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lower rates of interest and competing more effectively for funds against other
borrowers in capital markets. However, the exemption also reduces the prog-
ressivity of the Federal individual income tax, since it produces much bigger tax
savings to those in high income tax brackets than to those taxable at lower rates.
This is a relatively inefficient means of channeling aid: the Federal Government
loses far more revenue than the States and cities gain in reduced interest costs.

Apart from the general question of interest exemption, and of immediate con-
cern, is the use of so-called industrial development bonds. Through the use of
these bonds, localities have passed to private industries the benefit of the exemp-
tion of their interest from Federal tax, in many cases without assuming any real
obligation for repayment of the bonds. This questionable practice is becoming
increasingly widespread, and the lack of any obligation by the locality authoriz-
ing the bonds permits proliferation without limit. The use of the Federal tax
code in this fashion is inefficient and inappropriate.

Another fiscal problem concerns State taxation of corporate income. Since
most corporate income is generated by interstate corporations, States must
establish formilas to apportion the income assumed to be earned from business
done in other areas. The formulas give various weights to such factors as
location of plant, percent of payroll, sales destination, location of sales offices,
and “origin” of sales. In 1966, after several years of study, the House Judiciary
Committee recommended legislation that would require a uniform State formula
based solely on two factors, property and payroll. The States have responded
unfavorably ‘to this proposal. As an alternative, additional Federal grants to
the States might be used to persuade them to relinquish a tax which is more
efficiently collected at the national level.

Secretary Fowror. Congressman Reuss, you will have an oppor-
tunity to deal with some of those problems, because in the President’s
economic message, he said that there will be a second tax measure
which would come forward.

Representative Reuss. Right, but why have the first tax measure
which will have the effect of:

Secretary Fowrrr. Just by reason of the fact that experience has
shown that there is a timing problem on loophole-closing tax meas-
ures. It isa very lengthy process. I would have no expectation that
the Congress would be able to act with the promptness on that type
of measure that it will on the surtax which carries out the thrust of
the recommendations of the Subcommittee on Fiscal Policy which
Representative Martha Griffiths chaired last year. The subcommittee
report described an acceptable neutral type of pattern for increasing
revenues which I think, 1f it is accepted by the Congress, could be ac-
cepted much more promptly and with much more dispatch than the
other kind of measure so as to be effective for the entire fiscal year
beginning July 1.

Representative Reuss. I would say, that the long day’s battle on
loophole plugging is not going to begin until the administration sends
up its loophole-plugging package, and there is enough in the collected
works of Stanley §urrey, sitting behind you, to get together a great
package.

Secretary Fowrer. I have him very busy on lots of things, but you
will have your package, Congressman Reuss.

Chairman Proxmire. Senator Miller?

Senator Mirrer. Thank you, Mr. Chairman.

Mr. Secretary, as I understand it, our gold stock is down to a little
over $13 billion, and we need $11 billion of this as backup for our cur-
rency. Isthissubstantially what the figures are?

Secretary Fowrur. My latest figures, at least as of December 31,
show that the so-called free gold, which is what you have reference
to, is $3,213 million.
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Senator MrLrer. Do you have the figure on how much gold is needed
for our currency reserve?

Secretary FowrLer. Yes.

Senator MrrLer. How much is that?

Secretary Fowrer. In addition to that——

Senator Mirrer. How much would that be? Would that be $11
billion or can you give us a figure on it ?

Secretary Fowrer. The free gold figure I have, and it is the figure
I gave you, it is the $3,218 million. So taking into account the so-
called gold cover, domestic gold cover requirement, we have in excess
of that amount as of December 31, 1966, $3,213 million.

Senator Mmrer. Do you have the two figures that give us the net
figure you just gave us?

Secretary Fowrer. I will be glad to supply them for the record.

(The figures referred to follow :)

Miltions

Federal Reserve notes outstanding, Feb. 1, 1967 ———- $38, 090
25 percent cover requirement for above notes 9, 522
25 percent cover requirement for U.S. notes 156
Total cover requirement 9, 678

U.S. gold stock, Feb. 1, 1967 13, 200
Excess of stock over cover requirements 3, 522

Senator Mmrer. Now, as you know, this has been going down
steadily, and I recognize that perhaps the drop last year was some-
what encouraging compared to previous years.

Secretary FowLer. 8nly encouraging because it was largely due
to one source.

Senator MiLrer. Yes, but whether it is one source or 10, it is still
going down, and the question I wanted to ask you is whether there
are any plans being discussed, to come over to Congress to ask Con-
gress to reduce or eliminate the gold cover.

Secretary Fowrer. Not at this time. We think we have for the
time being a substantial margin, and that there is no near-term
likelihood that that would be necessary. Of course, I could be proven
wrong by events that would take place that are unpredictable now.
But as we see the situation now, 1t is a reasonably stable one, and
we wouldn’t need to ask for the removal of the cover at this time.

Senator Mmrer. Is it correct that there are about $30 billion to
$32 billion of short-term claims that could be used against that $3
billion of free gold?

Secretary Fowwrer. Actually, technically that is true, but a large
portion of that figure is dollars that are held in private hands, and
iﬁ)hey are not honored unless they are submitted by, as you know, central

anks.

I think the amount that is outstanding in the hands of central
banks today is about $14 billion. That is the amount of dollars that,
in a sense, you might say is directly overhanging.

Senator Mrrer. What kind of a ratio are we going to have before
you would come over here to ask us to do something about this—
$13 billion in the hands of central banks against $8.8 billion plus
about another $17 to $19 billion in the hands of private owners,
which might end up in the central banks? I have heard a number
of people express deep concern over this.



THE 1967 ECONOMIC REPORT OF THE .PRESIDENT 197

I am wondering why you say not now do you haye any pians to
ask Congress. I am wondering how much worse this ratio 1s going
to have to get before you are going to come over here to ask us to
do something about the situation.

" Secretary Fowrrr. It isn’t a matter of the ratio so much, Mr.
Miller, as it is the acts of the various central banks in converting those
dollars into gold. Many people believe, and I express neither ap-
proval or disapproval of this belief, but many people contend that
the amount of dollars that is outstanding in private hands is only
adequate for the international purpose the dollar serves as a trans-
action currency, and that is a desirable thing rather than gsomething
to be feared or to cringe from.

The question of what various central banks do with their dollars
is of course one that is of constant concern to us, and we are pleased
to say at this time that, although there is an ebb and flow of smaller
purchases, insofar as threats to our gold stock are concerned, they
are pretty well confined we think now to one country.

Senator Mrrer. Would you supply for the record the figures of
the central bank holdings that you referred to.

Secretary Fowrer. Yes, indeed. I have them here and will be
glad to supply them.

The material referred to follows:

As of November 30, 1966, United States liquid liabilities to official institutions
of foreign countries amounted to $14 billion. This figure includes liabilities to
ministries of finance and other official institutions as well as to central banks.
No separate data are available on liabilities to foreign central banks.

Senator Miurer. Thank you.

Mr. Secretary, when the Government issues Government securities
do they do this to finance the administrative-budget deficit or the in-
come-accounts deficit?

Secretary Fowrrr. You raise the money to pay the bills.

Senator Mizrer. Iunderstand. Iam trying to get—

Secretary Fowrer. The administrative deficit is the measure which
you look to in order to determine how much you need in your debt
limit. That is the determining factor.

Senator MiLLER. So that even though the income-accounts budget
might show a fairly close to break-even point or even a surplus, that
would have no bearing whatever on the amount of money needed to
finance a deficit in the administrative budget, is that correct?

Secretary Fowrer. That is correct.

Senator Mrirzr. Now, Mr. Secretary, in your statement you refer
t0 economic achievements: “One of these was net income per farm hav-
ing risen more than 10 percent.”

On the other hand, Mr. Secretary, you did not include in your state-
ment the fact that there are 690,000 fewer farms today. I trust that
you recognize that fact.

Secretary Fowrer. I do indeed. It means,if I understand it, that
many marginal farmers who have been eking out a meager existence
on the land have found useful job opportunities in urban and sub-
urban areas. ThisI would count as a principal advance.

Senator Mitrzr. Mr. Secretary, I think a number of economists
would agree with you, but they would attribute this advance not to
economic achievements as such, not economic policies of this adminis-
tration, but to the fact that there are 690,000 fewer farms.
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Now I would like to ask you this question.

I understand that parity has consistently been below 80 for the last
6 years. With that in mind, how do we arrive at net income per farm
more than 10 percent above?

Secretary Fowvrer. I understand Chairman Ackley ran into this
cne up here the other day, and he is preparing a report and analysis
on this question. If you will permit me to coilaborate with him, we
will try to supply an answer too.

Senator Mirier. Yes, sir, and if perchance you should disagree
with Mr. Ackley, I would appreciate your independent views, Mr.
Secretary.

Secretary FowLer. You certainly will have them.

Senator Mmrer. Now another figure that was used here is unem-
ployment averaging below 4 percent. Mr. Secretary, that may be an
achievement, but in order to get to that 4-percent figure, I think we
ought to look at some things which I do not personally think are
achievements.

One of these is the fact that there are 446,000 more employees,
civilian employees, in the Federal Government than there were 6 years
ago.

Another on the war side, there are 860,000 more men in the Armed
Forces today than there were 6 years ago, and I have heard various
estimates that at least 1 million, or perhaps more people, are working
in defense plants because of the war.

Now if these figures were not present, I think the unemployment
figure would run around 514 to 6 percent. I just put these 1n the
record so we can take economic achievements in perspective.

Secretary Fowrmr. I don’t accept for a moment, Senator Miller,
the proposition that is implicit in your statement that if it were not
for the war, these people would be unemployed.

As is shown by its remarkable peacetime performance in job crea-
tion in the period 1961 through the middle of 1965, I think the Amer-
ican economy, absent the war, will find ample place for them when
they return. And I don’t believe that figure would be 514 percent
unemployed. I think it would be about where it is.

Senator Miurer. Mr. Secretary, I hope you are right, but there is
nothing that you can use to prove this.

Secretary Fowrer. Nor the other way.

Senator Mrrrer. Nor the other way, except for the fact that we
do have these figures presently and I can prove them. I think
that they ought to be in the record, so that people can consider these
economic achievements in perspective. That is all T want to do, so
that people can consider these economic achievements in perspective;
so that people will know what is going on.

Secretary Fowrer. Senator Miller, T think it is a very dangerous
thing to imply, to give rise to any consideration that the conduct of
this war is what is keeping the American economy prosperous. 1
don’t believe that to be the case.

Senator Mirrer. Mr. Secretary, I have stated the same thing my-
self publicly on a number of occasions, but what I am getting at is
this, Mr. Secretary :
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You come up here and give us some economic achievements with-
out giving for the record some of the other things that might just
tend to counterbalance these achievements in the minds of a number of
people. All I wanted is for the people to know what is going on, and
to get the full facts and not just part of the facts. .

I have said the same thing you just said about this war situation,
and I trust, Mr. Secretary, that there is no implication that my ques-
tions are founded on anything other than your belief and my belief
on that point.

Do I have time for another question, Mr. Chairman ¢

Chairman Proxmire. Your time is up. I ask unanimous consent
that Senator Miller may have another minute.

Senator MirLer. Thank you.

Mr. Secretary, I would like your comments on this observation. A
year ago I pointed out to you during the previous year we had had
$18 billion of inflation in this country. Now a year later I have to
point out to you most regrettably that the record shows that last year
we had $29 billion of inflation. In other words, inflation last year
took a little better than half as much purchasing power away from the
American people as the Federal income tax did.

A year ago 30 percent of our increased gross national product con-
sisted of inflation. Last year 47 percent of our increased gross na-
tional product consisted of 1nflation.

Now I submit to you that with this worsening of the inflationary
picture, the worsening of the relationship of inflation to the increased
GNP, that there has in fact been a failure of the economic policies of
this administration, and that at least they haven’t succeeded in achiev-
ing one of our twofold objectives of national economic policy ; namely,
a stable dollar. I would appreciate your comment.

Secretary Fowrer. Mr. Chairman, I would like to put up two charts
aind give members of the committee copies of two charts that deal with
this.

Chairman Proxyire. Would the Secretary defer for just a minute.
After the questioning by the members you may proceed with this.

Secretary Fowrer. If I may defer, and put this in the record at the
appropriate point. '

Chalrman Proxmire. You may.

Mys. Griffiths ?

