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THE 1969 ECONOMIC REPORT OF THE PRESIDENT

The letter appearing below was sent to the following organizations:
American Bankers Association, American Farm Bureau Federation,
American Life Convention, Committee for Economic Development,
Communications Workers of America, Conference on Iconomic
Progress, Consumers Union of the U.S., Inc., Cooperative League
of the U.S.A.,, CUNA International, Inc., Federal Statistical
Users’ Conference, Independent Bankers Association, Life Insurance
Association of America, Machinery and Allied Products Institute,
National Association of Mutual Savings Banks, National Consumers’
League, National Farmers Organization, the National Farmers Union,
National Federation of Independent Business, Inc., National Federa-
tion of Independent Unions, the National Grange, National League
of Insured Savings Associations, National Planning Association, Rail-
way Labor Executive Association, United Automobile, Aerospace and
Agricultural Implement Workers of America (UAW), United Mine
Workers of America, United States Savings and Loan League. These
organizations were 1nvited to submit their views or comments on
the text and recommendations contained in the 1969 Economic Report
of the President. Fourteen organizations submitted statements and
their views were considered by the Joint Economic Committee in the
preparation of its report on the President’s Economic Report.

FEBRUARY —, 1969.

DEAR —————; Under the Employment Act of 1946 the Joint Economie
Committee has the responsibility of filing each year a report containing its find-
ings and conclusions with respect to the recommendations made by the President
in his Economic Report. Because of the limited number of days available for
hearings, the committee is requesting a number of leaders of banking, business,
labor, agriculture, and consumer organizations to submit statements on the
economic problems facing the Nation. These statements will be made a part of our
hearings on the Economic Report in a printed volume containing such invited
statements.

We invite your comments on the economic issues which concern the Nation
and your own organization. Under separate cover we are sending you a copy of
the 1969 Economic Report of the President, filed January 16 by President Johnson.
Also, we will send you the testimony of the Chairman of the Council of Economie
Advisers under the new Administration when the Council appears before the
Committee later this month.

We would like to distribute copies of your statement to the members of the
Committee and the staff, and would therefore appreciate your sending 30 copies,
by March 1, 1969, to Mr. Hamilton D. Gewehr, Administrative Clerk, Room G-133,
New Senate Office Building, Washington, D.C. 20510.

With kindest regards and best wishes, I am

Sincerely yours,
WRIGHT PATMAN, Chairman.
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AMERICAN BANKERS ASSOCIATION

The American Bankers Association is pleased to submit a statement
in connection with the annual hearings of the Joint Economic Com-
mittee on the state of the economy. The committee request asked for
“comments on the economic issues which concern the Nation and your
own organization.” We have, therefore, selected for comment a num-
ber of specific issues upon which we feel the banking industry has
special competence to express itself. Largely these concern either credit
matters themselves or public policy that will ultimately affect the de-
mand and supply of credit. The 1ssues raised, however, are of such
importance they transcend concern by the banking industry alone.

I

Periods of high employment such prevailed in 1968 and presumably
will prevail in 1969 put major strains on all financial institutions.
‘While the real growth of the economy from the previous year as meas-
ured by gross national product was only 5 percent in 1968 and price
increases added 4 percent to the growth in total GNP, the aggregate
volume of credit increased some 20 percent last year. The growth in
credit demand is the result of a combination of circumstances; high
aggregate demand as a result of strong business and consumer incomes,
the fact that rising prices makes future investment and production
appear abnormally profitable and attempts by businesses and consumer
to anticipate future price and interest rate increases and shortages.
That these conditions are occurring is, of course, the consequence of
unduly expansionary monetary and fiscal policy in 1967 and 1968.

The strain on financial institutions may take several forms. While
the traditional channels utilizing financial institutions under ordinary
circumstances are adequate to move a sufficient volume of savings into
investment, in periods of high employment demands for credit fre-
quently exceed the amount that can be provided by these institutions.
For example, the volume of mortgages or corporate bonds in particu-
lar years may substantially exceed the amount normally purchased
by institutions buying assets of this type. The increased supply of
these instruments pushes their interest rates higher. Some leading in-
stitutions may then shift their purchases from types of obligation that
they customarily find attractive to the particular asset that happens
to be in strong supply, or the borrower, because of the increased cost
of funds and the inability to attract sufficient buyers for these particu-
lar assets, may switch to other types of instruments. Businesses which
would ordinarily finance in the bond market, for instance, may move
to bank loans or commercial paper as a source of funds.

The role of commercial banks is complex. In addition to servicing
their customers’ normal short-term needs, banks tend to be the major
residual supplier of funds for the economy in periods when credit
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demands and interest rates rise sharply. Such periods of high demand
for bank funds, however, are not without concern to commercial banks.
Under these circumstances banks frequently must sell securities from
their portfolios at substantial losses in order to meet their formal and
informal commitments to valued customers. If there are heavy Treas-
ury demands for credit at such times the problem of financial institu-
tions is further compounded. When banks respond within the free
market mechanism by rationing credit on the basis of price (interest
rate) rather than by arbitrary decisions, they frequently incur unjusti-
fied criticism for raising rates charged to customers.! Yet when the
banks, whose ability to meet expanded borrowing demands of their cus-
tomers requires them to be able to attract funds, succeed in increasing
their time and savings accounts, they are sometimes said to be “obtain-
ing more than their fair share of the savings market.”

1t should be recognized that the disruptive strains upon our financial
system are not caused by commercial banks nor by specialized financial
institutions. Rather, they arise from the fact the economy can generate
more uses of credit under an outlook for relatively full employment
than it is possible to supply at current interest rate levels. The problem
is compounded by inflation which both increases the demand for funds
and reduces the motives to save. To the extent that monetary policy is
successful in holding down price increases, the measure of 1ts success
may be the shortage of credit itself. To the extent that price increases
occur, credit demands that are satisfied compound inflation. The ad-
ministration and Congress have often been sympathetic but at times
they have added to public misunderstanding of the role commercial
banks play in supplying credit by viewing dimly either interest rate
increases made necessary by market pressures or by suggesting that
banks are obtaining greater than their arbitrarily assumed share of
the “market for savings.”

The American Bankers Association recommends that the adminis-
tration and Congress bear in mind the strains placed upon financial
institutions in times of excess demand. To this end an active policy
should be pursued to cut back Treasury and Federal agency demands
for funds when the economy achieves rapid growth of demand and
high employment as a result of a strong private sector. Furthermore,
recognition is essential that monetary policy should appropriately be
concerned with both interest rates and the volume of bank credit.
Finally, attention may well be directed toward determining whether
the present structure of financial institutions is appropriate to provide
the optimal flow of credit needed for a high employment economy in
the long run.

I

The statement of the incoming Council of Economic Advisers pre-
sented to the Joint Economic Committee on February 17, indicates
the priority given to the problem of inflation by the present adminis-
tration. The statement rejected the economic projection of the retired
Council and instead indicated that a greater attempt would be made

1In 1966 the American Bankers Association published and distributed to all of its mem-
bers a brochure entitled The Banker’s Role in Reinforcing Monetary Policy which pointed
out procedures the bankers could use in determining loan priorities. This publication
pointed out the beneficial effects that could be produced by responsible bank management
decisions which would obviate both the need for Government guidelines and ever higher
interest rates. Consideration is now being given to reissuing this publication.
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to bring inflation to a halt than merely relying upon an assumed slow-
down in the first half of 1969 as a result of the surcharge instituted last
year. At the same time the Council indicated the administration is well
aware of the consequences of increased unemployment that could re-
sult from too severe use of fiscal and monetary policy in order to break
inflationary expectations. Wisely, the Council has suggested the use of
appropriate monetary and fiscal policy to bring about expectations of
diminishing rates of inflation in the future.

We regard as positive the Council’s apparent realization that the
relation between price increases and unemployment is sufficiently flexi-
ble to permit many things to be done to decrease the degree of inflation
without raising unemployment. The Council’s emphasis on moderating
rather than crushing the growth of aggregate demand will permit
steady progress toward improved price performance without sacri-
ficing low levels of unemployment.

Our particular concern is that the damping of inflationary expecta-
tions may not be as smooth as the Council implies. At some point as the
rate of growth of prices decelerates, there may be cumulative abandon-
ment of investment plans, restrictive inventory policy and consumer
postponement of purchases. At such times, those who guide both fiscal
and monetary policy may feel that they face a dilemma between imme-
diate reaction to the new conditions and a “steady hand on the tiller”
approach.

It should be the intention of the administration with the help of Con-
gress to pursue many policies—consistent with maintenance of the free
market mechanism—aimed at decreasing inflation in addition to the
principal ones using monetary and fiscal measures. While the aim of
Federal action against inflation is nearly always thought to be the con-
centration on the reduction of excess demand, possible action to im-
prove supply can also be in order. The Federal Government can well
occupy itself in the elimination of any conditions that limit the work-
ing of the price and free market mechanism and thus tend to raise both
prices and wages. Both labor and management should be made aware
of the beneficial effect of measures to increase productivity and steps
should be taken to see that practices that conflict with maximum pro-
ductivity growth are eliminated or reduced whether they originate
with Government, labor, or business. Finally, a thorough review is
required of all those areas of public policy aimed at pegging prices and
wages. It is appropriate to question whether the minimum wage law
plays a useful role at the present time; it may only lead to greater un-
employment of marginally productive workers. In any case, while
wage and price supports may be appropriate in periods of underutili-
zation of resources, in periods of high employment of fully productive
workers, there is little excuse for them, and they add significantly to
inflationary pressures.

In the end, however, the fight against inflation will be largely won or
lost by monetary and fiscal policy. If the past decade is any indication,
the greatest single determinant will be the volume of Government
spending. Indeed, Korea, the space and missile race, and Vietnam
essentially determined Government spending. But Federal revenues
were adjusted only slowly, and monetary policy did not fully compen-
sate. Thus pressure was placed upon scarce resources in the name of
national policies endorsed by a sizable percentage of the American
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public. The American Bankers Association believes that in recent years
the Federal Government has been the major perpetrator of inflation,
because it did not give adequate consideration to the overall impact of
major policies.

At some point, the judgment must be made as to whether to err on
the side of a more or less restrictive policy despite all the good wishes
of the current administration in avoiding that problem. In the recent
past, this decision has generally been against that of sufficient restric-
tion and instead policy has fostered more inflation. We feel strongly
that undesirable as even a small rise in unemployment would be, the
administration must be prepared to accept some rise in the number of
jobless and must not weaken its actions against inflation for fear of
such consequences. The association is firmly convinced, moreover, that
inflation has seriously intensified the problems faced by large segments
of our population who have low incomes, whose incomes are fixed, or
who are on some form of public assistance. While we are mindful of
the beneficial effect of a highly expansionary policy in employing mar-
ginal and submarginal workers, we feel the Federal Government has,
In pursing a “Guns and Butter” policy, achieved a high rate of employ-
ment through over-stimulative policies at a cost of lowered purchasing
power for families who are only one short step up the economic ladder

rom low-skilled workers who are also a prime object of Federal con-
cern. A realistic cost benefits analysis might well dictate other ways of
solving the problem of putting the least employable workers into jobs.

II1

The commercial banking industry is obviously concerned that the
pursuit of monetary policy be practiced with maximum efficiency. In
the last year despite three separate and distinet Federal Reserve policy
phases, monetary growth overall was much too high for a year of rapid
inflation. The money supply defined as demand deposits and currency
grew 2t a nearly steady rate while the money supply plus time deposits
actually accelerated in its growth rate as the year progressed. Viewed
in this light the basic decisions of monetary policy seem clearly to have
been in error. Monetary policy, on the other hand, becomes more under-
standable if its goal was conceived as largely that of trying to affect
interest rates. During the moderately restrictive policy period up to
late spring interest rates particularly in short-term securities rose.
Following passage of the surtax and agreement on the spending slow-
down when policy shifted because of fear of “overkill,” rates fell only
to turn up again barely 2 months later when the economic expansion
proved stronger than anticipated. Of course, Treasury requirements in
1968 unduly limited the hands of the monetary authorities. Neverthe-
less, whether interest rates or the growth in the money supply was the
guiding policy principle, the total effect of last year’s actions was
obviously inappropriate for a period of inflation. )

During the past year the Joint Economic Committee suggested the
Federal Reserve Board specify regularly its goal in terms of growth of
the money supply and explain reasons for policy changes that produced
divergences from a steady rate of growth. While viewed as a victory
for those who advocate fairly steady growth in the money supply, in a
larger sense its chief contribution probably was that of putting the
Federal Reserve on notice that fewer, rather than more, frequent shifts
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in policy would be desirable and that interest rates are less important
than previously thought in creating an effective monetary policy.

In contrast to the apparent willingness of those who hold this view-
point to focus greater, if not complete, attention upon money supply
growth, the annual report of the retiring Council of Economic Ad-
visers went out of its way to point out the undesirable effects of a sim-
ple rigid rule related to the growth of the money supply by pointing

- out the undesirable effects upon the interest rates that could be pro-
duced under certain situations.

The American Bankers Association has no wish to endorse a par-
ticular viewpoint in monetary theory. We do see definite advantages to
the cause of economic stabilization in a less volatile monetary policy
and therefore less precise concern over interest rates levels per se. Such
a course, however, requires reducing the institutional rigidities imposed
by various interest rate ceilings incoroprated by law and regulation
in many parts of the financial system. Ceilings on interest rates paid
to savers at various institutions, rate ceilings on Treasury bonds, maxi-
mum lending rates on insured and guaranteed mortgages, student loans
and small business loans, and imposed ceiling rates on consumer loans
as well as mere tradition or convention all tend to make interest rates
unusually important in the present financial system. Since a high em-
ployment economy is likely to produce interest rates near or even above
legally imposed ceilings or ceilings fixed by lack of timely administra-
tion, it is likely that until many of these restrictions are removed mone-
tary policy will have to be cognizant of sharp and irregular effects set
off by slight changes in interest rates. Therefore, it would seem en-
tirely appropriate for the committee to bear in mind the inconsistency
of advocating policies favoring relatively stable monetary growth but
continuing to favor the institutional rigidities imposed by legal inter-
est rate ceiling on various types of instruments.

As a case In point, the banking industry should point out that the
hoped-for gentle attack against inflation may be turned into a serious
credit crunch by failure to take appropriate action to increase the ceil-
ing rate on large certificates of deposit issued by commerecial banks.
Certainly the current course of interest rates suggests that instruments
other than bank certificates are more attractive to sophisticated large
investors and wholesale “disintermediation” could well spread as it
did in 1966. Immediate action should be devoted to removing, placing
on a standby basis, or raising this sensitive rate ceiling. Such a move
would not lessen the anti-inflationary stance but would reduce the
threat of another serious credit crunch emanating from serious “disin-
termediation.”

v

Recent years have seen a considerable atmosphere of innovation in
banking practices, questioning of existing operating and regulating
procedure, and the invention of new methods of organization. In such
areas as savings instruments, underwriting of revenue bonds, capital
instruments, credit cards, provision of Federal Reserve discount facili-
ties. Loan production offices, provision of noncredit services by banks,
and limits on loans of particular types such as mortgages, the com-
mercial banking industry has become restive with previous arrange-
ments. In the past year the diversification movement in the commercial
banking industry, generally taking the form of financial congenerics,
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has garnered considerable attention from the public, the administra-
tion, and Congress. :

There is often a temptation to regard these developments in isola-
tion and see them as the mere result of oversight in drafting previous
legislation or regulation, the discovery of ingenious legal arrange-
ment, or nefarious intent on the part of bank managements. Yet, all
of these developments and many more that could be mentioned are
undoubtedly only the external manifestation of major changes that
are taking place in the American economy and the financial system’s
attempt to adapt to them.

Without attempting to exhaust the list of fundamental changes
in the economy leading to changed financial practices it is possible
to point out a few obvious ones. First, the rising scale of industry has
meant demands for financing and other financial services are much
larger than before. Technical developments have increased capital
requirements of customers; they have also changed the practice of
banking. Sharp shifts have occurred in the cost curves of the com-
mercial banking industry in particular operations and as the payments
system rapidly becomes automated, as now appears likely in the next
decade, the economics of the industry will be changing rapidly. Bank
managements have incerased their professional character and highly
skilled personnel are required to service customers. On the consumer
level, demands for deposit and credit services have changed ap-
preciably. Indeed, the very output of the economy has changed
appreciably from material things to services of various types and this
development affects the functions of financial institutions.

The American Bankers Association is, of course, seeking to represent
the commercial banking industry in deaiing with the Congress and the
banking agencies as legislation and regulations are developed to take
account of necessary changes. We urge that the Joint Economic Com-
mittee as well as other congressional committees dealing with banks
attempt to view the financial structure as a whole rather than on a
piecemeal basis as it reviews the need for specific changes. Generally,
the American banking system over the years has been able to adapt
prudently and efficiently to broad economic and social changes and
the nation has benefited from this flexibility. To continue this favor-
able record requires a depth of vision and willingness to innovate on
the part of legislators and regulatory agencies unwilling to be satis-
fied with the status quo. In their future dealings with the banking
industry we hope the flexibility of approach contained in the principle
of dual regulatory authority will be preserved.

Vv

The announced intention of the new administration to contain in-
flation by a policy of gradual reduction of expenditures growth will
have a wholesome effect on the U.S. balance of payments. It is fairly
obvious that only inflow of capital from Western Europe and a will-
ingness by U.S. firms to go beyond what was asked of them in limiting
capital outflows abroad enabled the U.S. payments balance to show
up as well as it did in 1968. The poor showing of the United States
on trade account last year is a foreboding sign that the threat of a
large-scale deterioration in the balance of payments still hangs over
the Nation.
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For 1969 we urge that major efforts be made to expand U.S. exports.
Such efforts should include a thorough examination of the types of
incentives that could be used to encourage American industry to ex-
pand exports. Joint efforts with our tradimg partners should be aimed
at a thorough review of unilateral changes of indirect taxes which
tend to distort trade patterns among nations. Negotiations to remove
nontariff barriers should also be pressed, so that the advantages of
free international markets can be made more fully available by all
nations.

The Joint Economic Committee in its deliberations on the U.S.
balance of payments may well benefit from examination of 7'%e Cost
oﬁ World Leadership, an analysis of the problems and solutions of
the problem recently completed as a staff study of the American
Bankers ‘Association.



AMERICAN FARM BUREAU FEDERATION

We appreciate the opportunity to comment on the Economic Report
of the President for 1969.

Farm Bureau members are interested in the Economic Report be-
cause it deals with matters which determine the economic climate in
which farmers must try to make a living.

Our members also have an interest, as taxpayers, in the many sec-
tions of the Economic Report which call for continued, or increased,
Government expenditures,

At the present time the economic climate is dominated by strong
inflationary pressures. This is recognized at several places in the Eco-
nomic Report. For example, on page 33 * the Council of Economic Ad-
visers notes that “The pressures of excessive demand pushed up the
price level at the unacceptable rate of nearly 4 percent” (in 1968).
This apparently refers to the Consumer Price Index.

As an industry that suffers from overproduction—some of which
has been induced by Government programs—agriculture is seriously
hurt by inflation because farm costs rise faster than farm prices. This
is well illustrated by the chart on page 48 which shows that farm prices
have consistently lagged behind other wholesale prices since 1963 ex-
cept for a brief period in 1966 when farm prices were boosted hy an
unwarranted hysteria over the world food situation.

From December 1962 to December 1968 the Wholesale Price Index
for all commodities, including farm produects, rose 9.4 percent, but
the wholesale price of farm products rose only 6.2 percent.

We certainly agree with former President Johnson’s statement (p. 9)
that, “The immediate task in 1969 is to make a decisive step toward
price stability.”

We strongly urge the Congress to pursue inflation control with
greater vigor in 1969. In achieving this, major emphasis should be
on cutting Federal expenditures in order to obtain a balanced budget
for fiscal 1970. Reductions in expenditures should have priority over
continuation of the surtax for an additional year.

We are well aware of the argument that reducing Government ex-
penditures might increase unemployment. We do not, however, believe
that inflationary policies are a sound approach to the desirable objec-
tive of maintaining a high level of employment. The unemployment
problem is concentrated in groups that have very little to offer the
job market. The major impact of inflation on employment is to increase
the demand for—and consequently the money income of—the better
qualified workers who already find it relatively easy to obtain
employment.

The problem of finding employment for the disadvantaged can best
be approached through efforts to upgrade their skills in order to

* Bconomic Report of the President, transmitted to the Congress, January 1969, together
with the Annual Report of the Council of Economic Advisers: U.S, Government Printing
Ofiice, Washington, D.C.
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qualify them for the type of work that is available in a technologically
advanced society. In some cases such efforts could be materially assisted
by exemptions from the minimum wage law for handicapped and be-
ginning workers.

. While the Council of Economic Advisers indicates that a price level
rise of 4 percent per year is “unacceptable,” we do not think the
Council has placed sufficient emphasis on the long-run dangers of
inflationary policies. There is real danger that efforts to increase em-
ployment by inflating the economy may lead to an economic bust which
would increase rather than reduce unemployment.

It has often been argued in the past that an easy money policy is
necessary to hold down interest rates in order to stimulate the housing
industry. Recent experience suggests that an inflationary expansion of
the money supply leads to high, not low, interest rates. If lenders are
convinced that they will be repaid in cheaper dollars it is only natural
that they should demand higher interest rates to offset the potential
loss in the purchasing power of loan funds. If prices are advancing at
a rate of 4 percent per year, interest rates must exceed 4 percent if
lenders are to receive any real return for the use of their money.

We agree with former President Johnson’s statement (page 10)

that, “the vital guiding mechanism of a free economy is lost when the
Government fixes prices and wages.” We do not, however, agree with
the Council of Economic Adviser’s statement (page 59) that, “business
and labor should undertake a pattern of voluntary restraint” based on
Government-suggested guidelines.
- Government guidelines are an interference with the operation of the
market system that is only a step removed from price and wage con-
trols. The proper role of the Government in inflation control is to
create an economic climate that is conducive to a stable price level—
not to inflate the economy and then ask business and labor to refrain
from responding to inflationary pressures.

We do not agree with former President Johnson’s suggestion that
Congress “give the President discretionary authority to initiate limited
changes in tax rates, subject to congressional veto” (page 18). The
record indicates that the Congress can act quickly on tax changes when
a majority of its Members are convinced that proposed changes are
required by the national interest.

Enactment of the present surtax was delayed because many Mem-
bers of Congress—reflecting the views of their constituents—felt that
an increase in taxes should be accompanied by a reduction in Govern-
ment expenditures. We do not think it would be wise for the Congress
to surrender its right to originate changes in tax rates, to decide the
amount of such changes, and to decide whether increases should be
accompanied by cuts in expenditures.

AGRICULTURE

We agree with former President Johnson’s statement (page 16) that,
“Agriculture has been the stepchild of trade negotiations, and deserves
prompt and proper attention.”

The most notable agricultural result of the Kennedy round was an
International Grains Arrangement which has resulted in an inverse
subsidy, or export tax, on U.S. wheat exports. We do not see how any-
one could expect to expand wheat exports by taxing them. It is not
surprising that wheat exports have declined since the International
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Grains, Arrangement went into eflect, although we recognize that
other factors may have contributed to this decline.

The United States should seek to have the wheat provisions of the
International Grains Arrangement suspended or materially modified
at the earliest possible date. - : :

The new administration should give a high priority to efforts to
increase farm exports. Our immediate goal should be to increase farm
exports from $6.3 billion in fiscal 1968 to $10 billion per year. This
would improve our balance of payments as well as strengthen our farm
economy. 4

In order to achieve this goal, it will be necessary to resist the current
pressures for new restrictions on imports. It will also be necessary to
eliminate the direct payment features of domestic farm programs.
Direct payments to farmers on commodities which are produced for
export are a disguised form of export subsidy, and are recognized as
such by other countries. We cannot expect to persuade other countries
to reduce trade barriers such as the Common Market’s variable fees as
long as we are subsidizing exports through direct payments.

We appreciate the Economic Council’s recognition (page 116) of
the need for “a restructuring of farm programs”; however, we do not
agree with the Council’s inference that direct payments should be
continued.

New farm legislation should be enacted during 1969 so that farmers
will have time to prepare for the changes that should be made in
existing farm programs. Further delay in coming to a decision on this
issue would only make the problem of adjustment more difficult for
farmers.

In developing new farm legislation it should be recognized that the
problems of agriculture can be divided generally into two categories:
First, the problems of commercial farmers and second, the problems
of other farmers.

Farm Bureau supports a transitional program to deal with the
problems of noncommercial farmers. This could take the form of
whole farm cropland retirement, permanent retirement of allotments,
adjustment and retraining assistance, or other means.

For the commercial farmer we recommend a program which would
move as rapidly as possible to the market system by phasing out
acreage bases, acreage allotments, marketing quotas, and compensatory
payments with no limitations on payments to individuals during the
phaseout.

The objective should be to create conditions which will make it pos-
sible for farmers to get their income in the marketplace rather than
being dependent on congressional appropriations. A few farmers
should not be penalized because they are larger than others.

The phaseout of acreage controls should be accompanied by an ex-
pansion of the voluntary cropland adjustment program (authorized
by the Food and Agriculture Act of 1965) with emphasis on whole
farms. We are pleased to note that the Fconomic Report favors an
expansion of this program (page 116). As a first step toward getting
agriculture on to a sounder footing, funds for new cropland adjust-
ment contracts should be included in the Agricultural Appropriation
Act for 1970. This would enable the Secretary of Agriculture to begin
to move in the direction of the adjustments that are needed by offering
farmers new cropland adjustment contracts in the fall of 1969, a year
before the act of 1965 is scheduled to expire.



AMERICAN LIFE CONVENTION
and the
LIFE INSURANCE ASSOCIATION OF AMERICA

This statement is submitted on behalf of the American Life Con-
vention and the Life Insurance Association of America, two trade
associations with a combined membership of 860 life insurance com-
panies which account for 92 percent of the legal reserve life insurance
in force in the United States. The total assets of the life insurance
business today aggregate more than $187 billion, which represents
the savings that have been entrusted to us by millions of policyholders.
The protection of the economic value of these savings is of vital con-
cern to our business. We appreciate the invitation of the Joint Eco-
nomic Committee to express our views on the materials and recom-
mendations contained in the “Economic Report of the President
Together with the Annual Report of the Council of Economic Ad-
visers” and we hope that these comments will prove helpful to the
committee.

ProspecTs TOrR THE KcoNomy IN 1969

In our view, the No. 1 problem facing our domestic economy in 1969
is the threat of continuing strong inflation and the deepening of the
inflationary psychology that has spread widely through the economy
in recent months. During 1968, the inflationary forces that were per-
mitted to develop led to a 4.8-percent increase in the consumer price
level and a 8.9-percent rise in the GNP price deflator for the entire
economy. Inflation was no longer merely a threat—it became a reality.

The inflationary trends of 1968 have already exacted a toll from the
American public in terms of higher prices for everyday living expenses,
rising costs of housing, and decreased value of their savings and fixed
incomes. But another difficulty with a major inflationary surge is the
change in public attitudes that it carries with it. Once the public be-
comes convinced that prices are going up further, there is a natural
urge to anticipate price increases by purchasing in advance of needs,
even if it means borrowing to do so. In such circumstances, rising inter-
est costs become a minor deterrent to borrowing when compared with
the rising prices that are projected in an inflationary climate. Thus an
inflationary psychology can seriously distort the spending and borrow-
ing decisions of consumers and businesses alike. As living costs ad-
vance, pressures for higher wages also build up and persist in later
labor negotiations. Moreover, inflation carries with it a forward mo-
mentum that can be checked only by appropriate economic policies
applied with determination and persistence.

It is our opinion that the primary objective of economic policy
measures in 1969 must be the reduction of the rate of inflation. In its
Annual Report, the Council of Economic Advisers projects that gross
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national product will rise in 1969 by about $60 billion to a total of
around $921 billion for the year, and this estimate is in accord with
that of many private forecasters. An increase of about 6 percent is
foreseen between the final quarter of 1968 and the fourth quarter of
1969, with a projected rise of less than 3 percent in real output and an
increase of a little more than 3 percent in overall prices. This estimate
implies a diminution in the rate of inflation during the coming year
as compared with the price advance of recent quarters. While we
would regard this degree of reduction in the inflation rate as a desir-
able objective, we also believe that this goal may prove difficult to
attain unless gradual but persistent restraint is applied through checks
on Federal spending, extension of the 10-percent income tax surcharge,
continued restraint in monetary policy, and programs to improve
productivity.
Poricy ForR RESTRAINT oF INFLATION

Effective action to break the grip of inflation and counter the threat
from a deepening inflationary psychology requires a policy of simul-
taneous restraint in four major areas, as outlined below,

1. Federal spending should be kept in check to avoid greater pres-
sures on aggregate demand and to permit a balance or surplus in
the Federal budget. The ability of the Congress and the executive
branch to curb the growth of spending programs has been demon-
strated by the Revenue and Expenditure Control Act of 1968, It is
clear that the pressure of inflation during the present fiscal year
would have been even greater in the absence of this measure, but the
need for continued holdbacks in Federal expenditures is no less press-
ing today than a year ago.

In our view, the $3.4 billion Federal budgetary surplus that is pro-
jected for fiscal year 1970 in the Economic Report and in the Budget
Message operates in the proper direction of fiscal restraint. But this
planned surplus could be easily jeopardized or even reversed if the
Congress relaxes its careful scrutiny of spending programs in both
the civilian and military areas. Previous budget analyses have demon-
strated how sizable are the budget outlays which are “relatively
uncontrollable” as a result of commitments under Federal programs
adopted in earlier years or enlarged by previous legislation. Accord-
ingly, theneed for close review of new proposals or expanded programs
is heightened by the narrowing of congressional discretion over current
spending.

2. Ewtension of the 10 percent taw surcharge is essential in the
present budgetary situation to achieve the budget surplus needed to
maintain fiscal restraint in an inflationary economy. The life insur-
ance business urged the imposition of an income tax surcharge on
both individuals and corporations in August 1967, and we now favor
extension of the 10 percent surcharge for the fiscal year ending July 1,
1969, as proposed in the Budget Message and the Economic Report.
Failure to renew the surcharge beyond its June 30 expiration would
lead to a Federal deficit in fiscal 1970 of about $514 billion—a fiscal
position which would be wholly inappropriate to the present eco-
nomic outlook of excessive demand and continuing inflation.
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Past experience has shown that unexpected developments in mili-
tary requirements, budgetary trends, or economic conditions sometimes
call for rapid adjustments in Federal tax policies. But prompt changes
in tax rates, either up or down, are typically difficult to obtain under
present procedures. In order to permit more rapid adjustments in
tax levels, we would urge that consideration be given to some flexible
mechanism to permit removal of the renewed 10 percent surcharge
by the President before the end of the 1970 fiscal year, if changing
crcumstances warrant such action. The precise form of such a mecha-

sism would be a question for discussion between the Congress and
the new administration. While we do not presently visualize the
emergence of conditions that would call for early removal of the
surcharge, we feel that this type of flexibility would represent a po-
tential 1mprovement in our fiscal controls.
8. Monetary restraint is vitally needed to hold down the growth
rate of money and credit, perhaps for a considerable period ahead.
Beginning last December with an increase in the discount rate, the
Federal Reserve authorities have moved in the direction of more
vestrictive monetary policy which has slowed the growth rate of
money supply and brought greater pressure on member bank re-
serve positions in recent weeks. We believe that monetary restraint
should be applied in a gradual fashion, in order to avoid the violent
disruptions of a “credit crunch” but should be presistently maintained
for a sufficient period to break the inflationary psychology which has
gripped the financial markets in recent months.

