more important, b acquiring or merging with firms that
already have commercial mar eting and production capability. For
example, the Raytheon Manufacturing Co. was almost 100 percent
- dependent on military business in 1960. Now about one-third of its
sales are to the private commercial market. Much of their marketing
capability has been obtained by buying out smaller firms. The Labora-
tory for Electronics has had a similar record. Another possible ex-
ample is the aerospace industry. There the Government’s share of
the net new orders of prime contractors declined from 88 percent of
the total in 1963 to less than 60 percent in the early part of 1966.
However, I do not wish to pose as an expert in this specified field, and
it is §>ossible that if a thorough study were made on this topie, it
would show that there has been little trend toward diversification in
the defense-related industries.

In closing I want to make one or two additional cautionary state-
ments. First, all of my optimistic comments about the ability of the
economy to adjust to a 20-percent cutback in defense spending as-
sumed that monetary and fiscal policies would stabilize the national
economy. Our studies in the New England area indicate that the
adjustments are relatively easy if we are working in an economy
which has overall full employment. The adjustment problems would
likely be extremely difficult if the country should move into a recession.

My second note of caution is this: I do not wish to leave the impres-
sion that I believe that a shift of $10 billion or $20 billion in Gov-
ernment spending would create no hardships. It obviously would, and
some communities, particularly small, undiversified ones, would be
seriously hurt. In these cases, the Federal and State governments
should move in with all of their available resources to cushion the
impact on the affected individuals. However, my principal point this
morning has been that the total impact would probably be consider-
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ably less severe than might be expected from just a brief glance at the
gross statistics.

Thank you.

Chairman Proxmtre. Thank you very much, Mr. Eisenmenger.

Our next witness on regional Impact, current and past impact of
the Vietnam war, is Prof. Roger E. Bolton of the department, of
economics at Williams College. Mr. Bolton.

STATEMENT OF DR. ROGER E, BOLTON, DEPARTMENT OF
ECONOMICS, WILLIAMS COLLEGE

Mr. Borron. Thank you, Mr. Chairman.

REGIONAL IMPACT

In this area, the first question we must ask is just why the regional
effects of economic trends and policies are important. The ultimate
goal of economic policy is the benefit of persons. The effect on people
1s what should concern us. Except for the fact that Congressmen and
Senators represent specific regions, why are regional groupings of peo-
ple important? Why does the regional tag on people matter ?

It would not matter if there were perfect mobility of people between
regions. In that case economic policy would need only to aim for a
balance between supply and demand at the national level, as far as full
employment and stability policies were concerned. Changes in aggre-
gate demand, such as an increase or decrease in defense spending, could
be offset by general monetary and fiscal measures, and it would not
matter whether the regional distribution of demand changed as a
result. In regions where demand declined there would be unemploy-
ment at first, and in regions where it increased there would be labor
shortages and inflation. Regional adjustments of two kinds would
occur, and they would eliminate both the unemployment and the in-
flation. First, labor would move away from the declining area to the
expanding area, attracted by rising wages and employment oppor-
tunities in the latter. Second, if the declining area is suitable for pro-
duction of some items in demand in the new situation, industry would
move into the declining area, to escape higher wages and labor short-
ages. Eventually equilibrium would be reached with full employment
in all areas, as long as the national total of aggregate demand were
adequate.

But, of course, mobility is not perfect, especially for older, less
skilled, and less educated workers. Mobility between areas seems even
less perfect than between industries in the same area, since the barrier
of geographical distance is added to other barriers. When there are
changes in composition of demand by product, such as might be caused
by the net effect of a change in defense spending and aggregate policies
to offset it, the resulting unemployment in some regions and excess
demand in others will not be quickly eliminated by the regional ad-
justments described. Labor may be Treluctant to move until inflation
and unemployment have become severe and persisted a long time, If
an area had produced some very specialized product, the demand for
which had fallen, and if the area is not suitable for products the
demand for which has gone up, industry will not expand into it and
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the second adjustment will not occur either. The experience with de-
pressed areas is sufficient evidence that this kind of immobility can be
a problem. In recent years a very buoyant economy has eliminated the
severe unemployment in many such areas, but this has not occurred
without substantial inflation elsewhere in the economy, suggesting that
this is necessary to break down the barriers of immobility.

If unemployment and inflation are things to worry about, then, the
regional dimension of demand does matter. But asking the question,
«“Why ?” does serve a useful purpose. Tt reminds us that the problem
is not one of regions per se, but of the people in them. If their prob-
lems can be solved by encouraging movement elsewhere, this is more
appropriate than giving artificial favors which allow inefficient pro-
duction to continue forever in the region. In the long run, it may be
quite proper that some regions and areas decline and die in the
economic sense, as long as people do not remain in continued distress.

How this discussion applies to the subject of these hearings should
be evident. The rapid Vietnam buildup and the required cutback in
other things—such as highways, automobiles, and housing—consti-
tute changes in the composition of aggregate demand, with regional
effects. If the war ended and the appropriate fiscal and monetary
policies were taken to stimulate new demands to replace defense de-
mand, this would constitute another change in composition of demand
by product and might result in a different regional distribution.

In the 1950’s, when defense expenditures rose rapidly again after
the post-Korean cutback, the composition of demand changed
markedly. The new missiles and electronics items differed markedly
from the conventional ordnance and equipment which had been
needed in the Second World War and the Korean war, and they also
differed from the civilian goods and services which would have been
produced instead, if taxation had not cut the demand for them to
make room for defense production. The shift was away from ord-
nance, ammunition, vehicles, and the routine supplies to support large
forces in combat. The shift in regional distribution which resulted is
well known and has been extensively documented. Defense demand
shifted away from Middle West and Middle Atlantic manufacturing
areas, which were suited for production of conventional equipment,
and toward the southern and western areas of the country, which
proved more suitable for manufacturing and testing the sophisticated
new weapons. The Pacific coast and several Mountain States had their
growth greatly affected as a result. The older manufacturing areas
Teconverted to civilian goods, following their natural comparative
advantage. For some time after the temporary recession in 1953-54,
nondefense demand was strong. In the late 1950’ its growth slowed,
excess capacity and unemployment began to persist, and the areas
which had lost defense demand envied the success of the newer areas
which were growing rapidly.

The more recent increases for Vietnam have also changed the geo-
graphical distribution of defense demand, partially reversing the
trends of the later ffties and early sixties. The war is the more conven-
tional type, and the needs for ordnance, vehicles, and combat supplies
have grown much more rapidly than for missiles, ships, and electronics.
Inspection of Defense Department data on commodity classification of
prime contracts in fiscal years 1965 and 1966 shows very large increases
in 1966 in the relative importance of vehicles, weapons, ammunition,
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food, textile and clothing products, and several different categories
of equipment and supplies of ordinary types. These increases in the per-
cent of contracts imply very large increases in dollar amounts, because
the national total increased by more than one-third in 1966 over 1965.
The increase for ammunition is especially striking. The absolute dol-
lar value of contracts for ammunition increased by more that $2 bil-
lion. There were, on the other hand, declines in the share of contracts
going for missiles, ships, and construction (in this country) so large
that the absolute dollar value in these programs declined. The amount
for missiles had already fallen sharply in fiscal years 1964 and 1965,
and figures from direct surveys by the Defense Department of large
missile manufacturing plants show declines in employment of about
a third between 1963 and 1966.

Along with this change in commodity pattern has come a change
in the regional distribution of procurement. All the major census re-
gions received more prime contracts in fiscal year 1966 than in 1965,
but the increase varied greatly in size. The increases for the Mountain
and Pacific regions, for example, were quite small and their fractional
share of the total fell greatly. Despite the large increase in the national
total, increases were relatively even faster in the East North Central,
South Central,and New England regions.,

Chairman Proxmire. What is the east north central region? What
States does that include ? '

Mr. Boron. Ohio, Indiana, Michigan, Tllinois, Wisconsin.

Chairman Proxmire. Thank you.

Mr. Bouron. Other areas of the country had increases roughly in
pace with the national total. Although prime contracts do not indicate
the true regional distribution of all defense production, because of
the subcontracting across regional lines, they are nevertheless very im-
portant indicators. A very large part of the contract value is produced
1n the State the prime contractor is located in.

Inspection of data on prime contract value classified by both com-
modity and State, clearly shows the regional effect of the new emphasis
on conventional equipment. Relative to the total change for the State,
increased ammunition contracts were large for many Midwestern
States, for Tennessee, New Jersey, Texas, California, and some States
in the South. New England benefited greatly from weapons contracts;
and the Midwest from vehicle procurement. Helicopter contracts
loomed large in Pennsylvania and Connecticut; and aircraft engines
in Connecticut, Massachusetts, New Jersey, Ohio, and Indiana. Textile
and clothing products were important for many Southern States and
several New England ones. Various miscellaneous kinds of equipment
and supplies, such as military building supplies, production equip-
ment, photographic equipment, and construction equipment were con-
tracted for i large quantities in all the East North Central States,
and some Southern ones. The wide variety of items for which large
contracts were placed in the traditional Manufacturing Belt of Ohio,
Inidana, Illinois, Michigan, and Wisconsin in particularly striking.

These have been indications of the procurement picture. There are
also data on changes in civilian and military payrolls. Between June
1965 and June 1966, about three-quarters of the increase in civilian
employment at Defense Department installations took place in nine
States: California, Virginia, Maryland, Texas, Utah, Georgia, Okla-
homa, Pennsylvania, and Missouri. In the same period, the States in
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which there were the largest increases in military personnel assigned,
and thus the States where they spend at last some of their pay, were
Texas, California, Georgia, Illinois, Hawail, New Jersey, Missouri,
Virginia, and South Carolina. In civilian and military payrolls, then,
the Midwest has not participated nearly as much as it has in procure-
ment. Their regional distribution has followed the traditional lines of
concentration in the south and west.

What would happen if Vietnam requirements suddenly fell must
remain partly conjecture, but some general observations can be made.
First, it is clear that the adjustment problems of any area suffering
a reduction in defense demand are eased if there is adequate demand
in the economy generally. Monetary and fiscal policies must be strong
enough and prompt enough to insure an overall balance. Other wit-
nesses will speak to this, and, I trust, discuss the difficult problems of
timing and the necessity to look at defense obligations and not only
cash expenditures by the Treasury. Expenditures may be rising even
as real demand is falling. Second, the heavy increase in demand in the
Midwest may pose relatively few problems for adjustment in case
the buildup 1s reversed. This region has a highly diversified base for
the manufacture of consumer durables, capital goods, and the mate-
rials they require. Strong demand for the products of the Midwest
would probably result from almost any combination of Federal poli-
cies to offset the decline in defense demand—decreased taxes, in-
creased transfer payments, more grants to State governments, or lower
interest rates to stimulate investment.

Certain other characteristics of the buildup, however, suggest some
difficulties. Weapons, ammunition, and textile and clothing contracts
are perhaps now stimulating production in areas which could not
maintain the employment if the composition of demand changed.
Weapons and ammunition are needed in only small quantities in the
civilian economy, and the domestic textile industry has long had a
rugged time of it with foreign competition. Some Southern and Plains
States, and perhaps Vermont, have been affected by increases in these
contracts and might face somewhat more difficult adjustment problems.

But in general, if the right aggregate demand policies were fol-
lowed, the regional adjustment problems in a post-Vietnam situation
would probably be less than they would have been following a general
disarmament several years ago. Then, when disarmament was some-
thing we could hope for, concern was expressed about areas like Cali-
fornia and the Mountain States whose economies were so dependent
on defense production of a very specialized kind, with few civilian
counterparts. Many of the workers indirectly dependent on defense
demand there are not the highly educated, mobile scientists and engi-
neers we hear about. If disarmament were to come now, this would
still be of concern. But as far as the specific increment in spending for
Vietnam, the problems would probably be less severe if the increment
were suddenly eliminated and civilian demand substituted. By “civilian
demand” I mean nondefense demand, public and private. This is be-
cause of the heavy expenditures on items similar to civilian goods, or
which are produced in regions which also produce civilian goods. iven
the specific localities which have suddenly expanded in very specialized
military production might be helped by being close to areas which
could make the changeover more easily. This 1s not to say there will
not be some areas where unemployment will be a problem. Policies
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should be readied to cope with them. One important factor will be
how long the buildup continues. The longer it does, the more long-
term commitments people will make in the areas, commitments in
business capital and housing, for example.

These are only tentative conclusions. It would be wise to study
closely the areas which have recently received large increases in de-
mand, to estimate the ease of their reconversion to other kinds of pro-
duction. It is not just important to measure the regional impact, it is
also necessary to assess the capability for various kinds of adjustment.
Although the buildup’s end is not yet imminent, a study to determine
regional adjustment problems in advance would be very helpful. It
would guide policies to assist adjustment when it is required. If areas
can be efficiently reconverted to other production with certain Federal
policies, such a study would suggest what is appropriate, given the
comparative advantage of the area and the existing stock of business
and public capital it has. And advance information would also help
identify cases where labor mobility ought to be concentrated on and
the area better allowed to decline in the long run.

Thank you.

Chairman Proxmire. Thank you very much.

Our last witness this morning, before we have our question period, is
Dr. Daniel Suits of the department of ‘economics, University of Michi-
gan, who will discuss the impact of the general economy, of the current

and past situation.