Representative Grirrrras. Mr. Secretary, the fiscal policy of this
Nation is largely in control of the Executive and the Congress. We
raise and lower the expenditures. We raise and lower the taxes.
But the monetary policy is not really completely within the control
of the same group of people. :

Secretary Fowrer. That is correct. ’

Representative GrirriTas. May I ask you in your judgment, don’t
you think it would be better if it were?

Secretary Fowrer. Mrs. Griffiths, I noticed the same question
asked of Chairman Ackley the other day, and I believe I will stand
pretty much on the answer that he gave.

I think if we were starting all over again, we might very well
design it differently, but I think that by and large there are going
to be problems of coordination, and I am not here to advance any
substantial change in the present setup.
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I think that is a matter for Congress to make its own judgment
on. It has decided to delegate responsibilities directly to the Federal
Reserve Board, to a number of so-called independent agencies; the
Federal Deposit Insurance Corporation, many of the powers are
going to the Comptroller of the Currency, the Federal Home Loan
Bank Board are all more or less independent. They take their author-
ity directly from the Congress, according to policies 1aid down by the
Congress, and the control span you might say of the Executive is
very limited with regard to them. This does give rise to a need for
coordination in an attempt to work together, and I think by and
]eu;ge we do a pretty good job at it.

Representative GrrrrrTas. In my opinion there is something quite
ridiculous about our lowering taxes and the Federal Reserve decreas-
ing the interest rate, and I will remember the banking fraternity’s
statement on lowering taxes both before this committee and before
‘Ways and Means. It was their theory this would give them a great
-opportunity to increase the interest rates, and thereby do something
to satisfy the balance of payments.

To me it was a ridiculous thing, and it is ridiculous now. I feel
that the Federal Reserve really is responsible to Congress, and we
ought to exert a little authority to bring them back into the fold before
they start stockpiling their own nuclear weapons. They are con-
troiling this policy.

Now I would like to say also that while many people seem to feel
we should be having a substantial tax increase, we should have had it
last year, in place of suggesting it this year, but the truth is that
even when you would ask for the suspension of the investment credit,
I am the only member of the Ways and Means Committee, and 1
think the record will prove it, that objected strenuously to the fact
that you were not suspending the investment credit. You were in
fact changing the law and suspending that law that was then changed.

If I recall correctly some of the more starry-eyed members came
over to us on the floor of the House, and asked, that in addition to all
of the other exemptions that had been made, that there by a further
extension for those who were putting in antipollution devices.

I think I stated, time after time, that I thought we should simply
have suspended or repealed the investment credit, and the next time
it was reenacted, use it as a device; so that I don’t think it is really
very simple to enact tax bills or to repeal tax bills.

gnce there has been mention made, of the lack of work among
Negroes and teenagers, I want to make real sure that we are talk-
ing about Negro men and women and teenagers, boys and girls, and
I would like to ask you if you would have some of those bright young
men who do that work for you figure out how much it would cost
the Federal government to give women in the civil service, and as
employees of the Federal Government, exactly the same fringe bene-
fits that men are given. By fringe benefits T mean pensions; I mean
overseas pay; I mean dependency allowances, etc.

Finally, I observe that Mr. Blough has made a statement in New
York that we would like to have a tax bill that permits the young
people to borrow money to go to school, and afterwards pay it back
1in taxes, and that one of the big problems is what to do about women.

I would like to point out that 81 percent of all women with college
degrees work.
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I also would like to suggest that you inquire about credit risks
to women, and I would assume that you would find those women who
borrow for their schooling were more apt to %ay it back.

But if the new tax bill that you are going to bring up here has any-
thing to do with this, I think it would be a great day in this coun-
try 1f we treated men and women as taxpayers and not women as
somebody to be given some special consideration, because in general it
turns out to be a special discrimination.

Thank you, Mr. Chairman. :

Secretary Fowrer. I will ask Mr. Surrey to take notes on this.

Chairman Proxmyire. Senator Jordan ?

Senator Jorpan. Thank you, Mr. Chairman.

Mr. Secretary, in the Economic Report and in your appearance on
television yesterday, which I enjoyed very much, you remarked about
the 4-percent rate of growth in real terms objective for this year.

You indicated that we are approaching a level of full employment,
full use of our plant capacity, and you said, “It is hard to ride this
position between inflation and deflation.”

T am wondering, Mr. Secretary, if this 4-percent projection is
altogether too modest, in light of the job yet to do. Still 3.7 or 3.8
percent of the working people are unemployed in this country.

Last year some 2 million people were added to the work force, new
people coming in, as well as the reduction of those who were un-
employed. Productivity of labor increased last year by a percentage
some place between 8 and 4 percent. It seems to me adding all this up,
the forecast or the projection of 4 percent is recessionary, Mr. Secre-
tary. Will you comment on that? -

Secretary FowrEr. Yes, Senator. I would not agree at all that it is
recessionary. 1 would think that your point, however, as to whether
or not the 4 percent is just for next year or whether that is an accept-
able target for the years that stretch out ahead is a very good one.

I had occasion to comment on this last May. I said that we have used
up a substantial amount of the slack that existed in the unemployed,
and have to rely for growth primarily on new additions to the labor
force, increased productivity, and structural attack on unemployment.
This being the case, I thought somewhere between 4 and 414 percent
would be the proper long-range target that could be sustained, on the
assumption of continued productivity advances and an intensive attack
on the problem of structural unemployment.

We are not just beginning, but are well underway on an intensive
national effort in the fields of job training, vocational guidance, and
education generally. This effort should prove fruitful over a period
of time in achieving the growth figures that economists have pro-
vided the staff of this committee. These are found in a most inter-
esting report that was issued last week.

However, we are just getting underway in a number of these job
training and manpower and womanpower programs, and I think,
given those circumstances, that next year our target of around 4 per-
cent is the right one. I wouldn’t be satisfied with it, however, for the
long-term future. I think we could hope for and strive for some-
thing better.

Senator Jornax. How far do we calculate we can reduce unemploy-
ment; to what level, when it becomes irreducibie ?
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Secretary Fowwrer. I think the present argument is over the methods
that are to be employed. My own position is that, having reached a
level of unemployment of somewhat under 4 percent, that the principal
reliance for reducing it further, and I think it can be reduced substan-
tially further, ought to be the attack on structural unemployment
rather than simply expanding demand, to points that might prove ex-
cessive and invite undesirable and unsustainable price and wage pres-
sures.

Senator Jornan. I have a little difficulty in the position you have
expressed, Mr. Secretary, here with regard to tax increases, and I
want you to clear it up for me if you will, please, sir.

You said, as T understood it, that a general tax increase early last
year would have been a mistake, and you cited the growing weakness in
the economy that appeared to be showing up at that time. Yet the
administration in September got the repeal of the investment tax
credit, which is an increase of sorts, and now when the economy shows
even more soft spots, the administration asks for a general tax increase
which last year, when the economy was still booming, you said would
have been a terrible mistake. Do I detect an inconsistency in that or
will you express yourself ?

Secretary Fowrer. I would like to try to explain to you why I
think it is consistent.

Senator Jorpaw. All right.

Secretary Fowrer. There were selective weaknesses developing in
the economy last year, due to, for example, the discriminatory impact
that tight money always has on the housing industry.

There were boom conditions in some sectors of the economy, and al-
most recessions in others. And this year we are hopeful that those
imbalances will tend to be reduced and corrected and that we will have
a fairly well balanced advance in all sectors of the economy.

We believe that with the shift in monetary policy—made possible
by a number of changing conditions—from one of moving toward in-
creasingly rigid restraints, which characterized the first 9 months of
1966, to a more moderate one of moving toward ease, which will have
been the posture, assuming no change in direction, for about 9 months
by the time July 1 of this year rolls around, we would have a better
balanced private sector, with all the elements moving forward in a
moderate but sustained way, and not characterized by the booms in
some and the recessions in others that characterized 1966.

At the present time, this is an assumption. We will have to wait
until April or May to see what the situation really is. By midyear,
given the enactment of the social security law, along the lines recom-
mended by the President, substantial increase in purchasing power
would be involved. We think in the atmosphere of a movement
toward monetary ease, toward the availability of credit on more rea-
sonable terms over a period of months, that the situation will have
thawed out sufficiently so that the imposition of these surcharges
would be wholly consistent with a balanced, sustained prosperity for
the fiscal year 1968.

Senator Jorpaw. Is there any magic in the figure 6 percent? Why
not 4, why not 8, why not 10¢ ’

Secretary Fowrer. No. I think 5 or 7—actually the revenues that
will be available from the 6-percent figures are not dollar for dollar
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but roughly in the same ballpark with the present estimates of the
increase in Vietnam expenditures in fiscal 1968.

Senator Joroan. One question on balance of payments, Mr. Sec-
retary.

The fact that our interest rates were so high last year, induced some
foreign investors to enter the domestic market, and now as interest
rates recede, is it not likely that these foreign investors will seek in-
vestment elsewhere and thus react unfavorably against our balance
of trade?

Secretary FowrEr. Senator, that depends upon several other fac-
tors. It depends in very large degree on what happens to interest
rates in other capital markets at the same time. If our interest rate
levels are moving down, and their interest rate levels are moving down
in somewhat the same general proportion, and the gap that exists to-
day or last year is no greater, with this more or less simultaneous
downward movement, there wouldn’t be the impulse for those funds
to seek other investment channels that there would be if our interest
rates moved down and interest rates in other capital markets either
remained the same or continued to go up.

Therefore, the answer to your question depends very much on
whether or not there can be effectuated a gradual but nonetheless
clearly defined movement downward internationally—a so-called in-
ternational de-escalation of interest rates. The discussion of that
and the development of understanding of it was the purpose of my
recent visit to a conference with the Finance Ministers of four of the
other major Atlantic countries. :

You should also take into account two other factors: We announced
in December the tightening of our two voluntary programs on the
outward movement of funds from the United States—the voluntary
program on direct investment administered by the Department of
Commerce, and the programs on bank lending and lending of nonbank
%nangial institutions, which are administered by the Federal Reserve

oard.

Finally, there is pending before the Congress a request from the
President to extend the authority under the interest equalization tax,
and enable him to move the 1-percent rate up to 2 percent, if this
interest gap should widen, and it should prove necessary to compen-
sate, so to speak, for the different structural levels of interest rates
here and in other countries.

A combination of those three elements gives you some of the answers
to your question, as to whether or not the downward movement in U.S.
inferest rates that is characterising the current period will, if continned
during the year, give rise to outflows that would be damaging to our
balance of payments.

Senator Jorpan. My time is up. Thank you, Mr. Secretary.

Chairman Proxmire. Senator Symington ?

Senator Symineron. Thank you, Mr. Chairman.

Mr. Secretary, it is a pleasure to see you here this morning, sir.
Your figures on gold. Have you no figures on the amount of gold the
Treasury holds since December 31 ¢

Secretary Fowrrr. Yes. I can give you figures that are a little
more up to date.

Senator Symineron. Just furnish them for the record.

75-314—67—pt. 1——14
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Secretary Fowrer. Yes; I will, Senator Symington. There hasn’t
been any marked change since the December 81 figures. The gold
stock was $13,235 million at that time.

Senator SyarweroN. Just give the latest statement you have.

Secretary Fowrer. Yes.

(The information requested follows:)

The total U.S. gold stock at the end of January 1967 was $13,202 million.

Senator Symineron. Is there any other country in the free world
that buys gold at $85 an ounce and sells gold at $35 ¢

Secretary Fowrrr. No, sir.

Senator Syarrxeron. Except the United States?

Secretary Fowrer. No, sir.

Senator SyarrweTon. What other countries besides the United States
have denied their citizens the right to possess gold ?

Secretary Fowrer. I can’t recall any, Senator Symington, that has
a law that is as complete and restrictive as the United States. The
British have regulations similar to ours, and there may be other coun-
tries, but by and large we are somewhat unique in that respect.

Senator Syarneron. Thank you.

Is it correct that last year most of the gold in the free world did not
go into government stocks?

Secretary Fowrer. That is correct, sir.

Senator SyarveroN. And if we lower interest rates, that means we
will probably lose more gold to foreign central banks or foreign
investors, is that right?

Secretary Fowrer. It doesn’t necessarily follow, Senator Syming-
ton. Tt depends first, as I answered Senator Jordan, on whether the
lowering of interest rates results in any increased outflows, and thus on
the three factors that T mentioned; and then, in turn, the question of
whether we lose gold as a result would depend upon whether those
outflows of dollars into private hands are turned in by the private
holders of those dollars to central banks; and then finally it depends
upon the judgment of the central banks as to whether they will con-
tinue to hold the dollars as a part of their reserves, or whether they
want to turn those dollars into gold.