As noted earlier, the upsurge of inflation during 1968 has quickened
the desires of consumers, homebuyers and corporations to purchase
goods in anticipation of rising prices, and to borrow to finance such
purchases. The rise in interest costs of recent months has been out-
weighed in the minds of many borrowers by the expectation of higher
prices for goods if the purchase were delayed. At the same time, lenders
have become increasingly aware that they must obtain a higher re-
turn on fixed-debt obligations if they are to be repaid in dollars that
have been cheapened by inflation. While precise measurement is diffi-
cult, it appears that these attitudes have produced an “inflation pre-
mium” on’fixed-dollar investment, which has been an important force
working toward higher interest rates in recent months.

The Annual Report of the CEA expresses the hope that as fiscal
restraint is continued through fiscal 1970, monetary policy may grad-
ually be able to shift to a less restrictive stance and that a decline in
interest rates may take place. In our opinion there is a grave danger
that premature easing of monetary policy, at the first signs of economic
slowdown or rising unemployment, would revive inflationary ex-
pectations among savers and lenders and lead to higher interest rates
rather than lower rates. The prospect of continuing inflation under
these circumstances would impel the public to borrow more, while
lenders would shun fixed-dollar investments or build in an “inflation
premium” in their fixed-debt lending rates. For these reasons, we
believe it is imperative t0 maintain a restraining monetary policy
until present inflationary psychology has disappeared from the finan-
cial markets. This may require a considerable period to accomplish
against the background of recent developments.
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- 4-Other policies for price stability can also contribute to the objec-
tive of reducing the inflation rate, in addition to the aggregative
effects from fiscal and monetary restraint., Chapter 8 of the Annual
Report of the CEA contains a discussion of the effect on price levels
of wage rates, labor efficiency and mobility, utilization rates of plant
capacity, and competitive pricing policies. We endorse the perceptive
analysis of the Council in that discussion, and feel that the sugges-
tions put forward by the Council deserve the careful consideration of
business and labor groups as well as the Congress. Improvements in
the areas described in that chapter should also be pursued in the search
for price stability consistent with high levels of employment of man-
power and utilization of productive capacity.

Tae QuestioN OF UNEMPLOYMENT

The Economic Report expresses the fear that “an overdose of fiscal
and monetary restraint” might bring on a recession with rising un-
employment and growing social unrest. The life insurance business
shares the concern over the economic waste and the damage to family
stability and individual dignity that would result from deliberate
policies to increase unemployment as a means of halting price infla-
tion. It is for these reasons that we urge gradual and persistent policies
of restraint that will permit adjustments in production and labor
markets without the violent disruptions that an economic downturn
would bring.

Recent discussion of these questions has centered on the “trade-off”
or choice between inflation and unemployment. According to this argu-
ment, in the short run, unemployment can be reduced to nominal levels
if demand is allowed to expand rapidly, at the cost of upward pressure
on wages and prices; conversely, if demand is restrained to curb infla-
tion, unemployment may increase. In our view, this argument overlooks
the fact that unsustainable growth rates lead to distortions in the econ-
omy which can bring on extremely painful downward adjustments
with a steep rise in the unemployment rate. In a longer run analysis, an
overheated economy that produces inflation will lead to higher un-
employment in the subsequent economic downturn which follows as a
corrective aftermath of unsustainable growth.

The present 3.8 percent unemployment rate represents the lowest
level in recent years. However, the social consequences of even this de-
gree of unemployment should not be ignored. A great part of the pres-
ent joblessness reflects the problem of “unemployables” who lack skills
or training, as well as pockets of structural unemployment in certain
urban or rural poverty areas. However, this type of unemployment
does not respond readily to variations in aggregate demands. The social
and economic problem of the “unemployables” should be attacked
through redoubled efforts to bring this group into the labor force
through programs of job training and relocation. Similarly, hard-core
unemployment among minority groups in urban ghetto areas should be
approached not through pressing harder on total demand but through
direct programs for providing new skills and new job opportunities
for these workers.

It should also be recognized that inflation exacts a heavy toll on the
meager living standards of the jobless and the low-income family



981

through higher costs of food, shelter and clothing. Efforts to develop
low-income housing are stymied by rising construction costs. Welfare
payments and unemployment benefits provide less help when the prices
of essential goods continue to mount. Those who are socially and eco-
nomically disadvantaged could be benefited most through a combina-
tion of broad policies to curb inflation together with manpower pro-
grams to bring them into the labor force and provide them with needed
job skills. Efforts should also be made to improve Government em-
ployment services and to develop a data bank on job vacancies in order
to identify job opportunities and increase labor mobility.

Barance oF PayMENTS PrOBLEMS

The year 1968 produced the first surplus in our balance of payments
since 1957, but there was little cause for elation in view of the con-
tinued weakening of our merchandise trade balance from a $3% billion
surplus in each of the years 1966 and 1967 to less than $500 million last
year. A heavy inflow of foreign capital was primarily responsible for
converting the deficits of earlier years into a narrow surplus in 1968.
However, there is little or no assurance that these offsetting capital
inflows will continue in the future, since they arose to a considerable
degree from political disturbances in Europe rather than from basic
economic relationships.

Inflation and excess demand have doubtless played an important role
in the deterioration of our trade balance this past year, by attracting
an increased flow of imported goods while making our exports more
expensive to many foreign buyers. If we are to maintain our competi-
tive position in world markets, it is essential that we regain control
over inflation to prevent rising export prices.

The Economic Report recommends that controls over foreign lend-
ing and direct investment be maintained and that the interest equaliza-
tion tax be renewed. While these measures may be unavoidable under
present circumstances, we should not lose sight of the desirability of
removing these restrictions on international capital flows as quickly
as circumstances permit. The persistence of this type of “temporary”
capital control illustrates the need to achieve domestic price stability
and to restore a viable balance in our international trading position.

MANAGEMENT OF DOMESTIC MONETARY ATFAIRS

The Economic Report offers proposals to modify the organization of
policy formation within the Federal Reserve System with a view to
enhancing its effectiveness. If any modifications are to be made, how-
ever, we believe it is highly important to maintain the independence of
Federal Reserve policy from political supervision or direct control by
either the executive or legislative branch. This independence permits
monetary policy to respond to changing economic conditions with a
speed and flexibility which would be sacrificed if the System operated
under fixed political directives.

In a related field, greater flexibility is also desirable in the manage-
ment of the public debt and Treasury borrowing operations. For the
past three years, the Treasury has been unable to market securities
with a maturity beyond 7 years, because of the 41/ percent interest rate
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ceiling on bond issues. As a result, the average maturity of the public
debt has been steadily decreasing.

In our view, the Congress should consider changes that would pro-
vide Treasury access to the longer term capital market as a regular
part of its debt management function. One method would be to raise
or remove the 414 percent bond ceiling; another would be to extend
the maximum maturity of note issues beyond the present 7-year limit.
Regardless of the method, the ability of the Treasury to lengthen the
maturity of the debt would help not only to improve the debt structure
but also to reduce the frequency and size of Treasury financing opera-
tions in the money and capital markets.

In conclusion, we believe that the foremost objective of economic
policies in 1969 must be a reduction in the rate of inflation. Anti-
inflation policies should be applied in a gradual fashion, to avoid a
downturn in economic activity or sharply increased unemployment.
But the campaign against inflation must be pursued with persistence,
to rid the economy of the inflationary psychology which threatens to
distort the spending, lending, and borrowing decisions of the public.

The economy has enjoyed a prolonged period of rapid growth and
prosperity over the past several years. Employment, production and
incomes have advanced to record high levels. But the pressure of ex-
cessive demand has outrun our capacity to produce, leading to an un-
healthy and continuing rise in wages, costs, and prices. If we are to
return to the path of sustainable economic growth with high em-
ployment and price stability, it is essential that we achieve a signifi-
cant reduction in the rate of inflation in the months ahead.



, COMMITTEE FOR ECONOMIC DEVELOPMENT

By Eumttio G. Corrapo, CHAIRMAN, REsEARCH AND Poricy CoMMITTEE

We are especially pleased at this opportunity to comment on the
Economic Report of the President and the annual report of the Council
of Economic Advisers, because the subject matter of these important
documents relates to many of the issues discussed in a January 1969
statement of CED’s Research and Policy Committee, “Fiscal and
Monetary Policies for Steady Economic Growth.” *

This statement, prepared by a subcommittee headed by Douglas
Dillon, was the result of intensive analysis of the opportunities and
problems facing the U.S. economy now and in the years ahead. It
represents a modernization and restatement of our analysis and rec-
ommendations for maintaining a steady rate of noninflationary
growth, and is the Jatest in a series which began with our first stabili-
zation statement in 1947. Since our analysis and comments on the
Economic Report of the President and the annual report of the Council
of Economic Advisers will draw heavily on the positions taken in this
recent CED document, it is useful to briefly outline its eontents and
recommendations.

In “Fiscal and Monetary Policies for Steady Economic Growth,”
the CED Research and Policy Committee asserts that the four hasic
economic objectives of the country are a high level of employment,
general price stability, economic growth, and balance-of-payments
equilibrium.

In defining “high employment,” the report notes that for many
years an unemployment level of 4 percent of the labor force has been
widely used to represent a high-employment situation. However, there
is little economic justification for setting a target for high employment
in terms of a constant fraction of the labor force. Rather, the ultimate
objective requires the maintenance of a level of demand for labor which
will provide a number of jobs equal to the number of workers looking
for employment at wages which the marketplaces are willing to pay
for their capabilities; that is, their productivity.

With this employment objective, additional measures may be neces-
sary to increase the productivity of those workers whose productivity
is insufficient to earn a decent standard of living. Before shifting away
from the familiar measure of unemployment as a percent of the labor
force, it will be necessary to compile and utilize <]'la,t-a, on unfilled job
vacancies, and on unemployment, by both location and skill. Until this
is done, we shall have to use the present measure of unemployment,
keeping in mind that a satisfactory level of employment will imply
lower levels of unemployment as the adjustment of workers to job
opportunities improves.

*Copy in committee files.
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In a section of our policy statement whose implications we regard
as most important, the Committee concludes that there is little reason
to be concerned with the necessity of trading off some rate of price
inflation to obtain tolerable levels of unemployment. Put in yet an-
other way, there is no necessity for accepting a substantial perma-
nent rise in unemployment to attain relative price stability. The analy-
sis in the statement suggests that expanding demand from levels well
below the country’s potential to produce at stable prices does reduce
unemployment. However, as unemployment expands, the economy
begins to approach the position where increases in employment become
harder and harder to achieve by simply expanding money demand.
Potential workers are in the wrong location, have mismatched skills,
or skills not particularly relevant to any of the existing demands
for labor. Under such conditions, further increases in money de-
mand become increasingly inefficient ways to reduce unemployment
and result primarily in increases in the price level. Lasting expan-
sion of employment beyond this “normal” level of unemployment
requires specific steps to improve the efficiency of labor markets and
cannot be obtained by continued expansion of demand. At the point
where expanding demand leads to inflation. further increases in de-
mand have little, if any, lasting effect on employment. Thus, there
is little, if any, trade-off between inflation and employment because
expanding demand to a level generating inflation brings no lasting
rise in employment.

In dealing with the need for price stability, the committee states
that the adverse effects of inflation on domestic economic growth,
on the distribution of income and wealth, on resource allocations, and
on the Nation’s competitive position in the world economy are now
fully evident. If policy is to be directed at price stability. 1t is essen-
tial that a reliable measure of price movements be the basis for meas-
uring whether this objective is met. The Consumer Price Index is
the single most reliable of the major indexes for measuring price
stability, and the economy ought to aim for stability in the Consumer
Price Index after allowing for inability of this index fully to reflect
quality changes in goods and services produced.

The third objective, economic growth, is regarded as a prerequisite
for the attainment not only of economie, but of other fundamental
goals as well. With increasing levels of output, the standards of liv-
ing and opportunity of the great majority of Americans rise. At the
same time, an expanding economy provides the means to meet the
minimum economic needs of all citizens, and to ease the stresses of
a variety of current technological, social, and economic changes. For
the postwar years, the measured trend rate of increase in productivity
per man-hour for the private and public sectors combined has been
just over 2.5 percent annually. Adding the growth trend of 1.5 per-
cent in total man-hours worked, the annual rate of exapnsion of po-
tential output has been about 4 percent. The Nation’s economic growth
objectives should be to maintain a rate of growth in productivity
per man-hour at least equal to the 2.5-percent trend, and continuing
attempts should be made to improve this performance.

In defining the final objective, equilibrium in the Nation’s balance
of payments. the committee notes that in nearly every vear of the last
decade the United States has experienced an annual deficit in the bal-
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ance of payments. In settling these deficits, our gold reserve has de-
clined and our liabilities to foreigners have increased substantially.
However, the acquisition of dollar balances by foreigners has also
served a useful purpose. Private foreigners have voluntarily increased
their dollar holdings to finance world trade and international business.
Because of the dollar’s important role as an international recerve asset,
foreign official institutions may also want to add further to their liquid
dollar assets.

Equilibrium in our international payments is attained when, on aver-
age, the deficits in our international accounts are equal to the addi-
tional dollars the rest of the world voluntarily wishes to add to its
holdings at the existing exchange rates when there are no direct or
indirect government controls over international trade or capital trans-
actions imposed for balance-of-payments reasons. The United States
is not likely to achieve longrun payments equilibrium unless the econ-
omy reaches its other objectives of high employment, stable prices, and
steady growth.

The statement then specifies the role the Government plays in
affecting the economy as being composed of two conceptually separate
sets of forces: those which affect the level of output that the economy
has the potential to produce at stable prices and those forces which
affect the actual level of demand at any time. The Government’s impact
on the economic potential of the economy arises from its influence
on the size of the labor force as well as its impact on the productivity
of this labor force. While the factors affecting productivity are many
and diverse, Government expenditures on health, education, urban
development, research and development and the like have direct impact
on the motivation and ability of the work force and thus affect the
potential. Expenditures and tax programs designed to induce innova-
tion and investment also provide significant stimuli to increase produc-
tivity. However, to the extent we spend publicly to achieve these ob-
jectives when the economy is at high employment, less resources are
available to be used in the private sector. Thus, we conclude

Our longrun objective for economic growth requires that the
Federal Government manage its spending, taxing, lending and
borrowing programs in ways which assure that the resources
of the whole economy are used as efficiently as possible. This means
that the productivity of Federal spending and lending programs
should be weighed against the productivity of private spending
and that the tax system be one wlich fosters or least deters ini-
tiative, effort, and investment. These objectives can best be served
if the Federal Government manages its spending and taxing so
as to yield approximate balance in the overall budget when the
economy s at a high level of employment and experiencing stable
prices.

The Federal Government through its taxing, borrowing, spend-
ing, and lending decisions exerts a significant influence on the actual
level of the economic activity in the economy. Monetary policy simi-
larly exerts a substantial impact on the level of demand, employ-
ment, and prices. Our recommendations for public policy with respect
to the objective of achieving high employment at stable prices are
that if, with proposed Federal spending and the existing tax rates,
total demands exceed or fall short of the country’s capacity to produce
at stable prices, the Congress should enact legislation affecting either



986

spending or taxes or both so as to bring the total of public and
private demands within these bounds. The method of temporary in-
come tax change selected by Congress to stabilize the economy should
be easy to initiate, easy to understand, and easy to administer, and it
should not substantially alter the tax structure.

Experience with the use of tax changes for economic stabilization
purposes demonstrates that such action often needs to be taken more
expeditiously than the usual congressional procedures have permitted.
There should, therefore, be a consensus not only about the form of the
tax change and the economy’s need for it, but also a mechanism for
obtaining timely action.

The basic role of monetary policy in a broad program of economic
stabilization should be to create and preserve an environment in which
expectations of monetary developments are themselves stable. This
requires a close coordination in the use of monetary and fiscal policies.
Major failures in fiscal policy cannot be successfully offset by mone-
tary measures. Experience has demonstrated that fiscal and monetary
measures cannot be effective when used in substantially conflicting
ways. This philosophy implies a restrained use of the basic monetary
instruments consistent with long-run objectives, avoiding drastiec
short-run changes in monetary postures.

Given this general introduction to our policy statement it should be
clear that there are many parts of the Report of the Council of Eco-
nomic Advisers with which we heartily agree. The report’s emphasis
on the need to restrain inflation and the necessity of both fiscal and
monetary restraint are most appropriate. We especially agree that
some more efficient procedures must be established within the Con-
gress as well as within the executive to assure that the level of Fed-
eral expenditures and tax rates are such as to keep the levels of de-
mand within the country’s potential to produce at stable prices. We
agree with the report that this requires congressional review of the
proposed budget as a whole as well as the need for a prompt mechanism
to enable the executive to propose and the Congress to enact tax
changes.

AGGREGATE DEMAND, EMPLOYMENT, AND INFLATION

We are pleased to concur with the report’s conclusion that exces-
sive levels of demand leading to inflation produce little permanent
decline in unemployment. As is suggested by the behavior of unem-
ployment in the 1961-1965 period, when output was below our capacity
to produce, raising demand resulted in a marked decline in unemploy-
ment. Further increases in demand and unanticipated increases in
prices brought some temporary further increase in employment and
output. As the acceleration in prices became more obvious, however,
the increases in employment became much less pronounced and the
wage rates demanded by workers accelerated.

We now find ourselves in the position where business and labor feel
inflation is likely to persist and are making price and wage decisions
in this anticipation. The task before the country is to slow down the
growth in total demand so that the rate of price increase gradually
diminishes and anticipations of inflation are adjusted downward. We
agree with the report that this must be a gradual process. Given these
existing inflationary anticipations, if aggregate demand were sub-
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‘stantially reduced in an attempt to eradicate the inflationary anticipa-
‘tions quickly, unemployment is likely to jump substantially. Excessive
slowing of the growth in demand and a sharp reduction in prices will
generate unnecessary temporary unemployment until price expecta-
tions are gradually brought into line with the new reality of relative
price stability. A more gradual reduction in the growth in demand
-and a more gradual reduction in the rate of price increase is consistent
with little increase in unemployment.

We would like to accentuate more than does the Council’s Report,
‘however, our belief that the elimination of the inflationary expecta-
‘tions must be persistent and complete as well as gradual. If gradual
action means that inflationary expectations are not reduced sufficiently
‘by the end of calendar 1969, then aggregate demand policy in 1970
must be consistent with a continued reduction in such expectations to
the point of elimination.

In this regard we are concerned about two features of the report.
"First, while the report is not precise about the pattern of economic
‘activity throughout calendar 1969, it does suggest that real output
will be accelerating toward the end of the year. It also suggests that
‘the price level will still be increasing at a rate inconsistent with rea-
sonable price stability. Should an acceleration of the economy arrest
the decline in the rate of price increase before something close to rela-
“tive price stability is achieved, we shall not have achieved the primary
-objective of eliminating the inflationary anticipations. To embark on
a path of gradual reduction in the rate of price increase is better than
‘pursuing a policy of sharp deceleration of demands only if the policy
-of gradually reducing demand is pursued long enough to achieve
‘its objective. There is no assurance that a gradual reduction in the
rate of price inflation in 1969 followed by an increase in price inflation
in 1970 would be more in our interests than a substantial reduction in
‘the rate of growth of demand in 1969. If we are to achieve our ob-
jectives for price stability we must take positive action to assure ag-
gregate demands in the years 1969 and 1970 are consistent with decel-
erating prices.

Given this need for persistent and complete elimination of the in-
‘flation and inflationary expectations, we agree with the report’s con-
clusion that the proper fiscal policy for fiscal year 1970 would be one
‘that would yield a surplus in the Federal budget. It is mandatory,
therefore, that planned Federal expenditures be reviewed closely in a
-search for opportunities to cut spending. Unless ways are found to
reduce planned expenditures by a sufficient amount, it will be necessary,
-as the report recommends, to extend the income tax surcharge through
fiscal year 1970 if a budget surplus is to be achieved.

Second, the report suggests that business and labor must make
-saerifices in their price and wage decisions to assist the economy in
achieving price stability. We think this is an ineffective approach to
price stability. If the Government pursues actions to bring about price
deceleration and if credit policies lead business and labor to anticipate
-a reduction in the rate of mnflation they will in their own self-interest
set, prices and wages consistent with this deceleration; in this sense
there need be no sacrifices. Wages and prices will have been set in
‘the expectation of decelerating prices and such a deceleration will have
-occurred. There will only be sacrifices if business and labor make
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decisions in the belief prices will decelerate and the Government does
not take action to bring this deceleration about. Business and labor
make their decisions, in part at least, on their expectations with respect
to the future. If these decisions are to reflect a belief in diminishing
inflation the Government will gain little by exhorting business and
labor to make sacrifices. It can affect wage and price decisions only
if it shows performance in actually reducing inflation.

Thus the major emphasis in a policy to decelerate the rate of price
increase and restrain inflation must be on controlling Government
expenditures and taxes as well as on a stabilizing monetary policy,
so that the economy exposes itself to very little chance that demands
are excessive. A policy which places heavy reliance on attempts to
administer prices and wages while at the same time managing fiscal
and monetary policies so as to expand aggregate demand at danger-
ously high rates would be an inappropriate and highly inefficient plan.

Poricies To RepuceE THE FRICTIONAL LEVEL oF UNEMPLOYMENT

Unemployment can arise in a variety of ways. Total demands may
be less than the country’s capacity to produce at stable prices. With
the economy operating at or close to its potential, temporary variations
in unemployment can arise because business and labor are unable fully
to anticipate short-term business variations. In addition, a more per-
manent or persistent cause of unemployment arises from the seasonal
character of some work, the difficulties of matching job skills and job
locations, the faulty information about job prospects or labor skills,
from the effects of diserimination by employers and unions, and from
restrictive labor practices.

We agree with the council’s report that there are several steps which
can and must be taken to reduce the amount of unemployment arising
from these sources. Such action must be taken for two reasons. The
employment and income these workers could generate would provide
the support they and their families need. In addition, however, pro-
grams to improve the competitive character and efficiency of labor
markets will increase the productivity of those now working as well
as enhance the produectivity of the unemployed. '

Thus, beyond its beneficial impact on the life and well-being of the
unemployed and underemployed, programs which affect labor produc-
tivity affect all of us in the sense that they change the potential out-
put in which we all have a share. Indeed, it has been estimated that as
we continue to incorporate minority groups into our labor force more
efficiently, this step alone will raise the rate of growth of our economic
potential from about 4 percent to almost 414 percent per annum. With
the level of output in 1969 close to $900 billion, this implies that this
more efficient use of our resources will produce an annual increase in
our real output of almost $5 billion. If such a program were to have
this impact over 5 years, output in the 5th year would be almost $30
billion higher than if we had not engaged in such programs. This social
benefit is greater than the private benefit these families obtain from
becoming more productive members of society.

Frscarn aNpD MoxEeETaRy Poricy AND AGGREGATE DEMAND

The Council’s report deals at length with the specific impact of past
fiscal policy actions on the economy. It leads one to the belief that we
possess a knowledge of the impact of fiscal policy in rather sophisti-
cated detail. On the other hand, it suggests that the impact of mone-
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tary policy is less clear. The exact mechanisms through which mone-
tary policy works and the exact impact and timing are said to be
unclear. The report concludes that it 1s likely to be unwise to attempt
to use monetary policy with the hope of very closely controlling ag-
gregate demand, that monetary policy should be flexible and not tied
to any specific rule. We agree with these comments about monetary
policy, but we think many of the arguments the council poses against
attempts to use monetary policy to “fine-tune” the economy apply to
fiscal policy as well. Just as it 1s unclear how different definitions of
money supply affect spending decisions, there is at least some uncer-
tainty about the effects on spending by the private sector of Federal
spending as opposed to Federal lending, of Federal spending as op-
posed to Federal taxes, or direct Federal expenditures as opposed to
transfer of payments, or of corporate income taxes as opposed to per-
sonal income taxes. The report itself attests to the difficulties of mak-
ing very precise predictions of the savings behavior of individuals and
the determinants of business investment and inventory accumulation.
The report reflects the uncertainty in most minds about the exact im-
pact of fiscal or monetary policy on interest rates and thus on savings
flows to mortgage lending institutions and thereby to expenditures on
construction.

‘We are not suggesting that we do not know enough about how mone-
tary and fiscal policy a%ect the economy to enable us to use these tools
to help us meet our economic objectives. However, we do not know
enough about the precise effects of either monetary or fiscal policy to
try to use them to contain the economy within very precise limits.

Economic Poricy 1§ 1969 axp 1970

This difficulty in using either of these policies in very exact ways
has substantial implications for economic policy in 1969 and 1970.
The major problem facing the United States in the years immediately
ahead is to eliminate the inflationary expectations which have been
built up over the past 814 years. The elimination of inflationary ex-
pectations requires that we expose our economy to very little risk of
excessive demands—that we do not pursue fiscal and monetary policies
which might lead to an acceleration of prices before the middle or end
of 1970. Giiven our inability to predict exactly how fiscal and monetary
policy worlk, we must take a fiscal and monetary policy position such
that if we are wrong and if consumers and business expenditures
as well as Government expenditures move differently than we expect,
the economy does not accelerate too rapidly toward the end of 1969.
Such a policy necessarily exposes us to some risk that the economy
will grow too slowly and that unemployment will temporarily increase.
Given our unwillingness to take sufficient action to control the infla-
tion in the past 814 years, however, the price we may now have to pay
is this exposure to the risk of a temporary rise in unemployment. To
be sure, we must stand ready to minimize the effects of this risk by
being prepared to take steps to expand demand should it become clear
it is growing more slowly than the return to relative price stability
requires. In addition serious attention should be given to making
existing manpower and training programs more effective in order to
minimize any temporary rise in unemployment. However, since we are
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not able to use monetary and fiscal policies to control exactly the level
of the economy and since the eradication of the inflationary expecta-
tions is our paramount problem, we must assure ourselves that aggre--
gate demand does not accelerate too rapidly. From our current posi--
tion, therefore, we must be more willing to bear the risk of a temporary
rise in unemployment than to bear the risk of a reescalation of price-
increases.

The second major economic problem facing the United States is
the necessity for improving the productivity and expanding the eco-
nomic potential of a large fraction of our unemployed and underem-
ployed workers. While a part of the poverty problem is not directly
associated with this productivity problem, a very large part is. Ac--
cording to the report, two-thirds of the poor, nonelderly households
are headed by able-bodied working-age men. The poverty of these
families arises from an inability of these men to find jobs where their-
productivity enables them to earn a level of income high enough to.
raise their families above the poverty level. Vigorous efforts must be
made to develop in these people the skills and motivation to be more
productive and by working with business and labor to expand the
job opportunities open to them. The Council of Economic Advisers
has provided enlightening documentation of location and demographic
factors associated with those families and persons experiencing low
levels of income in the United States. It defines the “poverty gap”
as the amount by which the income of these families and individuals
falls below minimum income standards. In line with the concern
for the productivity of many of these people, an alternate definition
would be the shortfall of output they and the economy suffer because-
many of them have such low levels of productivity. Their individual
and collective inability to produce efficiently generates serious social
and personal problems as do their low incomes. Social action should
concentrate attention on improving productivity and output of many-
of these persons rather than concentrate attention on income supple--
ments.

Tae OveraLL Desiex oF GovERNMENT Proerays To INFLUENCE THE
Ecoxomy

There is little doubt but that society collectively, with the Govern--
ment as its agent, has a substantial responsibility and opportunity
to affect the economy. We feel it should be a guiding principle of such
action that the Government should enact positive programs which
create the environment of competition and efficiency and which make:
the economy more adaptive and self-reliant rather than design a wide-
variety of specific programs to alleviate specific problems with little:
concern for their cumulative impact on the character of economic life.

On the basis of this point of view, there are at least two examples
of such misplaced emphasis in the report. One is the role suggested
for the Wage-Price Cabinet Committee. It is suggested that there-
exists a number of product and labor markets in which “discretion-
ary” power exists—power which presumably does not exist in com-
petitive markets. To deal with this problem the report suggests that
the Cabinet Committee might evaluate the wage or price decisions
made in these specific markets, publicize any supposed deficiencies,.
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and attempt to obtain the cooperation of labor and business in reach-
ing decisions which in the eyes of the Cabinet Committee were more
in the public interest. Besides being an invitation to arbitrary and
discriminatory practice on the part of such a committee and inviting
a kind of collusion among producers and labor unions to “play the
system,” such a proposal is unlikely to achieve its objectives.

To the extent there exist restrictive practices in labor markets or
product markets, the Labor and Justice Departments have the direct
responsibility to deal with such illegal practices using their legislative
or judicial authority, with due process. To establish a Cabinet com-
mittee with no such legislative or judicial authority is only to blunt
the interest and activity of those who have authority to deal with the
issues involved.

In another area society’s attempts to assure adequate living stand-
ards for those living in poverty should concentrate as much as pos-
sible on assuring these people the opportunity of becoming productive
rather than simply attempting to funnel income to them from the
more productive members of society. Social welfare programs clearly
require more than attempts to improve productivity. Some people and
families will need income beyond what their productivity can earn
and society will necessarily choose to provide this income to them.
However, the major emphasis of the war on poverty ought to be a
positive program directed toward improving productivity and output
and the personal and social dignity which comes from being a produc-
tive member of society. Throughout this program and other Federal
programs, the driving emphasis ought to be on creating mechanisms
which have the effect of improving productivity and efficiency, of
freeing markets and persons from dependence on Government action
and programs, and of making the economy conform as closely as pos-
sible to the pressures of competition.

TowARD INTERNATIONAL HQUILIBRIUM

In its examination of the international economy, the Council’s re-
port reviews the progress that has been made in the growth of inter-
national trade and capital movements since the end of World War II.
‘We share many of the views expressed in this section. The contribution
of the present IMF system, the importance of stable exchange rates,
the need for continuing progress on the problems of liquidity, con-
fidence, and adjustment, and the need for freer trade including re-
duction of nontariff barriers are subjects which we have studied and
on which we have taken firm position in recent years. While we share
many of the positions expressed in the report on the necessity of
restoring equilibrium in the U.S. balance of payments, there are some
differences between our veiws that also should be highlighted.

The basic objective of our international trade and financial policy
should be to achieve the full benefits of international exchange for our-
selves and others by reducing restrictions on international trade and
investment. A primary requirement for the effective functioning of
the international payments system is that the United States achieve
equilibrium in its balance of payments and thereby eliminate a major
source of instability which has impaired the effectiveness of that sys-
tem in recent years.
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As we indicated in our most recent policy statement, equilibrium in
our international accounts does not require the elimination of the
deficit. Rather its size should be reduced to a level compatible with the
willingness of the rest of the world to voluntarily maintain or to in-
crease their dollar holdings in line with the need for world liquidity.
The reduction in our balance-of-payments deficit by means of restric-
tions on international trade and capital movements is inconsistent
with our objective of securing benefits of greater trade and investment.

Despite some improvement in the underlying balance-of-payments
position in 1968 compared to 1967, the underlying 1968 deficit (which
excludes special transactions which our Government has persuaded
other governments to undertake in order to make the recorded result
look better) was still on the order of $2.7 billion on a liquidity basis.
One encouraging aspect of the 1968 result is the large foreign purchases
of U.S. stocks and there is some reason to believe that this trend will
continue. However, there was also an unusually large inflow of for-
eign capital influenced by high interest rates in the United States and
by reduction of outstanding foreign loans by U.S. banks. We cannot
rely on these factors to provide lasting relief to our balance of
Payments.