STATEMENT OF DANIEL B. SUITS, DEPARTMENT OF ECONOMICS,
UNIVERSITY OF MICHIGAN

IMPACT ON GENERAL ECONOMY

Mr. Surrs. Like any other expenditures, outlays for defense have
2 multiplied impact on the economy. Not only does war production add
directly to the gross national product, but the additional income re-
ceived by workers and others connected with war production induces
additional demand for consumer goods. A statistical analysis of these
mduced demands, conducted by the staff of the Research Seminar in
Quantitative Economics at the University of Michigan, suggests that
each dollar of war outlay stimulates about 85 cents of additional out-
put of consumer goods. By the time all effects have worked themselves
out, the addition of $20 billion to annual defense outlay adds a total of
about $37 billion to the GNP.

At present prices, approximately one additional man-year of em-
ployment is needed for each additional $10,000 of GNP. By the time
all effects have worked their way through the system, therefore, the
initial $20 billion of defense expenditure together with its induced
consumption impact is responsible for about 8.7 million additional
jobs.

With this as background, we can now examine the course of events
over the last 2 years. As shown in table I, defense expenditures, which
had been nearly steady, began to rise in the second quarter of 1965,
and continued to rise at an accelerated rate. The increased demand for
war materials expanded total output and employment. The higher
wages and profits paid by defense firms expanded household buying
power and raised the demand for consumer goods. The generally high
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level of demand created a favorable profit outlook that afforded an
attractive environment for new investment, adding still further to the
total use of productive capacity.

The rise in war spending from an annual rate of $48.2 billion in the
first quarter of 1965 to the rate of $65.5 billion in the last quarter of
1966 represented a total increase of $17.3 billion. Taking account of
induced consumer expenditure, this increase was responsible for a total
rise of $32 billion in annual GNP, and for roughly 3.2 million addi-
tional jobs. Unemployment declined from 4.8 to less than 3.7 percent
of the civilian labor force, in keeping with the rising rate of output.

The 15-percent rise in GNP was, of course, a reflection of both ris-
ing physical volume and higher prices. Measured in constant 1958
prices, the overall increase in GNP was only 9.5 percent, the remaining
5.5 percent representing price increases. This can be compared with
the preceding 2 years. The total GNP grew 11.6 percent from the
first quarter of 1963 to the last quarter of 1964. The ncrease in physi-
cal output during this period amounted to 8.5 percent, prices rising
only 8.1 percent.

The higher price pressure, which appeared early in 1966 was es-
pecially noticeable in food and raw materials. Although there were
expressions of alarm over this development, and a call for tax measures
to contain the inflation, it now appears that the price increases were
merely the natural concomitant of the shift to a high employment
economy. They could have been contained only by tax action heavy
enough to hold the prosperity itself in check.

Tn fact, spending for the Vietnam war rose only slightly faster
than the increase in productive potential provided by rising labor
productivity and the normal growth in the labor force.

A useful way to examine the general impact of Vietnam spending
on the U7.S. economy is to go back over the events of the last 2 years,
applying the statistical relationships mentioned earlier to remove the
effects of Vietnam spending and the induced consumption that ac-
companied it. Below each historical series in the table is shown the
corresponding magnitude after the calculated impact of Vietnam ex-
penditure has been subtracted. The difference between the series is
striking. The calculated output of the last quarter of 1966 is almost
4 percent below the level historically observed. The 4 percent is re-
flected in the figure for unemployment. In place of the erosion of un-
employment as 1t actually occurred, we see a fairly steady rise to a
recessionlike rate of 7.7 percent of the labor force. The general eco-
nomic effect of Vietnam spending, therefore, has been to divert slightly
more than 2 years of normal growth in economic capacity away from
other programs and alternative uses.

The same table gives a good estimate of what would happen if Viet-
nam expenditures were cut back at the same rate they were built up.
With no provision made to replace them with other much needed
Government programs, or with tax reductions to release purchasing
poer to consumers, the impact of the cutback in defense expenditure
+eould be on the order of a relatively mild recession. Figure 1 shows
the development of unemployment implied by the defense cutback
compared with the recession of 1958. The solid line in figure 1 marks
the rise in unemployment during the recession of 1958. It began with
an initial Jevel of about 8.6 percent of the labor force unemployed in
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the fourth quarter of 1956, and rose to around 7.7 or 7.8 percent unem-
ployment in the third quarter of 1958.

The calculated impact of deescalation, shown by the dotted line,
begins with a somewhat higher level, initial level of unemployment
in the economy, and rises to approximately that same recession level
of 7.7 percent.

It goes without saying that even this impact could be greatly
minimized, if not entirely avoided, by phasing in alternative Govern-
ment programs and tax adjustments in pace with declining war costs.

(The tables referred to follow:)

TABLE 1.—Impacts of Vietnam expenditure on gross national product and
unemployment 1

1965 1966
I IL III v I I 111 v

Defense expenditure...___.__________ 48.2 49.1 50.7 52.5 54.6 57.1 62.0 65.5
Gaosﬁ m;tional product (billions of

ollars):

Historical data_____.____________ 660.8 | 672.9 | 686.5 | 704.4 | 721.2 | 732.3 | 745.3 759.3

Vietnam removed . ______________ 660.8 | 670.2 | 680.5 | 695.1 707.9 | 713.8 | 718.7 727.5
Unemployment (percent civilian la-

bor force):
Historical data_._.__.__.________ 4.8 4.7 4.5 4.2 3.8 3.8 3.8 3.7
Vietnam removed . .....__.__.___ 4.8 5.0 5.1 5.1 5.1 5.6 6.2 7.7

1 Source: Calculated by Research Seminar in Quantitative Economics, the University of Michigan.
This research is supported by a grant from the National Science Foundation.

Figure 1. Comparison of Calculated Vietnam Impac*

with the Recession of 1958
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Chairman Proxyire. Thank you very much, gentlemen, for three
very, very interesting and helpful papers. I must say that I am most
impressed. : ’

1 would like to start with Mr. Eisenmenger. Mr. ‘Tisenmenger, as
I understood you to present your paper, it was your emphasis that
the reason that New England was able to make this remarkable
adjustment which you describe is because of the fact that we did have
a buoyant economy, we did have diminishing unemployment through-
out the country during part of this period, much of this period, and
for this reason there was a demand that available workers and in-
dustry were able to fill, and that if we had not had this, the transition
would have been more difficult, if not impossible, is that correct ?

Mr. ErsexmeNcer. Yes; and my other point was that the adjust-
ment process in New England really took a lot longer than you would
expect in the case of a similar loss of economic base in other areas.
In New England adjustments were required of depressed, highly
specialized textile communities which had the problems posed by older
workers, an immigrant labor force and the absence of growing
industries. : :

You just didn’t have any of the mobility then that you have in our
rapidly growing metropolitan areas today. The adjustment problems
were centered in small metropolitan areas, not in diversified metro-
politan areas such as Hartford, Boston, or New Haven, which I might
add, really didn’t have any serious problems after World War II.
Thus, it is not valid to compare the rather specialized problems of
New England’s textile communities, which had almost everything
going against them to those of the rapidly growing, sophisticated
and diversified metropolitan areas which receive most of our procure-
ment contracts today. These areas would have almost everything going
for them if there should be an adjustment.

Chairman Proxwire. What would you say we have learned from
that particular adjustment that we can use in the Vietnam war situ-
ation, other than the point that has been made very well by Mr. Suits,
Mr. Bolton, and you, that we obviously should follow a policy, tax
policies, spending policies, and monetary policies that will stimulate
the economy and keep the level of demand at an appropriate rate?
TWhat mistakes were made that we can avoid in the future, and so
forth, in this particular New England situation?

Mr. Ersexaexcrr. T don’t know if anyone could really have antici-
pated the problems in New England.

Chairman Proxarre. T am not saying that you could have antici-
pated them, but having gone through them.

Mr. Ersexarexcer. What we could have done?

Chairman Proxmire. Yes; perhaps increased mobility is one
possibility.

Mr. Trsexaencrr. Yes. I hate to have a fatalistic view about these
things, but you had so many people who were just about ready for
retirement, older people who had held only unskilled jobs all their lives,
in New Bedford and Fall River. You couldn’t really expect such
people to move to other areas. Tt is pretty hard to visualize any mobility
prooram that could have helped them.

Chairman Proxmire. One of the points that your observation sug-
gests is that we have been working in the Senate in the last few days
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on a provision that people can retire on social security at the age of 60.
They get a reduced benefit so the cost to the Government over a period
of time is nil. This would obviously reduce labor supply and cushion
the employment impact.

This obviously would diminish the pressure on jobs. It would tend
to increase demand to some extent, at least in relationship to available
supply. How about this as a ‘ _

Mr. Ersexyeneer. It would certainly help. However, you may have
very substantial Federal spending for early retirement in all areas of
the country just to help what may not be a very serious problem, except
in a few isolated communities. In other words, it may be an inefficient
way to spend Federal money to accomplish desirable social goals. For
instance, you may have to make early retirement payments in Chicago,
which is a-booming area, and in Worcester, Hartford, and Springfield,
just to save what may be a few problem areas—New London, Conn.,
perhaps, a few southern towns, and maybe one or two towns in
southern California. My off-hand guess is that it is an ineflicient way
to solve what is probably a minor problem.

Chairman Proxmrre. Did I understand you to say that an in-
flationary economy is necessary in order to reduce chronically high area
unemployment ?

Mr. Borrow. I think that was a point I suggested, Senator.

Chairman Proxmrre. I see.

Mr. Borrow. I think the past evidence does suggest that quite
strongly.

Chairman Proxare. So that you would say in these areas that are
particularly hard hit by an ending of the war in Vietnam, that to solve
the problem as far as they are concerned, given the people in that
area, if they don’t move, that you are going to have to have an infla-
tionary economy in your judgment.

Mr. BorroN. I think much would depend on the characteristics of
these areas. These areas would probably not be in as bad shape as the
depressed areas of the past, and I don’t think—perhaps there wouldn’t
be too much excess demand pressure which would be required to bring
an adjustment in the case after Vietnam, but one’s assessment of this
depends on one’s standards as to what is a reasonable amount of
inflation and what is a reasonable amount of unemployment. All the
evidence we have I think suggests there is a trade off here, and given
present policies and practices of people on mobility, it is just very
difficult to have your cake and eat it too.

Chairman Proxmire. Let me turn this around for all of you gen-
tlemen, just a minute. As you know, the day before yesterday General
Westmoreland in New York said he foresaw no end of the war, and
implied that they would need more troops in an escalation, and yes-
terday Senator John Stennis, in testifying, also indicated thaf he
felt that there would be an escalation this year, an escalation of an
additional 50,000 troops with an impact on the economy of $4 to $6
billion more spending than the administration had planned for,
although they had planned for a large increase. :

I would Iike to ask the three of you how will this affect the industry,
the regional economic and the general economy? We will start with
Mr. Eisenmenger. Are we equipped, in other words, to meet this in
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your judgment, with the presently available labor supply and plant
facilities?

Mr. ErseNMENGER. This buildup would create structural problems
and maybe “structural inflation” because it would increase demand in
the Middle West, our industrial heartland, the more sophisticated
manufacturing centers in New Jersey, New York, and New England,
and probably the Far West. These are the areas that are already grow-
ing very rapidly and that have relatively high wage rates in order
to pull in people from other areas.

So I think it is quite clear that, more than just an increase in ag-
gregate demand in general, this escalation would create pockets of
excess demand where some inflationary problems and wage rate pres-
sures would appear.

Tt is for this reason that I may not be quite as concerned as Mr.
Bolton about a possible decline in Vietnam spending, because 1 think
the result would be a more reasonable distribution of Government
spending across the country. You wouldn’t have defense spending
causing such differences in regional growth as you now have at the
present time.

Chairman Proxyre. Would you care to pinpoint this, Mr. Bolton?
You indicated the Middle West has had a particular increase because
of the Vietnam war situation, in the demand for more conventional
supplies and equipment, and less emphasis on the missiles, and so forth,
which are produced on the coast.

Mr. Borron. I think it is certainly true if the buildup took the form
of another 50,000 in combat troops that the same kind of regional dis-
tribution would occur as we have had in the previous buildup. You
have two main types, the purchase of a lot of ordinary weapons, am-
munition, and combat supplies in the Midwest, and you would also
have extensive expenditures in the South and West for operation of
training bases, and so forth, which this would require.

I think especially in the Midwest that this would be an addition to
demand in an area which is already pretty much at full capacity. We
know of the labor shortages, I think in areas like Milwaukee, for ex-
ample, and in certain special occupations.

I think that if this additional increment were put on—perhaps Mr.
Suits should really deal with this—but I would hazard a guess that we
would be adding to the inflationary pressure, unless we reduced other
demands in the economy below what we now anticipate they would be.

Now this may simply require keeping them at the present level. It is
not necessary to cut down other demands in order to free capacity for
defense demand, because the capacity of the economy is growing very
rapidly at all times, about 4 percent a year.

Chairman Proxyire. You see, if we are going to increase capacity,
and perhaps we are going to have to if we are going to have a con-
tinued escalation, and it may be more rapid than was suggested with
50,000 troops, it could be more, we have the alternative of either re-
ducing spending or increasing taxes and hoping that the increase in
taxes will be translated into less pressure by the private sector of the
economy. The kind of spending that we might reduce is in the space
program, public works programs, other areas that would involve some
substitution of the resources that would go into the Vietnam situation.
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Mr. Borron. That is correct. That is the choice which must be made.
My own value judgments are to continue public programs at their
present level and to raise taxes to reduce private spending, but reason-
able men can easily disagree on this.