Senator Syamrxeron. I understand. Would you let the committee
know for the last 10 years for developed countries, the date each coun-
try held, country by country, the most dollars, and what at that time
their gold reserves were; also another column as to what their gold
holdings arenow and what are their dollar holdings?

Secretary Fowrer. Say from 1958 to date?

Senator Symrveron. Correct.

Secretary FowrLer. Yes, we keep those figures current and will be
glad to furnish them for the record.
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(The following table was subsequently supplied in response to the
request of Senator Symington :)

Gold and dollar holdings of selected foreign countries, date of pealk dollar
holdings since 1958, and Nov. 30, 1966

[In millions of dollars]
Date of peak dollar holdings Nov. 30,1966
Country .
Date Dollars Gold Dollars Gold
Belgium Nov. 30,1966 492 1,524 492 1,524
Canada. May 31,1963 3,981 746 3,154 1,034
France... —-| June 30,1963 1,730 2,814 1,131 5,237
Germany.. _.-| Feb. 28,1961 3, 586 3,030 2,572 4,291
Italy.. . 31,1965 1,746 2,404 1,494 2,382
Japan._.. . 30,1965 3,029 2328 2,638 3329
Netherlands_.....---- . 28,1960 514 1,141 369 1,730
Sweden. . 31,1965 804 189 704 203
Switzerland._ ...  cccocmmemoomeeeee pt. 30,1966 1,902 2,681 1,857 2,679
United Kingdom -.-| Nov. 30,1966 4,747 31,940 4,747 31,940
1 Preliminary.

2 As of Dec. 31, 1965.
3 As of Sept. 30, 1966.

NoTe.—Dollar holdings’ represent U.S. short-term liabilities to official and private foreigners, foreign
official and private holdings of marketable U.S. Government bonds and notes, and foreign official holding
of convertible nonmarketable Treasury bonds and notes. Figures for some countries include small amounts
of U.S. liabilities denominated in convertible foreign currencies. :

Senator SyarrxeroN. When I was in Asia and the Far Bast this year,
I spent quite a little time in one of the few countries that broker gold.
As I understand it, the price of gold now in private trading retails at
around $54, but in some places as high as $30.

What in your opinion would happen if the United States, at this
time, under these circumstances, decided it would not buy gold any
more at $35 an ounce ?

Secretary Fowrrr. What would happen ?

Senator Syangron. Yes. What would be the results?

Secretary Fowrmr. A number of things would happen, Senator
Symington, some of which are predictable, some of which are not
predictable.

Senator Symrxeron. I will gladly give you the balance of my time
if you will tell us those that are predictable.

Secretary Fowrer. The most clearly predictable one is that I think
the system of trade and payments which has characterized the postwar
period set up under the Bretton Woods arrangement, which has been
one of the remarkable success stories of all time, would suffer a very
severe dislocation, and we would move from this system of fixed pari-
ties, under which all currencies are related to the dollar and the dollar
in turn to gold, and we would move into a period of fluctuating cur-
rency relationships, which in my judgment would be very disruptive
of the trade patterns that currently exist.
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What the end result would be over a period of time is very difficult:
to say, but it certainly would not be a welcome prospect for those who-
believe that increased trade and development ought to characterize the
free world.

Did you say that we would say we wouldn’t buy gold? Was that
your question? Or sell gold ?

Senator SymrxeroN. We would no longer buy gold.

Secretary FowrLer. No longer buy gold ?

Senator SyarrneroN. Thatis what I said. -

Secretary Fowrer. I have given you an answer to the question on
selling gold.

Senator Syarrveroxn. It would appearso.  Ithinkeven I understand
what would happen if we——

Secretary Fowrer. No, no. What would happen if we took the
position we wouldn’t buy gold, that is a much more interesting ques-
tion, Senator Symington. I think there would be a measure of dis-
ruption. I don’t think it would be of the same type and character as
the one I have described if we refused to sell gold.

I think it would give rise to questions in the minds of many people
throughout the world as to whether or not the gold that they have was
as valuable as they think it is. T think it would cause some people,
some_countries, to wonder whether the gold they held in reserves,
whether the total of the world’s reserves, made up of gold and dollars,
and some of the other currencies, was as much as we think today, and
this in turn might have a retarding effect on trade and development,
but not nearly to the same marked degree I think as the other phase
of the problem.

Senator Syarrneron. If we refused to sell gold at $35 an ounce, we,
in effect, go off the gold standard. If we refuse to buy gold at $35 an
ounce, it is not so clear what would happen; am I right ?

Secretary Fowrer. Thatis correct, sir.

Senator Syarrxerox. My final question: Would you supply for the
record at this point the excess of exports over imports in the private
sector over the last 10 years? :

Secretary Fowrer. Yes, Senator Symington. I have those figures.

(The information referred to follows:)

U.8. trade surplus
[In billions of dollars]

“Commercial’”
trade surplus
(excluding
Overall trade exports
surplus financed by
U.8. Govern-
ment grants
and capital
outflows) 1
1956. - 4.6 2)
1957 .. - 6.1 )
1958 . . 3.3 6]
1959.__ 1.0 @)
1960. 4.8 2.9
1961 _____. 5.4 3.2
1962 4.4 2.1
1963 - 5.1 2.4
1964 - 6.7 3.9
1965 4.8 2.0
1966~ - 3.7 1)

1 For example, Export Import Bank financing.
‘Not available.



THE 1967 ECONOMIC REPORT OF THE PRESIDENT 207

Senator Symimveron. Thank you, Mr. Secretary. Thank you, Mr.
‘Chairman. :

Chairman Proxmire. Mr. Moorhead ?

Representative MooruEAD. Just to carry on what Senator Syming-
‘ton has said, it seems to me, Mr. Secretary, that it makes eminently
.good sense to consider, not that we should discontinue to use gold to
prop the dollar, but I am not sure it makes as much sense to use the
dollar to prop the value of gold. I think that is the thrust of the
Senator’s question.

Secretary Fowrer. The thought crosses my mind frequently, Con-
gressman Moorhead.

Representative Moorueap. Thank you, Mr. Secretary. On the
‘question of a tax increase, last year I thought an additional and general
tax increase was necessary, even though it was an election year, and
politically unpopular. T introduced a bill to have standby authority.
a4 giecretary Fowrer. I recall you were one of those brave souls that
did.

Representative Moorurap., Your testimony today about the fact
that there was no clear signal last year for a tax increase is so persua-
sive that it also persuades me that there is no strong signal this year.
It seems to me what you are asking the Congress to do is to say there
is a strong signal today, that there will be a strong signal in July for
a tax increase. Now this is asking us to take a mighty big step, Mr.
Secretary.

Secretary Fowrer. I am not up here yet on that mission. That will
be a few months later, Congressman Moorhead. '

Representative MooraEAD. Would you agree, Mr. Secretary, that it
would be wisdom on the part of the Congress to postpone the final
decision until this direct signal comes in May or June, rather than
to rely on the signal that a signal will come? .

Secretary Fowrer. I hope no one will get locked into any position
on that before April or May, and until all the evidence is 1n and we
have had a chance to present our case in the light of the circumstances
that exist at that time. .

Representative Moorareap. Would I be correct in my assumption
that you think with the declining interest rates, that there will be an
additional upturn in the economy coming somewhere between May
and August? .

Secretary Fowrrr. I think we will have a better balanced, healthier
economy that could well handle a tax increase of the type and the
dimensions that have been suggested. For the three reasons I dis-
cussed with Congressman Reuss, I believe it will commend itself as a
basic component of economic and financial policy for the continued
period of the war.

Representative MoormEap. Mr. Secretary, we started out these hear-
ings with the chairman saying that this wasn’t a time for handing
out merit badges, but I do think that you have a good record on your
making of estimates of income and outgo, and I have the feeling that
the error on the estimate of the Vietnam war should be isolated from
your other estimates and predictions. .

I wonder if you have some figures that show us what estimates for
income and expenditures you have with and without the Vietnam war,
so we can isolate that. T also would be interested to know where your
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figures show we would have been, surplus or deficit, if we could isolate
the additional expenditures for the Vietnam war.

Secretary Fowrer. Thank you, sir. I do know it is a matter of
constant concern to take both the receipts, for which I have respon-
sibility for estimating the receipts, and the Director of the Budget
has responsibility for estimating expenditures. We mesh them and
arrive at our estimates or deficits or surpluses as the case may be. It
is a joint act, and I think that it is the total result of those two things
which ought to be viewed rather than just one or the other.

May I respond now to Senator Miller?

Chairman Proxare. Are you through, Mr. Moorhead?

Representative MoormEap. I take it that the Senator’s question and
mine are somewhat similar ¢

Secretary Fowrer, No. I am going to use a chart to answer his, a
couple of charts, and I have a chart dealing with your question, so
when the appropriate time comes, I would like to answer your question.

Representative Moorueap. Would you like to use the chart to answer
my question now?

Secretary Fowrer. Yes. Here isa chart entitled, “Errors in Deficit
Estimates.”

CEART 3

ERRORS IN DEFICIT ESTIMATES
1957-60, 1961-'63 and 1964-67

$BiL. $Bil.

Total Deficits Smaller than Estimated
+0.3

o]

-10

-20 -20
Total Deficits Larger than Estimated

30 1957-60 196163 196467 20

Just for comparative purposes I would like to show you the record
over the last 10 years, 1957 to 1960, 1961 through 1963, and 1564 to
1967. Now, the estimates made in January project the deficit or sur-
plus in the fiscal year that follows, from the following J uly 1 through
the next June 80. It appears that during the years 1957 to 1960, the
original estimates made in January for these 4 years were, in all,
roughly $15 billion too low. There was a cumulative underestimate
of the deficits during those 4 years of $15 billion.
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In the next 3 years, the error was larger, $22.8 billion.

In the 4 years, 1964 to 1967, including the one that has been charac-
terized as the “big goof,” President Johnson’s personal projections in
hlg four budgets, were $300 million off on what I would call the plus
side.

Representative Moormeap. How much was the error for fiscal 1967 ¢

_ Secretary Fowrer. The difference between $8.7 billion and $1.8 bil-
lion—$7.9 billion.

Now insofar as the revenue side of it goes, I have been guilty, I
guess, of underestimates.

CHART 2
REVENUES
Original Estimates Compared With Actuals
$8il, $Bil,
Original
Es//mafesw l/ Actuals
100 100
75
m v Latest Est.
50
125
o

In chart 2 which I have here, the light bar represents the original
estimate. The dash bar represents what finally came in. In each of
these 4 years, we have been underestimating our revenues. This is
. due, of course, to the fact that the economy has been in a constantly

advancing and prosperous condition. Incomes have been moving
up and the caleulation of the marginal tax take is difficult to predict
precisely. ‘

It is also, I think, due in some measure to the fact that the Internai
Revenue Service has been more successful in collecting taxes beyond
original estimates.

Representative Moormeap. Mr. Secretary, on the tax increase, con-

-sidering the fact that we have acted, the Congress has acted in the past
few years to cut taxes, does the proposal that you are making or wiil
make, return us to a tax rate above or will it still be below that which
we were paying say before 1961 ¢

Secretary Fowrer. I think if you take into account the reduction
in taxes which was effected by the Revenue Act of 1962, the Revenue
Act of 1964, the Excise Tax Act of 1965, and the change in the admin-
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istrative procedures on depreciation, you would find that as of today,
there has been a $22.5 billion tax reduction as a consequence of those
actions.

Now for fiscal 1967 and fiscal 1968, taking into account the proposals
that have been made, we would take away some of that tax reduc-
tion—certainly not more than 25 percent although the estimates would
indicate that it is much less than that.

Even taking into account the surcharge proposals, in calendar 1968,
tax liabilities would be roughly $20 billion less than they would have
been had it not been for the tax actions taken to that date.

The rates, Congressman Moorhead, will be well below the pre-1964
rates. We could put in a table for the record to indicate to what de-
gree they will be lower than the pre-1964 rates.

Representative MooruEap. I think that would be helpful.

Thank you, Mr. Chairman.