The most disturbing aspect of the 1968 result was the virtual dis-
appearance of our traditionally large merchandise trade surplus from
a level of $3.5 billion in 1967. Clearly this reversal is critical. It results
in large measure from a surge of imports induced by the inflationary
growth of demand to which e have referred earlier. It is interesting
to note that the growth rate in exports in 1968 was 9.5 percent, sub-
stantially above the rate in 1967,

‘We do not share the views expressed in the report that restrictions
imposed by the United States for balance-of-payments reasons have
been helpful. While they may have afforded temporary relief, by now it
is evident that the controls have not restored equilibrium in our inter-
national accounts. Further, what started as a few, temporary controls
have now become a network of apparenly more permanent controls
which are wasteful, inefficient, and undermine our avowed objectives of
encouraging international trade and investment.

While the report does stress the need for a domestic stabilization
program to assist in the achievement of balance-of-payments equilib-
rium, we believe that this is the eritical need. A stabilization program
to achieve high employment and stable prices would serve to improve
the trade surplus and to insure maintenance of sufficient dollar hold-
ings by foreigneérs to reduce the need for controls.

The Council report notes a number of proposals which have been ad-
vanced for changes in the present exchange rate adjustment mecha-
nism. While a review of the adjustment mechanism may be useful, we
share the Council’s view that intensive study would be required before
serious consideration could be given to the adoption of any of the pro-
posals which have been put forward. Such intensive study should
focus on the practical effects on trade and investment flows of any
changes from the present system.
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In both the statements of President Johnson’s Council of Economic
Advisers and the new Council for President Nixon, there are references
to the necessity, under the existing economic circumstances, for quali-
tative adjustments in fiscal and monetary policies for 1969. In both
statements there is a preoccupation with the problem of stifling infla-
tionary pressures in the presence of persistence of some continuing
troublesome residue of unemployment. This is expressed in an oft-
repeated caution that it may be impossible to have full employment
without some inflation. The policy considerations are concerned with
the possibility that this problem 1s increasingly qualitative in nature,
and that “doses” of ant-inflationary or anti-deflationary fiscal and
monetary policy are not quite suitable as the remedy. The apparent
requirement is alternatively expressed as a “fine mix” or “fine tuning.”
~ Ashas been the case with the development of general fiscal-monetary
policy, direction for the more refined problem must be looked for in
the behavior of the economy. The lessons simply are a little more diffi-
cult to work out. The behavior of the economy in the last 2 years does
appear to offer, however, some viable possibilities if they are carefully
examined.

A central characteristic of the behavior of the economy over the last
9 years, despite inflationary pressuers and the pressures of the Veitnam
war, has been a certain basic balance. Consumer expenditures have
been an important expansionary force in the economy for the last 3
years, although slightly less so in 1967. In 1968, consumer expenditures
rose by $42 billion, while the increases in the previous 8 years had
been in the neighborhood of $32 billion, although only $25 billion in
1967. More importantly, however, as a percentage of disposable income,
while consumer expenditures had declined for the preceding 4 years
from 92.7 percent to 90.1 percent in 1967, they returned to 90.6 percent
in 1968. Savings, on the other hand, which reached an unusual peak of
7.4 percent in 1967—in spite of some inflation—from 6.4 percent in 1966,
held to 6.9 percent in 1968. Included in the increase in consumer
expenditures was a strong $10 billion increase in durable goods
purchases.

By contrast, business investment declined slightly as a proportion
of the total national product, and business fixed investment declined
by approximately the same amount in contrast to its usual tendency
to rise in an expansionary year.

The main point is that investment, which used to be regarded as
the prime mover in the economy and has been regarded as a primary
target for monetary and fiscal policy, may new be less the volatile lever
among economic variables in the economy. It is expected, as a matter
of fact, that the first half of 1969 will see a strong resurgence of busi-
ness fixed investment on the basis of the experience in 1968.

(993)
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It is somewhat startling to compare these changes with a number
of other changes that took place during the last 2 years. During 1967,
while the Government’s 8.5-percent estimated productivity end of the
wage-price guidelines was being effectively cracked, real average hourly
compensation increased 3.2 percent, while productivity in output per
man-hour increased 1.6 percent. The year saw a 6.1-percent increase
in money earnings. During 1968, following effective “abandonment”
of wage-price guidelines, money earnings mcreased 7.4 percent; real
average hourly compensation increased 8.3 percent in spite of infla-
tion; and it was supported by a 3.3-percent increase in output per
man-hour. Unit labor costs, which rose 4.4 percent in 1967, only rose
3.9 percent in 1968,

Nevertheless, in spite of all this, corporate profits rose to an astro-
nomical $92.3 billion from $81.6 billion in 1967, to continue what has
been described as a profit inflation. This amounted to a 14.3-percent
increase over 1967, although there had been a decline in 1267 from
1966. The fact is that the President’s Council in 1967 viewed with alarm
a development which suggested that the proportion of national in-
come going to profits was increasing at the expense of a slightly de-
creasing proportion of income going to all wages and salaries. The
Council wondered if the strong increase in the level of consumer ex-
penditures for both 1965 and 1966 would hold up in 1967. It did not!
What actually has happened to these shares is apparent in the record

below:
[in percent]

Share of national income

Wages

(including
Year : Profits supplements) Other
e 12,95 72,0 15.1
1967 12.5 7.7 15.8
1966 e e oo e e mmm e emeee—eeceme o cmeon 13.8 70,2 16,0
1965 N 13.8 69.8 16.4
1964 .- 12,9 70.6 16.5

The figures for 1968 appear to indicate some evening up of economic
shares in 1968, in the face of an inflation which might otherwise have
produced opposite effects, as well as aggravation of inequalities which
seem to have a fairly direct bearing on the behavior of consumer
expenditures. The record for 1968 might be taken to indicate that
reasonable distribution of productivity in 1968 enabled the economy,
apparently still capable of real expansion, to push ahead in spite of
the pressures on cost from inflation.

Of course, the growth in the second half of the year was dampened
by the new surtax, while inflation slackened slightly. But this is a
better adjustment to inflationary pressures than declines in produc-
tion and employment. Clearly, also, profits have hardly suffered.
While wages and salaries in 1968 finally reached 72 percent of the
national income (from 71.7 percent in 1967), this was largely at the
expense of interest, rent, and independent incomes, as profits moved
up to 12.95 percent from 12.5 percent in 1967.
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We think that these kinds of factors, involving a fine balance in the
flow of goods and incomes in the economy, will have to become a focal
point in the “fine tuning” of fiscal and monetary policy.

For example, a considerable portion of the high profits for 1968
are going to go back into investment, adding additional fuel to an
already overheated economy. We noted earlier that the old Council
contemplates a considerable increase in business fixed investment for
1969. A substantial portion of such investment will be in response
to 1968’s notable increase in purchases of consumer durables—which
were not very strong in 1967, and may not be again in 1969. Indeed,
some of the buying of durables in 1968 may well have been in re-
sponse to anticipated price increases during 1969. )

Increasingly, the economy is becoming consumer oriented—as might
be expected in an affluent society. An additional measure of this may
be found in the increase in the percentage of consumer expenditures
which go for the purchase of services—which was around 37%, per-
cent of disposable personal income in 1967 and 1968, 37 percent on
the average from 1959 to 1966, and only 34 percent on the average over
the period 1956 to 1958. In addition, new investment in plant and
equipment has an increasing tendency to be capital saving, as well as
laborsaving, and its increased productivity is going to have to be
thoroughly distributed, or the time will come when all the products
will not be purchased back.

These shifts in our economic situation appear to dictate some of the
elements of a policy which may be pursued in an effort that may be
called fine tuning. '

In the past, economists have said that the major problem in achiev-
ing full employment without inflation was to balance aggregate mone-
tary demand and aggregate supply. A critical factor 1s held to be
the balancing of decisions to invest with decisions to save. This is
because investment has always been regarded as the volatile element
in aggregate demand. Indeed, if the proportion of consumer savings
from the national income had not been inordinately large in 1967,
we might have had more inflation that year.

Generally, Government policy to influence investment has been
direct monetary policy or indirect fiscal policy. That is to say, Gov-
ernment has sought to influence investment decisions through the
monetary mechanism and interest rates, directly. Indirectly, it has
sought to influence investment decisions by increasing or decreasing
spendable incomes through fiscal policy.

The difficulty with the latter policy, in the present circumstances,
is that fiscal policy is a general onslaught against all spending. The
requirements of “fine tuning” do not seem to permit this. Consumer
expenditures are increasingly critical to stability in the economy. It
is Increasingly clear that high profits heavily outweigh the influence
of interest rates in investment decisions. While consumer expendi-
tures as a proportion of the GNP have fluctuated from something over
64 percent to something under, gross private domestic investment has
fluctuated from 18.83 percent in 1961 to 16.56 percent in 1966—and
suffered for it somewhat in 1967.

As the basis of a high proportion of incomes, consumer expenditures
are heavily dependent upon wages and salaries, in order that goods
and services for profit can be “cleared from the shelves” without
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inordinate, unanticipated increases in inventories. At the same time
as purchasing power is maintained, it should not, of course, find a
shortage of goods and thus produce inflation. If more purchasing
power is channeled into time-consuming investment than is going to
be provided from current savings, inflation will be the result. This
condition has been the situation now for some years. Investment has
lljaj'oceeded apace in response to perhaps the wildest profit boom in our
istory.

It is in this context that we have never been able to accept the
veracity of a voluntary “incomes policy” comprehended in wage-price
guideposts. A sacrificial wage policy will not keep profits up, if con-
sumer expenditures fall below the level anticipated as necessary to
“clear the market,” if the low-wage increases merely leave incorrect
anticipations of higher profits. We think the wage policies of unions
have helped sustain an expanding market by preserving the propor-
tion of the national income going to wage and salary compensation.

The old Council urges labor to accept wage increases (money) of
no greater than 5 percent, and businesses to accept profit margins no
higher than the average achieved in 1967-68—probably as high as
they have been in recent years—and asks that they absorb increases
in unit labor costs up to 1 percent.

The profit margns of 1968 required a 2.6-percent increase in in-
dustrial prices. The corresponding increase in the Consumer Price
Index was 4.2 percent. If these increases are approached in 1969, it
does not appear that an increase in money average earnings of 5 per-
cent would increase real average earnings sufficiently to maintain the
present distribution, as between wages and profits, from the national
income, unless there were less than a 3.3-percent increase in produc-
tivity—in which case the profit margin would not be retained anyway.

We find it gratifying that the new Council of Economic Advisers
has abandoned the 1dea of wage-price guidelines as a mechanism for
maintenance of distributive shares. Since, as the Wall Street Journal
recently acknowledged, it is prices which lead wages upward, a guide-
lines policy is poorly designed for its job—because it always leaves
wages behind. While wages and salaries have gone up by 40.5 per-
cent since 1960, profits have gone up 85.7 percent.

We think profit margins are already too high, and offer too high
an incentive for further investment. We note a recent release from
the Internal Revenue Service indicating that, for the fiscal year end-
ing in June 1968, while individual income tax collections increased
by $8.7 billion over the previous year, corporate income tax payments
declined by $5 billion. Note that this period covered the higher rate
of expansion in the first half of calendar 1968.

The current additional “dosage” of indirect fiscal policy contained
in the 10-percent surtax, though probably necessary to curb a runaway
inflation incident to heavy governmental expenditures, does not appear
to be depressing investment aspirations as much as it affects consumer
expenditures, if the last half of 1968 is any indication. We suspect
that this is partially the effect of high returns from investment in
industries with a heavy concentration of Government contracts.

We think it is time to attack inflation on a discriminating basis, by
a frontal attack on the proportion of national income going to profits
as compared to wages and salary compensation, in order to stabilize
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consumer expenditures without inflation. Consumer expenditures have
been quite stable as a proportion of the national product—but only
with inflation. We think the problem of maintaining consumer pur-
chasing power for increased consumer goods and services without in-
flation is directly related to the issue of tax reform.

In addition, in the midst of inflation, we continue to have “pockets”
of hard-core unemployment and serious “pockets” of poverty amid
affluence. Continuing unemployment is always a waste in any form.
We think the new Council has correctly made a decision that a dis-
criminating expenditure policy is required here, too, as compared with
some “dosage” of fiscal policy. Both the unemployment and the poverty
problems are also related, in our mind, to tax reform.

The present revenue level from individual income taxation can be
retained with considerable shifting in the progressivity of the indi-
vidual rates. We feel that this should be done on a basis which would
allow negative income taxation at poverty levels, exemption from in-
come taxation on family incomes between $3,000 and $5,000 a year,
the imposition of a minimum tax on all income above a reasonable
%eve%, and the application of higher marginal rates at high-income

evels.

We think the corporate income tax should be overhauled as well.
For one matter, the existing rates are considerably overstated on the
basis of current depreciation and depletion guidelines. These were a
part of an earlier tax reduction and recession-induced expansion pro-
gram, and are contributing to the present inflation. In particular, the
continuation of the oil depletion allowance is scandalous and an affront
to the poverty ridden, not only of the United States, but of the world.

Higher corporate income tax rates will reduce the level of invest-
ment expenditures and induce more careful use of resources. If higher
individual income tax rates on higher incomes are to be put into effect,
some partial exemption from a higher corporate tax rate schedule
could be given to distributed corporate profits (dividends). The latter
measure might alleviate a number of the current pressures in the money
market. However, if the latter effect is not forthcoming, we fee] there
is an urgent need for Federal subsidization to lower interest charges
on housing and residential construction. Investment in these areas has
been drained by high profits elsewhere.

While we agree that tax credit for investment in training and edu-
cation of the unemployed through private enterprise is a nice idea,
we feel that this would become a very unwieldy mechanism, and we
are in serious doubt as to the interest of private enterprise in this
particular problem. On the other hand, direct cooperation between
Government and private enterprise will be a necessary base for solu-
tions to the problems of the hard-core unemployed.

‘We would hope that movements in these directions could be a sub-
stantial step toward dealing with some of our more vexing domestic
problems.

Finally, we offer some comments on the balance-of-payments prob-
lem. Tt seems clear that the various measures undertaken during 1968,
including direct controls on foreign investment, the cessation of gold
shipments for private markets among the gold pool nations, and the
ending of the gold-backing requirement for U.S. currency, have tem-
porarily allayed any immediate balance-of-payments crisis.
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We cannot help noting, however, the necessity of Government con-
trols on direct foreign investment as an interesting commentary on
the haste of American profits to seek an ever-higher rate of return,
in the midst of developing inflation at home. Actually, it now begins
to appear that this program has less resistance as a result of invest-
ment abroad, perhaps having run most of its course before the restric-
tions were imposed. In contrast, the net balance on foreign investment
income now has attained a level such that it has given considerable
improvement in the balance-of-payments problem. Although it may
be true that we cannot assume the same improvement increments in
future years, there does not seem to be any reason to believe that this
factor will recede very quickly.

- The overriding issue in the balance-of-payments problem lies in the
fact that, presumably, we have been importing too much. Ironically,
a larger factor in this has been the importing of I O U’s—"“exports”
of capital which have given others claims on us. In a free market for
international exchange, this should have meant that there was a grow-
ing demand for foreign claims in order to pay for foreign debts, and
a consequent premium for exporters who provide the major source
of such foreign claims. Of course, when it becomes too expensive to
liquidate debts through the exchange system, there are, as there have
been, gold payments.

This increasing pressure has suggested that a freeze on gold and
“freely fluctuating exchange rates”™ would correct the import sitna-
tion. We now have, for practical purposes, the gold freeze. The objec-
tions to a proposal for freely fluctuating exchange rates center around
problems of uncertainty, disturbance to trade and investment rela-
tionships, and requirements of shifts of resources among industries
which export and those which compete with imports. Most of these
arguments are invalid from an economic point of view. The only
ulfimate remedy in a world economy in which gold no longer is an
adequate medium of exchange is freely floating exchange rates.

However, inasmuch as our international trade still only amounts
to 5.3 percent of GNP, other international considerations may be re-

arded as more pressing. Under freely flexible exchange rates, much
importing would likely be cut off. The present domestic inflation, as
a matter of fact, receives some relief from imports. On the other hand,
we feel some approach to flexible exchange rates will have to be made
in the not-too-distant future.

SuMMARY

In summary, it is our view that the “fine tuning” which is called
for under a gradualistic approach to deflation ought to concentrate
on the profit-push phenomenon, and its insidious ally, the new boom
in corporate investment. Coupled with such an approach must be a
serious and searching restructuring of the entire Federal tax-levying
mechanism, with a view to long-range revision of the distributive
shares of our national income.
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IxTRODGCTION

Once again, as in previous years, I deeply appreciate the oppor-
tunity accorded to me by the Joint Economic Committes to set forth
my analysis and conclusions related to the Economic Report of the
President and the Annual Report of the Council of Economic Advisers.

Leasons for main concentration upon CEA Report

In the very nature of things, there must be almost absolute con-
sistency between these two documents. It is fair to state, without any
implication of criticism, that the President’s Economic Report tends
to become virtually a summary of the Annual Report of the Council
of Economic Advisers. This Annual Report contains, entirely appro-
priately, the detailed economic analysis and other statistical appraisals,
as well as the economic forecast, upon which the President’s Report is
based. For these reasons, it would appear to be most helpful to the
Joint Economic Committee for me to concentrate upon the CEA
Report, and this I shall do in accord with my practice during recent
years.

Need for a long-term perspective

The 1969 CEA Report brings to a close a clearly distinguishable
era in the development and application of national economic policies,
extending from January 1961 through December 1968. Those who have
been basically responsible for these policies have given them the appeal-
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ing appellation of the “New Economics.” It was reasonably to be ex-
pected, and in fact it has so developed, that the final CEA Report of
the “New Economists” should be, in substantial measure, an explana-
tion, defense, and praise of the policies, accomplishments, and economic
philosophy of the “New Economics.”

Tt would therefore seem most fitting, and I hope most helpful to the
Joint Economic Committee, that I focus mainly, not upon what has
happened during the past year or so, but instead focus in broad per-
spective upon what has happened during the past 8 years, and in this
larger view appraise the “New Economics” of the recent CEA members.

This course seems particularly desirable at this time, for at least
three reasons:

First, it has long been my view that economists in general, includin
conspicuously the “new economists,” have devoted relatively too muc
attention to short-range trends and policies, and far too little atten-
tion to long-range trends and policies. In the main during the most
recent years, the “fine tuning” attempts to adjust policies and programs
to short-range trends have in some important respects been unsuccess-
ful, not primarily because of detailed errors in judgment, but rather
because of failure to invoke sufficiently a longer term perspective. So-
called fine tuning has fallen short, not primarily because of the nature
of the instruments, but primarily because the listening apparatus has
been far too circumseribed and insulated. It is my view that the great-
est single improvement in national economic policies would be to turn
more sytematically and comprehensively to longer range analysis and
pregrams. Indeed, I believe this to have been the core intent of the
Employment Act of 1946,

A second reason why this appears to me to be a very appropriate
time to evaluate the “new economics” in the full perspective of 8 years
is this: It is the very nature of our political system that the recent
change in the national administration should be expected to bring
forth a fundamental reexamination of national economic policies and
programs, and some considerable changes in them. It is my hope that
the type of analysis which I shall bring forward may be helpful toward
changes in proper directions.

In the third place, the fundamental approach I am undertakin
would seem desirable, because we now stand at what appears to be a
clear and important transition in the economy. Despite the current
stress upon curbing inflationary forces, which has come to amonnt to
almost a sole preoccupation, the even more important challenge now
confronting us is the threat of a serious retardment in the rate of real
economic growth, a serious rise in unemployment, and in consequence
an increasing inability——at least in the context of general attitudes—
to meet adequately the great priorities of our domestic and inter-
national needs.

Plus marks for the “New Economics”

There can be no doubt that the “new economics” has accomplished
much, even though these accomplishments have unfortunately been
accompanied by an unusual degree of public self-praise which has im-
peded critical evaluation. For the 8 years as a whole, a high, though
not entirely satisfactory, rate of economic growth has been maintained.
Unemployment has been reduced greatly, even though not sufiiciently.
For the 8-year period as a whole, in terms of the realities rather than
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the ideal, a fair measure of average price stability has been main-
tained. Established programs, devoted to the well-being of the peo-
ple, have been greatly expended. Many innovative social programs
‘have been initiated, some of them successfully. The conscience of
America has been aroused to the problem of poverty, even though the
measures forged to deal with it have thus far been inadequate and dis-
appointing. The responsibility of national fiscal and monetary policies
to contribute to economic stability and growth has fortunately be-
come increasingly recognized, even though the equal or even greater
responsibility of these and other national policies to improve income
distribution and enlarge social justice has been grievously neglected.
The level of economic literacy and interest has been greatly elevated,
largely through national leadership, and an enlarged consensus on
many important matters has been achieved, perhaps enduringly.

But many problems have remained unsolved, some vital problems
have been seriously neglected, and economic analysis and policy-
making have been guilty of many serious errors of commission and
omission.

Minus marks for the “New Economics”

The above critical comments would not seem excessive. Despite
policies put forward to achieve stable and optimum economic growth,
the real growth rate for the 8-year period as a whole has been some-
what on the low side, the 2-year period 1966-68 averaged a palpably
and seriously deficient real rate of economic growth, and the short-term
outlook can hardly be called favorable. Meanwhile, instead of seeking
to reverse this low-growth-rate trend, policies and exhortations seem
directed toward carrying it further. Dspite programs and policies put
forth to curb inflation and improve the balance-of-payments situation,
the 2 most recent years, and especially the past year, have evidenced
the highest rate of price inflation since one short period during the
Korean war, and the end is not yet. The international financial situa-
tion remains parlous, and fundamental remedies have been avoided.
Despite the long-avowed promise to get unemployment down to levels
consistent with maximum employment, the rate of unemployment
among some vulnerable groups remains tragically high, and is con-
tributory to political, civil, and social unrest, notoriously in our urban
areas. Despite the promise to move toward a Great Society, which in
proper context clearly means a good society, some of the greatest and
most pressing priorities of our domestic public needs remain sorely
neglected. And there have not thus far emerged, either in the pro-
nouncements of the “new economists” or in the declared intentions of
the new administration, any substantial and -specific programs and
policies offering reasonable prospects of overcoming these manifold
difficulties.

Significance of my earlier studies

I approach the task of specifying my reasons for the foregoing con-
clusions with mixed feelings. On the one hand, T regret that more and
better have not been done, and this is my primary sentiment. On the
other hand, I feel justified, rather than prideful, in calling to the
attention of the Joint Economic Committee and others that, year by
year for many years, my presentation of matters to the Joint Economic
Committee and to the public at large have identified fairly consistently
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what was going wrong, and have to a high degree been vindicated by
where we now stand. I take no particular satisfaction in this, except
that T feel duty bound to point out that there is a lesson to be learned,
that is, that the extent to which I have turned out to be correct may
be explained mainly by my attempt to work in a long-range perspective.
Thus, it might be profitable and in the public interest for economists
in the public service, and others, to examine more carefully than they
have thus far done what T have made available to the Joint Economic
Committee practically year by year during the past 8 years.

Outline of my presentation
1 shall deal specifically with the following :
I. The problem of optimum economic growth.
II. The problem of economic equilibrium or balance.
III. The problem of social equilibrium, or plain justice.
IV. Fiscal policy.
V. The problem of inflation.
VL Probqems of monetary policy.
VII. Theinternational economy.
VIII. The Economic Report of the President.
IX. Summary of my own recommendations.

In dealing with the first seven of these nine topies, I shall in each
instance state first my own analyses and conclusions (responsive,
naturally, to my examination of the CEA annual report), and then
difcuss those portions of the CEA report which seem to me most
relevant.

1. Tee PropLEM oF QpriMuM EcoNomic GROWTH

The growth record and the growthneed in detail

During 1960-68, the average annual rate of U.S. economic growth
was 4.8 percent in real terms, a marvelous record when compared with
the 2.4-percent average rate during 1953-60. Nonetheless, the evidence
is strong that this performance was somewhat short of the optimum,
particularly when one considers the historic record; the identity of
optimum economic growth with optimum resource use; the current
level of unemployment, and more essentially its distribution; the im-
perative nature of our unmet domestic needs; and the scope and weight
of our international obligations.

Turning first to historical review: Our average annual rate of real
economic growth was 4.7 percent during 1922-29, 4.5 percent during
1947-50, 5.1 percent during 1950-53, 5.1 percent during 1960-66, 4.8
percent during 1960-68, and 5 percent from 1967 to 1968. I should
mention at this point, although I will deal with the inflationary prob-
lem in detail later on, that the periods 1922-29 and 1960-66 were char-
acterized by a quite satisfactory degree of price stability, and that the
price inflation during a portion of the period 1950-53 was mainly a
speculative reaction to the Chinese intervention in the Korean war,
and was not due to an excessive rate of economic growth. All this ap-
pears to support my conclusion that the 4.8-percent average annual rate
of real economic growth during 1960-68 was somewhat on the low side.
In view of technological trends, the unsolved unemployment problem,
and the pressures of our domestic and international needs, I believe
that we should aim toward a real rate of economic growth averaging
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at least 5 percent annually from 1970 to 1977, and averaging about 6
percent during 1968-70, toward restoration of optimum resource use.

T he “longest wpward movement on. record,” and the economic outlook

More important still, the 4.8 percent average annual rate of real
economic growth during 1960-68 is not indicative of the most recent
trends, nor of the economic outlook. From 1966 to 1967, the real rate of
economic growth fell to only 2.5 percent, and the average for the 2
years 1966-68 was only 3.7 percent. Taking into account current in-
formed forecasts, and the purpose of recent and current economic poli-
cies to “slow down” the economy further, there is strong evidence that
we may be reverting to the recurrent periods of economic stagnation,
if not absolute recession, to which I commenced to call attention so
insistently from 1953 forward. It is remarkable and indicative that this
possibility has thus far received so little attention.!

Actually, the insistent chorus about “the longest upward movement
on record,” from early 1961 to date, has been both misleading and
overly prideful. The recovery movement from early 1961 until circa
the massive tax reductions of 1964 was not the result of important
positive changes in national economic policies. It was more or less a
normal or autonomous recovery after the mini-recession of late 1960,
early 1961, and continuation of the recovery from the substantial re-
cession of 1957-58. This movement from 1961 forward was hardly
more impressive than the upward movements which had followed the
periods of stagnation and then recession during the years 1953-60,
and it was recognition of this lack of impressiveness that finally
prompted the massive tax reduction in 1964.

These massive tax reductions provided a very strong stimulus to the
economy for less than 2 years, but even that amount of money thrown
into the streets and scrambled for would have done that. Because these
tax actions represented a basically erroneous analysis of the entire
problem of economic equilibrium or balance (as I insisted at the time
of their enactment, and as I shall discuss further when I come to the
matter of fiscal policy), the real rate of economie growth turned very
sharply downward early in 1966 and has averaged far too low during
1966-68. Moreover, I believe the developments during 1966-68 would
have been far more unfavorable, and might well have carried us into
an absolute recession, but for the unexpected acceleration of defense
spending due to the Vietnam war and some other factors. After all,
measured in current dollars, national defense spending rose from $50.0
billion in 1964 and $50.1 billion in 1965 to $60.6 billion in 1966, $72.4
billion in 1967, and $78.9 billion in 1968 (calendar years). There is no
particular trick in maintaining an upward movement, albeit at a
declining real rate of growth, in the presence of these kinds of jumps
in defense spending. Those who are still chuckling about their role 1n
promoting “the longest upward movement on record” should have it
reca,lléag. to their attention that we have also had “the longest war on
record.”

Regardless of the merits or demerits of that war, these most recent
developments appear to have justified my earlier findings that a more
rapid expansion of Federal spending than earlier had been projected

1 See chart 1, following text.
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would be essential to maintenance of an adequate rate of real economic
growth. The lesson to be learned from this, which has not yet been
lTearned, is that we should contemplate large increases in domestic
spending for priority needs during the years immediately ahead, and
further that these increases should be much greater than any reductions
which may result from a change in the international situation, or from
our reactions to it.

Productivity trends, and their significance

Careful examination of productivity trends more than support my
findings as to the needed rate of real economic growth, in order to ab-
sorb the annual increments in our productive capabilities under con-
ditions of reasonably full resource use. Over the decades, under the
impact of advancing technology, inventiveness and innovation, rising
labor skills, improved management, and more effective public policies,
the average annual rate of productivity growth in the U.S. private
economy has tended to accelerate greatly, except when inhibited by
the repressive influence of inadequate demand and low real economic
growth. Thus, the average annual rate of productivity growth in the
U.S. private economy was 0.4 percent during 1910-20, 2.8-2.4 percent
during 1920-40, and 8.2 percent during 1940-55. (It was 4.0 percent
during 1947-53) . It fell to a 2.4 percent during 1955-60, when the real
rate of economic growth was very low and punctuated by two absolute
recessions, But during 1960-66, the average annual rate of productivit
growth rose to 8.7 percent. And it averaged 8.5 percent during the full
8-year period 196068, even though it averaged only 2.4 percent during
1966-68, when the real rate of economic growth averaged the unaccept-
ably low level of only 8.7 percent. The only reason why the very low
economic growth rate during 1966-68 did not increase unemployment
was that underutilization in the plant, resulting in much lower pro-
ductivity, was preferred to more overt unemployment. These two dis-
mal alternatives are not acceptable, nor could they be available en-
duringly even if acceptable. This leads me to the conclusion that the
productivity growth-rate potential in the U.S. private economy dur-
Ing the years ahead cannot possibly be less than in the neighborhood
of 4.0 percent and may be considerbaly higher, under conditions of
optimum resource use. Even allowing for a lower productivity growth
rate in the public sector (not yet subjected to enough analysis to verify
this common assumption), it appears that the productivity growth
rate potential in the total U.S. economy for the years ahead must be
in the neighborhood of 3.5 percent, or even higher. Adding to this the
projected growth in the civilian labor force under conditions of maxi-
mum employment, about 1.5 percent, the optimum overall U.S. eco-
nomic growth rate during the years ahead cannot be less than 5 percent,
after restoration of reasonably full resource use, and might even be

considerably higher.?
Bearing of rate of economic growth wpon employment and unemploy-

ment
There are even more important reasons for striving to restore and
maintain optimum economic growth than those set forth above. Never
during recent years have we come close to reasonably full utilization

2 See chart 2, following text.
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of our basic productive capacities. In 1968 and on into 1969, many if
not a majority of our key Industries were operating at capacity levels
well below the optimum.

Although officially recorded unemployment averaged only 3.6 per-
cent in 1968 (not far from the 8.8 percent in both 1966 and 1967), the
true level of unemployment in 1968 (taking into account the full-time
equivalent of part-time unemployment, and the concealed unemploy-
ment resulting from those not participating in the civilian labor force
because of scarcity of job opportunity and therefore not counted as
unemployed) was in the neighborhood, as I estimated it, of 4.2 per-
cent or higher. Moreover, as we all know, unemployment has tended to
be two to three times as high among teenagers and Negroes as the na-
tionwide average, and has remained as high as 80-40 percent in some
critical sectors of some urban areas. We simply cannot afford to
tolerate the urban consequences already revealed, nor those in the off-
ing, which stem so largely from this amount of unemployment.

One of the most striking illustrations of poor economic analysis is
the viewpoint expressed by many economists, and at least intimated by
the CEA, that the average level of unemployment is not now too high
(or may even be too low from the viewpoint of combating inflation),
and that the excessively high level of employment among vulnerable
groups is a “structural” problem rather than a problem of aggregate
demand or overall economic growth. They therefore conclude (as does
the CEA 1969 report) that this structural problem should be dealt
with by measures which do not aim at a more rapid expansion of ag-
gregate demand or a more rapid rate of economic growth.