Chairman Proxmire. You would agree that the economic 1mpact
would be roughly the same ?

Mr. BorroN. Inthe regional sense I would say yes.

Chairman Proxmire. Wouldn’t it be easier fo pinpoint it from a
regional standpoint if you reduce spending?

Mr. Borron. I don’t understand the question.

Chairman Proxyire. Well, if you have a big public works program
on the self or about to move, in an area where you already have a
scarcity of manpower, and you expect the defense demand is going to
require the use of that manpower and of those facilities, in that area
you would restrain your public works operation, cut your roadbuilding.

Mr. Borron. That is true. You probably would be able to pinpoint
the decreases more precisely. That is a point I suppose for reducing
public spending.

On the other hand, as I indicated, I think an increase in taxes would
reduce consumer demand, and this also would have a heavy impact on
the Midwest. We know consumer demand would probably be heavily
in durables.

Chairman Proxmire. Because of the automobile industry #

Mr. Borron. In durables such as automobiles or in housing con-
struction, or something of this sort.

Chairman Proxmire. It is pretty hard, you know, to have anything
but a very diffuse overall national impact if you increase taxes. If you
follow the administration’s proposal of a 6-percent increase in a surtax
on individuals and corporations, I don’t know how you could construe
that as reducing the demand for automobiles, for instance, and then
making it possible to produce more jeeps or helicopters.

Mr. Borron. Well, you must remember that no matter where the
initial change in demand is, that there are subsequent responses, mul-
tiplier responses.

Chairman Proxmrre. Yes. I am talking about the regional situation
right now.

Mr. Borron. I am saying these induced effects would eventually
work back into the traditional manufacturing areas as well, so that
even if you reduced public works expenditures in California say, even-
tually some of the reduction in the impact, not all of it but some of it.
would come back to the Midwest, because steel, for example, and
various kinds of construction equipment, and so forth, is produced in
the Midwest.

Chairman Proxmire. You see, the reaction I get is that when we
talk about meeting the problems of escalation, and a greater demand
on our resources and inflationary pressures, the answer is to increase
taxes.

Then when we come to the deescalation problem, negotiations, the
answer is to increase public spending on programs that we need, spend-
ing on antipollution, spending on various antipoverty programs, and
so forth.

So that it would seem that the taxpayer gets it either way. He doesn’t
get any relief on deescalation, at least that doesn’t seem to be the top
priority, and he has to pay more on the escalation.
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Mr. Borron. Thatis true. '

Chairman Proxmrre. I am just asking that to have you justify it.

Mr. Bovrox. The people who advocate this are not really being in-
consistent or anything. They express a preference that the share of
the gross national product going into public goods is too small, or cer-
tainly should not be any smaller, and every taxpayer is also a citizen
who shares in the benefits of air pollution control, expenditures on
education, and so forth. As I say, this reflects my own value judgment.

Chairman Proxarre. Well, also of course, you can be more precise
in your choices. You can be against air pollution and against water
pollution and at the same time feel that there are areas of public spend-
ing that ought to be reduced.

r. BoLToN. Yes.

Chairman Proxumrre. Like maybe the space program.

Mr. BorroN. Yes.

Chairman Proxmrre. And some other areas of public expenditure,
perhaps roadbuilding, and maybe some of the others.

Mr. Borron. Yes, I would certainly agree with that.

Chairman Proxmire. Mr. Suits?

Mr. Surrs. I would like to endorse that last point. There are many
areas of public expenditure which are, after all, critical. It is not a
matter of choice whether we have a police force or do not have a police
force. By the same token, I should say right now such areas as pollu-
tion control and 4 strong poverty program are critical. We really can-
not afford to cut these back.

T am less impressed than many people appear to be with the urgency
of our space program, and I would be perfectly satisfied to reduce
expenditures on that score. Moreover, this is precisely the area where
one would get the laregst tradeoff as far as war production is con-
cerned. The space program is certainly something that one should be
prepared to sacrifice I think.

One cannot expect to fight a war without making some kind of sac-
rifices. The question is whether we should sacrifice new automobiles or
new clothes or space programs, or whether we should make sacrifices in
areas of pollution control and poverty reduction programs.

I would like to say that the economic impact of the overall effect
of prospective escalation is certainly the last aspect of it we are con-
cerned with in reality. Nevertheless, to turn our attention to the eco-
nomic implications of it, I would think, on the basis of my calculations,
that our economy is not now in a tight inflationary position. We are
actually in a better position than we were 6 months ago to absorb an
additional $4 billion of defense expenditures at annual rates. I pre-
sume this is the kind of number that you meant, an additional $4 bil-
lion this year above the $12 billion that people are already

Chairman Proxmire. You see there is already a big increase for
defense.

Mr. Suirs. Yes.

Chairman Proxmire. I was just asking what was the increase for
this year. I don’t have it right in mind, but as you know, it is very
substantial.

Mr. Surrs. Yes.

Chairman Proxyire. If on top of that you have the midpoint that
will be $5 billion, according to Senator Stennis yesterday, a $5 billion
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increase on top of the massive increase we already have, you have, No.
1, the problem of the impact on the economy generally, which I am
sure you are addressing yourself to.

You have, No. 2, the problem Mr. Bolton was concerned about, and
I think properly so, the impact on particular regions, which are al-
ready straining their resources and have a real manpower shortage,
and so forth, the impact on them.

Mr. Surrs. Yes. Now to take the overall picture, last November in
making our projections for calendar 1967, we allowed for an addi-
tional $12 billion over calendar 1966 in defense spending.

Now if this would be an additional $4 billion on top of that, it
would add roughly 1 percent to the 1967 GNP.

Chairman Proxmire. You are talking about that combined with
the multiplier effect?

Mr. Surrs. Yes.

Chairman Proxmire. Incidentally, the staff questions your multi-
plier. They think that 1.85 is small, and that it could easily be sub-
stantially more than that. The impact of this spending would be in
my view considerably more than 1.85.

Mr. Surrs. Let’s take up this question of the size of the induced
effects; 1.85 does strike many people as being a low multiplier. I think
the reason is that we have an exaggerated notion of how much of our
demand is actually induced by income as compared to outside forces,
consumer whims and so on.

The position of the automobile industry, which—at least up until
the last couple of weeks—has had declining sales in face of a very rap-
idly rising consumer income, is a case in point.

Now the multiplier 1.85 works out roughly as follows. If we begin
with an initial $1 of gross national product, not all of this of course
reaches the household. Some of it goes for depreciation allowances,
some of it is taken in taxes, some of it goes into corporate saving, and
so on. Out of an initial $1 of GNP, only about two-thirds, about 67
cents actually reaches the household.

Chairman Proxyare. This is, you would agree I am sure, very the-
oretical, isn’t it, because if you are doing this in a period like 1964,
1965, 1966, when we have this massive acceleration of business invest.
ment in plant and equipment, when it virtually exceeds, well, it is
about at a level with the cash flow, and they invest almost every-
thing they have, their depreciation reserves, their undivided profits,
everything that is not distributed as dividends, under these circum-
stances these assumptions you are making wouldn’t be true.

Mr. Surrs. Yes, this is quite correct. If you are going to include the
pressure on capacity utilization, such as we saw last year, and the im-
pact that this has on business plant and equipment expenditure, then
the multiplier in this sense could very easily be as high as 3. That
1s correct.

Chairman Proxaire. I am very impressed and interested in your
estimate. It could be misconstrued easily, that the Vietnam situation,
if we didn’t have the Vietnam war, and we didn’t follow any other
compensating governmental policies, we could have a depression, in
the fourth quarter of the last year, a depression to the extent of 7.7
percent of our work force out of worlk.
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Chairman Proxyize. In other words, unemployment would be close
to 8 percent.

Mr. Surrs. Yes.

Chairman Proxmre. Tt would be at a level that most of us would
feel was a genuine recession.

Mr. Surzs. Yes. This is, of course, supposing merely that we sub-
tract out the Vietnam impact, and then look at what is left. This
doesn’t imply that we wouldn’t have had other uses for these same
resources.

Chairman Proxmre. Other uses, but at the same time, if you look
ab the non-Vietnam sector of our economy, while the increase has been
modest, there has been an increase in general in spending, in most of
our programs. '

Tducation has increased at a very substantial rate as far as Federal
Government assistance is concerned, and I am sure you are not satis-
fied and many other people aren’t satisfied with the rate. It could be
more, but it 1s a rapid rate, if we are going to absorb all of this $22
billion we are spending in Vietnam, in these other areas.

Don’t you think it is unrealistic to assume that Congress would
spend that much money ?

Mr. Surrs. Oh, expenditures I don’t know. Let’s put it this way. In
the last 10 years, say since the recession of 1958, I believe that all of us,
and perhaps most particularly the Congress, have come to a much
greater appreciation of the role of the Federal Government in bal-
ancing the cconomy.

T think the tax reduction of 1963, I think the rescinding of the in-
vestment tax credit, I think the President’s request to have the invest-
ment tax credit reapplied, the current application for the 6 percent tax
add-on, all of these things bespeak a much greater sophistication than
we have ever had before in this area, and I have every confidence that
the Congress and the administration would take such steps as they
would deem necessary to forestall the occurrence of a recession of this
magnitude.

Chairman Proxmire. What are you saying, if we could remove the
Vietnam war situation, we could have two things. We could have an
increase in Government programs, we could have a substantial tax
reduction.

Mr. Surrs. That is right, in such combination as we thought was
best suited to the needs of the country.

Chairman Proxumre. And I take it you would also say that as we
move into a period of negotiations to the extent we ever do, that under
those circumstances, cease-fire, that under those circumstances we
could have both.

Mr. Surrs. That is right.

Chairman Proxmire. Yesterday we were cautioned, I think very
wisely, by Senator Stennis that the Defense Department is following
a policy of living off their inventories, depleting them and they are
doing this deliberately and they have said so, but he said it will be a
long time in his judgment before those inventories can be replenished,
and before we can bring the Defense Establishment back up to _the
Jevel that he thinks the President and the Congress feels would be
adequate, so that we do have that compensating factor and that grad-
ual blending into a more normal situation.
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Mr. Suirs. That is correct.

Chairman Proxmrre. Do you want to comment, Mr. Bolton ?

Mr. Borrox. Yes. I just wanted to make sure my previous remarks
weren’t misunderstood. The taste one shows for a combination of
public and private goods depends a lot on whether you are talking
about four or five billion dollars or whether you are talking about
$20 billion. I didn’t want to imply that I was in favor of spending all
of it in either case on public goods. I simply was expressing the idea
that the proportions might be increased somewhat in favor of publie
goods, but I certainly would support lower interest rates to stimulate
private investment, private construction, and some tax decreases, if we
are talking about a cutback, in order to stimulate private demand. I
just want to make that clear.

Chairman Proxmire. Mr. Eisenmenger ?

Mr. Ersenmeneer. I want to make one comment. T would agree with
Professor Suits that a reduction in spending for our space effort would
make a great deal of sense when you have a national war effort going
on, because these two activities do use the same resources. But, and I
would also like to emphasize that T am an economist and not a political
scientist, it is hard to visualize how you could cut the interstate high-
way program differentially in your fast-growing areas, say in the
Middle West, the Far West, or the Northeast. T imagine it would be
difficult to get political acceptance of that idea.

Chairman Proxmire. Yes. The roadbuilding program would be hard
to cut unless you do it overall, as the President tried to do in December
when he announced that he was shrinking the program, and did. There
are other programs that aren’t individually as big as that program,
but are big, that you might conceivably be able to slow down, especially
with regard to dam building, Federal buildings, and that kind of thing.

Mr. EISENMENGER. Yes.

Chairman Proxmire. I will yield to Mrs. Grifiths in just a minute.
I would like to ask, and this is almost on behalf of the ranking Republi-
can member, Mr. Curtis, who has been very diligent in questioning
about this, and I think building up a good strong case.

Many of us feel we ought to have job vacancy statistics. The admin-
istration has recommended this. but the Congress has failed to provide
it. We feel this would be a helpful element, in providing for the kind of
Iabor mobility we need. We don’t have these job vacancy statistics on a
national basis. There are some that we get in the area, of, what is it, 15
or_16 Iabor markets, but we don’t have it on a comprehensive basis.

What is the feeling of you gentlemen? Do you feel that this would
be helpful in view of the fact that you have spoken at some length on
the importance of mobility ?

Mr. Ersexmencer. I would rather not talk too much about it, be-
cause I could soon run beyond my area of competence. I believe Sweden
and the Netherlands do have a system of national registration and com-
panies supply job vacancy data. I have a feeling it would take quite
some time just to arrange the governmental machinery for data col-
lection. The difficult question is: Do the benefits exceed the costs? [I
just don’t have any special competence. I would rather not comment. |

Chairman Proxmire. The cost is fairly modest as I recall, $10
million, and we would get information, accurate information on unem-
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ployment, the availability of jobs. We would know where they were
and we would be in a much better position to encourage people, there-
fore, to move from one area to another and to maximize our resources
and prevent idleness in one area and prevent scarcity where you have
production and where you needed people.

Mr. E1SENMENGER. 1t has always sounded very plausible to me, and
I would tend to agree with you. I just don’t know what the mechanical
administrative problems are—requiring every employer to record with
some governmental agency when he has a job vacancy. But it sounds
reasonable.