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

Estimated effect on fiscal year receipts (administrative budget) of tax changes
since 1962

[In billions of dollars]

Fiscal years

1963 1964 1965 1966 1967 1968

Revenue Act of 1962:
Investment tax eredit. o co oo -1.1
Other provisions. i

Depreciation guidelines of 1962_________._. —-1.3

Revenue Act of 1964:
Individuals.
Corporations. ~
Acceleration of corporate payments___ |- 4.3

Revenue Act of 1965: Excise reduction.... - -

Tax Adjustment Act of 1966:

Graduated withholding and inecrease
declaration 70 to 80 percent. .. ._.__ PR B 1
Acceleration of corporate payments_ .| |aomomaoo|emaaas -!-1.(1)
]

|
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+
~100
i
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+
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|
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Excise tax increases +.

|
-
Q

Total, enacted todate oo —2.4 —4.1 —11.5 —17.
Proposed legislation:
Individual _

Corporation. . -
Esxcises. - -

Total, enacted and proposed........ —2.4 —4.1 =115 —17.0 —-17.2 —17.

+
™
|
[t b
RIS o
00 ) ik ]| vy

1 Including effect of Investment Credit Suspension Act of 1966,
F NoTE: This table is”presented only for historical background. Although figures for any one year are

Dbelieved to be reasonably aceurate approximations, with possibility of duplication, they cannot be used
or estimates of year-to-year changes. -

Source: Office of the Secretary of the Treasury, Office of Tax Analysis, Feb. 3, 1967,

Chairman Proxarre. Congressman Brock ?

Representative Brock. Thank you, Mr. Chairman.

I just have one comment, Mr. Secretary. I have enjoyed your
presentation, the part in which I participated, but I would like to say
when you have a cumulative figure on the errors made, that really
does not affect the future actions we take in any given year. We have
to make a study of that specific year.

Secretary Fowrer. That is correct.

Representative Brook. And the impact that that revenue collection
and spending will have on the economy.
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Secretary Fowrer. That is correct. Just because the revenue esti-
mates have been conservative in other years may not prove to be the
case this year. I recognize this is an annual event. All I am saying
is that T think the cumulative record of the President is deserving of
a little bit more recognition than it seems to have received.

Representative Broox. I appreciate it. I think that what Senator

roxmire and a number of the rest of us have been seeking is some
hope that the specific annual budget will be as accurate as possible.

Secretary FowrLer. We try to make them just as accurate as we can,
but Congressman Brock, when you get a war it’s a ripe time for esti-
mating errors.

Representative Brock. I am very much aware of that, sir. Let me
ask you just a couple of questions related in general to dealing with
our balance-of-payments problem. The administration has asked for
authority to raise or lower the interest equalization tax between zero
and 2 percent. Do you envision this as an opening wedge to obtain
more general Presidential authority ?

Secretary Fowrer. No, I do not. Very much to the contrary. This
is a very special situation, in which this tax functions to offset the
gap between our structure of interest rate levels—iwhich has always
been somewhat lower than the continental FEuropeans—and those
abroad. It's a compensating element, and it seems undesirable to
come up—if that gap should change for the first 6 months of the
year—and ask the Congress, because you always have to make it back-
dated to the date when the request is made. Otherwise a lot of
built-in inequities would be created that would have to be taken
into account. I think this is a very special and unique situation
dealing with capital flows that ought not to create any precedent or
any carryover effect on the general function of the Congress in levying
for revenue purposes.

Representative Brock. I can understand the logic, but I think the
concern that I fear and that some other people fear is over the impact
such legislation would have upon the investor, because it just adds
one more factor of uncertainty.

When Congress acts, at least whether right or wrong, at least he
knows where we are going, but if there is this sword hanging over
the market, he never knows what is going to happen next, and I think
it creates a great state of flux and perhaps more instability, or it could
lead to that, and this is my concern.

Secretary Fowrrr. I will try to deal with that when we come up
with the interest equalization tax proposal.

Representative Broox. Let me ask you one more question. The
former Under Secretary of the Treasury, Mr. Roosa, has suggested
he fears this might be a crucial year for the dollar, if the balance of
payments should increase substantially this year.

Secretary Fowrrr. Every year, as far as I'm concerned, is a crucial
year for the dollar, Congressman Brock.

Representative Brock. Iam aware of that.

Secretary Fowrer. And this will be no exception.

Representative Brocx. The items which gave us a favorable balance
last year, is there a potential for a continuation of that trend this
year? I am speaking particularly as it relates to interest rates in this
country. You suggested that we could foresee a reduction in interest
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rates. What impact do you think this will have on the balance of
payments?
ecretary Fowrer. I tried to deal rather extensively with that
1same question from Senator Jordan. I don’t know whether you were
here.
 Representative Brock. No, I'm sorry.

Secretary Fowrer. But if my answer has been inadequate in any
respect, I will be glad to go into it further with vou, but roughly and
quickly, there are three factors that we would hope would give rise
to a situation in which we could have our interest rates lower, but not
necessarily give rise to any marked outflows of capital.

One is the fact that we would hope interest rate levels in other
countries would come down so that the gap would not be enlarged.

Secondly, we are tightening our two voluntary programs as far as
outflows are concerned here—the Federal Reserve programs on banks
and nonbank finaneial institutions, and the direct investment, program
administered by the Department of Commerce.

And finally, the interest equalization tax proposal, which you have
just referred to, is the third element is the tripod that we would hope
to use to accomplish two desirable objectives—a reduction in interest
rate levels, without accentuating our difficulties in balance of payments.

I would also like to say I hope that this year will be marked by a
return to an increasing trade surplus rather than suffering further
declines in the trade surplus, such as we have had over the last 2 years.

Representative Brocr. I very much hope you are right. I think the
only concern that I have was that if our interest rates do decline,
whether we can honestly expect a decline in interest in

Secretary Fowrer. That is why I went to Chequers, Congressman
Brock, to work on that. .

Representative Brocr. One further question. Has the administra-
tion, in light of the suggestion of some, by the Senate Finance Com-
mittee particularly, made a reappraisal of the cost of our military
operations in Europe, and is there any study directed toward this
insofar as it affects our balance of payments, running in any direction
we might anticipate?

Secretary FowrLer. Yes, there is a great deal of study going on and
I would like to comment on that briefly, both as to the budgetary
aspects and as to balance-of-payments aspects.

First, as to the study. We are engaged in so-called “trilateral” dis-
cussions and negotiations with the West German Government and the
United Kingdom Government to reappraise the military requirements
and the force goals in the light of the changing situation.

And, secondly, as a part of that, how in the light of any feasible
reductions, consistent with overall NATQO goals and principles, the
financial imbalances that result. because a large body of the forces are
located by reasons of geography in a particular country, how that
situation—the financial “fallcut,” so to speak, for NATO—is to be
handled for the future.

As for estimates on budgetary savings, which I think the chairman
adverted to the other day, I did check with Secretary McNamara, and
he tells me that, so far as he is concerned, there weuld be no budgetary
savings in returning whatever number of divisions one might mention.
Indeed, in the first year, there might be some increases in budgetary
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costs because of the problems of the additional costs of movements and
returning dependents, et cetera.

The only circumstances under which there would be budgetary
savings would involve a second question of whether, if bringing them
home, you would demobilize those divisions and reduce the forces.
Unless you did that, there would be no budgetary saving.

This is as much as I think I should say at this time insofar as the
trilateral discussions are concerned. After these discussions are com-
pleted between the three countries, I should say, of course, that any
results would be considered with our other allies in the context of the
entire NATO establishment.

Representative Brocx. Thank you very much, sir.

Mr. Chairman, I would like to have unanimous consent to insert in
the record at this point an editorial in the Washington Post on
interest equalization.

Chairman Proxmire. Without objection, it is so ordered.

(The article referred to follows:)

[From the Washington Post, Feb. 4, 1967]
MORE INTEREST EQUALIZATION

In 1963, during a period of great consternation over ‘the balance of payments,
Congress levied a special tax—the Interest Equalization Tax—on foreign securi-
ties purchased by Americans from foreign sellers. The object was to stanch the
outflow of capital by making it more costly to float security issues in this country
where interest rates were much lower than in Europe, hence the term “interest
equalization.”

This newspaper opposed the tax as an unwarranted interference with the free
flow of capital and a disguised form of dollar devaluation which, by perpetuating
differentials in international levels of interest rates, would prove counterproduc-
tive in the long run. Now the Administration proposes a far more reprehensible
tax, one that would grant the President unprecedented power to raise or lower
the tax rate on foreign investment without the consent of the Congress.

The new. tax proposal gives the President the authority to raise the interest
paid on foreign bonds from zero to two percentage points. On a bond of 28.5
years maturity or more, this amounts to a 30 per cent tax or double the rate under
the present tax with its fixed levy of one percentage point. Under the new pro-
posal the President would be able to vary the rate over a two-percentage-point
range and in reducing the tax rate, he would be empowered to make the cuts
retroactive.

‘Why are these extraordinary powers being requested? The logical explanation
is that flexibility in setting the rate is required in the event that the differential
between interest rates in this country and in Europe should marrow or widen.
But in practice there would be a ‘tendency for the rate to be set at the maximum
of two percentage points. If it were lower, American investors, fearing a higher
rate, might sharply increase their purchases of foreign securities and increase the
outflow of dollars. And such anticipatory purchases are not likely to be affected
by ithe prospects of rebates through retroactive tax reductions.

If one assumes that investors are o naive as not ito anticipate increases in ithe
IET rate, then investing in foreign securities becomes something of a lottery
where, because of unforeseeable changes in the IET, no one can know what a
bond will really yield.

In addition to compounding the uncertainty with which investors must con-
tend, the IET runs counter to this country’s policy of integrating the infter-
national capital markets and thereby diminishing interest rate differentials. By
insulating 'the United States capital market, the IET works in the opposite direc-
tion. Moreover, in granting the President the authority to vary tax rates, it
threatens ‘a prerogative which Congress is properly jealous in guarding.

In a recent speech, Mr, M. A. Wright, the president of the United States Cham-
ber of Commerce, asked pointedly whether our balance of payments restrictions
do not involve costs, reckoned in terms of diminished efficiency, that far excee‘(vi
any benefits conferred. The new IET proposal falls into that category and ought
to be rejected by the Congress.
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Chairman Proxuire. Before we go into Senator Miller’s charts, T
do have some questions. I can see Why you are a great trial lawyer..
This has happened to me at least twice. It happened to me the first
time I questioned this morning and now a second time ; just when I am
about to launch into a useful and constructive discussion, you come
up with something that makes it impossible for me to do it. We spend
the whole time hassling over that, and that is the end of my 10 minutes.

I must say, without asking you for response, your statement that
withdrawing four of our six divisions from Europe wouldn’t have
any positive budgetary or at least reduction of spending in the first
year is on a false assumption that either you have to demobilize them
completely, or the cost may increase.

Of course, what I have in mind is that we would withdraw those di-
visions from Europe and use them in Vietnam, and we can slow down
to some extent the pulling into our Armed Forces through the draft
other people who otherwise wouldn’t be in the Armed Forces. And
we can reduce to some extent the size of our total Armed Forces, which
is now bigger than China or Russia, for the first time I think in many,
many years, if not ever. So that what I have in mind is something-
that I think could be realistic, and would have a favorable budgetary
impact, as well as a favorable balance-of-payments impact.

. Secretary Fowrer. And present much more serious security prob--
ems.

Chairman Proxarrre. Not necessarily; 42 Senators seem to disagree
with you at the present time. They have cosponsored the measure,
including every member of the Democratic policy committee, which
includes Senator Russell and others.

Secretary Fowrer. Is demobilization, a reduction in the total force,.
a part of that proposal ? '

Chairman Proxyre. Well, no, but I think that certainly they would
have in mind that we now have an Armed Force which is adequate to-
do the job we have in mind. If we withdraw four of those six divi-
sions from Europe, we don’t have to increase our reserve in this coun--
try by four divisions.

While I have the chance, let me get on to something else. In view
of the great uncertainty in forecasting, which you have really rein-
forced this morning very well—and incidentally, it would have been
an interesting chart if you had shown the average statistical error
rather than the net effect——

Secretary Fowrer. I am sure that will be developed.

Chairman Proxaire. In view of the uncertainty that we face with
the Vietnam war still going on; in view of the uncertainty we face
with Federal Reserve policy on interest rates; in view of the fact that
we are not sure what Congress is going to do on appropriations;
doesn’t it male more sense to follow a policy of trying to exert fiscal
restraint by having the President control spending, which he can do
without acts of Congress, rather than have it done by higher taxes
now, with the notion that we can reduce those taxes later on? With
the experience that we have had to either increase taxes or reduce
taxes, 1t is likely to take 6 months or a year, and meanwhile we don’t
know what is going to happen to the economy.