The use of the word “structural” may be valid in explaining that
the unemployed are unemployed because of an improper fit between
them and existing jobs, and that programs of training and other forms
of adaptation are needed (even though that explanation is seriously
overworked). Be that as it may, how can the level of excessive unem-
ployment among the vulnerable groups be reduced, without reducing
the nationwide average level of unemployment, unless the reduction
of unemployment among the vulnerable groups is to be accomplished
by more unemployment among others? Further, whatever may be the
reasons why an unemployed person is unemployed, and even if it were
to be assumed that there is a “job vacancy” awaiting for him if he
were more fit, it still remains true that a job vacancy is not a job. A
job vacancy involves no expenditure, while the putting of an unem-

loyed person into a job involves an expenditure sometimes estimated
in the nature of $15,000.

Tt follows that putting a million people (I take this figure arbi-
trarily, merely by way of example) who are now unemployed into
jobs would involve additional outlays in the neighborhood of $15 bil-
lion, which means an increase of that size in aggregate demand, and
correspondingly means a considerably higher rate of economic growth
in real terms. There is absolutely no merit in the proposition that un-
employment ean be reduced to acceptable levels, without expediting
the rate of real economic growth. Those who ignore this fact are curi-
ously inconsistent when they argue that slowing down the rate of
real economic growth to combat inflation would result in more un-

employment.
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Targeting economic growth through 1967, and its significance

The vital importance of an optimum rate of economic growth is in-
dicated by estimating, for the 10-year period 1968-77 inclusive, the
difference between an optimum rate of real economic growth (some-
where in the neighborhood of 5.3 percent as an annual average, and a
3.5 percent average annual rate of economic growth (cf. the rate of
3.7 percent during 1966-68). The difference, measured in fiscal year
1969 dollars (as estimated in January 1969, and for the purpose of
approximating the current price level) comes to $1,255 billion over the
10-year period, or an average of about $125 billion a year, and comes to
$9296 billion in 1977 alone. Surely, we cannot afford to forfeit these
amounts in terms of real goods and services, or anything even approxi-
mating them, when we consider the tasks that confront us, and how far
we are from doing more than scratching the surface with respect to
many of them.?

My next two charts depict in more detail my optimum high and low
economic growth projections through 1967, and also indicate how well
they maintain the traditional balance between private and public
responsibilities.*

The erroncous views of the CE A on economic growth

T turn now to what the 1969 CEA report says on the subject of eco-
nomic growth, bearing in mind that what it now says is quite con-
sistent with the position it has been taking in earlier years. What the
CEA now says indicates why I have felt 1t necessaary to develop this
phase of my analysis so extensively, and perhaps may convince many
othersas to the validity of my conclusions.

The 1969 CEA report states that the increase in the U.S. growth rate
potential was at an average annual rate of about 3.5 percent from the
mid-1950’s to the early 1960’s; that for the last few years it is esti-
mated at 4 percent a year; that it was 4 percent from fourth quarter
1967 to second quarter 1968 ; and that it was 4 percent at the end of 1968.
The CEA therefore concludes that this is the growth potential for the
years shortly ahead (pp. 40, 45,64, 66).

The CEA bases this finding upon the observation that, since 1950,
the annual growth rate of productivity in the private economy was
3 percent, and for the entire economy 2.5 percent, and that adding to
this a 1.5 percent annual growth in the civilian labor force results in the
4 percent figure (p. 66).

I find it utterly impossible to find any justification for this CEA
finding, in view of the productivity trends which I have depicted (con-
sistent with data appearing in CEA reports). The CEA average of
productivity trends since 1950 is the result of very different produc-
tivity trends during periods of rewarding economic growth, economic
stagnation, and economic recession. Such an average figure would be
acceptable only if the goals for the future were to contemplate recur-
rence of these same three types of periods. Such an average has nothing
whatsoever to do with the growth potential, nor with sustained maxi-
mum production and employment under the mandate of the Employ-
ment Act of 1946. And such a finding by the CEA appears even more
outlandish, when the CEA itself admits that only a serious departure

3 See chart 3, following text.
4 See charts 4 and 5, following text.
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from optimum growth reduces the productivity performance to levels
consistent with the 3-percent average in the long run. Thus, the Coun-
cil finds: “In early 1967 the diminishing pace of the expansion was
reflected in a slowing of productivity growth rather than a sharp rise
in unemployment” (p. 84).

The CEA does even worse than this. It does not set a target for real
economic growth during 1969 even at this improperly low 4-percent
figure. Whether interpreted as a goal or as a welcome forecast, the
CEA says: “The rise in real output during the four quarters of 1969
should be less than 3 percent,” consistent with a 6-percent rise in price
terms (p. 56).

Why does the CEA want us to move in this direction? Its answer is
made clear: “Although economic expansion is expected to moderate
during the first half of 1969, a continuing policy of restraints is essen-
tial to curb inflationary pressures and to strengthen our international
trade performance” (p. 53). My comments as to the quality of the
finding that we should further reduce the rate of economic growth as
a “promising” way of containing inflation will come later. My other
comment comes now : It is, in my view, frightening that we should be
willing to forfeit what will be forfeited by bringing the real rate of
economic growth so low, risk the unemployment which will result, risk
the recession which may result, and starve our domestic priorities to
the extent built into the achievement of this objective, meanwhile
regarding the problematical strengthening of our international trade
performance as a gain comparable to this forfeiture.

II. Tuae ProerEM oF EcoxomIc EQUILIBRIUM OR BALANCE

Essentials of economic equilibrium or balance

No economist of substance would deny that maintaining an optimum
rate of economic growth, and maintaining optimum employment con-
sistent with minimal or frictional unemplyoment, depend essentially
upon an economicequilibrium or balance in the allocation of the current
or functioning GNP between (a) the investment which adds to our
capabilities to produce and (b) ultimate consumption in the form of
private consumer spending and public outlays combined. Yet there
has never been a time when the “New Economists” or the CEA reports
have offered tangible and substantial quantitative evidence of coming
to grips with this analytical problem, or of adjusting policies an
programs accordingly. This has been an oversight so glaring that I
have been unable to offer a rational explanation for it.

The closest that the CEA has come to any such attempt was when it
suggested, some years back, that optimum economic growth depended
upon a much higher permanent ratio of investment in plant and equip-
ment to GNP. However, as I have frequently pointed out, (a) a
sustainable ratio of such investment to GNP depends upon the pro-
ductivity of capital (which is advancing), not upon the overall growth
rate targeted, and (b)_the record since 1952 has uniformly shown a
strong tendency toward relative overinvestment of this type, corrected
only when “overcapacity” leads to sharp cutbacks in such investment,
with unfavorable consequences throughout the economy.

The empirical evidence, detailed in my repeated public studies from
1958 forward, has made it very clear that the transition from moder-
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ately adequate though not optimum economic growth to stagnation
and then recession occurred when the failure of ultimate demand as I
have defined it (or, even more pertinently, the private incomes and
public spending which underlie ultimate demand) to keep up with the
investment in plant equipment which is primarily responsible for our
increasing capabilities to produce became abundantly visible.

From the time of the advent of the “New Economics” in early 1961,
I continued my studies along these same lines. Well before 1966, 1
pointed out that the same type of disequilibrium augured the very
sharply reduced average annual rate of real economic growth during
1966-68. In fact, my opposition to the massive tax reductions of 1964
and some subsequent tax concessions was based upon the proposition
that, while these would stimulate the economy for a time, they were in
the longer-run so enormously misdirected that they would bring on
another period of serious economic stagnation, and éncrease infla-
tionary manifestations to boot.

Tt is true that the “New Economists” and the CEA reports at times,
but almost entirely as a matter of hindsight, observed that investment
in plan and equipment was advancing relatively too rapidly to be
sustainable, and advocated such measures as the suspension of the
investment tax credit. But later on they advocated its reinstitution,
and I could never understand why, because this contributed further to
the economic disequilibrium. I shall deal further in detail with these
tax or fiscal policies later on in my statement.

Factual anatomy of the economic disequilibrium

An examination of relative trends in various key sectors of the
economy illustrates rather dramatically how the economic disequilib-
rium made itself manifest, and indeed was aggravated by key policies
and programs. From 1961 to 1968, measured in constant dollars, total
national production grew 42.2 percent, private consumer spending
grew 39.6 percent, and government outlays for goods and services
at all levels grew 50.1 percent.

Private business investment (including net foreign) grew 42.3 per-
cent, but this reflected home construction on the average far below
our priority needs. Private investment in plant and equipment, and
this is the indicative figure, grew 65.7 percent. The disequilibrium
in income flows was roughly compatible. Wages and salaries grew
45.5 percent, total labor income including fringe benefits grew 51.2
percent, and farm proprietor net income grew only 3.1 percent, while
corporate profits and investory value adjustment grew 55.4 percent,
personal dividend income grew 58 percent, and personal interest in-
come grew 84.9 percent.

T'he rampant profit inflation

It is equally important to look at the trends during 1967-68 alone.
First, of all, the disparities indicated in the previous paragraph were
even greater during 1961-67, but were “corrected” somewhat by what
happened from 1967 to 1968. But what were the nature of these correc-
tions? The main correction was that private investment in plant and
equipment shrunk to an annual growth rate of only 1.0 percent. That
is far too low. However, this happened just because of the disequilib-
rium created by the relatively excessive advance of this type of invest-
ment for a number of years. This is one of the most striking illustra-

24-833—69—pt. 4——4
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tions of the entire equilibrium thesis which I have set forth for so
many years, and restated in earlier portions of my discussion above.

Moreover, and again in substantiation of my basic thesis, this private
investment in plant and equipment did not turn down so sharply
during 1967-68 because of any general inadequacy of profits or other
investment funds. It turned down because relatively excessive profits
in earlier years contributed powerfully to the various disequilibrium
which brought about the sharp investment reaction during 1967-68.

Equally or even more seriously, the relatively excessive and dis-
equilibrating profit binge continued on into 1968, and so did the price
increases which fed them, despite the ominous warning signal in the
sharp downturn in private investment in plant and equipment. During
196768, measured m constant dollars, while wages and salaries grew
only 5.6 percent, labor income only 6.5 percent, and farm proprietors’
income only 1.4 percent, corporate profits and inventory adjustment
grew 7.1 percent, or considerably more rapidly than the average an-
nual rate of advance (allowing for compounding) during the %—year
period 196168 as a whole.

In short, the disturbing inflationary trends during 1967 and 1968
have been very clear demonstrations of profit inflation. This is one of
the most dangerous and disequilibrating kinds of inflation. One must be
deeply concerned that this whole matter has been so completely disre-
garded in the 1969 CEA report, and equally so in the whole range of
policies which emerge from the highly defective CEA analysis. In-
stead, the CEA urges that real hourly wage rate increases be held to
2.0 percent during 1969.

To reinforce this profit point by returning to the 1961-68 analysis
In another aspect: From 1960 to 1968 (measured in current dollars,
which is satisfactory for the purpose), prices in total manufacturing
rose 7.5 percent, contributing to an advance of 111.6 percent in profits
after taxes. Reflecting in part the profit yield, investment in plant and
equipment grew 84.9 percent, but wage rates grew only 83.1 percent.
In motor vehicles and equipment, prices rose 8.8 percent, profits after
taxes 89.4 percent, investment in plant and equipment 71.9 percent,
and wage rates only 34.4 percent. In three other key industries shown
on the same chart, the respective trends told essentially the same story.
My utilization of wage rates rather than aggregate wage payments in
this exercise appears to me to be justified for a variety of technical
reasons which I shall not cover at this point, although much light is
shed upon this problem by my subsequent discussion of the compara-
tive trends in productivity and hourly wage rates.®

CFE A neglect of economic equilibrium problem
g ; q Y4

The poverty of economic analysis displayed by the CEA throughout
the years, with respect to the whole issue of economic equilibrium, is
genuinely distressing. Considering the resources available to the
Council and the importance of the problem, and the rich experience
made manifest in the performance of the American economy under
widely different sets of circumstances, one would have thought that
by now the CEA would have developed and made available a thorough

5 See chart 6, following text.
8 See chart 7, following text.
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and discerning study of this whole problem of economic equilibrium.
My own view is that, by now, they should have had a 50-page chapter
in one of their annual reports on this subject.

But only pages 70 to 74 are devoted to the “Problem of Economic
Fluctuations” in the 1969 CEA report. The quality and depth of what
issaid is revealing indeed. We learn this:

“Sudden changes in Federal spending have, on occasion, seriously
disrupted the stability of the economy” (p. 71).

“Coonsumer outlays normally follow the path of household incomes
fairly closely” (p. 71). This statement is so bland that it masks some
of the most serious problems in the whole area of economic equilibrium.
Variations in the rate of saving, at any given level of 'ag%regabe con-
sumer incomes after taxes, are profoundly important. Why and how
have these variations occurred ¢ The ratio of aggregate personal saving
to aggregate personal income after taxes is profoundly affected by
income distribution. What is the significance of this, in the actual
contez;t of what has been happening to the economy during the past 8
years?

“But fluctuations in capital spending have often been important
sources of instability. For example, real investment (constant prices)
rose by 42 percent between 1963 and 1966, contributing to a strong
expansion of aggregate demand, but this leveled out in 1967” (p. T1).
This is true, but what conclusion does the CEA draw fromit? I pointed
out in 1963 (not in 1969) that the proposed tax reductions would have
just this unfortunate result by way of disturbing further the economic
equilibrium. Is the CEA now prepared to reappraise its fiscal policies,
or does it continue to extoll them, except to the extent of claiming that
the Congress prevented action as promptly as it otherwise would have
been undertaken ?

TIII. Tar PropreM oF Socian EQUIiniBrioM, oR PLAIN JUSTICE

Identity of economic and social objectives in the United States

Even if the policies and programs of the “new economics” in general,
and of the CEA in particular, had not been erroneous during the past
8 years with respect to the restoration and maintenance of economic
equilibrium or balance, they were certainly highly vulnerable from the
viewpoint of social equilibrium, or plain justice.

Tt is conceivable, in some economies, that social justice must tempo-
rarily be sacrificed in the short run, in the interest of economic develop-
ment and growth, narrowly conceived. That may be true of an under-
developed country, such as India. But it is not true of an economy
so highly developed and richly endowed as our own. If called for, even
some sacrifice of optimum economic growth would be justified in the
cause of social equilibrium, in that we are a wealthy enough economy
to afford to do justice and—as we have recently learned at great cost—
too sensitive a body politic to afford to do without it.

But the case is even stronger than this. In line with the economic
analysis set forth above, the failure to achieve or maintain economic
equilibrium at optimum resource use and optimum economic growth
has been inextricably interwoven with the failure to achieve an im-
proved allocation of income flows and human employments in terms
of the criteria of social equilibrium, or plain justice. It is one of our
essential assets as a nation and a people, and we should exploit it to
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the hilt, that economic progress and social progress call essentially for-
the same policies and programs.

More consumption relative to investment would have been, and still
would be, more conducive to both types of equilibrium. Better income.
distribution would enlarge the propensity to consume. Lifting the
poor to at least minimum-decency standards of consumption and living:
would open up additional markets for the products of our factories
and our farms. More rapid expansion of public-priority services in
the fields of health, education, and housing, and some others, would
not only serve the cause of social justice and make deep inroads upon
poverty, but would also improve productivity, open up new job op-
portunities, and augment a more healthful and sustainable rate of
economic growth than we have recently experienced. All of these pro-
positions are so close to universally accepted, and so explicit even in-
the pronouncements at times of the “New Economics” and of the CEA,
that the question naturally arises as to why these pronouncements have-
not been translated into more effective action.

Poverty and income maldistribution

The pertinent facts are brutally clear. In 1967, 5.3 million American
multiple-person families and 4.9 million unattached individuals lived
in absolute and dismal poverty, even according to the low poverty-
income ceilings officially set by the Social Security A dministration in
the Department of Health, Education, and Welfare. The total num-
ber of people living in abject poverty in 1967 aggregated somewhere:
in the neighborhood of 26 million people, or about 18.5 percent of the-
total population in that year. )

In addition, about 11.0 million families and about 2.4 million unat-
tached individuals, coming to about 85.4 million people lived above:
the officially established poverty-income ceilings, but in deprivation
nevertheless, Therefore, in the neighborhood of 81.4 million people, or
not very far from one-third of the Nation in 1967, lived either in pov-
erty or deprivation. It is noteworthy, in this connection, that the Bu-
rean of Labor Statistics in the U.S. Department of Labor indicated in
1967 that somewhere in the neighborhood of $9,000 for a four-person
family and about $3,400 for an unattached indiyidugtl would be re-
quired to maintain a moderate standard of living in metropolitan
areas.’

Even though all empirical evidence proves conclusively that opti-
mum economic growth and reasonably full employment are by far
the most important avenues toward the liquidation of poverty, it
hardly seems conceivable that substantial redistribution programs are
not also essential. They would be essential in any event, because the
concept of poverty is and should be in part a relative concept, which
cannot be blind to the state of the industrial arts and the general
income situation throughout the Nation. It is thus of high import that
we have thus far made very little progress toward improved income
distribution since World War IT. Among multiple-person families
in 1947, the top income fifth enjoyed 43 percent of the total money
income of families, while the lowest fifth obtained only 5 percent, the
lowest two-fifths only 17 percent, and the lower three-fifths only 34
percent. In 1966, the top fifth enjoyed 41 percent, while the lowest

7See-chart 8, following text.
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fifth obtained only 5 percent, the lowest two-fifths only 17 percent,
and the lower three-fifths only 85 percent. Among unattached individ-
uals in 1947, the highest fifth enjoyed 59 percent, while the lowest
fifth obtained only three percent, the lowest two-fifths only 8 percent,
-and the lower three-fifths only 20 percent. in 1966, the respective
figures were 52 percent, 3 percent, 11 percent, and 24 percent.’

Social equilibrivm involves the public sector

Adequate programs in the public sector are equally relevant to any
meaningful war against poverty, and indeed to the life and living of
the preponderant portion of the total population. And it is here that
the trends in public expenditures at the Federal level become so dis-
turbing. During the fiscal years 1947-1953, Federal spending for all
-domestic programs came to 6.92 percent of GNP (despite the Korean
war during 8 years of this period), while during the fiscal years 1954—
1968, these domestic programs came to only 5.64 percent of GNP. The
figure of 6.10 percent in fiscal 1968 compared with 8.17 percent in
fiscal 1947 and 6.13 percent as late as fiscal 1959. There is no legitimate
explanation of these domestic-spending trends in trends in defense
and other international spending, for total Federal spending declined
from 16.52 percent of GNP during fiscal 1947-1953 to 16.28 percent
during fiscal 1954-1968.

With respect to fiscal 1969, the President’s Budget initially pro-
jected total domestic spending at 10.91 percent of GNP. But this fig-
ure cannot validly be contrasted with the ratios for the earlier years.
Beginning with fiscal 1969, the Federal Budget included immense
trust funds, which in the main are not supported by Federal outlays
(for example, the payroll taxes under the social security program).

The relative starvation of the public sector must also be taken into
account, toward realization that a meaningful definition of poverty
in America must go far beyond the 13 percent or less of the people of
‘the United States who are below poverty-income ceilings as of now
in 1969. At least one-sixth of our people are ill-housed. At least one-
third cannot afford adequate and modern medical care. Perhaps 90
percent of the children in our public schools go to schools where the
teachers and para-professionals are grossly inadequate in number and
still grossly underpaid; and perhaps a majority are in overcrowded
classrooms, a large portion of which are either fire-traps or in other
respects unsafe. As the public schools are increasingly becoming the
habitation of the poor and deprived, a very large portion of those
who go to these schools—are drop out—go home to parents who live
in slums, do not enjoy an American minimum decency standard of in-
come, suffer excessively high unemployment, and altogether too fre-
quently are alienated and restive, if not rebellious. Many of our trans-
portation systems are obsolete. Air and water remains poisoned, with
at least the air getting worse. Our central cities are deteriorating if
not already decayed, and are increasingly unable to meet the rising
costs of education, police and fire protection, and other essential pub-
lic services.

In its most recent issue, Fortune magazine, a distinguished business
publication, contained a vivid article reiterating what so many other
individuals, research organizations, and special commissions have been

5 See chart 9, following text,
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saying now for so many years—that we can afford to rescue and restore
the public sector, and cannot dare to do less.

CEA position on poverty: tall versus action

The current CEA report sets forth succinctly a quite good outline
of approach to the problem of poverty. It sets forth a strategy in-
cluding sustained high employment and economic growth; education,
training, medical assistance, and access to well-paying jobs; some
form of income maintenance for those not within the employment
stream ; and attacks upon poverty pockets in the ghettos and certain
rural areas. The CEA further states that “the number of poor in
poverty pockets can be reduced by promoting public and private
relocation assistance to those with employment opportunities else-
where” (p. 155).

Elsewhere in the same chapter, the CEA points out that a small
redistribution of the benefits of growth would greatly speed reduction
of poverty (p. 160); that the tax system itself redistributes income
away from the poor (p. 160) ; that minimum welfare benefits should
be established, financed wholly by the Federal Government (p. 167) ;
and that there should be guaranteed work programs (p. 171).

All this sounds fine, but where are the quantified and specific pro-
grams needed to carry forward along these lines? How can benefits
of growth be redistributed in favor of the poor by the tax policies and
interest-rate policies during recent years, advocated or approved by
the CEA, which have redistributed income in a very regressive direc-
tion? How can guaranteed work, which implies full employment by
direct Government action if that is the only way to achieve it, be
squared with reluctant insistence that perhaps the current level of
employment needs to be increased somewhat to fight inflation?

How can the degree of population relocation which may be required
be undertaken, without penetrated quantitative analysis of what kind
of relocation should take place, how people are going to get there, and
who is going to finance the costs of such relocation, including not
only the transportation costs and the housing costs, but also the needed
shifts in industry? How can this new awakening to the problem of
relocation be squared with farm policies and other policies which,
during the past 8 years, have “relocated” millions of farm families
to urban areas, where they have contributed so mightily to relief costs,.
unemployment, urban decay, and urban unrest?

The sad fact of the matter is that CEA has not come to realization
that the achievement of social equilibrium through a full-scale war
against poverty is not a side issue to be treated superficially in one
chapter of a CEA report. It must instead interpenetrate with the
whole process of the development of a long-range social and economic
budget for the Nation, and the adjustment of all basic economic
policies thereto, something which the CEA has never attempted.

The inclusion within the current document of the report to the
President from the Cabinet Coordinating Committee on Economic
Planning for the End of Vietnam Hostilities (pp. 181-220) under-
scores two shortcomings. The first is failure to recognize that planning
must be a continuing process, and that the work and the responsibility
of the CEA with respect to so vast an issue cannot be done separately
and apart from the work of a Cabinet Coordinating Committee. The
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second defect is failure to recognize that we will not move suddenly
from a state of high defense expenditures to a state of low defense
expenditures, but instead will move very gradually.

The problems of poverty and social disequilibrium, inseparably
connected, as well as the problem of economic disequilibrium, cannot
wait until the Vietnam hostilities are over, or even beyond that to the
time when a truly peaceful world assures a lower level of total defense
outlays. Even now, there is some prospect of an antimissile defense
system, of incalcuable but huge costs. The war against poverty and
social disequilibrium should have started long ago, it should start now,
and it should be at the very heart of the study programs and recom-
mendations of the CEA, because it is at the very heart of our total
economic problem—not a year or 10 years from now, but now.

IV. Fiscar Poricy

Misdirection of tax cuts to date

In all the plethora of detailed examination of national fiscal policy
during recent years, we have in large measure ignored examination
of the purposes and consequences of the fiscal policies, actually put
into motion. Consequently, the recent and current debate and concern
on the subject has arrived at a condition for which the term “im-
maturity” would be a charitable description.

By the test of economic equilibrium, for reasons already discussed,
the massive tax cuts of 196265, accompanied by earlier tax concessions
from 1962 forward, were fundamentally misdirected. Viewing tax cuts
having a total original value estimated at $19.2 billion—having a very
much higher value now, because of the great expanded tax base—$8.6
billion were allocated, according to my analysis, to investment pur-
poses, and only $10.6 billion were allocated to consumption purposes.
This was in no degree responsive to the economic developments between
1958 and 1962 or 1965 which gave rise to this veritable orgy of tax cut-
ting. Even if we were determined—as we should not have been—to
attempt the major stimulus to the economy in the form of tax cuts,
an entirely different composition would have been much more con-
ducive to economic equilibrium and optimum economic growth in the
long run, as well as to the restraint of inflation, than the tax cuts ac-
cordingly engineered. To illustrate, a very large portion of the tax
cuts should have been devoted to lifting the personal exemptions from
$600 to $1,200, or preferably to $1,800.°

Because of the importance of enlarging the propensity to consume,
the composition of the tax cuts was also highly undesirable from the
viewpoint of long-range economic equilibrium, not to mention the even
more important issue of social equilibrium and economic justice. The
1964 personal tax cuts added only 2 percent to the after-tax income of
the four-person family with $3,000 income; only 1.6 percent in the
case of $5,000 income ; and only 2.1 percent in the case of $7,500 income,
But the same tax cuts added 3.8 percent in the case of $25,000 income;
6.2 percent in the case of $50,000 income; 8.3 percent in the case of
$100,000 income; and 16 percent in the case of the $200,000 income.
These comparisons are even more shocking when we take account of
the fact that they are based upon established tax rates, and take in-

® See chart 10, following text.
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adequate account of evasions and loopholes available to so many
people in the high-income brackets. 2

Narrow view of scope of the total tam burden

But this is only the beginning of the travesty. Among all the “new
economists” including the CEA membership who appeared before
the Joint Economic Committee to urge and applaud the changes in
the Federal tax structure which have actually occurred, hardly a one
of them had the breadth of perspective to focus upon the entire tax
structure throughout the Nation, rather than exclusively upon the
Federal tax structure. Yet a first year course in economics should
have encouraged them to do just that.

In 1966, looking at all persons in all the income classes shown, those
with incomes under $3,000 paid only 8.7 percent of their incomes in
the form of Federal income taxes, and this percentage moved upward
to 14 percent in the case of those with incomes from $15,000 to $19,999,
and to 33.6 percent in the case of those with incomes at $50,000 and
over. This gives the appearance of a quite progressive tax structure,
although again ignoring the fact that these comparisons are hased
upon tax rates without adequate allowance for evasion, avoidance, and
loopholes. But looking at Zofal taxes paid, including all Federal income
taxes, sceial security taxes, State and local income taxes, sales and
gasoline taxes, and personal property and real estate taxes, how differ-
ent the true picture is. Those with incomes under $3,000 paid 14.1
percent of their incomes in total taxes. Those with incomes of $3,000
to 83,999 paid 19.8 percent. But those with incomes of $5.000 to $9,999
paid only 17.5 to 17.6 percent. Those with incomes of $15,000 to $19,999
paid 19.8 percent, or very little more (ratio concept) than those with
incomes of $3,000 to $3.999. Those with incomes of $20,000 to $49,999
paid 24.2 percent, and those with incomes of $50.000 and over paid
38.8 percent, again looking only at the tax rates on the books. In the
main, this represents a horribly unjust and inequitable nationwide
system of taxation.*

The situation is worse now than it was in 1966, although compre-
hensive data are not available to me for the most recent years. The
regressive State and local taxes, and the sales taxes, have continued to
mount. And when the time came for the Federal Government to lift
taxes in order, avowedly, “to fight inflation,” the sound decision was
not made to lift taxes in accord with the same pattern which had
governed their previous reduction. Instead, a 10-percent across-the-
board “temporary” surcharge tax was imposed, which manifestly adds
to the regressive nature of the entire nationwide tax burden, or at
least is certainly not progressive.

The issue of “tax reform”

There isnow a great deal of discussion about “reform” in the Federal
tax structure. Such discussion concentrates mainly upon plugging
loopholes which enable large numbers of very wealthy taxholders to
pay no taxes at all, or to pay only token taxes, or to pay distressingly
low taxes relative to those very much lower down in the income struc-
ture. Sometimes this proposal is coupled with the idea that there shall

10 See chart 11, following text.
11 See chart 12 following text.
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be a ceiling upon the taxes that anybody shall pay, relative to income—
say, 50 percent.

There is much merit in some aspects of these proposals, but nobody
has yet made clear whether the net impact of them would be to malke
the total tax structure more or less progressive. Related to those who
really pay the tax rates as written on the books, instead of engaging
in avoidance or evasion, it would be a very good bargain for many to
consent magnanimously to the proposition that they should pay some
taxes in exchange for being assured that under no conceivable set of
conditions would they have to pay more than 50 percent of their
income in taxes.

As a matter of stark fact, I believe that the whole issue of tax reform
becomes confusing and misleading, when it is not recognized that the
major job of tax reform is to remedy the gross distortions in the Fed-
eral tax structure, both on economic equilibrium and social equilib-
rium grounds, which have resulted solely from the misguided and
massive tax reductions during recent years, aggravated by the 10-
percent surcharge.

T submit that the most useful reform which could be made in the
Tederal tax structure would be to lift the exemptions greatly, and to
restore the rates, at least in the high-income portions of the structures,
a good part of the way to where they were before 1964. The argument
that this paralyzed investment and initiative was mereticious from
the outset. The argument that the high marginal tax rates caused
people to try to evade taxes, by legitimate methods, was foolish from
the outset. Those who hired expensive lawyers and accountants to
get their taxes as low as possible when the marginal rate was 92
percent did not stop doing so when the marginal rate was reduced by
about 30 points.

Neglect of core purpose of the Federal budget

ATl of what I have thus far said only touches the outskirts of why
the massive tax reductions were so wrong, at least from the viewpoint
of social equilibrium and plain social justice. The “new economists”
have claimed and propaganded that they have done a great service
in the improved use of national fiscal policy to stabilize the economy
and promote its real growth. But they have entirely forgotten the
real purpose of the Federal budget and of national economic policy,
as made manifest by the Federal budget. The main purpose of the
Federal budget is neither to stabilize nor promote the growth of the
economy, although this would be a very useful byproduct if the
policies are more correctly devised than they have been thus far. The
main purpose of the Federal budget is to allocate to the public sector
enough expenditures to meet the great priorities of those public needs
which cannot be served, or cannot be served so well, in any other way.
If the only or main purpose were stabilization, we could simplify
matters greatly by having 10 or 15 billion dollars’ worth of Federal
spending and no Federal taxation when we were threatened with
deflationary forces, and the reverse when we were threatened with
inflationary forces. But this would be forgetting what the Federal
budget is really for.
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Appropriate fiscal policies

The appropriate coures is to determine what portion of our resources,
through Federal spending, should be allocated to public purposes, both
domestic and international. This should be done on a long-range basis.
‘We should then allocate to these purposes, through the Federal budget,
such percentage of our potential total national product, estimated at
optimum resource use. If, in fact, this leads, in conjunction with all
other spending, to inflationary pressures in the form of excessive ag-
gregate demand, we should then not cut back on these priorities, but
Instead increase taxes to curtail the extravagant, wasteful, or at least
expendable, instead of sacrificing the essential. Curtailment of Federal
spending to combat inflation negates the priority purposes of Federal
spending. If, on the other hand, the determined levels of public spend-
ing plus all over spending do not generate sufficient aggregate demand
to avoid deflationary trends, we should certainly not cut Federal spend-
ing on the ground that the revenues yielded by a deficiently perform-
ing economy are not sufficient to cover this Federal spending. Instead,
we should obviously reduce taxes. In short, all taxes are burdensome,
and practically no taxes have intrinsic value in themselves. It is the
tax, rather than the spending side of the Federal Budget, which should
serve the purposes of stabilization.