Chairman Proxmme. Certainly in the period where we are moving
possibly to escalation in Vietnam, and where you are going to need
more production, and you want to ease inflationary pressures, this
might be helpful. Mr. Bolton?

Mr. Borrox. Yes, I would say it would certainly be a good thing. I
think the compliance problems would be eased by the fact that many
employers are crying for labor, so they presumably would be quite will-
ing to give information.

But T would emphasize that information is just one part of mobility.
We need all the other things which go along with it. As you say, the
encouragement, and perhaps some financial support and extensive
retraining programs, and so forth. Just knowledge of job vacancies
will never be sufficient in itself. c

Chairman Proxmire. Mr. Suits?

Mr. Suirs. Yes, I think there are two aspects. The question of com-
pliance, for example, has to do with the question of obtaining a com-
plete job inventory, so to speak, or a complete listing of positions cpen.
That would be one thing that one might aim at.

On the other hand, if we are thinking merely of statistics that match
the present unemployment data on a household basis, or employment
data on an establishment basis, we might very well depend on a much
smaller sample of firms to provide this information, to get a general
picture of the pattern of openings, of where we need people and of
what kind of people are available to fill these jobs.

Chairman Proxmire. So you only have a sample in unemployment.

Mr. Svrrs. That is right, and this might be adequate for most pur-
poses, certainly for purposes of overall planning, if we had a corre-
sponding sample from a small sample of establishments. I am not a
sampling statistician and I don’t know how many establishments would
be needed, but reliance on a sample would reduce greatly the total
burden on the business community, so that it is quite feasible to col-
lect data of this kind. At the present time we are more or less flying
blind. We only have one side of the scissors, and we don’t know where
the other side is. :

We know how many people are looking for jobs, but we don’t know
how many jobs are looking for people, nor what kind of jobs are look-
ing for people. This would be immensely helpful.

Chairman Proxmire. Very good.

Mrs. Griffiths?

Representative Grrrrrras. It seems to me that you have too many
things that mask the real unemployment of the country. I have just
come from Ways and Means, and we are doing social security. Part of
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the unemployment of the country is masked by the welfare laws. You
can’t tell who is unemployed or who is available for work because of it.-

A large part certainly of the money that is spent for defense is spent
in the State of California. California absolutely will not permit a
voman to work, I understand, over 48 hours a week. They have some
very qualified women who are not permitted overtime. Now, I under-
stand that this case is coming up through the courts, and maybe the
Supreme Court will have sense enough to say that a woman is a person
and that the equal protection of the laws apply, and therefore, you will
be able to hire them for more than 48 hours.

But part of the scarcity of labor would be done away with if they
could be hired, and this is particularly true in defense industry. It
seems to me that one of the problems of the defense industry is that it
is occupied by highly unionized, highly articulate workmen, plus the
fact that you are paying for the lobby of the manufacturers out of
Federal money, to come down here and lobby to get additional con-
tracts, and to set up a system where a large part of their expenses are
paid that is really not true with other manufacturers.

Therefore, I think that any statistics have to be more carefully
looked at than we are now drawing statistics for unemployment.
Would you like to say something ?

Mr. Borron. May I ask, Does that California law apply to all
women or just those with children ?

Representative Grirrrras. All women.

Mr. Borron. That does strike me as being unreasonable then; yes.

Representative Grirrrras. What objection do you have for those
with children? Why would you like it to apply to women, those with
children? Fifty percent of all women are working now. Why do you
want some to stay home?

Mr. Borron. I was just going to suggest that there is some basis for
having some standards and not allowing a mother to neglect her chil-
dren,even if it means getting a

Representative Grirrrras. You mean like a woman with a 400-word
vocabulary, it is a good idea for her to stay home with all 13 illegiti-
mate children,

Mr. Borron. Iagreethatisa problem.

Representative Grmrrrras. It is a very bad idea. The idea is that
those children should be put some place where they have a chance and
the woman herself should be given a chance.

Some years ago I asked in-this committee about machine tools, and
finally the GAO has come in with a report, and I found out that,
of course, the original tooling clause was put in the Defense Depart-
ment contracts, so that a manufacturer would not be compelled to
purchase equipment that was not ordinary equipment for his com-
pany, the exotic equipment, the equipment that was used purely for
the manufacturer of defense products.

Now I really was thinking about tools, jigs, dies, and fixtures that
are put on equipment, and that are not kept track of by the Federal
Government. I asked the GAO to see if they could find out really
where that equipment was and how we do keep track of it.

In one plant, I believe in California, the manufacturer told them
that he put on 20 men for a year to sort out the Government’s equip-
ment, as opposed to his own.
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They found out all kinds of interesting things. One manufacturer
had two 4-ton presses, and he asked for an 8-ton press, in the interests
of economy. He used it for 1 year in the aircraft industry, and then
the whole thing went over to commercial production and he was back
on the two 4-tons. So that in fact in this industry, we are subsidizing
some manufacturers as opposed to others, where they are really com-
peting commercially.

This hasn’t been done. This is done with defense contractors. It is
not done with general and commercial contractors. Personally, I would
like to find out where we are wasting the money, and I am sure that
we will be able to pick up quite a lot of money and we will be able to
make this change more easily.

Thank you.

Chairman Proxmire. I would like to ask each of you gentlemen, as
professional economists, how you react to the admmistration’s prep-
aration, for deescalation. If hostilities should cease tonight, the ad-
ministration has no contingency plans to put into effect tomorrow
morning.

All of you have stressed the need for prompt action. What is your
feeling about this? There is the Ackley committee that has been cre-
ated that will report in September or so, but until that time, we aven’t
prepared. How about it ? '

Mr. Bouron. I certainly would say that there ought to be advance
planning. I do not know how much such planning there is in the
administration. My impression is that there is not a great deal.

Chairman ProxMire. Our staff has checked with the various ad-
ministrative agencies, and they find again and again in one agency
after another—we don’t have any plans.

Mr. Bouron. Well, then I would certainly say that is unfortunate.
I think that to some small extent, that perhaps our willingness to try
to find a way to cut back on the defense budget at certain times would
be increased if we were more confident that we could adjust in the
economic sense.

1 think that was perhaps especially true earlier. I don’t know wheth-
er it really applies to the particular situation. But I for one would
think that such advance planning might actually contribute in a small
way to a situation in which the planning would have to be used.

Chairman Proxmire. Mr. Eisenmenger.

Mr. EiseNMENGER. Are you thinking of planning in advance for
the specific' direction of accelerated Government spending in the case
of deescalation?

Chairman ProxMire. Yes.

Mr. FisenMENGER. Then, if there is no planning at the administra-
tive level, you should be very concerned. If you don’t have that type
of advance planning, then you are more or less forced to use general-
ized fiscal and monetary policy in reaction to a deescalation.

A lot depends on how important it is to you that Government spend-
ing be increased in specific areas.

Tt doesn’t take much advance planning just to have a tax cut. But
to reallocate Federal spending wisely does require planning. That is
my point.
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Representative Grrrrrras. Mr. Chairman, I might point out that
I once believed that a tax cut was a very simple thing to enact.

Mzr. Ersenmencer. I don’t mean that.

Representative Grrrrrras. But it took the Ways and Means Com-
mittee a week to reinstitute the investment credit, and I may point out
the Senate has been working on it ever since.

Chairman Proxmire. That is a relatively simple restoration that is
almost unanimous. Everybody is for it. The administration has asked
for it, in view of the economy, but you can imagine some other kind
of reduction.

Mrs. Griffiths had a wonderful statement. She said she thought a
tax cut would go through the Congress quicker than a declaration of
war.

Representative GrrrrrTHs. I certainly did. I couldn’t imagine any-
body in the whole world that wouldn’t be glad to have a tax cut.

Chairman Proxmire. I must say I shared that view, but I have been
disillusioned too.

I would like to ask you, Mr. Suits, because this is so crucial to your
analysis, which is fascinating and I know you are a great expert in this
area, if you could spend just a few more minutes justifying your mul-
tiplier figure. The staff is very troubled about it and I am concerned
about it and it is most important, of course, if we are going to get a
fair analysis of what we are up against if we do reduce spending or
if we increase spending.

Mr. Surrs. I will be happy to.

First, may I say that the multiplier figure that I used is derived
from what we call an econometric model of the U.S. economy, a system
of approximately 90 statistical equations that represent the various
interrelationships in the economy. However, the general order of mag-
nitude of the multiplier is very easily justified. '

Out of an additional dollar’s worth of production, after we take off
depreciation allowances, taxes, corporate savings, contributions to so-
cial insurance, personal taxes, and so on, we get down to about 67
cents of household income available for spending—what we call “dis-
posable income.”

The figures indicate that taking one year with another, and one
family with another, about two-thirds of this additional disposable
income gets spent, which means that out of an additional increase in
production of $1, you get something like four-ninths of a dollar of
additional spending. This responding ratio of four-ninths gives ns a
multiplier of nine-fifths. So that the overall general magnitude 1.85
is quite reasonable.

Now this multiplier includes in its impact the accumulation of addi-
tional inventory that accompanies higher sales levels, but it does not
include in its impact the additional investment in plant and equipment
that generally accompanies a very tight demand on our productive
facilities.

In other words, 1.85 is what you might call a direct impact multi-
plier. It does not envisage a second or third order effect, in which busi-
ness firms go out and add to their plant and equipment budgets as they
did during last year.

Chairman Proxmire. So it i1s a conservative modest estimate.

78-516—67—vol, 1——12
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Mr. Surrs. That is right.

Chairman Proxmire. It doesn’t follow all the way through.

Mr. Surrs. That is right.

Chairman Proxmire. And it could be substantially higher.

Mr. Surrs. That is right. If one takes this plant and equipment into
account, it could very easily be as high as three.

Chairman Proxyre. Why do you figure that the employment mul-
tiplier of a Government shipyard is lower than a private shipyard.

Mr. Surrs. I haven’t any idea. I refer that to my colleagues.

Mr. ErseNMENGER. I was the one who made that statement.

Chairman Proxyme. You were the one who said that, I beg your
pardon. :

Mr. ErsenmeNcer. At a Government facility such as a shipyard,
most supplies are not obtained in the immediate metropolitan area.

Chairman Proxmire. You weren’t talking about the national mul-
tiplier. ‘ »

er. E1seNMENGER. No. no; the local multiplier.

Chairman Proxmre. The specific local. That would answer it.

Mr. ErsenmENGeR. At the Portsmouth shipyard many supplies are
obtained from outside. ‘

You also have the special situations that many of the shipyard
workers live outside of the Portsmouth area. They travel 30 to 50
miles to Portsmouth, because the shipyard pays high wages. Thus,
there are some special conditions involved in that estimate of the
Portsmouth Shipyard multiplier.

Chairman Proxmire. I have another question for Mr. Bolton. I
have worked, as I think Congresswoman Griffiths has too, on the de-
pressed areas legislation. Senator Paul Douglas, who was chairman
of this committee, was a great sponsor of that legislation and I co-
sponsored it. We sponsored it on the basis of feeling that there is real
value in trying to preserve a community, and of course you can go
too far in this direction, but you do have the facilities there, you have
the schools there, you have in some cases, in many cases you have a
good strong civic sentiment of people who want to stay together and
work together, and so forth. v

Doesn’t your analysis suggest a somewhat callous view toward the
community that has lost contracts, that has become very heavily and
deeply involved in defense work ? Then when the Vietnam was is over,
we have a deescalation, you walk away from it. Isn’t there something
there that maybe is a liftle more than just straight economic analysis
that we ought to fight to try and give the people there an opportunity
at least to preserve?

Mr. Bouton. I don’t think it is callous, Senator.

Chairman Proxaire. Maybe “calloused” isn’t the right word. I
would just say ignoring other values possibly.

Mr. Borrox. Let me say a few things. There probably aren’t going
to be that many areas, and I put in those remarks just to make sure
that we didn’t try to preserve every single community in the country.

Now I don’t think it is callous, because I was very careful to say
that the people in the areas should be helped, but I am trying to say
that it may be better simply to help them by giving them transfer
payments or perhaps an early retirement plan, or something of this
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sort, rather than try to carry on certain kinds of production there
inefliciently due to subsidies.

Chairman Proxmire. No, no; I am thinking of something else.
You are from Michigan, is that right?

Mr. Borron. Noj; Iam from Massachusetts. _

Chairman Proxmime. You are from Massachusetts. Mr. Suits is the
man from Michigan. Well, Massachusetts I am sure has the same
situation that upper Wisconsin has in some of its areas, perhaps even
more intensively.

I am thinking of a town that used to be a mining town in northern
Wisconsin. The level of education is high, the level of skills are high.
The people like the town. It is on Lake Superior. It is a beautiful place.
It has real recreational possibilities, with imagination and capital. It
would seem to me that we ought to take a very long look at this situa-
tion before we conclude that it is just uneconomical, because obviously
they can’t mine anymore, and just walk away from it.

Mr. Borron. I would agree with that. I wasn’t saying that. In all of
these areas there is a lot of capital, especially public capital, and there
is perhaps a skilled and educated labor force which might be converted
into other kinds of production. But you know, I think we have to make
sure that there is some capability there, and if we simply have a
blanket policy to save every area, we are being somewhat callous to the
taxpayer and all the other citizens who have to suffer the wastes of
such inefficiency.