Secretary Fowrer. Well, I think that fiscal restraint is very much a
part of the President’s thinking and his current budget. He has stated
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in the budget that what he is trying to do, in effect, is to walk a fairly
mnarrow path here in conserving existing programs rather than dis-
mantling them, and standing still, so to speak, in some areas. These
‘will be very useful and desirable areas for growth and expansion when
the Vietnam period is passed, and therefore, you want to keep these
programs in being.

Chairman Proxmize. You see, what I have in mind, if I can inter-
Tupt for a minute, that the President is in a position, as he demon-
strated by reductions in spending of $3 billion. We can put them into
effect without months of congressional debate that a tax hike involves.

He can go further than that with road building programs, with
much of our public works, with some of our space or much of our space
program, and then he can resume them because he has the obligational
authority from Congress without having to go through hearings,
debates, and delay.

If we have the situations as we have had in the past with prices ris-
ing and unemployment rising at the same time, it is going to be very
hard for Congress to resolve this and to cut taxes.

Secretary Fowrer. I think, Mr. Chairman, the President feels that
e has done a very, very substantial job already. Inthe fall he and the
Director of the Budget, I know, went over expenditures painstakingly,
in order to defer or reduce expenditures to the extent of roughly $3
billion in this fiscal year, and to reduce total authorizations by about

$5.3 billion.

Now he thinks he has gone just about as far as is desirable from his
point of view. It may well be that the Congress could and will find
other areas. You mentioned several the other day that might be prof-
itable to pursue. However, experience as to what Congress has done
‘with Presidential budgetary recommendations in public works and
NASA doesn’t give me any great encouragement that additional re-
ductions in expenditures can be made to the tune of $5 to $6 billion—
the amounts involved in this tax program. I just don’t believe it is
going to happen.

Chairman Proxmire. Almost everything depends upon what the
President decides he is going to do, (@) he can veto spending measures,
(0) as he has shown in the past, he has a very effective item veto. Ie
-can just refuse to spend the money.

I can recall fighting hard against the additional wing of B-52
‘bombers on the advice of Secretary McNamara in 1962, and losing on
the floor of the Senate, with only four votes. President Kennedy just
-didn’t spend the money. President Johnson can do the same thing.

Secretary Fowrer. He is doing that; and he is doing it now to the
tune of about $3 billion in this current fiscal year, and he feels he has
gone as far as he should go from his point of view. He feels that he

has tailored these programs down as much as possible.

Now, Congress may have a different judgment about that. I hear
‘a lot of comments up here that we are going to cut this budget an
-additional $5 billion, and we won’t need this tax increase. I would
just like to point out in the area that you are focusing on, what hap-
‘pens. I have a lot of detail here I could submit for the record. In
fiscal 1965, 35 projects were budgeted for the Corps of Engineers, and
Congress added 28 additional ones. In 1966 they budgeted 37; Con-
;g(li(assdadded an additional 25. In 1967 they budgeted 25, and Congress
:added 33.
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Chairman Proxarre. Congress does this. There is no question
about that. You are right about this.

Secretary Fowrer. This goes all across the board.

Chairman Proxarmre. It requires a presidential veto. It.requires a
tough, hard, maybe a losing presidential fight in Congress, but then
again he doesn’t have to spend the money.

Secretary Fowrer. I am trying to be realistic about this.

Chairman Proxyrre. Yes.

Secretary Fowrer. And I don’t believe—swhether it might be more
agreeable or not—that the Congress is going to cut spending in fiscal
1968 an additional 5 to 86 billion over what the President feels is the
proper amount. He has submitted what he thinks is the right budget.

Chairman Proxarre. Now let me ask vou this. Mr. Secretary, vou
are a very moderate man and a man with an open mind and you are
certainly not dogmatic in any way. I certainly take it from the tenor
of your presentation this morning that you are not completely and
finally wedded to the 6-percent surtax.

You are supporting it, but conditions may change, and if they do.
you may not press it in May or June, if conditions change signifi-
cantly. T would like to ask vou if you could tell us what criteria you
would apply to determine that you might not press the 6-percent sur-
tax. How would the situation have to appear in May or June?

Secretary Fowrer. Well, someone asked me that the other day, and
T gave them the only answer T could give them. I don’t think there is
any one or two magic tests. Come April or May, when this judgment is
being made, one would look at a number of the economic indicators. a
number of the trends, what the general outlook is for some of the sec-
tors of the economy that have been ailing, such as housing, whether
housing seemed to be well on the way back toward a normal pattern of
starts, say by the end of the year. I think we will also have to take a
very careful look at the SEC-Department of Commerce report on plant
and equipment expenditure projections for the remainder of the cal-
endar year, which become available later on this month or in early
March.

Personal consumption expenditure levels will be important as well
as the question of what happens in inventory adjustment. I think
there will be a measure of inventory adjustment in the first 3, perhaps
6 months of the years.

T think those are illustrative of a much larger number of elements
which will have to be assessed. I don’t have any particular econo-
metric equation in mind as to what weight you give to each one.

In the final analysis, these things involve a subjective judgment.
But I do think it is very important that for the remainder of this pe-
riod, while we are involved in this extraordinary situation in south-
east Asia, that we give the private sector the assurance that T think
normally it is entitled to have, that there is going to be available money
and credit on reasonable terms. That is the element of confidence
that to me is the most important one, and also a feeling that spend-
ing is not out of control, that the deficit that we have is a measured
deficit. It is one which obviously is as a direct consequence of the
war.

If we didn’t have this war going on, we would have a very substan-
tial surplus in the budget for 1963. But I can’t give you, Mr. Chair-
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man, any fised formula for judgment. I think all of these factors
are involved. Chairman Ackley’s testimony indicated that we are
certainly going to keep an open view. )

Chairman Proxmme. I think the illustrations you have given are
certainly very encouraging to this committee and certainly to this
chairman. You are looking at the economic situation—the economic
impact of the surtax. I suggest if you look too much on the deficit
side, although I am concerned with that as you are, that we might
have a situation of less growth in the economy, stagnation, even con-
ceivably recession, in which case, of course, the deficit would be bigger
than you estimate. But a surtax would be most unwise.

Secretary Fowrer. That is not likely, but it is possible.

Chairman Proxmire. The reason I raise that point is that we have
failed to look at one very important element. That is that during
1965 and the early part of 1966, unemployment was diminishing.
Pressure on plant facilities was increasing. But we have had reason-
able stability in unemployment throughout most of 1966.

We have a situation now where the Council of Economic Advisers
tell us they don’t expect unemployment to drop at all. - It may in-
crease. We have a situation where they say they expect pressure on
plant facilities to be less, not 92 percent as it is now, but 89 percent
at the end of the year.

Under these circumstances, with the automobile industry in some
difficulty, at least with sales falling off compared with last year’s, with
retail sales falling generally, with housing suffering, with the record
showing that it takes some time for housing to recover. Lower interest
rates may not push housing back up. You can’t push the string as
Chairman Martin has said; it may well be that a surtax would be a
serious economic blunder. Not so much because of its size, although
size is significant, but because of the psychological effect and of its
irreversibility.

You know, I remember Martha Griffiths saying so amusingly that
you could get a tax cut through Congress more quickly than a declara-
tion of war. We all know that is not really true. It took 2 years to
get the last one through. Meanwhile, we might be pushed into a re-
cession, and I would hope under these circumstances, that you would
do as you so well indicated this morning—give very careful considera-
tion to the economic situation in April and May before you press this.

Secretary Fowrrr. Mr. Chairman, as I think Senator Javits said
in the statement on behalf of the minority—I would put it a little
differently from the way he put it—that the price of success in keeping
a full employment high utilization economy moving is always treading
a very narrow line between the prospect of deflation on the one hand,
and the prospect of inflation on the other.

Now when your economy is slack and is not dynamic and isn’
doing very well, you don’t have those two things usually to worry
about. But in the kind of economy that we have now, both of these
are always possibilities that you have to keep in mind.

I think there is an equally good and in my mind a more persuasive
case that in the fiscal year 1968 the likelihood is going to be a return
of inflationary pressures. This danger is something that we would
want to guard against, and even if inflationary pressuves did not re-
turn, we would nevertheless want to have the assurance that we were
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going to have some continued ready availability of money and credis,
which the private economy needs so much.

That access can be denied for a period of months or for a period of
time, in order to curb things, but to have it over a long, long period of
time is a very risky business. Taking all these factors into account, I
feel now, although we will certainly look at the situation again, that
in treading this narrow path, we will need the combination of mone-
tary ease and some additional taxes, particularly since they are needed
for other purposes. While we are able to make out a fairly good case
now; it will depend, of course, on the circumstances at the time.

Chairman Proxamre. And I particularly urge you to give careful
consideration to repealing the suspension of the investment credit,
either promptly or at the rate of 1 percent a month, which is an ap-
pealing idea.

At any rate, you are going to have a real problem in the fourth
quarter of this year, with the postponement of purchases of machinery
and equipment. Itcould be very, very serious.

Secretary Fowrer. I am quite conscious of that.

Chairman Proxare. In the light of these circumstances, you
might repeal it. But I hope you won’t, as was indicated in the story
in the Washington Post on Saturday, feel that because you have re-
pealed the investment credit, you would compensate the equity and
add a little more of a surtax on corporations. It would seem to me
that the across-the-board neutrality which you emphasized this morn-
ing in answering another question should apply, disregarding what-
ever effect the investment credit suspension may have.

Thank you very much. Senator Miller?

Secretary Fowrer. Senator Miller, in dealing with your question
of price increases, I want to present two or three charts which I think
show comparable conditions.

We share with you a great regret that we do not have the price
stability and have not had the price stability last year that we had
in the previous period, running from about 1958 to 1965. Chairman
Ackley has stated our concern about that.

But to get it in perspective, I had some charts prepared for a pres-
entation tomorrow to one of the other committees, and I thought I
would bring them along here today in case this question arose.

Chart 7 shows “Consumer Price Increases in Selected Countries,
1965 to 1966.”

Despite the fact that we are engaged in southeast Asia in a situa-
tion which creates heavy and unusual demands on the economy, it
shows that the United States has a very good price record compared
to the other major industrialized countries in the Western World
whose economies are operating in a normal peacetime environment.

This chart shows the 2.9 percent increase for the United States;
3.9 for the United Kingdom; 3.5 for West Germany; 2.6 for France;
and 2.3 for Italy.

Senator Mmrer. May I ask you a question on that chart, Mr, Secre-
tary? What about the statement I hear that we still have to be very
concerned about this, even though from a comparative standpoint
it may not look so bad, because of the lower base which these other
countries have with many of their prices, which means that they can
have even a larger increase in the Consumer Price Index, a larger
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CHART 7
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percentage increase than is shown on that chart, and still they can
seriously affect our competitive position in world markets.

Secretary Fowrer. This is not relevant to that point. I am simply
trying to show comparative performance, and am not addressing
myself to the question of relative competitiveness, which is another
and much more complicated question on which I think your point
would be very relevant.

Next, I would like to show you, in chart 5, what has happened in
the past year in the perspective of the previous years for these same
countries.

From 1955 to 1960, the rate of increase in the United States was
roughly around 2 percent. For the years 1960 to 1965 it was reduced.
The average increase was around 1.3 percent.

Now, comparing this to what was going on in the same 10-year

eriod in the other countries, France was just under 6 percent, from
1955 to 1960, and a little under 4 percent from 1960 to 1965.

West Germany, from 1955 to 1960, had less than 2 percent, really
comparable to what we have enjoyed in the first part of this decade,
but its cost of living increased very substantially, and for the last
5 years has been running around 8 percent.

Italy again shows the same pattern as (Germany in a more exag-
gerated fashion in 1960 to 1965. This is, I think, more relevant to
your point. There was a much lower base. It hashad a rate of price
Increase, a cost of living increase of 5 percent, and the United King-
dom almost 4 percent.

75-314—67—pt. 1—15
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CEART 5
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CHART 8
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Now returning to our own record, charts 8 and 9 compare two related
factors which are important. Chart 8 shows what happened in
growth, in gross national product, and in price comparisons. Chart 9
shows price movements for three selected periods in our recent his-
tory—one, the Korean war period, which while not entirely compara-
ble, had some of the same elements of dislocation, and second

Senator MmLLer. Are you referring to that Korean war period of
1955 to 1960 %

CHART 9
U.S. PRICE MOVEMENTS - SELECTED I8-MONTH PERIODS
* Consumer Prices Wholesale Prices| Wholesale Industrial

% Prices*
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*11.1%
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+37%
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2 commodities other than farm and processed foods.