All this is so elementary that it is almost inconceivable that the
“new economists” and the CEA could have forgotten it. But they did
forget it, almost entirely, and so did their allies and protagonists in
the academic world. In 1964, they arrived at the miraculous conclu-
sion that a lot of people would rather have their taxes reduced than to
witness increased Federal spending. An equal amount of action in
either direction would have had the same deficit impact upon the
Federal budget in the short run, although in the long run the spending
route would have increased revenues faster than an equivalent amount
of tax reduction because the former approach would have been sounder
from the viewpoint of economic equilibrium and growth. But having
arrived at the miraculous conclusion that tax reduction was “easier,”
these economists drew upon their full intellectual and propagandist
resources to argue that it really made no difference to the Nation and
the people which of the two routes were taken, or what blend of the
two routes were chosen, because the impact upon the economy would
be the same at any given dollar level of net action.

Never before in mv recollection was there such forgetfulness of the
purpose for which a responsible Central Government exists, nor of
the purpose for which a responsible CEA should exist. To be sure, it
was not foreseeable how much expenditures would increase for the
Vietnam war. But it was manifestly foreseeable that our international
burdens would remain immensely heavy, and perhaps even grow, for as
far ahead as we could foresee. It wasnot only foreseeable, but currently
apparent. that our great domestic priorities had been starved at least
since the beginning of the great depression, and that, at least since the
launching of the first sputnik in 1957, the urgency of the need to
allocate much larger absolute amounts of resources to the public sector,
if not larger relative amounts, had been recognized by almost all
responsible people and organizations everywhere.

To cap the climax of this farrago of national fiscal policy, the “new
economists” and the CEA were hoisted on their own petard from 1967



1019

forward. Having argued that it made no great difference whether we
reduced taxes or increased expenditures when the economy needed
stimulation, they were led to argue that it made no great difference
whether we reduced expenditures or increased taxes when it was felt
that the economy needed restraint. They even came to the point where
‘they were supinely accepting some of both medicine, which was almost
-equivalent to the preposterous proposition that a tax increase would be
more acceptable if spending were reduced and the pressures on the
-economy accordingly reduced than if spending were not reduced.

Tt will take us many years, at best, to work our way slowly and
painfully out of this hole into which the “New Economics” has so
proudly put us.

Increasing fiscal responsibilities of Federal Government

I have only one additional point to make in this phase of my dis-
«cussion, but it is one that cannot be overlooked. Another reason why the
recent fiscal policies have been so inadequate is that they have failed
to recognize the inescapable increasing responsibility of the Federal
‘Government to meet a larger share of the burden of the cost of rescuing
our urban areas and making war against poverty. I can never under-
stand how my friend Walter Heller, so ardent an advocate of massive
Federal tax-sharing with the States, thus evidencing the recognition
.of what I have just stated, could have gone all out for the kind of
incontinent tax reduction which was sure to make the Federal Govern-
ment have so much less to share.

From 1947 to 1967 (fiscal years), Federal spending increased at an
average annual rate of 6.1 percent, while State spending increased at an
average annual rate of 9.1 percent, and local spending at an average
annual rate of 8.9 percent. During 1953-61, the respective average an-
nual rates of advance were 3.4 percent, 9 percent, and 9.1 percent. From
1961 to 1967 the respective average annual rates of advance were 8
percent, 8.2 percent, and 6.5 percent.

From 1947 to 1967, the average annual increase in the public debt
was 1.1 percent for the Federal Government, 12.6 percent for State
governments, and 9.1 percent for local governments. From 1961 to
1967, the respective average annual rates of advance were 2 percent,
8.4 percent, and 6.9 percent.**

Coupling these trends with the extremely regressive nature of State
and local taxation, and the relatively greater impact of tight money
and rising interest rates upon the State and local governments in view
of the immensely greater percentage increases in their necessary bor-
rowings than in the case of the Federal Government, the full con-
sequence of recent Federal fiscal policies are clearly revealed.

A model Federal Budget, responsive to needs and capabilities

At an earlier stage in my discussion, I set forth projections for
gross national product and 1ts components running ahead to 1977. A
Federal budget showing trends compatible with its responsibility for
economic and social equilibrium is an indispensible element toward
achieving these goals. My next chart sets forth a model for such a
Federal budget. It indicates that outlays for all domestic programs
should rise from 10.91 percent of GNP, as estimated for fiscal year

12 See chart 13, following text.
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1969, to 18.32 percent in calendar 1977; that expenditures for the
economic opportunity program or its equivalent should rise from 0.23
percent to 0.39 percent of GNP and from $9.86 on a nationwide per
capita basis to $24.04 (measured in fiscal year 1969 dollars); that
outlays for housing and community development should rise from
0.32 percent to 0.64 percent of GNP and from $13.72 to $39.34 on
a per capita basis; that outlays for education should rise from 0.53
percent to 2.36 percent of GNP, and from $23.16 to $143.79 on a per
capita basis; that outlays for health services and research should rise
from 1.21 percent to 1.43 percent of GNP, and from $52.51 to $87.41
on a per capita basis; that outlays for public assistance and labor
manpower and other welfare services should rise from 0.69 percent
to 1.08 percent of GNP and from $30.95 to $66.00 on a per capita
basis; and that outlays for agriculture and natural resources should.
rise from 0.91 percent to 1.11 percent of GNP, and from $39.91 to
$67.75 on a per capita basis. These goals include Federal contributions
of $1 billion in 1970 and more than $2 billion in 1977 to the
OASDHTI to help increase benefit payments to the aged. This tableau
provides, if it should be needed, an increase from $89.5 billion to
$94 billion for national defense, space technology, and all inter-
national, but this would involve a decrease from 10.11 percent to 6.73
percent of GNP, and from $441.18 to $410.84 on a per capita basis.
Yet, in an adequately expanding economy, all Federal budget outiays,
while increasing from $917.01 to $1,223.77 on a per capita basis, would
actually decline from 21.02 percent to 20.06 percent of GNP.*

With this feasible degree of dedication to do what we ought to do
and cannot afford to do without, we could by 1977 virtually liguidate
poverty in the United States; ** provide a decent home for every Ameri-
can family (which we have promised since 1939) ; achieve minimum
standards of uniform excellence in our public schools throughout the
Nation; and bring adequate health services. at costs within their means,
to all of our people. The projections for all domestic programs cover
also our transportation needs. The projections for agriculture and
natural resources contemplate that we reverse the trend—=a trend
against which I have been protesting for 16 years or longer—toward
the impoverishment of our farm population and the abysmal neglect
of rural life and living standards, toward malnutrition and hunger
among millions of our people despite indescribably abundant agricul-
tural production, and toward the forced movement of millions of farm
families toward our great urban areas, where they have contributed,
and contributed disproportionately, to unemployment, relief costs,
overcrowded housing, urban decay, and urban unrest.

In fact, the failure of the CEA, in its preoccupation with fiscal
policy, and erroneous fiscal policy at that, to give adequate attention
as mandated by the Employment Act of 1946 to the other great areas
of major economic policy, such as farm policy, social security poliey,
housing policy, and internationally economic policies, has been a signal
aspect of the CEA failure to view our economy in a sufficiently broad
and long-range perspective, and to develop an integrated policy and
program in lieu of a spawling proliferation of policies and programs

13 See chart 14, following text.
14 See again chart 8, following text.
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which already have become almost too numerous to count and too com-
plex to harmonize.
CE A wviews on fiscal policy

The current CEA report reaches the conclusion that fiscal policy
on the whole during the past 8 years has been both wise and effective,
and that “most of the shortcomings of the period were errors of omis-
sion rather than commission” (p. 77). It then makes clear that most
of the errors of omission were due to tardiness, and could be cured
in part by better forecasting, but in the main by conferring upon the
President the discretionary power to make certain kinds of tax changes
(see discussion pp. 78-85).

The conclusions which I have set forth above are very diffierent.

A revealing portion of the CEA discussion says: “The experience
of 1961-65 demonstrated that an effective fiscal policy to stimulate
the economy could be carried out without adding unnecessarily to the
size of the Federal budget. Since the aims of stabilization be imple-
mented either through tax changes or expenditure changes, decisions
regarding Federal expenditures can be properly based on the desired
allocation of resources between the public and private sectors” (pp.
T7-78).

My)obj ections are as follows : The period 1961-65 is too short to make
a full evaluation of fiscal policies during the past 8 years; the actual
policies during that period fell far short, for reasons which I have
already stated, and while a proper principle is stated for the desired
allocation of resources between the private and public sectors, such
allocation was not undertaken, and such allocation is of profound
significance with respect to economic equilibrium as well as with re-
spect to social equilibrium.

Even more broadly, the emphasis upon fiscal policy in this chapter
and throughout the report ignores the fact that fiscal policy—and to a
degree monetary policy—are but segments of a wide variety of na-
tional economic policies, including those related to social security,
agriculture, housing, and international economic policy. There can
be no sound and sufficiently comprehensive nor integrated development
of economic and social policy for the Federal Government, as intended
by the Employment Act, until these other profoundly important
policies become as important portions of the economic report of the
CEA report as fiscal policies have been to date. This process is also
essential to the correction of fiscal policy itself.

A striking demonstration of this shortcoming is revealed by the fact
that the treatment of agriculture is confined in the CEA report mainly
to pages 115 to 116 thereof. Yet the problems of agriculture and other
.aspgcts of rural life are among the most urgent and important that
we face.

V. Tee ProBLEM OF INTFLATION

T hree main errors in approach to problem of inflation

The “new economists” and the CEA during the past 8 years have
committed three serious errors in dealing with the problem of inflation:
First, they have grossly exaggerated the problem 1n the United States,
and gross exaggeration is always undesirable because it distorts the
evolution and disturbs the balance of economic policies and programs;
second, they have offered no serious analysis of whether the amount of
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inflation we have had in the United States during these 8 years has on
net balance done more good or harm, and whether alternative policies
which might have been devised to restrain inflation further would on
net balance have done more good or harm than has resulted from
avoidance of such policies. It is no answer to this criticism to say that
it is difficult to make this kind of analysis, for there are many types of
economic analysis which are difficult, but which nonetheless must be
undertaken instead of following a course without such analysis; and
third, they have completely misjudged the causes of recent and current
nflation, and, therefore, the policies they have adopted to deal with it
have both aggravated the inflation and caused other damage far more
costly than the inflation itself.

It is highly desirable to consider the problem of inflation in a
long-term perspective, rather than to focus excessively upon the ad-
mittedly high rate of price inflation during 1967, and especially 1968.
In a matter of this kind, short of & runaway inflation which we have
not had even during the past 2 years, the longer term averages are
in my view far more significant and a better guide to policies ad-
dressed to the future than rather extreme aberrations from these
longrun averages during a year or two. It is noteworthy that 1967
and 1968 are by no means the first time when such aberrations ap-
peared, nor the first time when the reaction to them was excessive.

Moreover, it would be very unfair for the CEA to claim—and I do
not assert that it has claimed—that its large attention to the problem
of inflation arose during the past 2 years. Even during 1961-66, when
we experienced unusual relative price stability, there were constant
alarms about the problem of inflation, especially on the ground that
it was a basic cause of our unfavorable balance-of-payments position,
in that it put us at a competitive disadvantage in the international
exchange of goods and services. Yet the fact of the matter was that
we maintained a quite favorable balance in these categories, and our
unfavorable balance was due to causes which had very little to do
with the American price level, such as our international spending
abroad, the flow of American capital to other countries, the with-
drawal of foreign capital from the United States, and so forth. Fur-
ther, some of these unfavorable developments were due to some com-
petitive disadvantage exhibited in the overall performance of the
American economy, which in turn was due to some of the repressive
measures adopted for the alleged purpose of restraining inflation.

Evaluation of magnitudes of inflationary trends

The average annual increase in consumer prices in the United
States was 1.7 percent during 1918-68, 1.8 percent during 1928-68,
3.1 percent during 1938-68 (affected greatly by the reflation after the
Great Depression and the World War II era), 1.9 percent during
1948-68, and 1.9 percent during 1958-68. Even during 1960-68, the
average annual increase in consumer prices was only 2.0 percent, and
during 1960-66 it was much less than that. During 1966-68, the aver-
age annual rate was 3.5 percent, and from 1967 to 1968, it was 4.2 per-
cent. My next chart, depicting these trends, also depicts the trends with
respect to wholesale prices and industrial prices, but I am not dis-
cussing these in detail, because the conclusions I would draw from
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such discussion would be essentially the same as those I draw from
discussion of the trends in consumer prices.'s

Viewing this performance sensibly, I do not see how we can con-
clude that our economy has been threatened or will be threatened
in future by anything approximately a “runaway” or even unusual
amount of price mmflation in any fair perspective. This fair perspective
is further reinforced by comparisons with other countries. During
the 5-year period 1962-67 (1968 not comprehensively available to
me), compared with the 2.6-percent average annual increase in con-
sumer prices in the United States during the 5-year period 1963-68
(and only 2.0 percent during 1962-67), the average annual increase
in consumer prices was 3.3 percent in the United Kingdom, 3.2 percent
in France, 2.7 percent in GGermany, 4.7 percent in Italy, 2.7 percent
in Canada, and 5.4 percent in Japan. Comparisons of the wholesale
price trends in these countries with those in the United States would
lead broadly to the same conclusions.*®

CEA has not probed deeply into actual consequences of rising prices

Coming to the second phase of this aspect of my analysis, at no time
during the past 8 years has the CIEA undertaken anything approxi-
mating a definitive nor even substantial analysis of the economic or
social consequences of price trends in the United States during this
period. ‘Norcﬁla.s CEA attempted to evaluate what the alternative con-
sequences of more restrictive price policies would have been. A mere
regurgitation of the word “inflation” as a horror signal, or of the
charge that inflation is “the cruelest tax of all” provides no substitute
for such empirical analysis, especially when in the long run the Amer-
ican experience indicates strongly that periods of rising prices (with
rare exceptions) have been periods where production, employment,
and income distribution have behaved more satisfactorily than during
other periods.

The OEA has gravely misjudged the causes of inflation

Coming to the third phase of this aspect of my analysis, which is the
most important of all, the CEA’s entire approach to the problem of
inflation throughout has been based entirely upon the rather prevalent
assumption that a more rapid rate of real economic growth is more
conducive to price inflation than a lower rate, and/or that a lower
level of unemployment is more conducive to price inflation than a
higher rate of unemployment, and/or that an economy operating close
to reasonably full or optimum resource use is more prone to inflation
than an economy with a larger amount of economic slack.

The empirical evidence irrefutably refutes these unalloyed assump-
tions, even more though it may not conclusively prove the contrary.

During 1952-55, the average annual rate of consumer price inflation
was only 0.3 percent, when the average annual rate of real economic
growth was 3.5 percent, and unem]i)lloyment as officially counted aver-
aged 4 percent. During 1955-58, the average annual increase in con-
sumer prices was 2.6 percent, although the average annual rate of real
economic growth was only 0.8 percent, and unemployment averaged 4.9
percent. During 1956-58, the average annual increase in consumer
prices was 3.1 percent, while the average annual rate of real economic

15 See charts 15 and 16, following text.
18 See again chart 15, following text.
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growth was only 0.2 percent, and unemployment averaged 5.1 percent.
During 1958-60, the average annual rate of consumer price inflation
fell back to 1.2 percent, while the average annual rate of real economic
growth was 4.3 percent, and unemployment averaged 6 percent. Dur-
ing 1960-68, the average annual rate of real economic growth rose to
4.8 percent, and the average annual increase in consumer prices was
only 2 percent. Unemployment averaged 4.9 percent, but was reduced
greatly to 2.6 percent by 1968. During 1960-66, the average annual
ncrease in consumer prices was only 1.6 percent, while the real rate of
economic growth averaged 5.1 percent. Unemployment averaged 5.3
percent, but was reduced to 3.8 percent by 1966. During 1966-68, the
average annual rate of increase in consumer prices was 3.7 percent,
although the average annual rate of real economic growth fell to 3.5
percent. Unemployment averaged 8.7 percent, or almost the same as
the 1966 level. The trends in wholesale prices and industrial prices are
shown on the same chart, but I do not analyze them in detail because
they tell basically the same story.

gertainly, these trends in the main indicate an inverse or negative
rather than a positive correlation between the rate of real economic
growth and the rate of price inflation. Nor do they indicate in the
main that a movement toward reduction in unemployment promotes
an increase in price inflation.

But it may be argued that, while a higher rate of real economic

rowth or a lower level of unemployment does not in itself promote
inflationary tendencies, inflation is nonetheless promoted by an econ-
omy moving to reasonadbly full or optimum resource use. However,
this thesis is also discredited by the trends depicted above. For exam-
ple, during 1956-58, with unemployment averaging 5.1 percent, and
with the sharpest recession since 1952 occurring within that period,
the average annual rate of consumer price inflation of 3.1 percent was
about twice as fast as the 1.6-percent average during 1960-66 when
unemployment averaged 5.8 percent, or about the same. From 1966 to
1967, the price inflation was 2.8 percent, and unemployment stood at
3.8 percent.

The analysis could be further complicated, and my conclusions
might be somewhat modified, by the introduction of time-lag” factors
and some others. But I submit that my analysis and conclusions are in
the main sustainable, and most assuredly do not justify the unalloyed
position of the CEA which is at times deliberately sought to generate
excessive deviations from optimum real economic growth, and at least
to tolerate excessive unemployment, in the pursuit of a nonsustain-
able proposition bearing upon the relationship between price trends
and these other factors.'”

My thesis with respect to recent and current inflation

My own explanation of inflationary trends—which I commenced to
set forth in the mid-1950’s before future experience lent much further
support to my position—runs as follows: In an economy characterized
so largely by administered prices, and inadequate volume of real eco-
nomic activity and insufficient employment, or even the clear prospect
of these, tend to generate protective efforts to compensate for these

17 See again chart 16, following text.
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deficiencies through the managerial price-making process. This thesis
is perhaps most clearly borne out by the resumption of a relatively
high rate of price inflation from early 1966 forward, when the signs
became large and unmistakable that the economy was entering a period
of severely reduced real economic growth, and when recession talk was
in the air.

TIn some other areas, such as medical care and housing, and at times
in the area of farm prices, rising costs or prices have been due to
entirely different factors. In the medical field, there have been short-
ages of facilities and personnel relative to the real need, engendered
by long neglect of adequate public spending for these purposes, such
neglect being fomented by the avowed desire to fight inflation. In the
area of housing, rising costs have not been due to excessive aggregate
demand for housing relative to the Nation’s needs, but instead have
been due in large measure to the fantastically rising interest rates,
again allegedly designed to fight inflation.

The thesis that excessive aggregate demand (which in fact we have
not had any time in recent years, when measured against the demand
required to sustain optimum economic growth and bring unemploy-
ment low enough) explains the inflations during recent years, and
particularly during 1967-1968, breaks down at all points. It is further
corroded by the special industry studies which I have made from 1952
forward, indicating even more clearly the propensity to increase prices
more rapidly during periods of relatively high unused capacity and
relatively high unemployment than during periods of relatively less
unused capacity and relatively less unemployment.

Analysis of cost-push inflation .
Frequently, it is argued that the inflation has been of the cost-push
variety, occasioned by wage costs per man-hour rising faster than
productivity. Repeatedly and systematically, the CEA. has taken this
position. But it is completely torpedoed by the empirical evidence.

During 1960-1968, in the total private nonfarm economy, measured
appropriately in constant dollars, productivity rose at an average
annual rate of 8.1 percent, while hourly wages and salaries rose at an
average annual rate of 2.9 percent. It is even more revealing to break
this period into two parts. During 1960-1966, productivity rose at an
average annual rate of 8.4 percent, while wages and salaries rose at an
average annual rate of only 2.7 percent. This was a period when the
average annual rate of real economic growth was 5.1 percent. But
during 1966-1968, when the average annual rate of real economic
growth declined to 8.7 percent, productivity rose at an average annual
rate of only 2.2 percent, and wages and salaries at an average annual
rate of 3.2 percent.

The trends in manufacturing tell the same story, only more so. Dur-
ing 1960-68, the figures were 3.2 percent for productivity, and 2.2 per-
cent for wages and salaries. During 196066, the figures were 3.7 per-
cent for productivity, and 1.9 percent for wages and salaries. During
1966-68, the figures were 1.7 percent for productivity, and 2.9 percent
for wages and salaries.

This leads to the implication that the relative trends during 1966-68
exerted cost-push inflation, and thus explained the rapidly accelerat-
- ing inflationary trends (it should be noted that the “New Economists”
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and the CEA talked a great deal about cost-push inflation, and devel-
oped the unworkable and unfair price-wage guidelines accordingly,
long before 1966, when the rate of real advance in wages and salaries
was lagging far behind the rate of productivity gains). I cannot ac-
cept the CEA position, implied if not made explicit, that the relative
trends in wages and salaries and productivity during 1966-68 justi-
fied in any sense the accelerated price inflation during this period, par-
ticularly in view of profit margins and aggregate profits, which the
CEA appears extremely anxious to avoid discussing in its 1969 re-
port, and handled very gingerly in previous reports. Consumption,
supported so substantially by wages, had certainly not been excessive,
but rather has been deficient, during the past 2 years, by economic
equilibrium tests which the CEA never brings forth.

But let us assume for the moment—contrary to my own view—
that the relative trends in wages and salaries and productivity dur-
ing 1966-68 “caused” or even “justified” the accelerated price infla-
tion. In that event, this happened, not because the rate of advance in
real wages and salaries was too high in terms of any equilibrium model
for reasonably full use of our potentials, but rather because the rate
of productivity growth dropped abysmally. And this happened pre-
cisely because of the abysmal decline in the real rate of economic
growth, coupled with the election (desirable in itself) to translate this
into less efficient utilization of the employed labor force rather than
into more overt unemployment. Of course, such inefficient utilization
is a form of concealed unemployment, although the CEA has not yet
come to think that way.’* :

Under these circumstances, how wrong and upsidedown it is to try
to stop this kind of cost-push inflation by further repressive measures,
designed to reduce still further a seriously inadequate rate of real eco-
nomic growth.

Further, my basic position is that policies designed effectively to
achieve a stable and optimum economic growth would in the long
run yield less net price inflation than result from erratic ups and
downs in the real economy, rapidly changing labor and business ex-
pectations, and general uncertainty. The evidence to date on this seems
fairly clear. But even if the evidence were less conclusive or more
arguable on rational grounds, we should choose the certain benefits
of steady and optimum economic growth and minimal unemploy-
ment, instead of committing ourselves to a theory as to the cause of
inflation which cannot be squared with what has been happening.

In the foregoing discussion of wage and salary trends, the data are
based upon hourly rates of pay, and do not include other so-called
labor compensation in the form of fringe benefits, while the CEA does
include fringe benefits in its analysis of this problem. I am convinced
that my approach is preferable, because fringe benefits in general do
not enter currently into the disposable income of wage and salary
earners, and it is this disposable income which must keep up with
productivity trends in order to maintain a reasonable balance between
growth in output and growth in consumer demand. From the view-
point of total labor costs including fringe benefits, there is no evidence
that the trends in total labor costs have militated against adequate

18 See chart 17, following text.
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profit margins. To the contrary, the evidence is that profit margins
have in many cases been far too high, and that this has contributed
powerfulliy to the recurrent tendency of the rate of growth in invest-
ment in plant and equipment to exceed the rate of growth in consump-
tion, particularly in view of the increasing productivity of capital.
But even if it were to be conceded that fringe benefits should be in-
cluded in the comparisons between hourly wage and salary trends and
productivity, the picture which I have set forth above would not be
changed materially in its fundamental import. The picture would still
show that real labor compensation lagged seriously behind produc-
tivity trends, until the advent of a seriously retarded rate of real
economic growth.

Finally, in this phase of the discussion, I have used the trends in
real hourly wages and salaries, while the CEA consistently has com-
pared the current dollar trends in wages and salaries (or in total wage
costs) with productivity trends. This posture on the part of the Council
is completely indefensible. Productivity is a real output concept, and
the core problem of maintaining a balanced relationship between pro-
ductivity trends and hourly wage and salary trends must involve the
concept of the real purchasing power of wages. And from the view-
point of business costs, there has been absolutely no evidence that the
adjustment of real rather than current dollar wage and salary trends
to productivity trends impair profit margins. This is true in part be-
cause, when the price level is generally rising or under conditions of
reasonably full prosperity even with a relatively stable price level, the
price makers are in at least as good a position to protect their profit
margins as other income earners are to protect themselves.

Shortcomings in OEA treatment of inflation

With respect to 1968, the CEA report says that “The pressures of
excessive demand pushed up the price level at the unacceptable rate of
nearly 4 percent,” and insists that “Total demand must be brought into
better balance with the Nation’s productive capacity” (p. 33).

I have stated above my disagreement with this position. Further, and
in accord with my own basic position, the CEA says that erratic ups
and downs in the economic performance “would probably involve a
more serious danger of inflation than would steadier movement that
remained close to the path of potential output” (p. 54). So why, acqui-
esce in, or even promote, such erratic movements? Yet, the CEA’s entire
fiscal-policy position, including extension of the 10-percent surcharge
tax for another year, and the extension at present levels of excise taxes
on automobiles and telephone services, has moved in just that direction
(p. 54-55).

Then, the CEA. report states that “In a slack economy, rising prices
are hardly a problem,” and attempts to support this as follows (p. 94) :

The difficulties of combining price stability and high employment in the past
15 years are evident . . . In 1956-1967 and from 1966 to 1968, when the unemploy-
ment rate was between 3.6 and 4.3 percent, price increases ranged between 3.1
percent and 4.1 percent. In contrast, between 1958 and 1964 the unemployment
rate consistently exceeded 5 percent, and price increases were uniformly less
than 2 percent.

I submit most earnestly that this fragmentary and highly selective
use of figures will not stand comparison with my more complete
analysis of relative trends in prices and economic performance, as set
forth above.
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Further, the CEA report says this (p. 97 ):

L}

But historically, unemployment rates of 4 percent or below have been associated
with a price performance that most Americans considered unsatisfactory * * =
price increases at the rate recently experienced clearly impair our international
trade performance, cause a haphazard redistribution of income and wealth, and
may jeopardize sustained prosperity. * * * The first line of defense against
inflation must be fiscal and monetary policies that avoid excessive pressure on a
productive capacity.

My criticisms of the foregoing statement are explicit in all that I
have said. They combine an incorrect analysis of the causes of recent
and current price inflation with a very curious set of values as to the
relative importance of the balance-of-payments problem and the prob-
lem of unemployment, inadequate economic growth, and social dis-
equilibrium at home. It is incredible to propose, or even accept, the
proposition that the unemployed should be asked to protect the affluent
from paying the allegedly higher prices which more jobs might cause.
As for impact upon income distribution, the CEA has not examined
that at all.

In line with its analysis, the CEA urges, as a measure against infla-
tion, an “increase in money wage rates a little better than 5 percent”
for 1968 (p. 59), which would mean an increase of about 2 percent in
real terms. I suggest that no economist could meet the challenge of
developing a responsible economic equilibrium model based upon an
increase in the hourly-earned purchasing power of wage earners of
only 2 percent a year, less taxes paid.

In consequence of these deficiencies in its entire analysis of the infla-
tionary problem, the programs to deal with inflation which the CEA
sets forth are in the main a medley of relatively minor and traditional
approaches, for example, increased mobility, training, promotion of
competition, antitrust activity, ete. (pp. 99-122).

VI. ProBreExs oF MoNeETARY Poricy

General considerations

My views with respect to the prevalent monetary policy during the
past 15 years or longer have been diametrically opposed to those of the
CEA and of most of the “New Economists.™

Generally speaking, their view is that tight money and rising interest
rates help to contain inflation. My view is that tight money and rising
interest rates exacerbate inflation, and are in themselves highly
inflationary. o

My view is that tight money and rising interest rates powerfully
inhibit optimum real economic growth and contribute to economic
instability (for the reasons stated above, these consequences are in
themselves inflationary). Their view on this subject is not made ex-
plicit, and is certainly not advanced in the in the 1968 CEA Report,
because it seems to be worried about the fantasy of too high a rate of
real economic growth and too much employment rather than about the
ominous reality of too low a rate of real economic growth and too much
unemployment. .

My view is that tight money and rising interest rates have been
monstrously inequitable and adverse to social equilibrium and plain
justice; they appear entirely impervious to this aspect of the problem.

My view is that we need a much more selective monetary policy,
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because an aggregate or blunderbuss monetary policy represses what
ought to be accelerated, and has little or no impact upon what ought
to be restrained, and feeds the fat while starving the lean. The 1969
CEA Report appears impervious to this problem, although it does
make some very slight obeisance to the damage earlier done to housing
by the prevalent monetary policy. ) .
My view is that one of our largest problems is to integrate the policies
of the Federal Reserve System with the policies of the Federal Gov-
ernment, and indeed to make monetary policy the servant of the objec-
tives of the Employment Act of 1946, and of the governmental policies
designed to achieve these objectives. The CEA has never come to
grips with this problem, and its friendly commentaries about the
prevalent monetary policy in its 1969 report ignores this problem.

Tight money and rising interest rates work against economvic
equilibrium

Let me now become more specific about the very foundation of the
prevalent monetary policy during the past 15 years or longer—the
entirely erroneous proposition that tight money and rising interest
rates serve admirably to help contain inflation. This erroneous idea is
essentially allied with the erroneous idea (discussed above) that
policies inimical to optimum economic growth and conducive to exces-
sive unemployment help to contain inflation. Consequently, the analy-
sis which I present immediately below is essentially similar in method
to that which I used in discussing the inflationary problem generally.

During the period 1955-68 viewed as a whole, the average annual
growth in the nonfederally held money supply was only 2.5 percent,
and the average annual real growth rate in total national production
was at the deficient rate of 3.8 percent. I believe that there was a strong
relationship betieen the deficient growth in the money supply and the
inadequate economic performance, but I will not elaborate upon this
particular point, especially because I believe that too much weight has
been attached to monetary policy in the aggregate in this particular
connection. Theoretically, and perhaps practically also, a more or less
rapid growth in the money supply might affect the level of prices con-
siderably, but should not affect the real trends in production and em-
ployment if economic equilibrium were maintained in the fundamental
allocation of resource and in income distribution, which can be
achieved either at a more or less rapid growth in the nonfederally held
money supply.

Nonetheless, what I have just said does not apply to extreme cases.
It seems perfectly clear that the extremely low growth rate in the
money supply during 1955-57, and again during 1958-60, was inti-
mately associated with the recession of 1957-58 and the minirecession
in late 1960 and early 1961. It also seems abundantly clear that the
extraordinarily low growth rate in the money supply during 1955-66
was an important factor in initiating the extremely low real economic
growth rate during 1956-67 and the unsatisfactory average annual rate
during 1966-68. The relatively more rapid rate of growth in the money
supply during 1957-58 and during 1960-61, and again during 1962-65,
appears to have been conducive to more favorable trends in the real
rate of economic growth. The rapid expansion of the money supply
during 1966-68 seems clearly to have helped prevent the very serious
deterioration rate of economic growth during 196667 from being con-
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tinued over a longer period of time. On net balance, in a long term
perspective, it seems quite clear that the monetary policy has been
much too tight, and that a relatively liberal monetary policy is highly
conducive to satisfactory economic growth.