There would be a difficult problem there of balancing the few
against the many. I, for one, would not want to be an administrator
who had to carry out the kind of hard look that I am suggesting. It
would be very difficult politically. But as I say, if you do have a
blanket policy, which would penalize all the rest of the country, then
Ithink that would be wrong also.

Representative Grirrrtas. I asked Mr. Wirtz in general meetings
on the Economic Report if any of the money had been used to transfer
people from one area to another, and there hasn’t been. ‘

Mr. Bouron. My impression is that this has not been a common
strategy.

Representative Grirrrras. They just won’t leave.

Mr. Borro~. You know, I consider myself a very humane person,
Senator.

Chairman Proxaire. I am sure you are. You wouldn’t be teaching
at Williams, is that right ?

Mr. Borron. Yes.

Chairman Proxumire. If you weren’t humane.

Mr. Borron. And I would say that if we try very hard, and if in
the end the people do not move, then I don’t want to leave them in the
lurch. I would want to help them, but I think we ought to try very
hard. That is all T am saying.

Chairman Proxmrre. We are not arguing about helping people be-
cause I am sure you want to help them as much as I do, or more. What
I am talking about is whether or not we shouldn’t consider the eco-
nomic viability of an area.

Mr. Borron. Ithink you should.

Chairman Proxumire. Because a defense industry has moved out,
there are other alternatives that you can consider that are just as pro-
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ductive economically with some capital investment and some retrain-
ing and that kind of thing.

Mr. Bouron. I agree with you. As I say, I think the areas which
might have to be abandoned are probably very few. In an economy,
after all, where the population is growing rapidly and the spaces are
filling up, and many of the big metropolitan areas are already be-
coming too crowded and too smoky, it may mean that we need these
areas very soon.

Chairman Proxmire. I am just about through. There was one
question that the staff suggested we ought to ask Mr. Suits, because
you haven’t had a chance to comment on it, and that is your reaction
on the absence of contingency plans in the event of deescalation in
Vietnam.

Mr. Surrs. The ideal contingency plan, I suppose, is one that is
already on paper in a hard form, and funded, at least on a standby
basis. It would be ideal if we could have a package of these worked
out.

I don’t know what the political and constitutional problems are,
but surely on the administrative side, the least we could ask is for a
committee or group to sit down and say what kind of economy do we
want to have at the end of this war in Asia? If they would compile a
list of the kind of programs we want to bring in, it would put us
much in the position that we were in just recently when we turned off
the spigot on the road program and then turned it back on again.

Chairman Proxmrre. On a much bigger basis, yes.

Mr. Svrrs. On a much bigger basis. Now, as I say, I don’t know
what may be the political problems and the constitutional problems
of working this out, but surely on the administrative side there is no
difficulty in at least having the blueprints, and knowing what kind
of funding would be required.

Chairman Proxmire. Because certainly you were saying earlier
that you thought the economic considerations were much less impor-
tant than the other considerations.

Mzr. Surrs. Oh, yes.

Chairman Proxmire. And, of course, you are dead right, except that
economic considerations, I think, enter into our attitudes toward
Vietnam, if we are honest with ourselves. We have to recognize that
people are employed, they are getting profits, they are getting salaries,
and so forth, out of this situation, and I am convinced that the econ-
omy would be far better off if Vietnam could be over in all kinds of
ways, not only in terms of a tax cut and other programs, but in many,
many other ways, lower interest rates, almost every aspect of the
economy would be improved, and improved with any kind of prudent
action on the part of the Federal Government.

Mr. Surrs. There is absolutely no question about that.

Chairman Proxyire. Gentlemen, thank you very, very much. This
has been a most enlightening and informative morning, and we very
much appreciate it. Thanks a lot, for a fine job.

The committee will resume its hearings in this room at 2 o’clock
this afternoon.

(Whereupon, at 11:50 a.m., the committee recessed until 2 p.m.
of the same day.)
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AFTERNOON SESSION

Chairman Proxmizre. The committee will come to order.

Our witness this afternoon is a distinguished professor, Murray
Weidenbaum, chairman of the Department of Economics, Washing-
ton University, St. Louis, Mo.; a man who has done more works I
think, in this area than anybody in the country, and who has compiled
a most helpful, detailed study which I hold here, “The Impact of
Vietnam War on American Economy.”

Professor Weidenbaum, I can tell you that we have based these
hearings very largely on your excellent work, which has been referred
to by witnesses, including witnesses this morning, and we are very
privileged to have you. I apologize for the absence of some of the
other members, but there will be other members here later today, and
I am sure you appreciate these are mighty busy times; other commit-
tees are in session.

You go right ahead.

STATEMENT OF MURRAY L. WEIDENBAUM, CHAIRMAN, DEPART-
MENT OF ECONOMICS, WASHINGTON UNIVERSITY

TIMING OF IMPACTS

Mr. WemensauM. Thank you, Mr. Chairman, for those very kind
remarks. I should like to point out that the views I express, both in
that formal report and orally today, of course, are strictly my own
opinions.

I would like to just offer orally the highlights of that 100-plus page
report. ‘

%hairman Proxyire. That will be fine. Without objection your full
report will be included in the record at the end of your remarks.

Mr. Wemexsaum. The key points are:

1. The persistent uncertainty as to the nature and extent of the U.S.
commitment in Vietnam.

2. A lack of general understanding ——

Chairman Proxmire. Will you repeat that first point again.

Mr. Werpesavnr. Persistent uncertainty as to the nature and extent
of the U.S. commitment in Vietnam.

Chairman Proxmire. Right.

Mr. WemeBavM. 2. A lack of general understanding of the speed
with which the military buildup affects the economy.

3. Confusion in interpretation and delay in the release of budget
information in 1966.

4. Resultant basic problems in national economic policy which we
are now facing.

An evaluation of the impact of U.S. expenditures for Vietnam on
the American economy must begin with a review of the events in
Vietnam itself and of the increasing U.S. involvement there.

From 1954 through 1963, the United States was providing minor
amounts of assistance. Fewer than 1,000 American troops were in-
volved. Beginning in November 1968, with the overthrow of the Diem
government, the U.S. commitment increased, but slowly at first.
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By the end of 1964, the total of American troops in South Vietnam
was a little over 23,000. A significant change in the nature of the con-
flict occurred in 1965—the intensification of infiltration of arms and
personnel from North Vietnam. The buildup of U.S. troops then accel-
erated rapidly, reaching over 184,000 at yearend.

Since early 1966, American forces have been conducting the bulk of
the offensive military actions against the Vietcong. The South Viet-
namese are primarily responsible for the more passive missions, such
as pacification. Total American troops in South Vietnam have ex-
ceeded 400,000 since the end of 1966.

In retrospect, the U.S. role changed from support to active combat
when the South Vietnamese no longer could defend themselves against
the combined onslaught of the Vietcong and massive infiltration of
North Vietnamese equipment and manpower.

It is futile to speculate as to anyone’s ability to have forecast these
developments. The evolution of the U.S. role in Vietnam could scarcely
be inferred from the day-to-day statements of administration spokes-
men. On various occasions in 1963 and 1964, Secretary McNamara
stated that the war was to be fought by Vietnamese, not by U.S.
troops.

II}D 1965, after U.S. troops were in combat, he stated that the South
Vietnamese would bear the brunt of the fighting. My purpose is not
to criticize the inability to make accurate forecasts under extremely
difficult conditions, but to emphasize the great uncertainty that existed
in evaluating the impact on our domestic economy of the expanding
U.S. commitment in Vietnam.

From the viewpoint of demands on the resources of the American
economy, the Vietnam war really had its initial impact in fiscal 1966.
Prior to that the Budget Bureau estimated that the additional costs of’
Vietnam were $100 million or less a year, a rather insignificant factor
in a $50 billion military budget and a $700 billion economy.

The January 1966 budget message, in contrast, estimated that the-
Vietnam war would require $14 billion of appropriations in fiscal
1966 and $4 billion of expenditures. It appeared at the time, at least
to many observers, that the Nation could wage a two-front war with-
out raising taxes—the war on poverty and the war in Vietnam. That
theme was enunciated in the budget message and in the President’s
January 1966 Economic Report, where he stated :

“The fiscal program I recommend for 1966 aims at full employment
without inflation” and that “this budget provides for the maintenance
of basic price stability.”

In retrospect, things did not work out that way; 1966 witnessed
the most rapid inflation since Korea. The basic explanation is that,
despite the assurances of the Economic Report, the increases in gov-
erment civilian and military demand, coupled with the continued
expansion in business investment, exceeded the capability of the Amer-
ican economy to supply goods and services at then current prices.

Two key factors helped to explain what happened. The first factor
was the underestimate in defense spending. The January 1966 budget
projected the cost of Vietnam at $10 billion in fiscal 1967, and the cur-
rent estimate is almost double that.

The second factor is the underestimate of the speed with which a
military buildup affects the economy.
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The key point is that the bulk of military production is carried on in
the private sector. As a result, when there is a large expansion in mili-
tary orders, as occurred in fiscal 1966, the immediate impact is not
registered in the Government budget. The initial impact, in terms of de-
mand for resources, is recorded by the Government contractors in the
private sector.

Hence, during the early stage of a military buildup, we have to look
at the private sector to see the expansionary effects. This is hardly a
new phenomenon. The same type of underestimate contributed to the
inflation in the Korean buildup. Unfortunately, the same mistake was
repeated during the first year of the Vietnam buildup.

The most rapid expansion of military orders occurred in 1966. So
did the most rapid rate of inflation since Korea. That was the period
when the Nation, and particularly the administration economists, were
still congratulating themselves on the success of the 1964 tax cut. Little
need was felt, at least officially, for greater fiscal restraint.

To some extent, the inflationary pressures of the Vietnam buildup
were accentuated by a liberal monetary policy in 1965, some of the re-
sults of which continued to be felt in 1966.  Beginning in December
1965, however, the Federal Reserve Board took steps to tighten the
availability of credit.

In fairness, some positive impacts of Government economic policy
in 1966 should be acknowledged. The Nation achieved a large and rapid
shift of resources from civilian uses to military programs, without di-
rect controls over prices or wages. Moreover, economic growth and im-
provement in the living standards continued despite the defense spend-
ing increases and inflation.

In a sense, this post mortem may be too late. The demand-pull in-
flationary pressures of 1966 seem to have run their course. We do have
a legacy of cost-push inflationary pressures which are likely to plague
us later this year, particularly as major union agreements come up for
renewal.

Looking ahead, however, in the near future the Nation may once
again find itself n a situation where economic and fiscal policy fail
to take account of the timing of the economic impact of Government
spending. If that turns out to be the case, avoidable inflation or reces-
sion may occur once again.

Should another major escalation occur in the U.S. commitment in
Southeast Asia, it would be important to promptly institute restraining
fiscal measures to offset the inflationary impact.

Conversely, should peace come to Vietnam, it would be essential to
promptly put into action expansionary fiscal measures to offset the
immediate deflationary effects of a defense cutback. Most economists
agree that the economy can successfully adjust to a defense cutback,
or an expansion. The concern mainly is over our political willingness
and capability to act promptly enough. The recent record is hardly
reassuring.

As my final point, T suggest that this committee recommend a single
simple but basic innovation: A regular monthly report, a set of mili-
tary indicators, comparable to the economic indicators, presenting
the basic unclassified data on military programs. This report should
contain :
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1. Data on military obligations and expenditures by program
category.

9. Data on military manpower, including draft calls.

3. Data on defense contracts by product group, industry, and geo-
graphic area.

4. Data on defense materials set-asides.

5. Data on orders, sales, inventories, and backlogs of defense in-
dustries.

6. The latest official forecasts of military programs, as well as com-
parable historical numbers, and

7. Seasonally adjusted as well as raw or actual figures.

Most of these numbers are available on a hit-and-miss basis, buried
in a slue of Government reports, but are never put together in any one
single release. This military indicator report should be published at a
regular time each month, be readily available to the general public,
and the data should be as current as Federal statistics generally.

The military indicators report should be as short as possible, omit-
ting mere operational statistics and other data not essential for intel-
ligent public policy analysis.

Such a report would only be telling us as much about the major
component of the public sector as the Government already tells us
about some of the smallest parts of the private sector. A monthly mili-
tary indicator would be a major advance in our economic knowledge
and would fill a key gap in our statistical information system.

Thank you.

Chairman Proxyrre. Thank you for an excellent, concise statement,
which also ends on a most constructive note for the future. Would you
suggest that we could include in the monthly economic indicators
these specific military statistics that you are talking about?

Mr. Wemexnsavy, I think that would be too tall an order. Perhaps
the highlights.

Chairman Proxmrre. Why couldn’t we simply have a table. which
would include everything that you have suggested, and simply have
it as an additional table?

Mr. WeDENBATM. Senator, it would be the longest table, maybe the
size of this table I’m sitting at.

Chairman Proxumrre. Is that right? You said you didn’t want every-
thing, and you listed how many specific

Mr. WeDENBATM. Seven points.

Chairman Proxmrre. Was it seven?

Mr. WemensauM. Yes. It could be shorter.

Chairman Proxmrre. You also stole my first question. Let me read
my first question to you and see if we are thinking along the same line.
How valuable would it be for the Joint Economic Committee to receive
a single monthly report from the Defense Department containing new
orders in the latest month, the total outstanding orders, the expected
future delivery dates of both new orders and total outstanding orders
and the expected time phasing of prepayments on new orders and out-
standing orders.