Secretary Fowrer. No. In chart 9, I am referring to the period
June 1950 to December 1951, and then I am taking a peacetime period,
which was in the heart of our last lengthy expansion, which was June
1956 to December 1957, and then taking the last 18 months, from July 1,
1965, to December 31 of the year just ended, and showing you what
happened to price movements in those three periods of time.

In Korean period, from June 1950 through the following 18 months,
consumer prices went up 11.1 percent. In June 1956 through Decem-
ber 1957, which was a peacetime period of expansion and growth,
consumer prices went up 4.6 percent. Here in the last 18 months, with
a heavy involvement in military activities of both production and
deployment, the consumer price level went up only 4.2 percent, or
somewhat less than the peacetime period of the last major expansion
in the mid-1950’s.

Now the same pattern prevails on the wholesale price side. You can
see here by the bars what happened in Korea on wholesale prices, an
increase of 13.3 percent; an increase of 3.7 percent in the nonwar
period in the 1950’s and 3 percent in the last 18 months.
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Wholesale industrial prices: 12.1 percent in the Xorean period, 3.8
percent in the peacetime expansion of the mid-1950’s, and 2.9 percent
from June 1965 to 1966.

So that you will have the full picture of this, chart 8 shows both
the factor of growth and price comparisons. These are over 5-year
periods, 1955 to 1960, 1960 to 1965, and 1960 to 1966, which includes the
current period, and therefore reflects all that has happened up to now.

The annual rate of growth from 1955 through 1960 was 2.2 per-
cent. The anual rate from 1960 to 1965 was 4.7 percent. Including
1966 into that period from 1960 to 1966 it was 4.8 percent. And yet
with this more than doubled rate of growth in the 1960 to 1965 and
1960 to 1966 period, the annual rate of price change is far less in the
1960 to 1965 period and the 1960 to 1966 period than it was in the 1955
to 1960 period.

It was 2.6 percent annual rate of price change in 1955 to 1960, 1.4
percent in 1960 to 1965, and then taking into account 1966 with its
higher change in level of price, you have a 1.7-percent figure.

I think that we should keep this in perspective. I regret any loss of
price stability as much as you do, and Chairman Ackley has made our
concern well voiced about price stability. Taking into account both
the measure of growth that we have enjoyed during that period, the
greatly increased employment that has characterized it, I think the
priﬁe changes have been quite limited and quite impressive in their
stability. i

Cha.ilyman Proxarre. Senator Miller?

Senator MrmLer. Mr. Secretary, I appreciate your presenting us
with those charts, and I think that it is good to look at these matters
in perspective. However, I can’t overimpress upon you that the people
we represent may be interested in looking at those charts, too.

They may be interested in knowing that the price rise in the United
States is not at as high a rate as it is in some other country. They still
want to have this inflation stopped, and it has been getting worse.
You take, for example, last year, with $29 billion of inflation on the
backs of the people cf this country.

The people over here in Virginia had a share of that, which was the
equivalent of a 12-percent sales tax. The people out in my State,
Towa, had as their share the equivalent of about a 10-percent sales
tax. And so, while all these things may be interesting in perspective,
T still think that the people want this inflation stopped, and I suggest
to you that what really counts as far as this committee is concerned is
the twofold objective of our national economic policy; namely, full
employment and a stable dollar. )

I recognize that some people want to trade one off against the other,
but I think that at the economic conference held last year on the
occasion of an anniversary of the founding of this committee and the
Full Employment Act,* that it was the consensus that both objectives
should be obtained.

T wonder if vou could tell us what steps you think can be taken to
put a stop to this inflation, so that a year from now, when you are back
before the committee, we will see a steady line, which will indicate a

stable dollar?

1 tieth Anniversary of the Employment Act of 1946, An Economic Symposium.
Hea’]i-‘i‘wgegl; ;)%fore the Joint Economic Committee, Feb. 23, 1966.
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‘Secretary Fowrer. I think a great many steps have already been
taken to moderate what was an excessive rate of growth, taking into
accguélt the fact that most of the slack in the economy has been ab-
sorbed.

I call attention to the moderation from an increase in gross national
product averaging around $16 billion in the last two quarters of
calendar 1965, and the first quarter of 1966 to the more modest levels
of $11 to $18 billion that have characterized the second, third,
and fourth quarters of calendar 1966. The combination of policies
that effected that result are giving rise to a different situation. The
wholesale price index is today about what it was in August. And
that price movement seems, at least for the time being, to be fairly
well arrested, and presumably some of that will be reflected in the
Consumer Price Index, which in each of the last 2 months I think has
only crept up about one-tenth of 1 percent.

Another observation is that careful study should be made of the
reports, such as the report of the Subcommittee on Economic Statis-
tics of the Joint Economic Committee, which conducted a careful
examination of the Consumer Price Index and the wholesale price
index, and pointed out the various factors of bias, if one can call it
that, that caused, particularly the consumer, the CPI, to move upward,
and which are reflected in these figures that you cite as representing
inflation.

I think that it is going to be very important in the year ahead, in
the year we are currently in, for all of those interested in this problem
of price stability, and a return to price stability—and I refer not only to
the executive, but I think to Congress, and to the organs of public
opinion—to impress, through whatever our channels and methods are,
the importance of the principle embodied in the guideposts of holding
down increases in wages to something in the neighborhood of increases
in productivity.

Now as Chairman Ackley has explained, we are not going to get that
right on the nose this year, in view of the fact that the cost-of-living
has increased to some extent in the past year, but an emphasis on
the cost-push aspects of inflation is one that all bodies of govern-
ment and public opinion ought to be constantly concerned with, and I
welcome the attitude and the concern that this committee has voiced
in the course of these hearings, that more and increasing attention be
paid to it.

‘We on our side in the executive will certainly try to do so.

Senator Miurer. Thank you very much, Mr. Secretary. My time is
up, Mr. Chairman.

Chairman Proxmire. I understand that Mr. Brock had a question
or two, and then Senator Percy has a couple of questions.

May I just interrupt for a minute to say that I apologize, Mr. Secre-
tary.  We are detaining you a long time. However, it will save your
coming back this afternoon.

Secretary Fowrer. That is fine. Thank you. That is all right.

Representative Brocr. Our questions have been cut short by our
appetities, I am sure. ‘

Mr. Secretary, you did mention a word which caught my attention
just a moment ago when you mentioned the wage/price guideposts
and guidelines. When we had Dr. Ackley before the committee, we
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examined at some length his statement that we are substituting this
year the word “restraint” for a specific guidepost.

Secretary Fowrer. Yes, I followed that dialog. I know.

Representative Brock. Yes, I am sure you did. In my opinion we
have abandoned guideposts because the word “restraint” is as broad
as anybody wants to make it. As Mr. Ackley himself pointed out,
it is more restraint to have a 7-percent deficit than it is a 10-percent
deficit. But it seems that we have come out with the same policy
on this budget you have submitted here.

You say the President has exercised as much fiscal restraint as he
thinks it is possible to exercise. Now I can’t see what the word
“restraint” means anymore, because I just saw the report of the
St. Louis Federal Reserve bank.

Their full employment budget for the fourth quarter of calendar
1966 says that this is the most expansionary, the most inflationary
situation we have been in in years. Now in face of the fact that the
Council of Economic Advisers suggested that we can anticipate some-
thing along a 2.2-percent increase in prices this year, considering the
fact that you have gone primarily to the NTA budget and it in turn
shows an inflationary budget of $2.1 billion, I don’t see where the
restraint is.

I looked back just a couple of years ago when the President said
he was going to keep the budget under $100 billion. I remember very
well how well that was received here in Congress and throughout the
land. This year, just a couple of years later, we are up to $135 billion
on the administrative basis,

Secretary Fowrer. Mr. Chairman, I have another chart I would
like to turn to if you don’t mind.

Representative Brock. Let me point out that even with the $135
billion, that is a 85-percent increase. Vietnam is only taking 20-plus
billion dollars of that. I don’t see where the restraint is, in this
budget. Would you like to respond ?

Secretary Fowrer. Maybe I can as I have tried to with Senator
Miller. Chart 1 analyzes the deficits and surpluses over the last
3 or 4 years. There is no getting around the fact that expenditures
for these years, 1964 through 1968, are very large.

But I think this chart is worthy of some examination. It shows that
aside from the special costs of Vietnam, in the 3 fiscal years ending
with the one you are discussing, apart from those special costs of
IYie’cnam, we are running very large and increasing surpluses in the
budget.

N%W the fiscal 1968 figure here represents the $8.8 billion that with-
out Vietnam would be the surplus in the 1968 budget. This assumes
all other things were the same, and assumes the same level of treat-
ment of the nondefense needs, which undoubtedly would not be the
case. Therefore, it is a spare budget, as far as the nondefense side
of it is concerned.

Now in 1964, which is the first year, we had a $8.2 billion deficit.
In 1965, by holding down the increase in expenditures while revenues
went up as a result of the Revenue Act of 1964 and other related eco-
nomic factors, we brought that deficit down to $3.4 billion.

And in 1966, despite the fact that there was in that fiscal year an
expenditure in Vietnam of $5.7 billion, we had a deficit of only $2.3
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CHART 1
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billion, and we would have had a surplus in that year, 1966, roughly
1 year before the schedule that Secretary Dillon expounded to Con-
gress in connection with the Revenue Act.

In the fiscal year that we are in now, were it not for Vietnam, you
would have a problem, and the President would have a problem of
determining how this $5.6 billion surplus would be employed, whether
it would be in tax reduction, whether it would be in debt retirement,
or whether it would be in increased expenditures. And similarly here
for 1968, the surplus would be $8.8 billion.

Now that, of course, assumes that the economy, as I believe to be the
case, would have enjoyed generally the same rate and scale of growth
that has characterized it and did characterize it in 1964 and 1965.

Representative Brock. Mr. Secretary, I very much appreciate this
point of view, but the fact remains that the Congress, at least individ-
ually, must ascertain the priorities, the priorities on which we are going
to allocate the national expenditures that we make, with the limite
resources we have. ]

The fact is that we are in Vietnam. We do have a war, and whether
it is costing $5, $16, or $25 billion, that fact requires us to place that
item on top of the priority list. We must accept the fact that these
troops are going to be supported, that we are going to expend this
much money, and therefore we have got to look at the rest of the budget
and see where we can exercise some judgments on restraint.

Secretary Fowrrr. No question about that, not a bit, Congressman
Brock. The President has exercised his judgment, reflecting his sense
of priorities. He fully expects the Congress to exercise its sense of
judgment, its sense of priorities as to whether the overall totals are
the same.
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All T can say is that the experience of the last year, and maybe this
year, is going to be a lot different, but last year, from May on, my
concern was simply that in the exercise of its sense of priorities, the
Congress didn’t add a very, very great deal to the overall totals.

Representative Brocr. I share your concern, even though we have
a somewhat different Congress. What I am trying to say is that we
can’t consider these problems as individual problems. They are all
interrelated.

And when you talk about the chart which you showed Senator Mil-
ler, where our price increases on a percentage basis were less than the
price increases in Italy, Germany, and so forth, the fact remains that
our business people are not competing on percentages. They are com-
peting on dollars. They have got to charge a price which rewards
them for the making of that product, and when we go up, if our base
is higher, when we go up 2 percent, 1t means a higher price in terms
of real dollars than the increase on a broader percentage base than of
a smaller base.

Secretary Fowrer. I have compared many briefs dealing with that
particular point in tariff proceedings. I realize fully what you are
talking about.

Representative Brocx. I am very much aware of your concern.
The concern that I have then isthis. We last year, if I recall correctly,
experienced a decline in our favorable trade balance of about $2 bil-
lion. Isthat pretty close, $1.5 billion, somewhere in that area? Now,
unless we can assure that prices are not going to run through the roof
from underneath, the cost-push, or whatever the situation involved,
we are faced with a situation where we may even be worsening our bal-
lance of payments and in this case Mr. Roosa may be understanding
the case and we may have a real crisis with the dollar.

Secretary Fowrer. I am concerned with that problem, too, about
our competiveness, and I would agree with you that losing ground,
losing our competitive position pricewise, in the export markets and in
our own internal markets, opening up to increasing import competi-
tion on a price basis, would present a most serious problem.