More seriously, the monetary policy has worked powerfully against
economic equilibrium, because it has helped to reallocate resources in
directions bearing no relationship to economic equilibrium, and in
many cases quite destructive of it. The tightening of the money supply
has had practically no effect upon the relatively excessive investment
booms in plant and equipment, because those indulging in these booms
are not greatly affected either by general shortages of credit or by
rising interest costs; they finance mainly out of retained earnings and
out of the price structure. On the other hand, a better rate of economic
credit nor by rising interest costs; they finance mainly out of retained
earnings and out of the price structure. On the other hand, a better
rate of economic expansion in other important sectors, or, more gen-
erally, a relatively larger ultimate demand composed of both private
consumption and public demand, would have been much more con-
ducive to economic equilibrium at steady and optimum growth, and
these developments have been very harshly impeded by both tight
money and rising interest rates.

Tight money and rising interest rates are in themselves inflationary

Most important of all, in the context of the argument that tight
money and rising interest rates restrain inflation, let us look at the
empirical evidence. The extraordinarily contraction in the growth
rate of the money supply during 1955-57, while it impacted severely
upon the real rate of economic growth, was accompanied by a 3.5 per-
cent average annual rise in consumer prices from 1956 to 1957. The
greatly expanded growth rate in the money supply during 1957-58
was accompanied by a reduction in the rate of consumer price infla-
tion to 2.8 percent. During 1958-61, there was throughout an inverse
or negative correlation between the trends in the money supply and
the rate of consumer price inflation. During 1962-65, a sustained and
relatively rapid expansion of the money supply was accompanied by
remarkable price stability. During 1955-66, a very sharp contraction
in the rate of growth of the money supply was accompanied by a very
rapid acceleration of the rate of price inflation. During 1966-67, the
money supply expanded about three times as fast as during 196667,
but the rate of consumer price inflation was slightly lower. During
1967-68, the rate of expansion of the money supply was the same as
during 1966-67, but the rate of consumer price inflation was tremen-
dously higher.?®

Viewing these relative trends in an adequate time perspective, it ap-
pears to be clear that excessive restraints upon the growth of the money
supply worked toward more price inflation in the long-run for prac-
tically the same reasons that excessive restraints upon real economic
growth and employment expansion worked in the long run toward
more net price inflation.

Beyond all this, the almost unbelievably erratic changes in the rate
of growth of the money supply over the years represents an attempt
at “fine tuning” which is utterly impractical, and really indicative of

19 See chart 18, following text.
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a wayward and thoughtless long-range monetary policy, and general
economic policy as well.

Tight money and rising interest rates are appallingly unequitable

In this connection, I set forth the following :

(1) From 1952 to 1967, the interest rates on new Treasury borrow-
ings rose 144.7 percent for 3-month bills, 167.4 percent for 9- to 12-
month issues, 138 percent for 3- to 5-year issues, and 81 percent for
long-term bonds. The computed average interest rate on the Federal
public debt rose from 2.33 percent in 1952 to 4.15 percent in 1967, an
increase of 78.8 percent. For the 15-year period as a whole, the rising
interest costs to the Federal Government alone aggregated $35.1 bil-
lion, and stood at about $5 billion in 1967 alone. The annual cost to the
Treasury now in 1969 is close to $8 billion. These rising costs to our
Federal Government have in part been paid for by taxes imposed upon
the people, but in the main these rising interest costs have added to
the Federal deficit. Those who claim that Federal deficits are infla-
tionary per se will thus be hard put to explain how rising interest rates
can contribute to the war against inflation.

(2) During the same 15-year period 1952-67, the rising interest costs
have imposed an additional burden of $5.2 billion upon State and local
governments. This additional cost burden stood at $1 billion in 1967
alone, and is very much higher than that now in 1969.

(8) During the same 15-year period, the computed average interest
rate on the total interest-bearing private debt rose from 4.97 to 6.24
percent, a rise of 25.6 percent. Thus, the aggregate burden imposed
upon private borrowers during the period as a whole was $66.4 bil-
lion, and stood atabout $11 billion in 1967 alone. This increased burden
is at an annual rate of between $12 and $13 billion now in 1969.

(4) Looking at all types of borrowings, both private and public,
the computed average interest rate rose from 3.5 percent in 1952 to 5.4
percent in 1967, a rise of 54.3 percent. This imposed in the aggregate
an additional interest burden of $106.6 billion, and $17.7 billion in
1967 alone. The additional interest burden in 1967 alone was about
two and a half times as high as the average annual additional interest
burden during the 15-year period. Now, in 1969, the annual rate of
the excess interest burden is considerably above $20 billion.? )

(5) If the trend toward rising interest rates continues, I estimate
conservatively—and my estimates made many years ago have turned
out to be conservative to date—that the additional or excessive interest
burden might well rise to $25 billion in 1977 alone, averaging annually
well above $20 billion during 1969-77 inclusive, and aggregating well
above $180 billion over the 9-year period.

(6) The additional interest burden aggregating $106.6 billion dur-
ing the 15-year period I have reviewed equates with an excess interest
cost per capita for the entire U.S. population of $88.90 in 1967 alone,
and $591.89 for the period as a whole. Thus, the additional or excessive
interest costs for a family of four came to $355.60 in 1967 alone, and
$2,367 for the period as a whole.

(7) Upon whom, in the main, has this unconscionable interest bur-
den fallen? It has fallen upon the small businessman and the farmer;
the person who buys a car on time to get to work ; the family who buys

20 See chart 19, following text.
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on time a refrigerator or television set or other consumer durables;
the family who borrows money to pay the hospital bills when there is
a long illness; the family who borrows money to put a child through
college; the States and localities borrowing money to have enough
policemen and firemen and teachers, and trying to pay them adequately
compared with other occupations. The rising interest rates enter into
the cost of living, and yet the workingman is told that cost-of-living
adjustments in his wages are “inflationary.” The average family
with an income of $8,000 before taxes, buying or renting a $16,000
home, will pay out over the life of the mortagage about $8,000 more in
interest rates alone than if interest rates had stayed where they were
in 1952.

(8) We are committed to making an effective war against poverty. .
The additional interest burden today, at an annual rate, is about 65
percent higher than the amount by which the incomes of all the poor
people in the United States would need to be raised to lift them above
the poverty-income level as defined by the Government.

In the entire history of American economic policy, I submit that
there has been nothing more wrongful, more injurious to the public
interest, and more in contrast with our most cherished principles of
equity and fairplay, than the long and tremendous rise in interest rates
which has already occurred. The efforts now, on so many fronts, to push
interest rates still higher needs to be stopped in its tracks.

CEA comments on monetary policy

The CEA appears to be very complacent, and even cheerful, about
the prevalent monetary policy. It refers to a “dramatic demonstra-
tion of the effectiveness of monetary policy,” and adds that “the record
of the past 8 years demonstrates that flexible, discretionary monetary
l(aolicy) can make an effective contribution to economic stabilization”

p. 85).

Most of the CEA discussion of monetary policy is extremely the-
oretical and of the textbook variety, with little or practically no at-
tempt to develop a quantitative empirical analysis of just what mone-
tary policy has done during the past 8 years, and what we can learn
from the varied experience. There is no mention of the iniquitous effects
of rapidly rising interest rates. There is no adequate integration of
monetary policy with treatment of all other basic national economic
poli)cies such treatment actually omitted, as T have already pointed
out).

;Vhat the CEA has to say about housing is most extraordinary (p.
86) :

Although the demand for housing—and for mortgage credit—
does not appear to be especially responsive to mortgage interest rates,
the supply of mortgage funds is quite sensitive to several interest
rate relationships.

This comment is hardly short of ignorance. Has the CEA forgotten
the vast and salutary changes in homeownership and financing
brought about by the tremendous reduction in interest rates on hous-
‘ing, in response to the great depression? Why does the CEA ignore
the entire market current situation with respect to housing, demon-
strating so clearly that a mass market for decent housing for low- and
lower-middle income people requires above all low financing charges?
How can the CEA reconcile its commentary with the very nature of
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the long-range housing program proposed by the President and en-
acted by the Congress not so long ago, the very heart of which is rec-
ognition that a full-scale housing program, adequately directed toward
the slums and poverty, requires a very wide range of charges to the
user? Whether the charges to the user are reduced by lower interest
rates, or by subsidies covering the cost of higher interest rates, has
no bearing upon the erroneous nature of the CEA commentary.

Indeed, this CEA commentary about housing reinforces, possibly
more than anything else in the CEA report, my conviction that the
CEA has not assumed the responsibility to develop that expert and
comprehensive treatment of all basic national economic and social
policies which alone can fulfill its responsibilities under the Employ-
ment Act of 1946.

VII. THE INTERNATIONAL ECONOMY

The treatment of the international economy in the 1969 CEA report
is expert and informative, but excessively conventional, complacent,
and nonenterprising in view of the unsettled state of international
economic arrangements and the recurrent crises during recent years.

I would have been more impressed if the CEA had dealt positively
and firmly with these issues, which I deem to be of central ang pressing
importance:

(1) Some nations must run an unfavorable balance of payments,
as that term is conventionally defined, and should not the United
States be one of them? Our preeminence in economic and financial
terms, and many other factors, have led me to the conclusion that, for
a number of years ahead, we should be huge net investors in overseas
areas, especially in underdeveloped areas. If we are to pursue such a
policy, we must run a large unfavorable balance of payments for some
time to come, measured short term.

(2) Does the customary method of recording international accounts
correctly reflect our true international position, or is it highly mis-
leading? Asin the case of the Federal Budget, especially until the most
recent year or so, the commingling of all types of outflows and receipts
in our international accounts presents an entirely unrealistic and ex-
cessively alarming picture. For example, defense outlays overseas do
not have the same economic nor financial significance as loans or in-
vestments overseas. There is also failure to distinguish realistically
between short-range and long-range positions.

(3) Viewing our unfavorable balance of payments in ratio to our
GNP during recent years and currently, have we not made a mountain
out of a molehill, to the extent that we have allowed efforts to solve
this problem—substantially unsuccessfully, at that—to militate
against adoption of infinitely more important programs and policies
directed toward the optimum advancement of economic and social
equilibrieum, optimum economic growth, and minimum unemployment
at home ? :

(4) Can we really determine optimum international economic poli-
cies without setting them in the broader perspective of total economic
analysis and programs, which I have stressed throu%;hout this dis-
cussion, and which the CEA has not yet brought forth?

(5) Do we not need to move more vigorously and rapidly toward
the gradual abandonment of the gold anachronism ?
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(6) Instead of temporizing and extemporizing, should we not move
more positively and broadly to improve the international mechanisms
of exchange, 0 as to make them fully contemporary, rather than sub-
stantially obsolete or at least inadequate to the times?

VIII. Tur Ecoxomic REPORT OF THE PRESIDENT

As T said at the outset, it would be both burdensome and: cumber-
some for me to attempt a detailed examination of the Economic Report
of the President, in that the foregoing analysis of the council’s annual
report makes clear my views,

Succinetly, the President’s report recommends a tight budget policy ;
extension of the 10 percent tax surcharge for another year; Presi-
dential discretion in the matter of tax policy; voluntary cooperation
and increased productivity, toward price stability ; and promotion of
world trade by reducing trade barriers. The President’s report also
concludes that “our monetary institutions are working well” (p. 13).

The mere listing of these proposals, combined with what I have said
about the CEA report, indicates fully my attitude toward most ot
them. They appear to me to represent, in the main, excessive satisfac-
tion with policies already adopted and now in being; a negative atti-
tude toward the imperative need for profound correction of some of
the most important of these policies; and a generally quiescent attitude,
when the country’s needs are erying out for a great program of action.

There are only two items on the list which would seem to call for
further comment.

I am opposed to the vesting of discretionary tax authority in the
President. This proposal places relatively too much emphasis upon
fine-tuning and quick and frequent changes in tax policy, when we
need a fairly long-range and stable fiscal and economic policy, geared
to a long-range and continuous pro-prosperity program, rather than
anti or counteracting measures of a maginot line nature. Moreover, the
fact that the administration then in office took from early 1961 to early
1963 to recommend a vigorous fiscal policy, despite the promises made
during the 1960 campaign and the urgency of the need throughout,
plus the fact that it took the Congress only 1 year to enact the recom-
mended program (with some modifications), indicate to me the im-
propriety of blaming delay excessively upon the legislative branch.
Further still, and perhaps most fundamental of all, I do not believe
that something as close to the lives and livelihoods of the people should
be removed from direct consideration and approval by the people’s
representatives in the Congress. I think we would lose far more than
we would gain by any such change, and I am heartened by the fact
that the Congress to date has felt the same way.

I am not against voluntary methods of improving price-wage-profit
and other adjustments in the private economy, and I think them to be
a preferable alternative to direct controls under current and foresee-
able circumstances. But meaningful progress in this direction will
require institutional changes toward improved and more continuous
consultation among industry, labor, and Government. The first require-
ment for this will be recognition by CEA of its responsibility to pro-
vide a broader perspective for such consultation, in the form of the
kind of long-range, comprehensive, and integrated economic and social
analysis which thus far hasbeen so sorely lacking.
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The President’s report also recommends some improvement in dis-
ability insurance, an average 13-percent increase in social security
benefits, and improved unemployment insurance, with special federally
financed benefits for long-time unemployment. These proposals are all
in the right direction, although they do not go far enough. Short-time
unemployment is bad enough, and I believe that the federally financed
benefits should be applied to it also. Maintenance of income among the
short-term unemployed would also help to reduce the translation of
short-term unemployment into long-term unemployment.

IX. My OwN RECOMMENDATIONS

My own recommendations are so explicit in what I haye already
said, that unnecessary duplication would result if I set them forth
again comprehensively. However, some of the highlights are these:

(1) The CEA should develop and include in each annual report a
long-range and carefully quantified program and policy for economic
and social equilibrium at sustained optimum resource use. This should
set quantified goals for employment, GNP, and its major components,
with explicit regard for the problems of both economic and social
equilibrium. I have at times called this an “economic performance
budget.” Without this, all short-range policies tend to be improperly
oriented, and are frequently at cross-purposes. Economic and social
policies and programs are so inseparable that I do not favor the pro-
posal—although it has considerable appeal—that a separate Council
of Social Advisers be established;

(2) Maximum employment, with unemployment as conventionally
defined held down to not more than 214 percent of a broadly defined
civilian labor force, should be an unalterable must. Placing upon the
unemployed the burden of protecting the employed and the affluent
against inflation is utterly indefensible. The concept of the civilian la-
bor force should be expanded to include, not only those customarily in
it, but to all those for whom gainful employment would be better for
them, and for the Nation at large, than economic disutilization. As a
last resort, if all else falls short, there should be federally guaranteed
employment;

(8) The long-range economic and social budget referred to above
should include, in proper balance, every policy and program of the
Federal Government which is economic and financial in the sense that
it utilizes and allocates substantial portions of our economic resources.
It should include the Federal budget, which is but one aspect of basic
economic policy;

(4) Even though in the long run we should be able to accomplish
our social imperatives with the ratio of Federal spending to GNP
no higher in 1977 than it is now, nonetheless in the years more im-
mediately ahead we should shift much more resources to the public
seéctor, and lift Federal spending accordingly. We should reject with-
out equivocation the proposition that spending and taxation are avail-
able alternatives, even toward stability and growth, much less toward
social equilibrium. The needed level of Federal spending should be
determined first, and variations in tax rates should be utilized to com-
bat inflation or deflation as the case may be. We urgently need a very
much more progressive tax policy than we have, and this should
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commence with lifting the exemptions plus elevating some of the rates,
from somewhat above the middle-income levels upward, such eleva-
tion retracing the pattern of the personal income tax reduction of
1964. Corporate taxes should be increased, possibly along the lines
of the 1964 reductions, but preferably on a more progressive basis.
Some Federal deficit should be run, until optimum resource use is
restored ;

(5) The monetary policy has been and still is atrocious. We need
a much more stable and a much more liberal monetary policy, a much
more selective monetary policy, and insistence upon the proposition
that the Federal Reserve System and all its works must be subordinated
to the requirements of the Nation and its people, through subordina-
tion to the general economic policies and programs of the Federal
Government itself. This probably requires legislation. Monetary pol-
icy should be nationalized, within the Economic Reports of the
President;

(6) We need to reexamine thoroughly the causes and consequences
of inflation, thus transmuting the treatment of this important eco-
nomic and social problems from unrealism to reality, and from slo-
gan to substance. We should establish new institutional devices for
concerted consultation on this subject among industry, labor, and
Government. This consultation should be integrated with consulta-
tion regarding the overall development of the CEA Annual Report
and of the long-range economic and social budget which should be
contained therein;

(7) We need to accelerate greatly the war against poverty, to stream-
line its efforts, to integrate it with general economic and financial pol-
icy, so that the striking force of a unified national policy may be
lérought to bear upon the liquidation of poverty in America within

ecade;

(8) We need, as part and parcel of the war against poverty, and
for many other reasons, to achieve wtihin a decade decent homes, ade-
quate educational opportunity, and good medical care for all our peo-
ple. These, fully quantified and supported by implementary policies,
should be essential elements in the long-range goals within the CEA
Annual Reports;

(9) Weneed to dispel the dangerous and diverse dichotomy or com-
petition between our domestic requirements and our international re-
quirements, and recognize that we have the resources to meet both
adequately, if need be, by willingness to limit the nonessential;

(10) We need to concentrate far more than we have upon reversing
the persistent degradation of farm life and incomes and the disparities
in our rural areas, and start building the people who live in these
_ areas, instead of driving them elsewhere, as we have done by the mil-
lions during recent years. We need, in this connection, to budget and
fulfill the duty to provide a balanced and nutritious diet for every
American. These goals, also, should be essential elements in the CEA
Annual Reports;

(11) We need to guarantee, not only sustained full employment, but
also at least minimum-decency incomes, through a unified nationwide
program initiated and supported mainly or entirely by the Federal
Government, for all those who cannot be brought within the employ-
ment stream. This should not compete with a full-employment policy,
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nor minimum-wage legislation, designed to prevent substandard wages
for those employed ;

(12) We need not only to talk about housing and urban renewal (and
not only to enact plenary authorizing legislation without the funds to
carry it fully forward), but also to recognize that an adequate housing
program for the appropriate income groups is absolutely essential to
the problems of liquidating poverty, achieving and sustaining opti-
mum economic growth and full employment, advancing social justice,
and restoring and maintaining civil order;

(13) We need to stop frightening ourselves by talking about what
America “cannot afford,” and start encouraging ourselves by just rec-
ognition of what our resources will permit, and what our problems
require that we do;

14) Tt goes without saying that what I have set forth above, with
respect to the content and purposes of the CEA Annual Reports, must
carry over naturally—in properly abbreviated form—to the content
~ and purposes of the Economic Reports of the President.
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~ U.S.ECONOMIC GROWTH RATES,1922-1968;

AND NEEDED RATES, 1968-1977,

FOR OPTIMUM RESOURCE USE
Average Annual Growth Rates in

in GNP, Constant Dollars
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al Rate of Growth in Output per Man-hour

for the Entire Private Economy

U.S. PRIVATE ECONOMY, I910- 1968

LONG-TERM TRENDS IN PRODUCTIVITY
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Chart3

“"ECONOMIC GROWTH DIVIDEND",
U.S. ECONOMY,IS68-'77

Total National Production (GNP) in Billions of FY.I969 Dollars

V53 Optimum economic growth rate
V7 Low economic growth rate $ 3,031

AN

GNP GNP "Economic Average Annual Aggregate
"

1967 1977 Growth Dividend"  "Economic Economic
1977 Growth Dividend" Growth Dividend"
1968-1977 1968-1977

Projections by Leon H.Keyserling.




1041

Chart4

GOALS FOR THE U.S.ECONOMY,I972 & 1977
PROJECTED FROM LEVELS IN1967

(Dollars ltems in Billions of FY, 1969 Dollars )
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—'/The single projections relate to goals of such high priority that they should not be reduced even if only
the lower goals for GNP are attained.In that event,lower priority objectives should be modified accordingly.
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Chart5

THE GOALS FOR |972 AND 1977 MAINTAIN BALANCE
OF PUBLIC AND PRIVATE RESPONSIBILITIES

COMPONENTS OF GNP
Billions of FY 1969 Dollars Y-

et
Total GNP "*;
o~

£

_Private Consumer »
Outlays (Ez=

“ 7=
Private Business ﬁ

227.5 |- Investment ="
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Public Outlays
- at all levels for
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Goal Goal

I PERCENTAGE RELATIONSHIPS, —

< —Total GNP
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—at all levels for =
1 goods and services

1967 Low  Optimum Low  Optimum
Actual 1972 1977
Goal Goal

-!/Public outlays are of such high priority that they are projected identically for the lower and
higher GNP goals, with modifications of other goals accordingly.
Projections by Leon H.Keyserling.
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Chart 6

COMPARATIVE GROWTH IN VARIOUS ASPECTS OF
U.S. ECONOMY 1961~ 1968

(Constant Dollars)

TOTAL NATIONAL PRIVATE CONSUMER i GOV'T, OUTLAYS FOR
PRODUCTION(GNR) SPENDING GOODS AND SERVICES
Up up Up
42.2% 396% 50.1%
Up Up
47% 6.%
1961-1968  1967-1968 1961-1968  1967-1968 19611968 19671968
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[ 7 1.0% . 7 i
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Up up
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o o NET INCOME
44.5% 51.2%
Up
! 65% up
] : ; ; % 1%
1961-1968 1€ 37-1968 1961-1968 1967-1968 1961-1968  1967-1968

Source: Dept. of Commerce, Office of Business Economics and CEP.
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PRICE, PROFIT, INVESTMENT, AND WAGE
TRENDS DURING 1960-1968"

Percentage Change,|1960-1968
V7 Prices¥ [ Profits after Taxes¥ nvestment in Plant and Equipment® XY Wage Rotes®
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s

uwp
75%
72!
TOTAL PETROLEUM CHEMICALS
MANUFACTURING and COAL PRODUCTS and ALLIED PRODUCTS

ELEGCTRICAL IRON ond STEEL MOTOR VEHIGLES
HACHINERY and EQUIPMENT

V/all1968 data preliminary.
%ota:l!,s.bepl. of Labor, wholesale commodity price indexes.
3data: Federal Trade Commission-Securities and Exch ge C

Ypeta:us. Dept.of Commerce and Securities and Exchange Commission.

%afa:U.S.Dam.of Labor, Bureau of Labor Statistics; Average hourly
earnings of production workers.
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Chart &

NUMBER IN U.S. LIVING IN POVERTY,
DEPRIVATION, COMFORT, AND AFFLUENCE,

1967, AND GOALS FOR 1972 AND 1977

Annual Money incomes, Before Taxes, in 1967 Dollars

In Millions

L__:i 1967, Actual
V7] 1972, Goal

$3,335- $6,000-  $8,0008
5,999 7,999 over
DEPRIVATION- COMFORT &
POVERTY DEPRIVATION COMFORT AFFLUENCE

In Millions

1966¥Actual
77 1972 Goal

- $5,000 8
2,999 4,999 over
COMFORT &
POVERTY DEPRIVATION COMFORT AFFLUENCE

-L/Poverty-income ceilings vary by size of fomily. The figure of $3,335 applies to o family of four, according to the
estimates of the Social Security Administration, Dept.of HE.W. The average size of families in poverty being four,
5,27 million famities involve about 21.1 million people.

2/The overage size of families living in deprivation is about 3.0, coming to about 33 million people.

3/The poverty-income cailing of $1,635 accords with the estimates of the Social Security Administration,Dept.of HEW.
4/1967 not available. All projections,however, in 1967 dollars.

Basic Data: 1966,1967: Social Security Administration,Dept.of HEW.; Bureau of the Census, Dept. of Commerce.
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Chart?

SHARE OF FAMILIES IN TOTAL FAMILY INCOME

BY QUINTILES, 1947, 1953, 1960,and 1966

{ Money Income )
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ALLOCATION OF TAX CUTS, I962-1965:
INVESTMENT AND CONSUMPTION PURPOSES

(Billions of Dollars)

EXCISE TAX CUTS,
1965

ERSONAL TAX
UTS, 1964

10.6

PORTION OF
EXCISE TAX
8.6 CUTS,1965%/
[-70.51 | PORTION OF EXCISE
TAX CUTS 19654/

PORTION OF
PERSONAL TAX
CUTS/19643/

TAX CONCESSIONS
TO INVESTORS,
19652/

CORPORATE TAX
CUT, 1964

v PORTION OF
| PERSONAL TAX

TAX CONCESSIONS
TO INVESTORS,
19652/

CORPORATE TAX
CUT, 1964

CUTS|1964 €/

PORTION OF
PERSONAL TAX
CUTS/19645/
TAX CONCESSIONS TAX CONCESSIONS
TO INVESTORS,
19621

ESTIMATED ALLOGATIQN ESTIMATED ALLOCATION
TO INVESTMENT PURPOSES ~T0 CONSUMPTION PURPOSES

b Through Congressional & Executive Action
2 Through Executive Action

3/Estimated portion of personal tax cut,for those with incomes of $10,000 and over,
which they would save for investment purposes.

4/ Based on estimates of excise tax cuts passed on to consumers through price cuts.
5/ personal tax cuts for those with incomes under $10,000.

5/ Estimated portion of personal tax cuts for those with incomes of $10,000 and over, which they would
spend for consumption.

Note: Estimates of excise tax reduction allocation by C.E.R.(amount might be passed on to
s by price red JH alarge portion of this did not go to low income consumers.
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Chart 11
1964 TAX ACT, PERSONAL TAX CUTS
Percent Tax Cut And Percent Gain In After-Tax Income
Married Couple With Two Children At Various Income Levels
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—"Adjusted gross income levels. g/Hsﬁmmed

Note: Standard deductions for $ 3,000 income level. Typical itemized deductions

for other income levals.
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Chart 12

TAXES PAID AS % OF INCOME,U.S.1966"
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v Income relates to"Total Gross Adjusted Income"of all persons in the income classes shown.

2/includes Federal Income taxes; social security taxes; State and local Income, sales and gasoline toxes;
ond personal property and reol estate taxes.

Basic Data: Internal Revenue Service and Brookings Institution
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Chart 14

GOALS FOR A FEDERAL BUDGET, 1972 AND 1977,
GEARED TO ECONOMIC GROWTH & PRIORITY NEEDS

1969, fiscal year; goals for 1972 and 1977, calendar years
All figures in fiscal 1969 doliars &/

ALL FEDERAL OUTLAYS NATIONAL DEFENSE, ALL DOMESTIC
. SPACE TECHNOLOGY, & PROGRAMS
ALL INTERNATIONAL

Total Per  %of Total Per % of Total  Per % of
Expend.  Capito GNP Expend. Capita GNP Expend.  Capita GNP
Year  (BiL$) ($) (%) Year  (BiL$) . ($) (%) Yeor  (BIL$) $) (%)
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1972 226.500 106890 20.61 | 1972 90000 424.73 8.19( 1972 136.500 644.17 12.42

1977 280.000 122377 20.06{1977 94000 410.84 6.73| 1977 186.000 812.93 13.32

EGONOMIG OPPORTUNITY HOUSING AND AGRICULTURE; AND
PROGRAM GCOMMUNITY NATURAL RESOURCES
DEVELOPMENT

4

Total Per % of Total Per % of Total Per % of
Expend.  Capita GNP Expend.  Capita GNP X Expend. Capita GNP
Year (Bl $) $) %) Yeor  (Bil.$) {$) (%) Year  (Bil $) $) %)

19692/ 2000 9.86 0.23 | 19692 2.784 13.72 0.31 | 19692/ 8.099 39.91 0.9
1972 3800 17.93 0.35 | 1972 5.500 2596 0.50| 1972 12.000 56.63 1.09
1977 5500 24.04 0.39 | 1977 9.000 3934 0.64 1977 15,500 67.75 ~ I.1}

EDUCATION HEALTH SERVICES PUBLIC ASSISTANGE;
: AND RESEARCH LABOR, MANPOWER, AND
IE

OTHER WELFARE SERVICES

,“ &g

Total Per % of Total Per % of Total Per % of
Expend. Capita GNP Expend. Capita GNP Expend.  Capita GNP
Year  (Bil. $) $) (%) Year  (Bil. $} $) %) Yeor (Bl $) $) (%)

19692/ 4.699 23.16 053 | 19692/10.665 52.51 1.21| 19692/6.280 30.95 069

1972 16.200 76.45 147 | 1972 14.000 66.07 1.27]| 1972 9.500 4483 0.86

1977 32.900 143.79 2.36 | 1977 20.000 87.41 1.43] 1977 15.100 €6.00 1.08
—/ Dollars of purchasing power app ly d in President's fiscal 1969 Budget.

_2/ Administration's Proposed Budget os of Jan. 29, 1968. Beginning with fiscal 1969, the Budget includes the -
immense trust funds, net lending, and other relatively minor new items. Note: Goals include Federal contributions of one billion
in 1970, and more than twe billion in 1977, to the OASDH i to help increase benefit payments to the aged.

Projections by Leon H.Keyserling.
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SELECTED PRICE TRENDS, 1918-1968
U.S. AND SELECTED OTHER COUNTRIES

AVERAGE ANNUAL RATES OF CHANGE

—{UNITED STATES |

EZZE) CONSUMER PRICES  [EEZ3 YHOLESALE PRICES INDUSTRIAL PRICES

1928~ 1968

1965 - 1965 1967 - 1568 1956 - 1556
[ %SELEC:TED OTHER COUNTRIES #}
EZ57) CONSUMER PRICES 553 WHOLESALE PRICES

UNITED KINGDOM UP FRANCE GERMANY

boooe . 3.3% _UP
up 3
=25 5l 2.85Y

1957-1967 _ 1962-1967 1957-1967 __ 1962- 1967 1957-1967  1962-1667

1TALY CANADA JAP AN
1987-1987 1962-1987 ’

up
1.5%

1957-1967 19621967 1957-1967 1962-16¢7

J/ PHGLTSALE PRICES OF FIKISHED GOODS {WHOLESALE PRICES OF BASIC HAT{R! ALS IKCREASED 0.%% A Yiar
CURIHG 10B7+°C7 A4D (.C% A YZAR DURIKG 1902-%¢7),

& 1967 DATA ARE PRELIMIHARY B'NEAWS BASID LPON PIRST NINE TO IL!\'GJ] PEOHTHS.

LAIRCSY GUREAY OF LASOR STAYCS"CB; OF7ICE OF CUBINESS tcomalcm 49 ™S UNITCD RATIO%Su ozry.

w bnlOR) AXD ORGARIZATION R Ikcmlc Wmﬂm &0 ma.e?m
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Tt 16

RELATIVE TRENDS IN ECONOMIC GROWTH
UNEMPLOYMENT, & PRICES,1952-1968"

=3 consumer Prices Y Wholesale Prices Industrial Prices

31% 3.5%
26% 2.5% 25% )

2.0%

1.2% .
05% 1.0% 9.9,

0l%

1952-1955  1955-1958 1956-1958 1958-1960 1960-1968  1966-1968
Average Annual Rates of Change

X{ Totat Nationa! Production in Constant Dollars, Average Annual Rates of Change
Industrial Production, Average Annual Rates of Change
Unemployment as Percent of Civilian Labor Force, Annual Averages®

7%

49%

-32%
1952-1955  1955-1968  1956-1958 1958-1960 1960-1968  1966-1968

—I/Preliminory 1968 data.

*These annual averages (as differentioted from the annual rates of change)are based on full-time officiaily
reported unemployment measured against the officially reported Civilion Labor Force.