T take it that is part of what you are asking.

Mr. WemDENBATM. Y es, sir.

Chairman Proxmire. But only one part.
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Mr. Weme~nBauMm. That is right.

Chairman Proxmire. For instance, this doesn’t include the man-
power information which you suggested.

Mr. Wemexsaum. Or the data on the industry side, the defense in-
dustry side, the contracts, the backlogs, inventories. I think the two
recommendations are certainly consistent.

Chairman Proxmrre. Let me ask you this. You say this would be a
very long table. How many tables would this amount to if it were
comparable to the economic indicators? Seven or eight tables?

Mr. WemeNsavy. I really haven’t sat down to design it, but say,
six to 10 pages.

Chairman Proxumire. Six to 10 pages?

Mr. WemexBaoM. That should do it.

Chairman Proxmire. Now, is this information available now to the
Defense Department?

Mr. WemENBAUM. Yes, sir. All of this information is released, but
not on a regular basis, and often it is buried in a variety of either oper-
ational reports or other statistical releases of the Department of Com-
merce or the Department of Defense, but it is not put together in any
one single place, and it is not released in a regular fashion.

Chairman Proxmire. How big a job would it be, how big a staff
would it take, to do this job, and how many hours would they have to
work? Could two competent men do this, in your judgment, or would
it be a matter of 10 or 20 ¢

Mr. WemenBavM. I think much more of two than of 10 or 20. I also
think, though, what it really would take is official policy that the data
would be made available.

Chairman Proxmire. Can you think of any reason at all why the
availability of this data wouldn’t serve the national interest and the
interests of the President and the Congress?

Mr. WemeNBaTM. I could think only of positive reasons why this
data would foster intelligent public policy action.

Chairman Proxmire. There is nothing that is classified.

Mr. WemeneaUM. Not at all.

Chairman Proxmire. Itisall disclosed.

Mr. WemeNBaUM. Yes, sir.

Chairman Proxmire. But it is not pulled together and it is not
regularly recorded.

Mr. WemenBava. Thatisright.

Chairman Proxumire. Do you know of any request for this kind of
information that has been denied or turned down ?

Mr. WemenBauM. There have been many recommendations, includ-
ing recommendations by economists testifying before this committee
for this kind of information. There have been reports of this commit-
tee which recommended not an identical set of data, but many of these
data. The point on the inventories of Government producers, suppliers,
this recommendation appeared in a report submitted to the Joint
Economic Committee, as I recall, in the early fifties. There is a long
history behind this. .

Chairman Proxmire. Well, I will tell you this. In view of your
particular knowledge, would you work with the staff of this commit-
tee for the purposes of composing a memorandum on which you would
specify the case for securing this information ¢
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Not only what we want, but the reasons why this information is so
vital and necessary for sensible judgments in our economy, so that
businessmen could have it, so that economists throughout the economy
(fzoulld have it, so that the Members of Congress could have it, and so

orth.

Mr. Wemexsaum. I would be pleased to, Senator.
 Chairman Proxmire. That would be wonderful. That would be very
helpful. Now, I would like to ask you to give me your interpretation
and your estimates and analysis of the testimony which we had yester-
day from an extraordinarily able man, Senator John Stennis of Mis-
sissippi, who as you know 1s chairman of the Preparedness Subcom-
mittee and very well informed, and twice he has hit right on the nose
the spending which the Federal Government has had, and has dis-
agreed sharply with the administration ; but he has been right and they
have been wrong.

Yesterday, he indicated that the assumptions on which the admin-

istration had posited its budget failed to take into account an escala-
tion which he felt was very likely, up to 500,000 men by the end of
this calendar year, which would be the middle of the coming fiscal
year. :
He thinks they are short, apparently, about 50,000 men. He did not
say that, but he said if they are short 50,000 men, the cost of these
additional 50,000 men would be, in his judgment, $4 to $6 billion for
all the factors that are involved.

Now, Robert Anthony, the Assistant Secretary of Defense, testify-
ing the day before, said that in his judgment the cost of one soldier
in Vietnam is $30,000. Of course, Senator Stennis was basing his esti-
mate on a different assumption. He was including the cost of training,
the cost of transporting, as well as the cost of maintaining, supporting,
and supplying men in Vietnam.

Would you feel that the assumption that 50,000 additional troops in
Vietnam would probably require $4 to $6 billion—do you think that
may be a fairly reasonable estimate?

Mr. WemexsaoM. If you can just wait a moment——

Chairman ProxmIre. You go ahead, take your time.

: Mr. Wemeneaunm. With my hand calculator, 50,000 men at $4 bil-
ion?

Chairman Proxmire. Four to six. Yes, I think the mid-figure would
be five, give or take a billion. ;

Mr. WemenBATM. I claim no expertise of precision of per man
costs of the Vietnam war, but under the assumption—and this has
been stated by a number of observers, that on the average there 1s
one man in logistical support for each man in Vietnam, which would
mean for a 50,000 buildup directly in Vietnam, we are talking about
a total increase in the Armed Forces of 100,000 men—it strikes me
that the Senator may be toward the high end of the range.

Mr. Anothony may be at the very low end of the range, but I think
the average would be closer to the Senator’s estimate. I have a great
respect for someone whose forecasts have been as accurate as Mr.
Stennis.

Chairman Proxarre. You indicate that one of the big troubles, and
we of course agree with you wholeheartedly, has been the uncertainty
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as to the nature and extent of our commitment. Now, do you feel that
this was a factor in the failure of the administration so dismally,
starkly, to estimate the Vietnam cost last year?

You will remember in January, as you say, they estimated $10 bil-
lion. It turned out to be, as you say, about twice that. In a sense, they
were off 100 percent.

Do you feel this was a major factor here?

I don’t recall that there was any escalation much beyond the assump-
tions that most of us made, and of course, as I say, Senator Stennis
and one or two others were quite accurate.

Mr. Wemensavm. I think blaming the entire $10 billion under-
estimate on uncertainty is too charitable an explanation. I think,
though, we need to realize that making the assumption that the war
would be over, not a prediction, but an asumption that the war would
be over by the end of the budget year, was the standard budgeting
procedure for the Korean war, so there was plenty of precedence for
making that assumption. ' ' ‘

Chalrman Proxmire. But then in the Korean war, as I recall, we
appreciated a great deal more than was used, didn’t we?

Mr. WemenBaum. That is right, and this is one of the concerns
that Secretary McNamara has expressed many times over, the desire
to avoid making such unnecessarily premature funding of defense
activities that when the war is over, we as a nation have an excess
amount of materials in inventory and of funds available to the
Pentagon. :

Iowever, granted that you don’t want to be overly generous in the
funds you make available to the Department of Defense for purposes
of awarding contracts and committing the funds, and making that
assumption, and that is an operational assumption that I personally
respect the Secretary making—the point, however, is that assume, for
fiscal policy purposes, as it was apparent, that the $10 billion figure
was an underestimate, that the war would not likely be over in June
1967, that perhaps it was still too early for preparing a supplemental
appropriation—and this is the point that the hearings I read have
been dwelling on—but the time wasn’t too early to take the necessary
fiscal policy action.

The statement has been made many times that during——

Chairman Proxmire. And if we had had this monthly series of re-
ports, this monthly series that you have suggested, we would have been
prepared to make a judgment as to whether or not taxes should have
been increased, other spending reduced, and so forth.

Mr. Wemensavm. I think so; and specifically the statement was
made repeatedly that we did not know, the administration did not
Ilinow, whether the supplemental, additional funds to be spent in fiscal
1967 for the military would be $5 or $10 billion, or somewhere within
that range in excess of the initial estimate. _

Grant that, that there wasn’t exact certainty, however, knowledge
was there that $10 billion was too low, that the figure was going to be
maybe $15, maybe $17, maybe $20 billion.

Well, for fiscal policy purposes I don’t think it was essential to
wait until we could come up with the fine 19-point-something. As soon
as the administration publicly admitted that there was an underesti-
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mate in defense spending, that expenditures were going to be higher
than originally budgeted, that was the time to make fiscal policy
adjustments.

Chairman Proxmire. I believe, as I recall, that Secretary McNa-
mara indicated, when, in July or August, that there would be a supple-
mental, that they had underestimated; but he did not indicate how
much.

You see the difficulty for Congress is that we have to work with the
figures that we have available, and there is a tendency for those of us
on Appropriations and Finance Committees to think in terms_of the
most recent hard estimates, where they give specific figures and facts.

Under these circumstances, it was felt it would be hard, because we
were relying on a budget estimate so inaccurate that it was very dif-
ficult for us to either persuade the Members of Congress to go for a
tax increase or to make a real effort to hold down spending.

Mr. WemexseauM. 1 think, though, that it was important to make
the distinction between congressional action on military appropria-
tions and congressional action on fiscal policy; that is, tax increases
or slowdown in nondefense spending and even though Congress hadn’t
enacted, because they hadn’t even received, the request for the supple-
mental, as soon as it was general knowledge that the impact of Viet-
nam had been underestimated, that the cost of Vietnam had been un-
derestimated, hence that the basic assumptions underlying the January
1966, budget were no longer relevant, that was the time for a change
in fiscal policy.

Chairman Proxmire. You specified that, and this was an interesting
emphasis, because we had little of it on this committee in our considera-
tion last January and February, when the various administrative
agencies and others were before us in justifying the President’s eco-
nomic plans for the Government in the next fiscal year, that is the lack
of general understanding of the speed with which the military buildup
affects the economy.

Would you detail this a little bit? Would you explain what you mean
and why this is misunderstood, and how we can achieve a better
understanding ?

Mr. WemensauM. During much of 1966, the focus of the Council
of Economic Advisers was on the so-called National Income Accounts
Budget, in particular, during the first half of 1966. This National
Income Accounts Budget showed a surplus of about $3 billion. This
was taken by the administration as an indication of fiscal restraint.
Tt was cited repeatedly.

Chairman Proxarre. In general, that is quite sound, isn’t it?

Mr. WeipexBauM. I don’t think =o. Let me say this, that it certainly
is sounder to take the NIA than the administrative budget in this
respect.

Chairman Proxmire. Wait a minute. T am saying in general, T am
not. saying in 1966 it was sound. I am saying it usually is a guide.
'_I{his is a better guide than some of the other guides we have had in
the past.

But this does show, is this true or not—the total Government spend-
ing and Government revenues, including trust fund revenues and
expenditures on an accrued basis, not a cash basis?
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Mr. WemenBavn. Thave to say not quite.

Chairman Proxumime. All right.

Mr. WemeNpavm. For two reasons: first of all, it excludes all of
the lending transactions of the Federal Government, which are very
large and very important. These are included in the cash budget.
They are not included in the National Income Accounts Budget.

I feel the second drawback to the National Income Accounts Budget
is its accrual on the revenue side, and that is, it records the payment
of corporate taxes when the liability accrues to the companies, not
when the cash is received at a later point by the Treasury. However,
it shifts gears on the expenditure side. It doesn’t reflect the receipt of
the Government payment by a Government contractor on an accrual
basis, which would precede the actual cash flow, but it reflects this
payment on a delivery basis, which is after the cash flow, because of the
temendous amount of progress payments.

So you have a measure which during the period of a military
buildup shows receipts on a leading basis, so to speak. It records the
receipts before they are in the Treasury, and it doesn’t record the
expenditures until some time after they have left the Treasury.
Inevitably during this kind of period, this budget, which overesti-
mates, so to speak, receipts and underestimates expenditures, will
show a far more favorable situation than the underlying relationship
between the budget and the economy. In my formal paper

Chairman Proxmire. Let me just ask you on this point—what is
your answer? What should we be looking at? Is the cash budget a
better basis ?

Mr. Wemexsaum. For this purpose, I do think the cash budget,
is better.

Chairman Proxmire. For measuring the impact in a period of rapid
war buildup, you would rely more on a cash budget?

Mr. WemeNBauM. Yes, sir.

Chairman Proxmire. What did the cash budget show in 19662

Mr. WemexsauM. I must say I don’t have the figures with me.

Chairman Proxmire. Did they show a deficit ?

Mr. WemEeNeaum. While I am looking for the figures, may T point
out that in my formal paper, I have made an adjustment of the Na-
tional Income Accounts Budget to cover this contingency. In other
words, I have adjusted the National Income Accounts Budget for the
fact that deliveries lag behind expenditures. In other words, I adjust
the expenditures on a National Income Account Budget so that they
are consistent with the revenues. , .

In doing that, I don’t show a surplus in 1966. I show a Federal deficit
in 1966.

Chairman Proxmire. That is simply adjustment in the NIA budget
you show a deficit.

Mr. WemesBaUM. Yes, that is in the NTA budget. T have now the
comparisons between cash budget and National Income Accounts
Budget. In the second half of 1965, the cash budget showed a much
bigger deficit than the National Income Accounts Budget. In the first
half of 1966, it showed a much smaller surplus than the National In-
flome Budget. In the second half of 1966, it showed a much bigger

eficit.
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The results are consistently less favorable than the National Income
Accounts Budget. T think this is one of the problems. But I am a little
dismayed to see, as I note in the January 1967 Budget Message, this
comparison between the administrative budget and the NTA budget.
Tt is sort of, frankly, beating a dead horse.