‘We have been focusing on this ever since the balance-of-payments
problem became a matter of serious national concern. I think what I
would want to say on that subject now is that for the first 5 years,
from 1960 to 1965, I think we increased our competitive advantage,
because in terms of relative price levels, however you measure them,
our position was better each year because many competing countries
were undergoing much more substantial changes in costs and prices.
Since the Vietnamese conflict has emerged, these gains have not con-
tinued, but we appear to be holding our ground.

The Subcommittee on Economie Statistics of this committee brought
out in its report the fact that we don’t have adequate statistics, and
for budgetary reasons we haven’t been able to get them. Within the
executive branch, Treasury has been pressing other departments that
are concerned with statistical operations, to improve our statistical
measurements, and what we collect, so that we can get a better fix
on this.

I can’t really say more to you on the subject, except I share your
deep concern on that, and my best judgment is that right now we
are just probably holding our own. We should be increasing our com-
petitiveness, and I would welcome it.
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Representative Brock. I am very grateful for your concern. I
know that you share it. As far as I am concerned, the only basis on
which I can analyze the situation is to look at the reduction in ex-
ports as opposed to the increase in imports, not reduction in real terms
but in relative terms. ‘

Secretary Fowrer. We haven’t had a reduction in exports. Our
exports have really done extremely well. '

Representative Brocx. Iam aware of that.

Secretary FowLer. 11 percent last year.

Representative Brock. I am talking about the closing of the gap.

Secretary Fowrer. Well, the surplus of exports over imports has
declined because of an extraordinary trajectory of imports, and I
think that was due to some of the unusual demands on the economy
that are directly or indirectly a consequence of the war in Vietnam,

I keep coming back to this. It is an element in the picture of our
deficits and surpluses. It is an element, a dislocative factor in deal-
ing with prices. It is an element that affects our foreign trade bal-
ance.

All of these are prices that we pay for doing what we think is right
and proper and necessary in terms of overall national security. But
the surprising thing to me, during this whole period, is that we have
been able to traverse this particular shoal without reimposing the di-
vect controls that tend to leave a permanent distortion on the economic
scene, and that by some combination of luck or management or what-
aver, we have been able to traverse these waters, using these rather
feeble but useful monetary and fiscal tools.

Chairman ProxMIRE. gena;tor Percy?

Senator Prroy. Mr. Secretary, nice to see you, sir. We opened
1p on sort of a partisan note.

Secretary Fowrer. 1 didn’t open up on that note, Senator Percy.
The hearings opened up on that note.

Senator Prrcy. I understand my responsibility on this committee
is absolutely as nonpartisan as we can make it. My attitude will be
that, and I can assure you I intend that statement as a partisan state-
ment.

On the other hand, I do think we have a responsibility to present a
point of view as effectively as we can whenever we feel that the point
should be brought out.

Chairman Proxmire. If the Senator will yield just a minute, I
might say I try hard to make it nonpartisan and get some criticism
from my own party the way I doit.

Secretary Fowwrrr. I think it has been very, very bipartisan. I
think both Democrats and Republicans have enjoyed putting us on the
griddleup here. Itisa healthy exercise.

Senator Prrcy. With that preamble, my three questions are short
and I think fairly straightforward. In the President’s budget mes-
sage, there is a section in which Mr. Johnston said:

“To permit a higher deficit than the $2.1 billion predicated in the
national income accounts budget would be to renew inflationary pres-
sures, and that a lower deficit would be unwarranted and self-defeat-
ing and could depress the economic activity.”

We have a Subcommittee on Fconomy in Government of the Joint
Economic Committee. However, the President makes it look like



228 THE 1967 ECONOMIC REPORT OF THE PRESIDENT

we would be unpatriotic if we tried to cut Government expenses and
reduce the deficit. I wonder if truly we are in that much of a strait.
jacket, and whether or not economics can be that scientific as to pick
this narrow gap and say that you can’t go above it and you can’t
go below it ?

Secretary Fowrer. You might shave that surcharge from 6 to 5
percent as a result of your labors.

Senator Prrcy. Could you explain in more detail what the Presi-
dent’s budget message did mean in the strong implication that we
really can’t afford to have the range change much, that the economy
apparently is so precariously balanced that if we in the Congress
changed the expenses or the revenues, that we might upset the whole
economy ?

Secretary Fowrer. I can only make my own comment on it. My
comment 1s that these sharp shifts from heavy stimulus to heavy
restraint or from heavy restraint to heavy stimulus are not conducive
to the stability and the sustained activity that we like to see in the
economy. And we have been through, necessarily, a couple of these as
a result of the events that have occurred in the last 18 months.

What the President has in mind, the way I read it, is that for the
duration of these hostilities, for however long they may last, that we
could hope to avoid these major swings. The NTA budget, which is
the best measure we have, is estimated to run a deficit of $3.8 billion in
the fiscal year 1967. For fiscal 1968 the surcharges should pull this
deficit down some $1.7 billion to about $2.1 billion. Staying in that
general neighborhood, without another big swing back in the other di-
rection to a heavy surplus, or without having the NTA deficit go on
up from 8.8 to 7.5 or some other figure is a desirable course to try to
steer.

Now I don’t think he meant that there was any particular magic in
2.1 as distinet from 1.5 or 2.7, but in that general range of moving
back from the 8.8 to something fairly close to balance.

Senator Percy. The Congress is going to have to make many deci-
sions this year, has the surcharge increase of 6 percent, the increase in
the base of social security, and also an accelerated tax collection
schedule. If there is resistance by both the Democrats and the Re-
publicans to increasing taxes, how serious would it be if the expendi-
turedléevel was not reduced and none of these tax increases were en-
acted ?

Secretary Fowwrer. It would be very serious the way I see it now.
Now, as the chairman and I in exchanges have indicated, intervening
economic events before the time that decision must finally be taken
may change our minds in various directions. But I feel after our
experiences last year, that it would be very serious not to have a gen-
eral condition of monetary ease, or at least ready availability of money
and credit on reasonable terms. I also feel that this is the moderate
and the appropriate course to try to follow in paying for the war.
We just can’t continue to have the costs of it go up and not try to
defray them.

There is some hope, I know, in various quarters in the Congress,
that by reducing appropriations and expenditures, you may be able
to take care of some of the fiscal policy.
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Given the results of our own experience and the experience of what
Congress has done to the various elements in the budget, certainly if
we take the last 2 or 3 years as any commentary. I don’t believe in
my heart today that you are going to reduce that budget $5 or $6
billion for fiscal 1968. I don’t think it would be good for the country
if you did.

It is my belief, Senator Percy, that the proper mix is somewhere,
not on the nose hut pretty much in the same neighborhood as the
budget presents.

Senator Prroy. Finally, I think perhaps putting it another way
than it has been put several times today, the question that keeps com-
ing to me in my correspondence is why, if a tax increase wasn’t good
last year when the economy was stronger in most industries than it
is today, why is it good for the country this year when the economy
is softer than a year ago? )

Secretary Fowrer. Because you are trying to achieve a mix of
fiscal and monetary policy for the duration here that will take care of
the imbalances that were created last year, and that for that return to
what I would call general stability and moderate growth in all sectors,
so that they are ready to go and take up the job and take up the slack
when and if hostilities end. That is the best environment. The
one distinction I would draw between supporting a modest increase
in income taxes this year and last year, is that last year you would
have been adding to an increasingly severe monetary restraint, an
increasingly severe fiscal restraint, whereas hopefully this year when
we approach the decisionmaking point, you will have an economy
which has been bathed for the preceding 7 to 9 months in relative
monetary ease. .

I Now that is the real acid distinction between the two situations as
see it.

Senator Percy. Thank you, Mr. Secretary.

Chairman Proxmire. I want to thank you very much, Mr. Secretary,
for you usual excellent job. You have shown more fine fighting quali-
ties even than you have in the past, which have been considerable.

Secretary Fowrer. Thank you, Mr. Chairman.

Senator MiLLer. Mr. Chairman?

Chairman Proxmime. I beg your pardon, I thought you were
through. Do you have another question?

Senator Mmrer. I have probably six or seven questions, and I would
like to ask permission to prepare them, turn them over to Secretary
Fowler and have them answered for the record.

Chairman Proxmire. Yes, that is fine. I appreciate that.

Seclretary Fowwrer. Thank you, Senator Miller. I will be glad to
comply.

(Tplg questions submitted to Secretary Fowler and the Secretary’s
responses follow :)

RESPONSE TO QUESTIONS BY SENATOR MILLER

1. Question: What action is the Government taking to discourage foreign cen-
tral banks from converting their dollars into gold?

Answer: During 1966 the net monetary gold transactions of the United States
resulted in a loss of $430.6 million to other countries. The Bank of France was
the purchaser of $600.9 million of gold during the year. It is, therefore, apparent
that if it had not been for French purchases the United States, rather than sus-
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taining a loss on monetary transactions would have had a gain of approximately
$170 million. This gain is more than accounted for by the purchase of $200 mil-
lion in gold from Canada which leaves a net balance of U.S. gold losses of ap-
proximately $30 million distributed among transactions with over thirty
countries.

The United States, as is well known, stands ready to sell gold to monetary
authorities for legitimate purposes upon demand and requests for gold are not
refused. The United States, on occasion, has indicated its belief that it is not
generally appropriate for an aid-recipient country to be adding to its gold re-
serves but since most developing nations are well aware that the needs of their
economies require goods rather than gold, the purchase of gold from the
United States is seldom a matter which arises. While some less developed coun-
tries appear as purchasers of U.S. gold the large majority of the transactions
were in amounts of less than 85 million and represented purchases by numerous
countries to cover payments which they were obliged to make in gold to the
International Monetary Fund or other international institutions.

QOur current efforts in the negotiation for new means of providing international
liguidity which I described in my testimony to the committee, stem in part from
the fact that there is not a sufficient amount of gold entering monetary reserves
each year to provide for growing liquidity needs. Agreement on a new form
of reserve asset should, therefore, be an important step in economizing on the
use of gold which is in monetary reserves and relieve some presstire on the gold
stocks of the United States.

2. Question: If the spending budget were reduced by 85 billion, as some are
advocating in lieu of the $5 billion tax increase, there would still be the same
budget deficit as forecast. And in order to stop inflation, would it still not be
necessary to have a tax increase?

Ansiwer: Hypothetically speaking, a tax increase would probably not be neces-
sary to curb inflationary pressures (assuming no change in the general economic
sitnation we foresee in FY 1968) if spending could be reduced to yield the
same budget deficit as the one expected as a result of the proposed tax increase.
For it is the net impact on the economy of Government receipts and expendi-
tures—the budget deficit or surplus—which must be congidered in judging the
effects of Government activity on prices in the economy.

In practice, however, we believe that the tax increase which the President has
proposed provides the best means for decreasing inflationary pressures after
the beginning of the new fiscal year. The budget for fiscal 1968 has already
been reduced to the lowest levels commensurate with our responsibilities at
home and abroad.

In this connection, it might also be noted that a budgetary deficit (as for ex-
ample the one expected in FY 1968) does not necessarily mean that the Govern-
ment is stimulating inflationary pressures in the economy. The relationship
between budgetary deficits and price movements is not a simple, direct one. As
a general rule, if there is a deficit it indicates that the government is stimulating
the economy by injecting more money into the income stream than it takes out.
Conversely, if there is a surplus, the economy is being restrained by the govern-
ment’s draining off more money than is being spent. Whether inflation will result
from either a surplus or a deficit depends on what is happening in the private
gector of the economy at the time. If demand in the private sector is depressed,
a gizable Federal deficit may be compatible with relative price stability, while
if private demand is running strong, a budget surplus may accompany large
price increases. Table 1 shows calendar year Federal administrative budget
surpluses and deficits and the rate at which the GNP price deflator rose during
those years. If we omit 1948 and 1951, when price controls and the Korean
War had special influences. we see that the largest price increases occurred
in 1956 and 1957, two of the few years in which the Federal budget showed a sur-
plus. On the other hand, the calendar year with the largest deficit, 1953, had
the smallest post-Korean price increase. (The same results hold if we take the
Federal surplus/deficit on a National Income Accounts basis instead of looking
at the Administrative Budget.)