Source: Dept. of Labor, Dept. of Commerce, & Federal Reserve System.
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THE LAG IN WAGES AND SALARIES
BEHIND PRODUCTIVITY GAINS, 1960-1968"

{average ennual increases, constant dollars)

Chart 17

37%
1960-1968 1960-1966 1966-1968
PRODUCTIVITY, & WAGES & SALARIES
TOTAL PRIVATE NONFARM ECONOMY
1960-1968 1960-1966 1966 - 1968
3.1% 2.9%

3.2%

Output Wages Output Wages

and ond
Salaries Salaries Solaries
PER MAN-HOUR

PER MAN-HOUR PER MAN-HOUR

PRODUCTIVITY, & WAGES & SALARIES
TOTAL MANUFACTURING
1960-1968 1960-1966 1966-1968
%
3.2%

2.9%

Output Wages

utpu Wages
and and ond
Salaries Saiaries Salaries

PER MAN-HOUR PER MAN=~HOUR

PER MAN-HOUR

—[/AII 1968 dats preliminary.
Basic Dato: Dept.of Commerce; Dept.of Labor
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Chart 18

COMPARATIVE TRENDS IN GNP, PRICES, AND

NON-FEDERALLY HELD MONEY SUPPLY, 1955-1968~

ANNUAL GROWTH IN GNP

(Uniform 1967 dollors)

D N
1958- 1959~ 1960~ 1961-  1962-
1959 1960  196) 1962 1963 1964

1956- 1955~
1968 1956
{ann.ove)

1956~

1963- 1964~
1957

1965

1965-  1966- 1967~
1966 1967 1968

[ ANNUAL TRENDS,CPL |

1955~ 1955~ 1956~ 1967- 1958~ 1959~ 1960~ 196)- 1962- 1963~ (964~ 5- 1966 1967-
1968 1956 1957 1958 1959 1860 1961 1962 1963 1984 1965 1966 1967 1968
[ann.gve.
ANNUAL GROWTH IN NON-FEDERALLY HELD MONEY SUPPLY
{Based on seasonally adjusted December data) vp Up
65% 65%
Up
38%
Up
3.1%
Up
25%
3 ¥ IU‘:‘/
o 4%
1.3% U
1956~ 06% 1989~
1957 1960 ,
1955~ 1955- 1957~ 1958~ 1960- 1961~ 1362~ 1963- 1964~ 1965- 1966- (967~
1968 1956 |_._| 1958 1959 l—-] 1961 1962 1963 1964 1965 1966 {967 1968
{onn.ve. Down Down
-0.7% -0.6%

L/ a1 1968 data preliminary.
Data: Economic Report of the President
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AVERAGE INTEREST RATES ON TOTAL
PUBLIC AND PRIVATE DEBT, 1952 - 1967
COMPUYTED AVERAGE INTEREST RATE PERCENTAGE
Tor— INCREASE
50 /

40 /
up

30 IS N WA SO N NSNS SN N B
1952 '54 '56 '58 '60 '6l ‘62 '63 '64 '65 '66 67

ll:acrease Increase
1952—-1967

TOTAL PUBLIC AND PRIVATE COST
OF RISING INTEREST RATES, I953-1967

Colendar Years

TOTAL INTEREST-BEARING DOLLAR cosT
1500 PUBLIC AND PRIVATE DEBT s OF RISING INTEREST RATES
’ Billions of Dollars Biitlions of Doltars
Excess interest cost:
1300 ] 0 $106.6 biltion /

Actual interest charge 4
¢ 7

1,100 on total public and #
private debt ,/
45 #
900
/ ,
30 y
\
700 // Interest charge computed
,’ at 1952 rates
A7
I T Y O T S S N I

500 I T ) I NN O N T
1952 '54 '56 '58 '60 61 62 63 's4 ‘65 '66 67 1952 '54 '56 '58 '60 '61 '62 '63 '64 's5 '66 ‘67

Data: U.S. Tregsury and Oftice of il ics,D tment of C




CUNA INTERNATIONAL, INC.

By J. Oreix SHipE, MANAGING DIRECTOR

This statement is submitted on behalf of CUNA International repre-
senting credit unions in every State of the Union, District of Colum-
bia, and Puerto Rico. Over 20 million Americans belong to credit unions
at the beginning of 1969. '

CUNA International appreciates the opportunity to express its views
concerning certain aspects of the Economic Report of the President
transmitted to Congress, January 1969. ' '

GeNErAL Ecowomic PosiTion

Nineteen hundred and sixty-eight turned out to be a much better year
than expected. The economic boom in business continued through the
entire year; the policy of the Government to moderate inflationary
forces through the imposition of a surcharge was approved by the
Congress; peace talks had started on the war in Vietnam; inflation,
however, continued to undermine the value of savings in credit unions
and other financial institutions., As President Johnson has stated in
this report, “The immediate task in 1969 is to make a decisive step to-
ward price stability.”

Tae Crepir UNioN MEMBER

More than a million persons voluntarily joined credit unions in 1968.
This credit union family generally has stable employment; a mortgage
on their home; makes an average of over $7,500 a year; has very little
in readily available liquid assets. Two-thirds of the credit union fam-
ilies are forced to borrow for consumer installment needs. The average
savings of these c¢redit union families are low. Most of these members
have steady employment. Therefore, they have the problems of main-
taining a rising standard of living while paying increasingly heavier
local, State, and Federal taxes; at the same time paying off the mort-
gage on their homes, their installment debt, and, saving funds to
educate their children and for future needs.

The continued rise of prices in 1967 and 1968 provided them with a
serious challenge. They saw the value of their savings in the credit
union and in other financial institutions being reduced by an inflation-
ary trend. :

The heart of the credit union is the member. The credit union is
created to serve the needs of the member. Anything that harms the
member is of interest to the credit union. An inflationary trend that
eats away the value of the savings of credit union members and other
Americans can only harm these individuals. As President Johnson has
stated, “The first line of defense of the dollar is the strength of the
American economy.” The need for some price stability with economic

(1057)
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growth is primordial to our comments. The distortions that inflation
brings about in the structure of the economy and the pressures it gen-
erates in financial markets, inevitably results in economic dislocation
to those on fixed incomes.

The reduction of income in the hands of the public together with a
sound Government, budgetary program may bring price stability in
1969. The estimated surplus of $38.4 billion should reduce the inflation-
ary trend. An institution as a credit union that only accepts savings
that can be withdrawn on a moment’s notice, would have difficulty pro-
tecting the works that it undertakes if a constant inflationary trend
reduces the value of the savings that our members have placed with us.

If it is necessary to maintain the surcharge on income taxes as sug-
gested by President Johnson in order to produce greater price stability,
we believe that this should be viewed along with other measures of tax
reform in order to lessen some of the burdens of taxes on the lower and .
middle income families.

While credit unions are interested in price stability, we recognize
that the bulk of our members live in the large urban complexes. There-
fore, many of the nonmilitary Government programs that will aid the
living conditions in urban centers are in the best interest of the credit
union families and the Nation. CUNA believes that there should not be
a reduction in Government programs that aid the poor, the aged, and
those that live in urban centers. Programs for additional training,
education, and health should be supported.

Bavaxce or PayaenTs PROBLEM

As credit unions continue to expand overseas, CUNA. International
becomes more and more involved with the problems of the balance of
payments. The 1968 U.S. foreign trade surplus dropped to the lowest
level in 30 years. A surplus on merchandise trade of only $725 million
was a distinet change from the high level surpluses of preceding years.
We recognize the necessity of need for freer trade between nations.
The United States will be unable to change its current balance-of-pay-
ments problems if prices continue to rise domestically. All of the
schemes to increase international liquidity will fail if we cannot sell
U.S. goods abroad at a competitive price.

Sumdmary

The credit union movement through CUNA is intensely interested
in programs that will increase the strength of our Nation and our
members. We recognize that our members are facing problems of in-
creased inflation in 1967 and 1968.

Unchecked inflation can only drive up the prices of all commodities
including money. We urge positive programs to protect the Nation and
our members from the hardships of inflation,

We urge that domestic {)rograms to aid those living in urban centers
be continued and strengthened.



FEDERAL STATISTICS USERS’ CONFERENCE

This statement is submitted on behalf of the Federal Statistics Users’
Conference whose membership is composed of organizations from all
sectors of the economy. Our members have a common interest in the
development of adequate, reliable, and timely statistics from Federal
sources.

The Conference appreciates the opportunity to express its views
regarding certain statistical materials which provide much of the in-
formation upon which the President’s Economic Report and the
Report of his Council of Economic Advisers is based. This vast store-
house of information is used by private as well as public planners and
policymakers in making important decisions that affect the course of
the economy. It is important for all of us that our actions and policy
decisions are based upon the best measures of the economy that it is
possible to obtain.

We consider these two documents and the Federal Budget of such
importance to our members, and others, that for 8 consecutive years
we have sponsored 1-day conferences at which these documents were
discussed by the chairman, or a member, of the Council of Economic
Advisers, and by the Director, or Assistant Director, of the Bureau of
the Budget. We plan to hold a fourth annual conference in April or
May of this year. Our purpose is to help raise the level of understand-
ing of the public policy issues involved in these documents and to
assist users of them in making more effective use of the information
they contain.

This year, neither the President’s Budget Message nor his Economic
Report gave even passing mention to the need for improved economic
statistics. This is in contrast to last year when President Johnson, in
his Budget Message, identified five “long-standing goals” one of which
was: “Providing improved statistics to aid business, labor and govern-
ment in sustaining economic growth.” In his Economic Report last year
the President said: “Accurate, comprehensive and timely statistics
are essential to the development of sound economic policies by gov-
ernment, business and labor. Qur economic statistics are the best and
most comprehensive in the world, but they can be and need to be further
improved. The costs will be exceedingly small relative to the bene-
fits.” The passing of 1 year has not diminished the accuracy of that
statement, nor the necessity for continued emphasis upon improvement
of our economic statistics. We urge that the Joint Economic Commit-
tee, in its 1969 Report, not overlook stressing these needs.

Last year’s Report of the Council of Iiconomic Advisers directed
specific attention to improvement in economic statistics and outlined
a program for improvements in such statistics. That report carefully
spelled out the need as follows:

“That need is accentuated by the current state of the economy
and the current aims of policy. Sustaining expansion close to the
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economy’s potential growth path is a more difficult task than that
of merely attempting to moderate wide swings in output. In a slack
economy, it was often sufficient for the indicators merely to point
in the right direction. Now more accurate information about the
speed of the movement and the distance from full employment
is called for. The need for early and careful diagnosis of the extent
and location of inflaticnary dangers also requires comprehensive
information about the price, cost, and productivity performance
of various sectors of the economy. Capital markets and especially
the mortgage market have taken on a key role, calling for more
comprehensive data and indicators. The current importance of our
international trade position places added emphasis on the need
for better information about export and import prices.”

The 1968 report of the CEA proposed 10 key items for improve-
ment in the area of economic statistics. Although FSUC agrees with
and recognizes the need for economy and establishment of priorities
in connection with Federal programs, we supported those 10 key
items because we considered them priority items. We further agreed
with the Economic Report in its statement that each improvement was
recommended because it met these tests: “That it assist current policy
formulation, that the proposal be capable of rapid implementation
and that its costs be moderate, given the present budgetary strin-

ency.”

g VVZ are pleased to learn that action has been initiated to implement
the recommendations on four of these 10 key items. However, no
action has been taken on six of these items, because the Congress failed
to approve the 1969 budgets requests of the three agencies involved
in implementing the recommendations. They are the Office of Busi-
ness Kconomics, the Bureau of the Census, and the Bureau of Labor
Statistics. The six items are:

(1) Nonmanufacturing industries—Additional information on
employment, wages, investments, sales, and other indicators
for trade, services, and finance that will bring the data closer to
the coverage and quality of the data now available for manu-
facturing industries.

(2) Business investment—Extension of coverage of the plant
and equipment survey to all nonfarm industries, and collection
of separate quarterly data on business investment in plant, as
distinguished from equipment.

(8) International price competitiveness—A better compari-
son of price trends of internationally traded goods.

(4) Improved price indexes—Covering individual industries
systematically, emphasizing actual transactions rather than quoted
prices, and developing methods to make more adequate allowance
for quality changes in our measurement of prices. .

(5) Quarterly data on national product by industry.~—A. new
economic tableau that will ultimately provide comprehensive in-
formation on output, labor input, prices, and productivity by
major sectors on a quarterly basis.

(6) Manufacturing inventories—Expanded coverage and in-
creased detail. :

The fiscal 1968 budget also included appropriation requests for
some of these improved programs, but the Congress failed to approve
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the requests. The range in costs of these individual programs is from
$100,000 to $200,000. The total cost for all would approximate $800,-
000-$900,000. . .

The 1968 Joint Economic Report emphasized that high priority
should be accorded to research in the area of prices and price indices
and also that Government agencies should push rapidly ahead with
the development and regular publication of industry data on output,
productivity, prices, capital, labor, and incomes. In view of this we
wish to call the committee’s attention to the fact that the following
programs of the Bureau of Labor Statistics (included in the 1968 and
1969 budget requests and denied by the Congress) were not even in-
cluded in the 1970 budget:

(1) Inauguration of a semiannual survey of general changes
in wage rates and benefits in the nonmanufocturing sector.

(2) Extension of wholesale price index series to 75 additional
industries. .

(8) Collection of data on transaction prices rather than list
or quoted prices for 40 major commodities in wholesale markets.

(4) Initiation of work on obtaining price data for commodities
in U.S. import and export trade. o

These are certainly high-priority items so far as our economic n-
formation needs are concerned, but rate a low priority when it comes
to appropriation of funds.

The 1970 budget includes a request of the Office of Business Eco-
nomies for $100,000 to strengthen the plant and equipment survey by
expanding its coverage to include the service;type industries and
nonprofit institutions, and to obtain from all industries a separation
of their investment activity as between plant and equipment. In the
previous 2 fiscal years, the OBE had requested, but was denied, funds
for beginning the preparation of real GNP by industry on a quar-
terly basis ($76,000). The 1970 budget does not include this program.

Other priority items included in previous budget requests of OBE
are not. in the 1970 budget. These include: Publication of personal
income by States on a quarterly basis, and initiating work on esti-
mates of the total tangible eapital stock of the United States.

The total budget of the Office of Business Economics ($3.3 million
estimated for 1970) is indeed small considering the significance and
widespread use made of its data for measuring the state of the U.S.
economy and for guiding decisionmakers regarding economic policies
and programs. :

The need for the above-listed improvements has long been recog-
nized. How much longer must we wait before constructive action 1s
talken to implement these recommendations? Although the most sig-
nificant increases in statistical programs in recent years has been 1n
the area of social statistics, major advances in economic statistics must
not be neglected. We respectfully urge that the Joint Economic Com-
mittee emphasize in its report that these are priority items deserving
immediate attention and funding.

At this point, we wish to call the attention of the committee to devel-
opments in the Congress that could impair the future collection of
vital economic data and particularly at subnational levels. The first is
a proposal that would allow only six mandatory questions in the 1970
Census of Population and Housing, all other questions being on a vol-
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untary basis, including questions on education, employment, housing
and income, If this legislation is passed, there is a good possibility that
it would eliminate data on a block basis; it would severely limit, or
perhaps completely eliminate certain data on a census tract or county
basis; and that it would severely reduce, or make questionable, the
reliability of data for larger cities, SMSA’s, larger counties, and even
for some States. Officials concerned with urban and rural problems
have a erying need for more and better information on the economic
characteristics of the population at these various subnational levels.
The need for data for very small areas has grown rapidly as more and
more communities analyze their own problems and malke plans for
dealing with them, neighborhood by neighborhood. Their ability to
deal with these problems would be severely impaired if certain types
of data are denied them at the desired area levels.

A second proposal would place all questions contained in the 5-year
economic censuses on a voluntary basis. If this is done, then there is a
real danger that the comparability of data as between censuses would
be greatly diminished and especially at subnational levels. There is
even a possibility that some of the economic censuses would be of no
value whatsoever because it might not be possible to obtain meaningful
totals for certain industries. This could result, for example, if several
major firms in an industry category should decide not to participate in
the census.

We must also point out that there is a great deal of misinformation
and misunderstanding about the purposes of these censuses and the
valuable contribution they make toward a better understanding of the
nature and composition of our economy and society. Those who are
proposing a curtailment of the population, housing and economic
censuses need to be made aware of the serious effect such proposals
would have on the continued collection of adequate, reliable, and com-
parable data that have been so carefully developed over the years to
aid us in dealing with the myriad of problems that beset this Nation
today. In our opinion, passage of this type of legislation would be the
most damaging step Congress could take regarding our statistical sys-
tem and it would reverse the intent and policy of the Congress which
has been repeatedly expressed over the long history of the census.

On the more positive side, we agree with the Report of the Council
of Economic Advisers which says: “Although there are still gaps in
economic statistics, considerable progress has been made in recent
years by the Department of Commerce, the Department of Labor, and
other Federal Government agencies in increasing the quantity and
improving the quality of statistical data available for assessing the
performance of the economy.”

We believe that the following examples of recent accomplishments
are worthy of note:

By the Bureau of the Census—Launching of a new publication,
Defense Indicators, which replaces the Department of Defense publi-
cation, Selected Economic Indicators; enlargement and improvement
of Business Conditions Digest (formerly Business Cycle Develop-
ments) ; extension of the business censuses and greater use of admin-
istrative records to minimize reporting burden; initiation of first
census of construction industries to be taken since 1939; and initiation
of a new monthly report of Export and Import Merchandise.
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By the Office of Business Economics—Completion of estimates of
personal income for selected years through 1966 for all standard
metropolitan statistical areas (SMSA’s) and for all counties lying
outside SMSA’s; calculation of alternative measures of corporate
profits based on investment statistics in the national accounts; updat-
ing of the measurement of fixed business capital in the United States
to extend the estimates through 1966.

By the Bureaw of Labor Statistics—Publication, jointly with the
Bureau of the Census, of a report entitled “Social and Teconomic Con-
ditions Affecting Negroes in the United States”; publication of the
standard household budgets for differing family and rural or urban
situations; launching of a comprehensive data collection system in the
slums of six large cities to measure in depth job problems and barriers
to employment of slum area residents; and studies of labor force char-
acteristics in the 20 largest metropolitan areas and 14 central cities;
and the poorest one-fifth of the neighborhoods in the Nation’s 100
largest metropolitan areas.

In conclusion, we wish to thank the Chairman and the committee
for inviting our comments on the economic issues which concern the
Nation and our own organization. We also wish to commend the com-
mittee for the vital, necessary, and leading role it has played in the
development of improved statistical programs. It has indeed become
a strong voice urging and defending adequate and proper economic
statistics. We pledge our continued support and cooperation to the
work of the committee.



MACHINERY AND ALLIED PRODUCTS INSTITUTE

By CmarLes STEWART, PRESIDENT

The institute is always privileged to receive an invitation from the
Joint Economic Committee to submit comments on the economic issues
which concern the Nation and private business, including the capital
goods and allied equipment industries which we represent. In re-
sponding to such an invitation, we try to give central consideration
to our view of the public interest as well as attempting to underline
problems and opportunities affecting our sector of the economy.

Tur INrFraTION DILEMMA

We have delayed our response until we could make available to
the committee a very timely, and we feel quite informative, economic
study conducted by Research Director Terborgh of the institute as
a part of the total research effort of MAPI. This study is entitled,
“The Inflation Dilemma.” It is presently being printed as a pamphlet
but we thought that the committee would appreciate having access
to an advance copy in mimeographed form.

The study speaks for itself but 1t might be useful to call the attention
of the committee to the central point in the conclusion to the docu-
ment which is stated by Mr. Terborgh as follows:

A final comment on our present predicament. If we are right
that the principal inflationary dynamic of the past few years has
been rising labor costs, if exhortation has failed to restrain them,
and if direct controls are out, only one effective remedy remains:
relaxing the labor market. So long as we continue to have a drum-
tight market in the major wage-determining category—adult
males—the chance of slowing down the advance of hourly com-
pensation, and with it the advance of prices, is slim.

I commend this study to the readership of the committee.

IxvestaENT Tax CrepiT

The Joint Economic Committee has consistently expressed interest
in the investment tax credit, and during the recent hearings this mat-
ter was again raised, at least during periods of interrogation. The
institute has given extensive study to the investment tax credit and sup-
ports it unequivocally as a permanent part of our tax structure. More-
over, our study work and the 1966 experience with attempting to use
the investment credit as an economic control device, in our judgment,
demonstrate conclusively that the investment credit is totally unsuit-
able for manipulative application as a device for economic control pur-
poses. We submit for the record Capital Goods Rewview No. 67 pub-
lished in September 1966 entitled “The Investment Credit as an
Economic Control Device.” We suggest respectfully that we should
learn from the lessons of the past and the 1966 experiment with manip-
ulation of the investment credit was a debacle and should not be re-
peated. Also in this connection, we call your attention to the statement
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submitted by the institute on March 31, 1966, to the Subcommittee on
Fiscal Policy of the Joint Economic Committee entitled “The Invest-
ment Credit—The Case for Its Permanency.” A copy of that state-
ment is attached with the conviction that the central points underlined
in that presentation are just as valid today as they were In 1966.
Extending one of the points referred to in the earlier MAPT pres-
entation on the investment credit, thié committee we are sure 1S sen-
sitive to the fact that U.S. industry has been confronted for an ex-
tended period with a terrifically steep trend upward in the index of
labor cost per unit of output in manufacturing. From a low of 98.6
in July of 1965 (1957-59—100) the index has increased to 112.9 1n
January of this year which is the latest month for which figures are
available. The only way in which American industry can meet this
cost-push inflation is through modernization and the investment credit
is an extraordinarily important tool to facilitate the process of mod-
ernization in U.S. industry. - )
Finally, as to the investment credit, we are gratified to note that in
remarks before the Business Council on Friday, March 21, the Secre-
tary of the Treasury made the following statement: .
‘We have no plans for tinkering with the investment tax credit.
Congress intended the credit to be a part of the regular tax sys-
tem, and not a device for stimulating or slowing the economy.
Moreover, the credit has been highly effective in encouraging the
longrun investment that creates additional jobs and income.

ConTroLS ON FOREIGN INVESTMENT

Turning to another area of public policy ; namely, controls on U.S.
direct foreign investment, it has been the consistent position of the
institute since these controls were first placed in effect in January
1968 that the basic policy decision was a national mistake and that the
structure of controls implementing that decision is wholly unsound.
Tn this connection, we submit for the record a copy of a letter addressed
by the institute to President Nixon dated January 7, 1969. MAPI is
presenting a current statement on the subject of foreign investment
controls to the Subcommittee on Foreign Economic Policy of the
House Committee on Foreign Affairs in public hearings tomorrow,
March 27, and that presentation is, of course, available to the members
and staff of the Joint Economic Committee.

TreNDs In CariTAL (GOODS

By way of helping to give the committee a broader perspective with
respect to developments in the sector of capital goods, we refer the
committee to George Terborgh’s recent analysis of the behavior of
the capital equipment industries over the last decade. It is published
in the form of Capital Goods Review No. 77, March 1969, copy en-
closed. As the committee will note, this decade shows a remarkable
stabilization of the orders-shipments ratio for capital equipment. In
other words, there has been for this extended period of time a com-
paratively orderly behavior of equipment demand and a generally
excellent Tesponse of suppliers representing a remarkable and gratify-
ing achievement for stability in our economy.

y 1(1*/%L<i(il)ition'a,l materials offered by MAPI for inclusion in the record
ollow:
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Chapter 1

THE TRADE-OFF BETWEEN UNEMPLOYMENT AND INFLATION

Early in 1962, the Council of Economic Advisers proposed an un-
employment target for the American economy. “In the existing eco-
nomic circumstances,” it declared, “an unemployment rate of about 4
percent is a reasonable and prudent full-employment target for stabi-
lization policy.”*

As the reference to “existing economic circumstances” suggests, this
was not conceived as a permanent target. The Council observed that “If
we move firmly to reduce the impact of structural unemployment, we
will be able to move the unemployment target steadily from 4 percent
to successively lower rates.” Four years later, indeed, it felt that a re-
duction had become appropriate: “The unemployment rate has now
virtually reached the interim target and is projected to fall below 4
percent in 1966. There is strong evidence that the conditions originally
set for Jowering the target are in fact being met, and that the economy
can operate efficiently at lower unemployment rates.” ?

This conviction was short-lived, however. After a year’s experience
with lower rates (the average for 1966 was 3.7 percent), the Council
reaffirmed the original figure. After citing advocates of 5- and 3-
percent targets, it concluded that “The experience of the past year
provides a partial answer, suggesting that the 4-percent judgment was
nearest to the mark.” * This ﬁgure was again reaffirmed 2 years later:

“In light of the considerations discussed above, a 4-percent un-
employment rate was established as an ‘interim’ target for na-
tional policy early in the Kennedy administration. In each of its
last seven annual reports, the Council of Economic Advisers has
based its estimates of potential output on a 4-percent rate of un-
g}npl,(’));ment. This report continues to make use of this defini-

ion.

1 Economic Report, 1962, p. 46, It is interesting to note that as early as 1947 the Com-
mittee for Economic Development defined ‘“high employment’” as an unemployment rate of
4 percent, and geared its “stablizing budget’’ proposal to that figure. See The New FEco-
nomics, MAPI 1968, p. 6.

2 I'bid., 1966, p. 5.

8 Ibid., 1967, p. 42,

¢ Ibid., 1969, p. 64.



1068

While the 4-percent target has been consistently maintained by the
recently retired Council (save possibly for the brief wavering in 1966
just noted), it is not yet clear whether it will be continued by the new
one, or indeed whether any specific target will be named. For the pur-
pose of this discussion, however, we are going to assume that is still
the official target.

The dilemma

Given this assumption, we submit that the United States is impaled
on the horns of a dilemma: its employment and price-level objectives
are incompatible. Like a modern Tantalus, it strains for the alluring
fruit of full employment without inflation, but the prize continues to
elude its grasp.

The dilemma arises from the tendency for increases in labor costs
to outrun productivity gains, hence for the price level to advance,
when the unemployment rate is at or below the target figure. The
rate compatible with price-level stability is substantially above that
figure. As things now stand, the country can enjoy either full employ-
ment or a stable price level, but not both.

Since unemployment and inflation are alike evils to be minimized,
and since they are in substantial degree alternative (the more of the
one, the less of the other), we confront the problem of a “trade-off”
between them. This problem presents two questions, one of fact, one
of policy. The factual question concerns the Zerms of the trade-off:
what is the relation between unemployment and inflation? The sec-
ond concerns policy: given these terms, at what point is more unem-
ployment better than more inflation, or vice versa?

We deal in this chapter with the factual question only. Obviously,
the policy decision depends in large measure on the terms of the trade-
off. How much acceleration of the inflation rate is associated with a
given reduction in the unemployment rate? How is this inflation
response related to the /evel of unemployment from which this reduc-
tion is effected ? Unless we have a fix on the answers to these questions,
the determination of policy proceeds in the dark.

I. RecaTioNn BeErwreex UNEMPLOYMENT AND INCREASES IN LABOR
CO3PENSATION

We can explore the trade-off problem by analyzing first the historical
relation between the unemployment rate and the rate of rise in hourly
labor compensation.

For this purpose, history means the postwar period, since compre-
hensive figures on hourly compensation were not available earlier. But
not all of the period is properly includable. Some portions werve clearly
abnormal. There were wage explosions in 194647 following the release
of World War II controls, and in 1950 following the outbreak of the
Korean war. There were wage controls during that war, affecting the
years 1951-53. There were recessions in 1949 and 1954. In fact so little
of the postwar prior to 1955 can be considered indicative of the normal
relation between unemployment and increases in compensation that
we begin our analysis with that year.
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Chart 1

Relation Between the Average Unemployment Rate and the
Percentage Increase During the Year in the Average
Hourly Compensation of A1l Employees in the Private
Nonfarm Economy: A. Nonrecession Years, 1955-68;

B. A1l Years, 1962-68* : :
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* For sources and methods, see Appendix A. . Compensation
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But this does not exhaust the exclusions. It is obvious from a study
of the four postwar recession years—1949, 1954, 1958, and 1961—that
there is no semblance of a standard or normal relation between unem-
ployment and wage behavior in such years, (In 1949 the increase in
average hourly compensation was drastically below that of the preced-
ing year, in 1954 moderately below, in 1958 about even, and in 1961
sharply above.) Accordingly, we exclude from our analysis of the
post-1954 period the recession years 1958 and 1961, and also, for a spe-
cial reason, 1960.° This means, of course, that we draw no inferences
as to the relation between unemployment and compensation increases
during recessions.

These exclusions leave us with only 11 annual observations, fewer
than we would like, but enough to yield at least the broad outlines
of the relation we are investigating.

The picture

The chart on page 3 shows on the horizontal axis the average unem-
ployment rate for the year and on the vertical axis the percentage in-
crease in average hourly compensation during the year. Data for the
11 years are plotted in section A. Those for the most recent 7 years are
shown separately in section B.

It is obvious at a glance that increases in compensation have tended
to be lower with higher unemployment rates, but equally obvious that
the relation is not completely regular. There can always be an argu-
ment in such cases about the precise location of the line of central
tendency and there is unavoidably some arbitrariness in drawing it.
The one shown on the chart is not sacrosanct, but it is certainly some-
where “in the ball park.” You can draw your own.

Suppose we tabulate the trend values of the two lines for a few
pertinent unemployment rates:

Associated annual increase in
average hourly compensation

(percent)
Unemployment rate (percent) A B
............................... 7.7 7.2
———- 5.8 5.6
............................... 4.2 4,1
3.7 3.6

Note that in both cases the increase in hourly compensation as-
sociated with the official 4-percent unemployment target is in eacess
of 6.5 percent a year.

II. Reration BrrweeN UwnesrrLoyMENT anp UNIT Lasor CosTs

Increases in hourly labor compensation do not, of course, imply
equal increases in labor costs per unit of output, commonly referred
to as “unit labor costs.” For the latter fall short of the former by the
rise of productivity per man-hour. Thus, if hourly compensation is

5 W fined recession years as the ones in which the movement bottomed. In the
rece‘s‘s(':o}rllac‘;i‘?a 1(19e58, the decline s};arted so late in 1957 that the averages for that year were
very little affected but the decline culminating in 1961 started early in 1960 and was largely
completed by the end of the year. In that case the averages for both years were seriously
affected by the recession, and we have consequently excluded both.
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up 5 percent and output per man-hour gains 3 percent, unit labor costs
are up 2 percent.

For the private nonfarm economy as a whole (and even more so, of
course, for components thereof), the rate of gain in output per man-
hour is highly variable over time. But if we subtract the average rate
for the most recent decade, 1959-68 (2.8 percent per year) from the
lines of central tendency in chart 1 we get the following:

Associated increase in unit labor
costs, assuming average pro-
ductivity gain (percent)

Unemployment rate (percent) ’ A B

4.9 4.4
3.0 2.8
1.4 1.3
.9 .8

Note here that the rise in unit labor costs associated with the target
unemployment rate is 3.0 percent a year for A and 2.8 percent for B.
‘While we have not extended our trend lines beyond the 6-percent un-
employment rate, it is evident that if they were so extended the rate
associated with stzable unit labor costs would be higher.