T recall a Presidential budget message just a few years ago saying,
in effect, “We are no longer going to emphasize the old-fashioned ad-
ministrative budget. We are now going to emphasize the comprehen-
sive cash budget, which is the best measure of Federal finance.”

Somehow or other we have conveniently forgotten that, and now
we measure, compare the NTA budget to the administrative budget. I
think the more relevant comparison is to the cash budget.

Personally, I would opt for the cash budget because it is, first of all,
more comprehensive. It includes things like the big lending programs
we have that don’t show up in the NTA budget and, secondly, it is
more accurate. It presents a more accurate portrayal of the impact of
a defense buildup or of a defense cutback on the economy.

Chairman Proxmire. Now, proceed to spell out the speed of the
military buildup affecting the economy.

Mr. Wemensavy. If I may, fiscal 1966, as I point out in my formal
statement, was a period where Vietnam really took hold in terms of
being important as a factor in the budget and in the American econ-
omy. That is the second half of calendar 1965, July, 1965, through
December, 1965. This was the point where the Federal budget on the
NTA basis was running a small deficit, $1.4 billion.

However, this was the period of tremendous buildup in military
orders, military obligations, in the second half of 1965, were running
on the average of $60 billion, which was a $7 billion increase over just a
year prior. Making the adjustment »

Chairman Proxartre. That was, or was not, reflected in the NTA
budget? :

Mr. WremensauM. It is not reflected in any of the budgets.

Chairman Proxyrre. But this is the kind of thing that you say in
your summary. It isn’t reflected in the Government figure, but it is re-
flected in the action of the private contractors.

On this basis, they go out and hire people. they make commitments
on machinery, they buy raw materials, they go through this kind of
action which expands the economy. »

Mr. WemrNBaun. Precisely. It is the private production on Gov-
ernment account that increases the GNP. If you can conceive of several
steps, breaking up the GNP into simply private sector and public sec-
tor, during the period where the defense contractors are working on
Government orders, this shows up in the private sector.

This is value added in terms of the production of aircraft, tanks,
ships, and so forth.

Chairman Proxmire. Roughly, how did this work in 1966 in terms
of the timing ? You say late 1965 ¢

Mr. WEDDENBATM. Yes.

Chairman Proxmire. That was the time of the buildup. The Gov-
ernment would increase its orders in September, October, November of
1965, no reflection whatsoever in any current budget, but those orders
were obviously immediately escalating the economy.
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Mr. WemexsaumM. Precisely. And this is the key part. That the in-
crease in the orders result directly in increase in private production,
which shows up immediately in the GNP.

Chairman Proxmire. Those figures you say were available, but hard
to dig out. ’

Mr. Wemexeavm. That is right.

Chairman Proxayire. And these are the figures that you are asking
the Defense Department to make available on a regular monthly basis,
and a comprehensive basis so they are all put together in one place.

Mr. Wemexsaum. That is right.

Chairman Proxmire. And on the basis of these figures, you will be
able to see, anticipate, understand the effect that this is having on the
economy, although it is not reflected in the budget figures?

Mr. WemeNBaum. Precisely, because a simple-minded view is to see
little activity in the public sector, great activity in the private sector,
and say, “Well, the public sector is acting in a very restrained fashion.
All the inflationary pressures are in the private sector.” But if you
look just a little more deeply than that, what is the inflationary pres-
sure in the private sector? It is precisely the production by Govern-
ment contractors.

You then look at the next period, where the production is completed.
The items are delivered to the Government. What shows is & big plus
in the Government budget during this period, which is recorded in the
accounts. But in the private sector, there is a big minus, as inventories
are liquidated, and as the completed weapons are shipped to the
military.

You }zlldd the minus in the private sector to the plus in the public
sector, and you get zero increase in the GNP.

The increase in the GNP occurred in the previous period, during
the private production. Hence, by looking only at the formal Govern-
ment budget, we are missing the period where military demand in-
creases the GNP, which is the production in the private sector, not
the delivery to the public sector. :

Chairman Proxmme. Will these figures put us in a position where
we can appraise the degree of the impact on the economy ?

Mr. WEmENBAUM. Yes, sir.

Chairman Proxmire. This morning, we had three very excellent
papers, and one of the papers by Professor Suits estimated two things:

No. 1 was a very modest multiplier, and he agreed it was conserva-
tive. He did not trace it all the way through, but a multiplier of about
1.85 percent for the expenditures, which would give us some idea about
the effect of these Government defense contracts, that they might be
expected to have on the economy.

And in addition to that, he estimates that, all other things being
equal, and he agreed of course they wouldn’t be, but all other things
being equal so that we could understand the comparison, that with
Vietnam out of the picture, instead of having approximately 4 per-
cent unemployment last year, or less, or would have had about 7.7 per-
cent unemployment, I think, in the last quarter of last year.

Would those figures about square with your own understanding,
or what do you think of this kind of estimate (a) on the multiplier,
and (b) on the effect on the economy ?
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Mr. Wemexsavnm. I have a high regard for Professor Suits’ econ-
ometrics work. T have no reason to question the accuracy of his fig-
ures. However, I question the relevance of the results. =

Chairman Proxnyrre. He did not offer this as an indication that
Vietnam was preventing unemployment. In fact, he takes a very
sharply contrary view.

But just as a way of measuring, you know, to reduce to a compre-
hensible basis an understanding of what Vietnam means in terms of
jobs, in terms of the effect on the economy, and so forth.

Mr. Wemexsavm. Oh, from that point of view I think that is a
very good indicator of how much of the economy is directly or indi-
rectly affected by the Vietnam spending. But I have rephrased it that
way.

ghairman ProxmIRE. Yes.

Mr. Wemensaum. It doesn’t indicate the decline in the economy,
if we weren’t

Chairman Proxmire. Yes, he said that. He was very, very specific
about that, and he agreed, as did all the witnesses, that, of course, the
economy is infinitely better off in all kinds of ways, if we can have
negotiations and a cease-fire in Vietnam. There would be no problem
in finding policies of tax reduction and progressive spending pro-
grams that would take up the slack. ‘

We would be better off in every sense, but this was simply a way of
measuring it. Now, how about the multiplier? Have you had any op-
portunity to study that?

Mr. Wemexeavm. No, T haven’t. In fact, I have used Professor
Suits’ estimates in some of my own work. I have no reason to try to
improve on them.

Chairman Proxmrre. This brings us to the question, when we get
this information, and we have some understanding of what it is doing,
what do we do. What policies would be most appropriate for the Joint
Economic Committee to recommend to the Congress in terms of taxes
and spending ? :

I realize you have to put in all kinds of value judgments to come
down precisely on any side, and I am just wondering from a technical
standpoint if you can help us to suggest, in view of the rapidity with
which this acts on the economy, this increased defense spending, what
sounteraction in terms of either spending or taxes or both, do you
think would be most appropriate ?

Mr. WemENBATM. 1 think in terms of three general kinds of actions,
but specifically the kind that can be implemented rapidly. In other
words, in general, tax reduction, Government spending increases, and
changes in monetary policy are the three basic ways of doing this.

However, my guess would be that the great majority of specific ac-
tions in these three categories would not be appropriate. They wouldn’t
take hold fast enough.

My guess would be that on the tax side, a simple, straight percentage
across-the-board change in tax rates, plus or minus, would be, if any,
the only really effective way of probably offsetting whatever change
was noticeable in, say, the military budget.

On the expenditure side there would be essentially transfer pay-
ments, such as unemployment compensation, veterans’ pensions, OASI
programs.
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Chairman Proxmire. These are pretty hard to reduce politically.
They are easy to increase but they are hard to cut. ‘

Mr. WemexsavM. I think this is one of the reasons that economists
have been emphasizing the tax side rather than the expenditure side,
particularly if the alternative—I would assume it is relatively easy to
increase expenditures as opposed to reducing taxes, but the relation-
ship isn’t quite reversible. Somehow or other, it seems to be easier to
change taxes than expenditures on the companion side.

Chairman Proxmire. Expansion is much easier than contraction.
That is why we rely on monetary policy to restrain inflation and re-
duce taxes and increase spending to stimulate the economy.

Mr. Wemensavm. Well, monetary policy doesn’t come out with fly-
ing colors during the past year. It was rather late in——

Chairman Proxyire. I am not so sure. It came out almost with—it
slammed on the brakes with a resounding crash and roar; in that sense,
it wasn’t flying colors, but it sure as the dickens slowed down the
economy, in spite of the fact that the Vietnam war has been escalating,
and we have been sending more and more troops overseas, those highest
interest rates in 40 years that we had during much of 1966 did result
in an economy in which all the indicators were either level—or prac-
tically all of them—either level or pointing down by the fourth quar-
ter of last year. It is hard to find any that were going up.

Mr. WemeNBavar. I think it is one of the problems. You can take
a look at, say, the money supply. It really started turning down, I
guess it was 1n April after so much of the direct Vietnam inflation.

Chairman Proxmire. That is right, but the consequences weren’t
immediate, in comparison with the length of time it takes to get
through the Ways and Means Committee of the House, the Finance
Committee of the Senate, and then put it into effect, and then get the
result with tax changes, the monetary policy did work, although it
took some time to do it, and it perhaps overreacted. I think it did.

Mr. Wemexpaun. I think there is a distinction there. Incidentally,
the statement this morning that you can get a tax cut through the
Congress faster than a declaration of war struck me——

Chairman Proxmirn. That was retracted by the author of it, Mrs.
Griffiths.

Mr. WemeNBavs. The reason it struck me as amusing, and I don’t
mean the current controversy on the tax credit, is that we haven’t had
a declaration of war since 1941. But the point I really would like to
make is that even though monetary policy might take effect, monetary
policy actions

Chairman Proxumire. Let me just go back to that. We haven’t had
a President who asked us for a declaration of war. I think if he did,
it would go through awfully fast. We have had Presidents who have
asked for a tax reduction. It took President Kennedy about 2 years
to get the 1964 reduction.

Mr. WemeNnBAUM. Yes, sir.

Chairman Proxumire. And I think it is going to take us a long time
to get even an across-the-board reduction. The investment credit is
relatively very, very simple, as you know, and easy to act on compared
to these other things.

Mr. WemeNeavM. In a way, though, I think the comparison is mis-
leading. Certainly, the Federal Reserve Board can make decisions

78-516—867—vol. 1——13



188 ECONOMIC EFFECT OF VIETNAM SPENDING

fairly promptly, but in terms of the timelag between their making
their decisions and the impact on private spending, income and em-
loyment, we might find that those timelags are greater than the time-
ag between the time that Congress reduces taxes and the Increase In
aftertax income on the part of the taxpayers, and the increase in
their consumption.

So, even though Congress may take longer to enact a tax change,
than the Federal Reserve may to enact a monetary policy change,
that shorter lag, that looks favorable to monetary policy may be more
than offset by the longer time it takes for monetary policy directly
to affect employment and income than the tax change.

Chairman Proxmize. Again, I am not so sure. I think it is very

ossible that the monetary policy actions taken by the Fed beginning
in April, began to slow down the economy earlier than the fall. The
indicators suggest that the economy leveled off in the fall, and that
was quite a slowdown, because 1t had been moving up at a rapid rate.
But there was a period before that when, absent the policy of the Fed,
if they had continued to expand the money supply 6 or 7, or 8 percent,
we might very well have taken off with an even greater increase in
business spending.

Mr. WemensauMm. Yes; but the initial Federal Reserve actions for
a tight monetary policy occurred in December 1965.

Chairman Proxmire. Well, the money supply did not turn around
until April. They did increase the discount rate on December 2. At
any rate, it is my fault. We got away a little bit from your principal
recommendations, which I think are extraordinarily helpful.

I would like to suggest, Professor Weidenbaum, that we try to see
what we can work out informally with the Defense Department, and
then we proceed just as hard and as fast as we can to get precisely
what you have recommended today, or at Jeast as much of it as we
possibly can get, get it on a timely basis, on a monthly basis.

You feel that 1t ought to be separate. It ought to be called something
like defense indicators, or something like that, separate from the eco-
nomic tables, because these economic tables are comprehensive now.
They are 37 pages. This is a publication, as you know, of this committee.

Mr. WempeNBAUM. Yes, SIT.

In fact, I think in terms of another spinoff, if you will. I noticed
that after the economic indicators were introduced, the Department
of Health, Education, and Welfare has come up with something called
HEW indicators.

Chairman Proxyre. Yes. We even have State indicators.

VWisconsin has her own indicators of the level of the economy in our
State, and a number of other States have developed this.

Mr. Womexpavnm. And in this case, we would be doing another
specialized report, where the economic indicators would still be the
most general set of pertinent statistical materials, but whether it is
Health, Education, and Welfare, or Defense, or other key elements to
the economy, we would have another specialized set of tables.

Chairman Proxyrre. There is this one consideration, and that is the
Health, Education, and so forth, are somewhat different. The sole pur-
pose of our requesting, at least of this committee requesting, it is for
the purpose of getting greater enlightenment on the economic impact
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of what this rapidly changing and dynamic sector of our Government,
what the effect is that thishas on the economy.

Mr. WemeNBAUM. Yes.

Chairman Proxmire. And it is directed at economic information
and for this reason I think we ought to give at least some considera-
tion to its incorporation into economic indicators. This is a regular
monthly publication, and it might exert a pretty good discipline, if
this could be worked into the regular tables we have here, unless
there is some timing reason why it should come out at a different time
of the month.