The explanation behind the seemingly paradoxical results shown in Table 1 lies,
of course, in the varying strength of the private sector. In 1956 and 1957, for
example, demand in the private sector of the economy was very high and as a
result prices increased very rapidly even though the government was taking
more out of the economy (through taxes) than it was putting in (through ex-
penditures). For the last few years, the private sector has been growing rap-
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idly as the unemployment rate has dropped from 7 percent to 4 percent. The
Federal deficits for these years have, however, been accompanied by below
average price increases. If the economy had been operating nearer to full
capacity, deficits of this magnitude might have led to more rapid price increases.

Thus we see that while the government’s surplus/deficit position is a key fac-
tor, it is still only one of many factors to be considered in forecasting price
movements. With a large amount of slack in the economy, large deficits do not
necessarily imply price increases, while under circumstances of high utilization,
these same deficits can mean inflation. It is just because the economy is so
close to balance between demand and productive capacity that we have proposed
the present tax program for fiscal year 1968. As a result of this program, we
anticipate a decrease in inflationary pressures and a movement toward greater
price stability.

Budgetary deficits and inflation

Federal ad- | Percent in- Federal ad- | Percent in-
ministra- crease in ministra- crease in
Calendar year tive budget the GNP Calendar year tive budget the GNP
surplus or price de- surplus or price de-
deficit (—) fiator deficit (=) fiator
Billions Billions
$5.2 6.7 —$7.1 2.6
3.6 —.6 7.0 1.6
—. 4 1.4 2.0 1.7
-3.4 6.7 —6.3 1.3
—5.8 2.2 —7.2 1.1
—-9.2 .9 —6.7 1.3
~3.7 1.5 —8.2 1.6
—2.8 1.5 —~4.7 1.8
3.8 3.4 -7.3 3.0
.6 3.7

Source: Office of the Secretary of the Treasury, Office of Tax Analysis, Feb, 13, 1967,

8. Question: Would you comment on the impact on our economy and on the
problem of inflation of the various alternatives:

(a) Keep expenditures at level proposed in the budget, with no tax
increase.

(b) Reduce expenditures by $5 billion, with tax increase as proposed by
the budget.

(¢) Reduce expenditures by $5 billion, with no tax increase.

Answer: (a) Maintaining the level of expenditures proposed in the budget but
without a tax increase would, of course, provide more stimulation to the economy
than was provided in the budget. As the President stated in his Budget Message,
under such a course of action, we would run substantial risks of:

——choking off the much-desu'ed move toward lower interest rates by placing
too much of our stabilization effort on the shoulders of monetary policy, and
—renewing inflationary pressures, particularly in the latter half of this
year.

(b) A tax increase combined with a large expenditure reduction would be an
extremely restrictive fiscal policy. Incomes, both of persons and of businesses,
would be lowered substantially from what they would otherwise be. Not only
would we run the risk of terminating our present, record-breaking expansion,
but the adverse impact on revenues might be so great as to result in a larger,
rather than a smaller deficit.

(e) A large expenditure reductlon, in place of a tax increase, would be prefer-
able if it were feasible, but in my judgment it is not. .To quote again from the
President’s Budget Message:

“The economy, the budget, and the aims of our society would be jeopardized
by either a larger tax increase or by large slashes in military or civilian pro-
grams. I have reviewed these programs carefully. Waste and nonessentials
have been cut out. Reductions or postponements have been made wherever pos-
sible. The increases that are proposed have been carefully selected on the basis
of urgent national requirements.

“The Congress through the appropriations process, will, of course, subject
these programs to a searching examination. I welcome that examination., But
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it is my judgment that major cuts cannot be made without serious impairment
to vital national objectives—in defense, in education, in health, in the rebuild-
ing of our cities, and in the attack on poverty.”

4. Question: Would you forecast the impact on the mortgage interest rate
of the level of the sale of participation certificates proposed by the Adminis-
tration during the coming fiscal year and the financing of the deficit estimated
under the Administrative budget?

Answer: the sale of participation certificates proposed for fiscal 1968 is ex-
pected to have practically no effect on interest rates on home mortgages. To
the extent that participation certificates are not sold in the coming fiscal year
there would have to be an increase in direct Treasury financing. Consequently,
the argument that the sale of participation certificates would adversely affect
mortgage rates must depend upon the assumption that participation certificates
are closely competitive with home mortgages and significantly more so than direct
Treasury obligations. There is no indication that participaton certificates have
been bought heavily by those institutions that play an important role in the
mortgage market, and to a considerable extent the maturities of participation
certificates have not been closely competitive with those of home mortgages.
Of course, to some extent, all debt instruments compete with each other in
financial markets; but there is little indication that competition between par-
ticipation certificates and home mortgages is especially great or that is especially
greater than the competition between Treasury obligations and home mortgages.
Moreover, the Treasury’s intention is that participation certificates will only
be sold to the extent that the market can reasonably absorb them. This
would limit any adverse impact on the mortgage market that might otherwise
oceur.

With respect to the impact of the budget deficit on the mortgage market, it
is important to realize that the Administrative deficit is not the most relevant
ficure. The operations of the various trust accounts will reduce the need
for Treasury bhorrowing from the public. As a general proposition, policies de-
signed to reduce the net borrowing of the Treasury and various Federal agencies
will tend to increase the availability of funds to the private sector, including
the mortgage market. An example of such a policy approach is the Adminis-
tration’s proposed surtax on corporate and personal incomes. In addition to
reducing the need for Treasury borrowing, these surtaxes will reduce the level
of private demand and thereby encourage monetary policies that will tend to
ease financial market pressures and lower the level of interest rates.

5. Question: In view of the fact that defense expenditures were budgeted last
year on the assumption that the war would end June 30, 1967 which assumption
was made to permit a more accurate assessment of follow-on costs to be made
last fall, would it not have been more prudent for the level of domestic spending
to have been held down pending the latter assessment of defemse costs? My
point is that this would have prevented the deficit now forecast for the current
fiscal year.

Alternatively, would it not have been more prudent to have had a tax increase
to be triggered by the President’s determination that defense expenditures would
continue to rise?

Answer: The fiscal 1967 budget which was recommended last year set civilian
expenditure levels at the minimum consistent with the responsibilities of the
Federal Government. Outside of defense, international affairs and interest
recommended expenditures represented an increase of only $1.4 billion over fiscal
1966.

The level of civilian spending was indeed held down by the President’s action
in preventing $2.6 billion in increases from being made. Without this action,
such spending would have risen $5.8 billion above the original estimates instead
of $3.2 billion as is currently projected.

A tax increase to be triggered by the President’s determination on defense
expenditures would not have had a desirable fiscal result. The assessment of
Viet Nam costs were not finally determined until late in calendar year 1966.
By that time inflationary pressures had abated and a tax increase, automatically
triggered by the expenditure determination, would have been most inappropriate.

6. Question: In your comment on reasons for the decline in our favorable bal-
ance of trade you did not mention price rises due to inflation. It had been my
understanding that these were a major factor in increased imports into this
country, and decreased expansion of exports to overseas markets.
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Answer: Our manufactured exports did quite well in 1966 so that it is hard to
say that we were priced out of world markets. But our imports, stimulated
by the high rate of growth of domestic income, rose at a more rapid rate, so that
our net trade balance declined. Part of the unusually rapid rise in our imports
is traceable to the conflict in Vietnam. Defense orders undoubtedly added to
the pressures on our durable goods industries.

Rising prices can weaken our competitive position in world markets, and this
is one of the reasons I regard restoration of U.S. price stability as one of our
major tasks.

But I do not think the weakening in our net trade surplus in 1966 should be
attributed to any deterioration in our competitive strength. Our ability to sell
in world markets depends on what happens to foreign prices, as well as on what
happens to U.S. prices. The evidence we have suggests that manufactures costs
and prices in our major foreign competitors on balance were rising at least ae
fTast as those in the U.8., so that our international competitive situation in manu-
factures trade probably did not deteriorate during 1966, 'What has happened is
that the sustained improvement in our competitiveness during the early sixties
probably slowed considerably in both 1965, and in 1966 insofar as we have data.
Table 2 compares recent increases in prices and costs in the U.S. with those in
some other major industrial countries.

Recent increases in prices and costs in selected countries, 1960-66
[Percent per year (<))

1960 24d quarter, [ 3d quarter, | 2d quarter, | 3d quarter,
to 1964, to 1964, to 1965, to 1965, to
1964 2d quarter,|3d quarter, [2d quarter, | 3d quarter,
1965 1965 1966 1966
HOURLY EARNINGS, MANUFACTURING
3, Pramee o cceeoas 9.0 5.2 5.1 5.6 6.0
2. Ttaly.. . 15.3 7.0 7.1 3.7 3.0
3. Japan.. —- 12.3 8.8 9.3 12.5 1.2
4, West Germany.......... 10.5 9.9 10.4 7.1 6.5
5. United Kingdom.___._._. 5.8 7.5 7.9 8.8 i6.9
6. Change in United States 3.0 2.7 2.7 4.3 4.3
WAGE COSTS PER UNIT OUTPUT,
MANUFACTURING
1. 2—.8 2.3 7 2.9 5.8
2. 3.0 2.7 —.9 0 3
3. 4.0 0 ® ® (3
4. 2.0 0 5.6 1.8 )
5. 3.3 5.3 7.9 § 3.4 ®)
8. 1.8 4.6 3.7 6.2 ®
7. —-.3 —.6 -1.1 1.6 2.1
1. Canada. . - e 1.2 2.2 2.5 2.6 2,6
2. Belglum (total, exciuding rent) 2.3 4.4 3.8 5.1 3.7
3. France. .. _________.._..... 3.6 3.2 2.9 2.0 2.7
A, Italy. ool 6.1 4.1 3.0 2.3 2.7
5. Japan (all urban index) 5.9 5.1 5.9 7.3 6.8
6. West Germany.._______ 3.2 2.9 3.0 4.3 4.4
7. United Kingdom______ 3.5 4.0 4.6 4,2 4.2
8. Change in United States_. _.____________ 1.3 1.5 1.3 2.0 2.8
WHOLESALE PRICES
1. Canada ‘. - _cooaoooo- 1.5 1.4 2.6 2.8 3.0
2. Belgiom 4.._____ 1.6 1.4 LT 2.5 1.9
3, Franced . _____ ... .. 2.5 i 0 3.7 3.3
4, Ttaly ¢ e ceimaan 3.5 2.7 3.0 2.6 1.2
5. Japanb____________.___. 1.3 3.6 4.2 3.3 3.1
6. West Germany 6____ 1.7 2.4 2.9 2.3 2.0
7. United Kingdom 7_._.___ 1.9 3.9 3.9 3.1 2.9
8. Change in United States 7. ___.._.._._.__ .2 .9 .9 1.7 2.1

See footnote at end of table.
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Recent increases in prices and costs in selected countries, 1960-66—Continued

‘[Percent per year (+)]

1960 2d quarter, [ 3d quarter, | 2d quarter, | 3d quarter,
to 1964, to 1964, to 1965, to 1965, to
1964 24 quarter, | 3d quarter, | 2d quarter, | 3d quarter,
965 1965 1966 1966

EXPORT UNIT VALUES

1. France.. 1.0 1.0 3.0 2.9

2. Italy-. .3 -3.1 -~3.1 0 ®)

3. Japan. -2.2 -2.2 -2.1 1.1 O]

4, West Germany . - oo oo LS 2.8 1.8 1.8 1.8
5, United Kingdom. ... ... 1.7 2.8 2.7 4.5 4.4
6. All countries .8 1.8 1.9 1.9 ®)

7. Change in United States. ...__....._... .3 3.8 3.8 1-1.5 @)

1 Estimated.

2 Based on data for 1962-64.

3 Not available. .

4 Manufactured goods, wholesale prices.

$ Intermediate goods, wholesale prices.

¢ Consumer goods, wholesale prices.

7 Manufactured goods, excluding food, wholesale prices. (Data for United States is OECD reweighting’
of BLS indexes to gbtain greater comparability for intermational comparisons.)

Sources: Business Cycle Developments, Department of Commerce; Main Economic Indicators, OECDj:
Economic Review, National Institute of Economic and Social Research.

Chairman Proxare. The committee will reconvene tomorrow after-
noon. There will be no session tomorrow morning. The Secretary
of Commerce will appear on Thursday afterncon instead of tomorrow
morning as originally scheduled.

We will reconvene tomorrow afternoon at 2 o’clock to hear Secretary
Willard Wirtz, the Secretary of Labor.

(Whereupon, at 1:30 p.m., the committee adjourned until Tuesday..
February 7,1967,at 2 p.m.)