Mr. Wemensaum. That is certainly a thought. Anything that
would help speed up—for example, I have here, unless my mail is
particularly poor, what is the latest available issue of Military Prime
Contract Awards, which is the most detailed data on Defense orders.
My issue is July—September 1966. This is late April 1967.

Chairman Proxuire. When did you get this?

Mr. WemensauM. Unfortunately, it is not dated. I don’t have a
date on it, but it was issued covering the periods through September
1966.

Chairman ProxmirE. Also, I think the advantage of having it pub-
lished here is that it would call attention to the economic implications
of this information, and the various people around the country, in-
cluding the editors and commentators and economists and executives,
and Members of Congress who get this, would have it immediately
called to their attention, this information which would be of, I think,
more significance, because it is related to the other basic information
that is right here.

Mr. WemENBaUM. It dawns on me, Senator, I should have immedi-
ately jumped on the bandwagon and endorsed a recommendation for
including the material in the economic indicators, because in 1957, in
testimony before this committee, I recommended that data on budget
obligations be included as one of the lead indicators in the standard
compendia of Federal statistics such as economic indicators, and I
forgot my own recommendation. :

Chairman Proxmire. Very good.

Well. I want to thank you. The staff does want me to ask you one
more question. As a professional economist, we asked the gentlemen
this morning, how do you react to the administration’s lack of pre-
paredness for deescalation? If hostilities ceased tonight, the adminis-
tration has no contingency plans to put into effect tomorrow
morning.

Of course, you have stressed the importance of prompt action in the
other way. How about it ?

Mr. Wemeneavm. First of all, T make a distinction between the
economic factors and the political-military factors. I have, of course,
no competence in the latter two areas. And there may be political and
military reasons that I am not aware of.

Chairman Proxmire. No, I don’t think so. I think that the Presi-
dent acted to appoint the Ackley committee in his economic message.
He said he was going to appoint Chairman Ackley, but Chairman
Ackley won't be prepared to report until September. Meanwhile, al-
though our staff has checked with a number of Government agencies,
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they say they don’t have any particular plans to put into effect if there
should be negotiations, but when the Ackley committee reports, 1t
will recommend what we should do.

At that point we will have this information. Now we don’t have
it. Tt seemed to us that without waiting for the Ackley committee, that
it would be possible for them to arrange almost overnight certain pro-
posals that might be sensible for us to prepare to put into effect if
we should get a cease-fire.

Mr. WrmexsauM. L must say, one, I am concerned about the lack
of public availability of any contingency planning.

econdly, I personally fail to see the reason for the tremendous
amount of delay. As you know, I was the first executive secretary of
the Ackley committee, the President’s Committee on_the Economic
Impact of Defense and Disarmament, and of course I am aware of
the difficulties involved in getting agreement among a wide variety of
Federal agencies. But given the six points in the Presidential Iico-
nomic Report on Post-Vietnam Planning, where the President very
‘clearly, to my pleasant surprise outlines the six key kinds of actions
whiclh ean be taken to offset the deflationary impact of peace in Viet-
nam, I think that the implementation of those six points is something
that could be done quite quickly.

In my formal paper I presented the key alternative ways of achiev-
ing each of those six points, and it strikes me essentially that these
are not problems that require a great deal of background research.
Certainly, the tremendous amount of work that has been done on
the economic impact of disarmament, the 1963, 1964——

Chairman Proxmire. The Arms Control Agency testified on that,
Mr. Alexander, who is head of that particular part of it. He was before
us yesterday.

Mr. Wemexsavy. Good, because I think the agency has contributed
a great deal to our knowledge of the economic impacts of defense cut-
backs, and we can draw on_that material already, without awaiting
the tedious review of policy details.

In my formal paper I have a table on page 67 where I array what
I think are the major alternative specific kinds of actions that the
administration can consider in each of the President’s six categories.

I just do not understand why this is a matter for 6 months or more
of study, because the key aspect of a post-Vietnam adjustment pro-

gram is the timely, quick, prompt, implementation of actions.

Chairman Proxmire. Two of the points that he recommends might
take some time and effort. He suggests, No. 4, to determine priorities
for the longer range expansion of programs to meet the needs of the
American people, both for new and existing programs.

Now conceivably that would take some consultation, not only with
the Budget Bureau, but some of the other people who are involved to
find out what their priorities were, and what would be feasible to put
into effect promptly, and so forth.

Then the other one is to study and evaluate the future direction of
Federal financial support to our States and local governments. This
is something that might require some consultation with Governors
and with other people around the country, as well as the resolution of
the problem involved putting the Heller-Peckman proposal into effect,
for instance.
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Mr. Wemensavnm. I think it would be helpful to make a distine-
tion between a one-two punch, so to speak. There is the initial set of
actions and there is a followon set of actions.

I think the initial set of actions, the kind of thing that maintains
the aggregate demand of the conomy immediately, something that
takes hold as soon as the defense contracts are cancelled, as soon as
defense workers are laid off, as soon as servicemen are returned as
veterans—that initial action is essential to head off any postwar
recession.

Chairman Proxmire. At the same time, I think that some of this
takes some calculation. For instance, the announced program by the
Defense Department to phase out slowly our procurement, replenish
inventories and build them up over a period of time,

The statistics revealed by the Veterans’ Administration, that
whereas less than 30 percent of the veterans of World War II went
to college under the GI bill, 50 percent of the Korean war veterans
did, and 84 percent of the Vietnamese veterans are going on with their
education, taking advantage of the GI bill.

This suggests that the manpower adjustment may be a lot easier
than we have had before, and that the adjustment can be relatively
gradual and relatively gentle.

Mr. WemenBauM. I am glad to hear that. I wasn’t aware of that.
That would take care of obviously the majority of one part of the
problem—that is the returning veterans.

It wouldn’t deal with the deflationary impact on the private sector,
the defense companies, their employees, the geographic areas where
they cluster.

Chairman Proxmire. Of course, it also indicates we have to make
some plans for getting the available instructional personnel, and so
forth, for these veterans coming back. This is going to have an impact
on our higher educational institutions, with a flood of veterans, unless
you are going to jam them into a great big lecture hall. You are just
going to have to have more teachers available.

Mr. Wemereaum. There are many private universities that would
welcome these veterans eagerly.

Chairman Proxurre. The ones I know, my kids can’t get into.

Mr. Wemessaum. I will be glad to send them applications to
Washington University.

Chairman Proxmire. They will probably end up there. They will
be delighted to be there.

Mr. WemeNBaunm. Fine.

On the question of initial adjustment policies, here we have I think
a package of monetary policy which of course is under the jurisdic-
tion essentially of the Federal Reserve Board, but I think a simple,
straightforward, across-the-board tax reduction, sort of the reverse
of the beautifully simple recommendation in the latest budget mes-
sage for a tax increase, just change the algebraic sign, that would be
an essential part of the first line.

The second of course, would be unemployment compensation.
Usually, we wait until a recession and then we liberalize unemploy-
ment compensation. It strikes me that this is the kind of thing that
can be done before you see the whites of their eyes, so to speak.
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Then, of course, we have the second-level category of adjustment
actions. Those avowedly require more time. The long-term expansion
in Government programs, decisions on whether we should have a tax
credit or shared revenues or a Heller-Pechman plan. )

However, to the extent that the initial actions, the monetary policy,
the tax reductions, the unemployment, compensation maintain the
overall viability of the economy, maintain the growth of the economy,
high levels of employment, income and purchasing power, to that
extent we make easier the secondary job of essentially the structural
shifts required to adjust to peace in Vietnam, the State aid, the long-
term expansions in Government programs.

But while we are deliberately, slowly wrestling with these other
areas that take more time, I think the thing that needs to be done
immediately is the preparation of the first line of offense, so to
speak, and T can’t see why that is such a drawn out process.

Chairman Proxyire. Thank you very, very much, Dr. Weiden-
baum. You have been an excellent witness and I will make sure that
the absent members discover what they have missed. They will be
interested in the record you have given us, and these constructive
suggestions are most helpful. I am sure that we will use them in our
report here, and also do our level best to try to get exactly the kind
of information you propose, because all of us in Congress are troubled,
as T am sure the administration is, at errors that we made economically
in 1966.

The New York Times properly called it “the year of the economic
goof,” because of the fact that we were unprepared for this escalation
in military cost, and as a result we had these high interest rates,
unacceptable inflation, serious problems that we could have avoided
with wiser policies, if we had had the information and acted on it.

Your contribution has been just excellent, and I very much ap-
preciate it. Your report will be included in the record of today’s
proceedings.

The committee will be in session tomorrow morning in room 4200,
at 10 o’clock, to hear Professor Leontief of the Department of Eco-
nomies at Harvard University; Carl Madden, chief economist of the
chamber of commerce; and Nathaniel Goldfinger, director of research
of the AFL-CIO.

Thank you very much. , .

(Whereupon, at 3: 05 p.m., the committee adjourned until Thurs-
day, April 27,1967, at 10 a.m.)

(The report referred to follows:)
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PREFACE

This study of the domestic economic impacts of the Vietnam war was prepared
in the Spring of 1967. Of necessity, it is an initial exploratory effort limited
both by time constraints and the paucity of available data. It can hardly sub-
stitute for, but perhaps it will hold the line until the completion of a more
geisurely and thorough analysis which the importance of these events surely

eserves.

Personally, I have found this a very difficult report to write because several
of the key participants in the events analyzed are former colleagues and friends.
However, my purpose has been neither to defend their acts nor to attack them,
but to illuminate the economic aspects of an important area of government pol-
icy. Certainly, given the difficulties of the environment in which they operated,
I have encountered neither heroes nor villains of the piece.

M. L. WEIDENBAUM,
Washington University, St. Louis, Mo.

I. INTRODUCTION *

This study traces the expansion of the U.S. defense effort resulting from the
changing American commitment in South Vietnam, analyzes the impact on the

1The author wishes to express his appreciation to his research assistant, Mr. Stephen F.
Seninger.
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U.S. economy, and examines the resultant questions of domestic economic policy.

Several key points emerge from this study: (1) persisting uncertainty as to
the nature and extent of the United States commitment, (2) @ lack of general
understanding of the speed with which e military buildup caffects the economy,
(8) confusion in interpretation and delay in the release of budget information
in 1966, and (4) resultant basic problems in national economic policy. The final
section of this study deals with the process of economic adjustment to peace in
Vietnam.

A. Some historical perspective

Until comparatively recently, expenditures for national security were a minor
factor in American economic activity. In the half century prior to 1930, such
outlays normally equaled less than one percent of the Gross National Product
(GNP), except for the World War I period. From 1931 to 1939, military outlays
averaged 1.3 percent of GNP. Since World War II, however, the Cold War and
the Korean and Vietnam conflicts have raised security programs to a relatively
high level even in the absence of hostilities. Immediately prior to the Vietnam
buildup, purchases by the Department of Defense were about 8 percent of the
total output of the Nation. The proportion was of course higher during World
War II (peak of 48 percent) and the Korean War (peak of 12 percent).

The most recent levels of military demand reflect an extended period of Cold
War, interspersed by incidents leading to limited conflicts, such as Korea and
Vietnam, and temporary thaws and defense cutbacks, such as in 1957-58 and
in 1963-64. An abrupt change in.the nature of the external environment—a
sudden intensification of war or a cold war thaw—and in this country’s reaction
to it, might well cause another major shift from the present proportion of
resources devoted to security programs. Unlike many other categories of demand
for goods and services, the level and composition of national security expendi-
tures are relatively independent of influences in the private economy. Yet, these
military demands heavily influenced the private economy.

The impact of defense on the economy depends not only on the level and rate
of change of spending. The availability of resources and the state of peoples’
expectations affect the timing and extent of the impact on prices, production,
and economic growth. Heavy reliance on deficit financing during World War 1I,
in contrast to the emphasis on tax financing during the Korean War, produced
different results on consumer income and spending both during and after the
war.

Tven before the Vietnam buildup, military spending had been dominating
the Federal Budget. Such spending accounts for over 85 percent of all Federal
Government purchases of goods and services. In real terms (when the dollar
figures are adjusted to eliminate changes resulting from inflation) virtually all
of the increase in direct Federal purchases of goods and services during the past
two decades has been accounted for by defense programs. The aggregate of all
other purchases by the Federal Government is at about the same real level as
in 1940. The large increases in Federal spending for civilian purposes have been
transfer payments and grants, which do not show up in the GNP as Federal pur-
chases of goods and services. Hence, the rise in the Federal share of GNP from
6.2 percent in 1940 to 10.3 percent in 1964 was accounted for almost entirely
by military and related security expenditures. On this basis, it can be seen that
these security-related expenditures have been the primary factor in the expan-
sion. of ;che TFederal Government as a purchaser and consumer of goods and
services.

B. The U.S. commitment in Vietnam

An evaluation of the impact of the Vietnam war on the U.S. economy requires
first a review of recent developments in South Vietnam itself and of the changing
nature of the U.S. involvement. The nature and extent of the American commit-
ment in South Vietnam was continually unfolding during the period 1963-66.
This, of course, created fundamental difficulties both in forecasting U.S. military
expendituresand in analyzing their impact on the American economy.

It is the essence of present-day limited war for one side to be uncertain of the
future actions of the other. However, in the hitherto conventional conflicts such as
the role of the United States after Pearl Harbor, there was little uncertainty as
to the extent of our own participation in World War IT—the maximum effort
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