Other estimates

This last conclusion agrees fairly well with the findings of other
investigators for earlier portions of the postwar period. The results
of several studies (all assuming an annual increase of 2.5 percent in
output per man-hour) are summarized below : '

Unemployment rate associated with stable unit labor costs

Study:* Percent
A—1947 to 1958 : - 5.5
B—1948 to 1958 : 8.0
C—1948 to 1957 8.0
D—1948 to 1957 5.6
E-——1947 to 1960 6.6

Average : 6.8
1 Phese studies are summarized in a report, Price Stability and High Employment (1966),
prepared for the Economic Council of Canada by Ronald G. Bodkin, Elizabeth P. Bond,
Grant L. Reuber, and T, Russell Robinson, p. 72. Since the results shown assume an average
gain in output per man-hour of 2.5 percent, they would be reduced somewhat by our assump-
tion of 2.8 percent.
Unit labor costs and prices
If prices reflected nothing but the compensation of employees, they
would, of course, move exactly with changes in unit labor costs, but
there are other components—capital consumption charges, earnings of
proprietors, corporate profits, interest, taxes, etc., which impair this
1 to 1 relationship. There are cyclical and other variations in these
components, but under similar economic conditions, or over a long
period of years, changes in price averages tend to match fairly closely
the movement of comparable averages of unit labor costs. The Council
of Economic Advisers has commented on the proposition as follows:
«Simple arithmetic requires that, for the average of unit labor
costs in the entire economy to be stable, it is necessary that the
average change in hourly compensation match, as a percentage,
the average change in output per man-hour in the entire economy;
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and, for the average of prices to be stable, the movements of prices
should conform to the movements of unit labor costs.” ¢ . .
That the movements of prices do conform in this fashion the Coun-
cil demonstrated by the following table (for the private domestic non-
farm economy) :

Percentage change per year!

Period Unit Jabor cost Index of prices
3.0 3.2
2.1 2.3
L1 L3
2.0 2.2

Tord

1 Economic Report, 1968, p. 123. Labor comp tion in this case in s wages, salaries, and supplements of employees,
and imputed labor income of the nonfarm self-employed. The price index is the implicit gross product deflator. The periods
were chosen to obtain terminal years of ‘“relatively high employment."

The close relation between price-level and unit-labor-cost increases
over a period of years is readily apparent. That the former have been
slightly higher is explained largely by the rising tax load (Federal,
State, and local) per unit of private production. While this trend
continues, the unemployment rate consistent with price stability may
be expected to average somewhat higher than the rate consistent with
~table unit labor costs. '

III. ReEvation BeETwEeEN UNEMPLOYMENT AND PRICES

We have already said enough to suggest that even if the relation of
wage changes to the unemployment rate were completely regular, the
relation of price-level changes to that rate would still be irregular be-
cause of two variables bhetween wages and prices: productivity gains
and nonlabor costs (including profits). But since the first relation is
in fact irregular, as chart 1 attests, we have in the second the combined
irregularities of both. , .

That the relation of the inflation rate to the unemployment rate is
a rather loose one has been pointed out by the CEA :

“The historical relationship has been neitlier mechanical nor
precise. In some periods, the overall price level has been affected
by special and erratic factors such as crop failures, shifts in
foreign demand, or bottlenecks arising from a spurt of demand in
one sector of the economy. Moreover the price performance of
any year is influenced by cost developments arising from condi-
tions in prior years.”?

Notwithstanding such factors, however, the unemployment-inflation
relation has been less erratic than might be supposed. Note chart 2 on
the preceding page.

8 Economic Report, 1968, p. 122,
7 Hconomie Report, 1969, p. 94,
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Chart 2

Relation Between the Average Unemploymenf Rate and

the Price-Level Change During the Year: A. Nonrecession

Years, 1955-68; B. All Years, 1962-68*
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Comment

You will observe that over the past 7 years (sec. B) the deviation of
the inflation rate from its normal relation to the unemployment rate,
as defined by the line of central tendency, has in no case been as much
as one-half a percentage point, and that over the longer period (sec. A)
only two of 11 deviations exceeded that limit. This is not half bad.
You will note also (as in chart 1) that the normal line is a little higher
for the larger set of observations than for the smaller, but is otherwise
quite similar. Selected trend values for the two lines are as follows:

Associated annual increase
in prices (percent)

Unemployment rate (percent) A 8

oo
M-

3.
2.
L
1.

O O 00

Note in this case that the annual price increase associated with the 4-
percent unemployment rate is a shade over 3 percent for A and a little
under that figure for B, and that the rate associated with price stability
is over 6 percent.

CEA chart

It is interesting to note that notwithstanding its espousal of the
4-percent-unemployment target, the Council of Economic Advisers has
never said in so many words what rate of inflation can be expected to
accompany it. However, in the final report of the outgoing Council
there is a scatter diagram portraying the relation between unemploy-
ment rates and changes in the price level, from which it is possible to
derive the missing figure. Although the Council drew no line of central
tendency, any reasonable line shows the 4-percent unemployment
rate associated with an inflation rate in ewcess of 8 percent a year
(somewhere amount 3.25 percent) .

There is no point in being too precise here. It is sufficient to say
that on the basis of recent history the inflation rate associated with the
official 4-percent unemployment target is around 3 percent a year.

Conclusion

The foregoing calculations are subject, of course, to a substantial
margin of error, and we should be the last to attach any great signifi-
cance to the decimal points or to claim an exact reconciliation of var-
ious results. The underlying figures leave much to be desired, the
number of observations is limited, and there is an element of judg-
ment in the manipulation of the data. Nevertheless, the broad picture
is reasonably clear. The average, or normal, relation between unem-
ployment and inflation indicates that price-level stability can be
achieved only with an unemployment rate far above the official target.

It may be objected that the normal relation has been derived from
historical data, and is subject to change as time goes on. That is of
course true. It has changed in the past and will do so in the future.?

8 Economic Report, 1969, p. 95. The measure of inflatlon 1s the same we used in chart 2,

GNP deflator,
thg See Mi?:hael E. Levy, “Full Employment Without Inflation,” Conference Board Record,

November 1967, p. 36.
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It is fervently to be hoped, of course, that the future will see improve-
ment, but not matter how earnestly this end is pursued, progress is
likely to be slow. In the meantime, we have only recent history to go on,
and it would be irresponsible to disregard it. The trade-off between
Enemployment and inflation must be made on the information we now
have. o ,

So much for the terms of the trade-off. As we indicated earlier, we
do not undertake at this juncture to address the policy question of
where the balance should be struck. Before we get to that issue there
are a number of related questions to discuss, the first of which—how
we got into the present dilemma—is considered in the next chapter.

Chapter 2

HOW DID WE GET THAT WAY?

The phenomenon that creates the bitter trade-off dilemma described
in the preceding chapter is the responsiveness of labor compensation
to low unemployment rates. As our chart indicates, wages and salaries
“take off” as the rate declines toward the target figure of 4 percent,
and virtually explode if it goes much below that level. Obviously, if
we are to understand the dilemma we must address the question: why
this hypersensitive response? o .

It was not ever thus

The first thing to note is that it appears to be a fairly recent phe-
nomenon. While the figures for remote periods are poor, and not too
closely comparable with those now available, they are nevertheless
suggestive.

In the 80 years following the Civil War, the average hourly com-
pensation of nonfarm employees underwent some substantial swings,
but apparently finished the period about where it started.’* From
the midnineties to the outbreak of World War I, it rose at an average
rate between 2.5 and 8 percent a year.’* More significant for the pres-
ent, in the prosperous period of the twenties, 192329, the rise aver-
aged between 2 and 2.5 percent.!? Contrast this with the postwar
period 1947-68, when it averaged over 5 percent.

Sharpening the contrast between 192329 and 1947-68 is the indi-
cation that In the former period the unemployment rate averaged
somewhere between 2.5 and 3.5 percent, against an average of 4.7 per-
cent for the latter® You will recall from chart 1 (p. 3 of ch. 1) that
the rise in average hourly compensation now associated with an unem-
ployment rate of 8.5 percent appears to be in ewcess of 7 percent a
year. Obviously, something has happened to alter radically the rela-
tion between unemployment and wage inflation. What is it?

1 Stanley Lebergott, Manpower in Economic Growth, McGraw-Hill Publishing Company,
1064. We have adjusted Lebergott’s estimates of annual earnings of nonfarm employees
(p. 528) for the decline in hours worked per year.

1 Thid., pp. 524, 528, similarly adjusted.

1 Ibid., p. 524, similarly adjusted. .

13 Lebergott’s average for the earlier period is 3.3 percent (op. cit., p. 512). That of the
National Industrial Conference Board is 2.5 percent (Economic Record, March 1940, p. 78).
The postwar average is that of the U.S. Department of Labor.
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I. TeE Rore oF CoLLECTIVE BARGAINING

One theory or hypothesis commonly advanced is that the difference
stems from the greatly expanded role of collective bargaining in
the postwar period. Suppose we give this our first attention. v

In the period of the twenties to which we have referred, only 12
or 13 percent of private nonfarm employees were unionized. Nearly
two-thirds of thes~ were concentrated in mining, construction, trans-
portation, and public utilities, with only a scattering in manufacturing
and fewer still in trade, services, and finance. Collective bargaining
was a localized phenomenon with limited impact on the general labor
market, which continued to function for the most part without refer-
ence to it.

The postwar picture has been quite different. Thanks to the policy
of governmental protection and promotion of labor organization be-
gun under the New Deal and continued since, the proportion of private
nonfarm employees in unions has fluctuated generally ‘in the 30-33
percent range. Naturally, this has resulted in a much wider diffusion
of collective bargaining, particularly in manufacturing, and has given
it a much more pervasive influence on the labor market as a whole.
The theory stated _ o o , '

A distinctive feature of collective bargaining is the concept and
Eractice of annual across-the-board incréases in compensation. What

as happened, the theory runs, is a diffusion throughout the labor
market of the pattern of expectations generated by this practice. The
pattern has become deeply embedded in the mores of the market, and
1s followed in the unorganized sectors no less than in the organized.
Everyone expects to be “sweetened up,” either annually or on some
other schedule, without much regard to employment conditions.

In many cases, of course, the pressure on nonunion employers to
match union wage gains.is immediate and compulsive. If they have
unorganized employees in.an otherwise organized plant, the issue is
hardly debatable. If they are trying to forestall unionization, they
must at least meet, and probably better, union gains elsewhere, I£ they
operate in a union town, with numerous and well-publicized local
settlements, they had better stay in line. But even when the pressure
is less direct, they are likely for the sake of worker morale and good
personnel relations to keep up with the parade. It is the price that
must be paid in a labor market conditioned to annual “rounds” in the
organized sector. It follows, according to the theory, that this condi-
tioning is the fundamenta] reason for the wage dynamism now dis-
played by the labor market in general. o ‘

In considering this theory, it is convenient to separate the opinions
held about it from the statistical evidence for it. We begin with the
former. o

A. OPINIOXNS

Thousands of opinions have been expressed over the years on this
subject, and we shall have to be content with a small sampling. We
start with the view of organized Iabor.
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Views of orgamized labor '

There has never been any doubt, so far as unions dare concerned, that
the purpose of collective bargaining is to get more than the labor mar-
ket would otherwise give. Witness an official statement :

“The object of the union is to secure higher living standards
for its members. A major way unions hope to accomplish this
objective is by winning for their members wages and other mone-
tary benefits higher than they would be able to obtain without
union representation.

“There is a major element in the academic community that
argues that despite the most vigorous efforts, unions are restrained
by the economics of the marketplace so that they cannot obtain
for their workers any significant advantage over nonunion work-
ers. Although it is obvious that this issue is not subject to conclu-
sive proof, we wonder why, if this viewpoint is correct, employers
so vigorously object to proposed union wage settlements. More-
over, there is major evidence that wages for union members in
the same industry and area of the country are higher than wages
paid to nonunion workers.” *

While organized labor clearly believes in the direct wage impact
of collective bargaining, it is less clear whether it agrees with the
hypothesis that its activities contribute to wage dynamism in the
unorganied sector of the labor market. Presumably it does, provided
this effect is not construed as impairing the value of collective bar-
gaining itself. Its view appears to be that even though wages in the
unorganized sector tend to follow negotiated rates, they lag behind.
If this inference is correct, we have what amounts to an endorsement
of the theory of union wage leadership.

View of economists

The opinions of economists on the theory under discussion range,
as usual, over a wide spectrum, from a doctrinaire denial that collec-
tive bargaining can affect the general wage level at all, to the opposite
view that it is chiefly responsible for the phenomenon of wage
inflation.

About a decade ago, following the inflationary surge of 1955-58,
there was a grand roundup of professional opinion on this subject
(among others) in the hearings on “Employment, Growth, and Price
Levels” conducted by the Joint Economic Committee of Congress.
After listening to testimony on the question by a large panel of econ-
omists, the committee contented itself simply with the observation
that “The exercise of market power by strong unions has contributed
in some degree to the inflation of recent years.” 5

Whether this is a fair distillation of the testimony may be arguable,
but it is at least an understandable reaction to the caution and reserve
with which most of the witnesses stated their own conclusions. A
sample of these formulations will give their flavor:

“Prudence dictates, I believe, that we conclude collective bar-
gaining has contributed to the rise in the wage level since World
War II. For the same reason it is safe to assume that it bears

1 Statement of the AFL—CIO, Hearings on Employment Growth and Price Leveis,‘ Joint
FEconomic Committee (1959), pt. 9B, pp. 3117-8... - S : .
15 Report, Jan. 26, 1960, p. 51.
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some responsibility for creeping inflation. However, it has not
been the main factor.”

“It is my judgment that our collective bargaining institutions
contribute, under conditions of high employment, an independent
element making for a faster rise in wage rates. * * * But this
independent effect is not large.” 7

& Ed ] * B % &

“It would strain the imagination too much to be asked to
conclude that wages and supplements on average have been in-
creased through collective bargaining at most only by as much
as would have occurred anyway in a completely nonunion econ-
omy. * * * However, no one has yet determined the net contribu-
tion of collective bargaining, although there is reason to doubt
that it has been large.” 18

Small wonder that the committee was cautious in its conclusions.

It is interesting that about the same time the Organization for
European Economic Cooperation appointed a task force of six emi-
nent economists to study the problem of rising prices, primarily in
the European context. Thanks perhaps to the greater prevalence of
unionization and collective bargaining in most countries of western
Europe, the group was able to reach somewhat stronger conclusions
on their inflationary impact. After reviewing the record for individual
countries, it concluded:

“Summing up, we believe that wages have generally risen faster
than they would have done solely under the influence of demand
in a competitive market. Furthermore, while the state of the
labour market has obviously had some influence on bargaining
attitudes, we have not found evidence of any unique and predict-
able relationship between demand and the rate of increase in
wages. In our view, the pressure exerted in wage negotiations and
the use made of the wage negotiating machinery has been a vital
factor in the equation.”

Both the Joint Economic Committee hearings and the OEEC
report date from 10 years ago, and it is proper to ask about the trend
of professional opinion since then. What has been the effect of another
decade of observation and experience? It is our impression that eco-
nomists are now inclined to give more weight to the role of collective
bargaining in wage inflation, but it would be an exaggeration to say
that there is a consensus on the subject. In the United States, at least,
the spectrum of opinion is still wide.

View of the Council of Economic Advisers

Whatever may be true of economists in general, the recently retired
Council of Economic Advisers appears to have entertained decided
views on the role of collective bargaining in wage dynamism. Its entire
discussion of wage restraint has run in terms of the moderation of
negotiated settlements. The so-called guideposts, as applied to wages,
were standards for such settlements. Note the following:

18 Hearings on Employment, Growth, and Price Levels, 1959, pt. 8, p. 2531.
7 Ibid., p. 2739.

18 I'bid., p. 2530. X

1 OBEC, The Problem of Rising Prices (1961), p. 50.
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Chart 3
Compensation of Heavily Unionized and Lightly Unionized

Percentage Increase During the Year in Average Hourly
Industries*
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“When demand outruns the growth of productive resources,
prices and wages will rise even in the most highly competitive
markets. (Indeed, they may rise faster and farther than where
large firms and long-term labor contracts give some degree of
stability.) That kind of ‘demand-pull’ inflation can be held in
check by fiscal and monetary policies which keep demand in line
with productive capabilities. If labor markets are efficient, con-
trol of demand-pull inflation will not require restraints on demand
that would lead to a high unemployment rate.

“But businesses and unions can push prices up even when re-
sources are not fully utilized. That kind of ‘cost-push’ inflation,
too, can be controlled by lowering demand, but only at the cost
of an unacceptable degree of economic slack, * * *? 20

What the Council seems to have said here is that except in very
tight labor markets, when wages in the unorganized sector rise spon-
taneously (and perhaps even faster than collectively bargained
wages), the leadership comes from the organized sector. Save for
such “demand-pull” situations, the limitation of wage increases to
the general rise in productivity (and hence their compatibility with
price stability) depends on restraint in that sector. “Cost-push” wage
inflation is a phenomenon of collective bargaining.

So much for theoretical opinions on the issue. We turn now to the
second part of our inquiry, the nature of the statistical evidence.

B. STATISTICAL EVIDENCE

While the Ieadership of collectively bargained wages (except in the
case of “demand-pull” inflation) is a plausible hypothesis, it is not
easy to prove statistically.

In part this is due to lack of data. There are no comprehensive his-
torical series for union and nonunion wagse as such; all we can do is
classify industries as heavily unionized or lightly unionized and com-
pare the wage movements of @/l workers employed therein. The first
group includes mining, manufacturing, construction, transportation,
and public utilities, with over 85 percent of all union members (exclu-
sive of Government) and an average unionization ratio of 55 percent;
the second, trade, services, finance, insurance, and real estate, with
less than 15 percent of all union members and an average ratio under
10 percent. The chart on the preceding page gives the picture for the
postwar period.

This shows clearly (1) a consistent and substantial lead of the
heavily organized industries during the early postwar years (through
1952) ; (2) an extended period thereafter (1953 through 1964) when
gains in the two areas were generally similar; and (8) a recent period
(1965-68) when the lightly organized sector made the larger gains.
T'he recent period.

The recent period is of special importance for the theory of union
wage leadership, for it is the one in which the currently troublesome

inflationary pressures have developed. It may be well, therefore, to take
a closer look at it.

20 Economic Report, 1967, p. 119.
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It is often argued that in periods when wage rates are rising rapidly
union rates tend to lag because of the drag of long-term contracts ne-
gotiated in prior years, and that the real measure of union wage leader-
ship in such circumstances is the increases currently being negotiated
in new contracts. Suppose we examine this measure for the recent
period.

The accompanying table compares the median increase in hourly
wages and benefits in new collective bargaining agreements with the
average increase in hourly compensation In the same years for the two
sectors of the economy. (As of interest also, we show the median in-
crease effective each year under new and ewisting contracts.) **

Median wage and benefit adjustment in Median wage Increase during the year in _
major new agreements (percent) adjustment  average hourly compensation’
effective (percent)
under
Averaged over contract new and X )
existing Heavily Lightly
. Actual Equal major organized organized
Year 1st yeart timing? timing 3 agreements+4 industries industries
3.8 63.7 3.3 3.4 2.6 5.8
4.8 4.5 4.1 3.6 5.7 6.2
5.6 5.2 5.2 4.4 6.4 6.5
7.5 6.6 6.0 5.5 7.2 7.4

1The 1st-year adjustment (as distinguished from the averages over the contract life) is for wage rates only.

2 Takes account of “‘front loading” of contracts.

3 Total increase over contract life spread evenly. i . i .

¢ Adjustments in wage rates negotiated during the year, plus those decided on in earlier years, plus cost-of-living
adjustments effective during the year.

5 From chart 3.

6Qur estimate.

It appears that in both sectors the increase in average hourly com-
pensation exceeded the median wage and benefit adjustment in new
collective agreements (averaged over the contract life), and except
for 1968 exceeded even the first-year wage adjustments in such agree-
ments.? '

The record reviewed in chart 3 may seem at first glance to demon-
strate the absence of union wage leadership over the past 16 years
(since 1952), but this does not necessarily follow. Three lines of com-
ment suggest, themselves. First, the comparative-rate-of-gain test may
be misleading. Second, it is necessary to take account of different
rates of employment growth in the heavily organized and lightly or-
ganized sectors. Third, increases in the statutory minimum wage (and
its coverage) have affected predominantly the lightly organized
sector.

Comparative-rate-of-gain test

It will be obvious on a moment’s reflection that union wages in
general cannot continue to outrun nonunion wages indefinitely. Kven-
tually the gap becomes so wide that the rest of the labor market fol-
lows along. After this point is reached, union leadership is no longer
manifested by larger relative gains than those of the unorganized area,

21 A1l figures on contract provisions are from the U.S. Department of Labor.

22Tt is true, of course, that average increases in negotiated agreements tend to be a
little higher than the medians shown here. On the other hand, the data are for large con-
tracts only (5,000 workers or more—10,000 in 1965—for the package increases averaged
over the contract, 1,000 or more for the first-year wage increases only). There is some
evidence (in manufacturing) that wage increases in large contracts during this period were
generally higher than in small ones. (Sec Leon Bornstein. “Wage and Benefit Developments
in Manufacturing,” Monthly Labor Review, November 1968, p. 42.)
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even though it may still be basically responsible for the wage dynamism
of both sectors of the market.

It can be argued that the greater relative gains of the heavily or-
ganized sector in the early postwar years (through 1952), following,
as they apparently did, greater gains in the prewar period,? devel-
oped enough tension or pull on the lightly organized sector to bring
it along thereafter in line with the leadership.?* By this interpretation,
the generally similar advance of the two sectors after 1952 repre-
sented such a delayed or lagged response of the lightly organized
sector. The latter maintained its relative position, but at a lower
absolute level of compensation.

Statistical confirmation of this theory would require at the very
least a showing that union rates of compensation have been sig-
nificantly higher over the period than nonunion rates. Obviously, the
overall averages for the heavily organized and lightly organized sec-
tors are not comparable, since the former consists predominantly of
high-wage and the latter of low-wage industries. As for union and
nonunion rates in the same industries, the data are sparse, but such as
they are, lend at least some color to the theory.?

Comparative employment growth

It can be argued also that union wage leadership was masked after
1952 by the effect of shifts in employment. From the beginning of 1953
to the end of 1968, employment in the heavily organized sector rose
only 11 percent, against a rise of 58 percent in the lightly organized
sector. That hourly compensation rose almost as fast for the former
as for the latter notwithstanding this tremendous difference in the
requirements for additional manpower may be construed as evidence of
the dynamic effect of collective bargaining. If the employment growth
rates had been equal, union leadership might have been more evident.

This surmise has special application to the period 1958-64, when un-
employment rates were continuously high (averaging nearly 6 per-
cent), and when union wage leadership (“wage push”) was a normal
expectation. That hourly compensation rose slightly faster in the
lightly organized sector even under these conditions (the average an-
nual gain being 4 percent against 3.9) may have been due to the more
rapid expansion of employment in that sector (20 ‘percent against 4
percent). Here too it may be conjectured that if the expansion rates
had been equal the heavily organized sector would have made the
larger gains.

Impact of the minimum wage

As to this factor, there can be little controversy. The frequent notch-
ing up of the minimum wage over the past 16 years, especially rapid
recently (12 percent in 1967, 14 percent in 1968), and the progressive

2 While there are no figures for hourly compensation in the two areas prior to 1947, we
do _have the average annual compensation of full-time-equivalent workers. The relative
gains by this measure for the period 1935—41 were 36 percent and 15 percent for the heayily
organized and lightly organized sectors, respectively. While the former apparently lost
some ground during the war, this only partially offset the earlier advantage. _

2t Actually, the lightly organized sector made slightly larger. gains after 1952 than the
other, the annual averages for the period 1953-68 being 4.84 and 4.69 percent, respectively.

% Studies of 22 manufacturing industries by the U.S. Department of Labor, spread over
the period 1962-67, show average straight-time hourly earnings of $2.39 for establishments
with a majority of hourly workers unionized and $2.02 for those with a minority or none
(our computation). However, since the data have not been analyzed by geographical area
and size of establishment, the results are inconclusive.
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extension of its coverage, have had their impact predominantly, indeed
overwhelmingly, on the lightly organized sector.

It is a well-recognized phenomenon that an increase in the minimum
wage, where effective, results in an upgrading of pay scales above the
minimum. This has undoubtedly been a factor (how large we do not
attempt to estimate) in the rise of average hourly compensation in the
nonunion area, and in the relatively strong showing of that area in
wage-trend comparisons.

Adding it up ' ‘

To what extent these factors account for the absence of clear union
wage leadership after 1952, it is hard to say. To some extent they are
not even consistent with each other (the first suggests that we should
not expect continued rate-of-gain leadership ; the others, that save for
the special factors cited—differential employment growth and the min-
imum wage—we would have seen more of it).

Whatever weight is attached to these explanations, the fact remains
that the purely statistioal evidence of union wage leadership in recent
vears is ambiguous and inconclusive. This does not necessarily mean
that such leadership has been lacking, but it does imply that its pres-
ence and effects must be inferred from nonstatistical observation.

II. ComrositioN oF UNEMPLOYMENT

We should like to comment next on an alternative explanation of
the phenomenon under study, (the apparent contrast between recent
wage behavior and that of the twenties) that does not involve the
question of wage leadership. It finds the source of this contrast in a
statistical disparity arising from differences in the composition of
unemployment in the two periods.

All we have for the twenties in the way of unemployment figures
are global, or overall, estimates, with no breakdowns by age, sex,
marital status, color, and so forth. We do have such breakdowns for the
postwar period, however, and it is evident that unemployment in that
period has been very unevenly distributed. We can illustrate by the
figures for 1968.

Awverage -unemployment rate, 1968

Percent

Total - 3.6
Male - 2.9
Adults (20 and over) 2.2
White 2.0
Nonwhite 3.9
Teenagers (16 to 19) 11.6
White 10.1
Nonwhite 22.0

Female __ 4.8
Adults (20 and over) 3.8
White _ 3.4
Nonwhite 6.3
Teenagers (16 to 19) 14.0
White 12,1
Nonwhite 28.7

Note that unemployment rates ranged from 2 percent for white adult males
to 28.7 percent for nonwhite teenage females.
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Effect of dispersion

While this is the pattern for a single year, the wide dispersion of
unemployment rates for different segments of the labor force has char-
acterized the entire postwar era (though somewhat less the first decade
than the second). The rates have consistently been higher for women,
and much higher for teenagers, than for adult males.

Whether a similar pattern obtained in the twenties, we do not know,
but there is reason to suspect the dispersion was considerably less. If
s0, there was a better matching of the qualifications and capabilities
of the unemployed with the requirements of the labor market. This
means that the overall unemployment rate could be lower than it can
now without developing acute shortages in major sectors of the market.
Stated otherwise, a given overall rate meant fewer tight sectors than
now. Thus when the 1968 rate of 8.6 percent obtained in the earlier pe-
riod, it presumably included a substantially higher rate for adult males
than the 2.2 percent report for the later year.

Increase in frictional un employment

Another probable change in the composition of the overall figures
since the twenties is a rise in the relative importance of “frictional®
unemployment, that is to say, the unemployment normally incident to
the process of finding new jobs.

As the technology becomes more elaborate and the average level of
worker skills rises, the search for new employment connections becomes
a more exacting undertaking than before, and workers tend according-
ly to spend more time between jobs. Moreover, with rising afffluence
they are better able to do so. Add to this the support derived from un-
employment benefits—unknown in the twenties—and e have the pos-
sibility of quite a change in this respect. _ ,

The effects of unemployment benefits on frictional unemployment
have been discussed by one writer as follows: _

“It is important to realize that today the reported unemploy-
ment figures include a greater, probably much greater, percentage
of ‘voluntary unemployment’ than in former times. It stands to
reason that as time goes on, as the policy of unemployment relief
is progressively liberalized, and as eligibility requirements for
unemployment are reduced, more and more people find out how
to take advantage of unemployment benefits. Arthur Burns has
pointed out that today a larger percentace of the labor force. and
a much larger percentage of recent additions to the labor force
than formerly, consists of part-time and intermittent workers—
housewives seeking part-time work, students looking for summer
jobs, pensioners trying to work here and there but never long
enough to violate too blatantly the low maximum income that the
law permits a social security beneficiary to earn while he draws
his pension. This greatly increases the scope for drawing unem-
ployment benefits by perfectly legal or legally doubtful means.” 26

Workers “voluntarily” unemploved while drawing these benefits
of course appear in the statistics along with others, thus enlarging
what appears to be frictional unemployment.

2 Gottfried Haberler, “Inflation and Its Causes,” American Enterprise Institute, 1966.
p. 6.



1085

‘What these various observations imply is that a given overall un-
employment rate represents a tighter labor market today than it did
in the twenties. No doubt there is a good deal to this contention, No
doubt it explains in part the apparently lower wage responsiveness
of the earlier period. But it can hardly be more than a partial ex-
planation. The gap seems too wide. If, as the figures suggest, an
overall unemployment rate of 3.5 percent was then associated with
a rise in the wage level of only 2 to 2.5 percent a year, and is now
associated with more than 7 percent, something else must be in-
volved than the change in the composition of unemployment.

ITI. ConcLusION

If the foregoing observations have any validity, there is no clear,
simple, and conclusive answer to the question, “How did we get that
way ?” '

ertainly something has happened since the twenties to increase
wage dynamism, and since the changed composition of unemploy-
ment appears to be only a partial explanation, we are thrown back
on the theory discussed earlier, that the principal factor is the in-
creased prevalence of collective bargaining and in the postwar era
and the altered pattern of labor-market behavior and expectations
that it has developed. In view, however, of the inconclusiveness of
the statistical evidence of union wage leadership since 1952, and the
impossibility of arriving at a judgmental consensus on just how
important the effect of collective bargaining has been, it is pertinent
to ask why the issue has to be resolved at all. Is it essential for the
purpose of anti-inflation policy ?

We shall anticipate the results of later discussion by saying that
in our opinion the answer to this question is negative. It is no#
necessary, in coping with our present predicament, to determine the
precise role of collective bargaining in wage dynamism. Over the
Iong run, it may be important, but for the near term the remedy s
the same whether that role is great or small. :

Chapter 3
SALVATION BY EXHORTATION

‘Whatever the causes of the wage dynamism that now afflicts the
American economy, few will deny that so long as it persists we con-
front the painful trade-off between unemployment and inflation de-
scribed earlier. This raises with great urgency the question whether,
and by what means, the terms of the trade-off can be improved. How
can we reduce the responsiveness of labor compensation to low unem-
ployment rates? '

Controls

There is one approach to the solution of this problem that we shall
not even discuss: direct controls. Anyone who thinks that general wage
and price controls (price control is inevitably wedded to wage con-
trol for political, if not for economic, reasons) can be successfully
maintained in time of peace must go elsewhere for enlightenment.-On
this point we agree fully with the Council of Economic Advisers:
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“The most obvious—and least desirable—way of attempting to
stabilize prices is to impose mandatory controls on prices and
wages. While such controls may be necessary under conditions of
an all-out war, it would be folly to consider them as a solution to
the inflationary pressures that accompany high employment under
any other circumstance. They distort resource allocation; they
require reliance either on necessarily clumsy and arbitrary rules
or the inev'tably imperfect decisions of Government officials; they
offer countless temptations to evasion or violation; they require
a vast administrative apparatus. All these reasons make them
repugnant. Although such controls may be unfortunately popular
when they are not in effect, the appeal quickly disappears once
people live under them.” **

Granted that direct controls are out, what then? A variety of ap-
proaches have been suggested, but we propose to discuss first one that
has already been employed. This we may call the ‘hortatory” approach.
It consists of governmental exhortation of business and labor to induce
the observance of noninflationary price and wage policies.

I. EvoruTioN oF THE HORTATORY APPROACH

Ever since the Employment Act of 1946 charged the Federal Gov-
ernment with responsibility for regulating the economy, it has been
customary, especially in inflationary periods, for the President and/or
the Council of Economic Advisers to exhort industry and labor to
moderation in their price and wage policies. The practice began with
the Truman administration in the inflation of 194648, was resumed
by the Eisenhower regime during the 1956-58 inflation, and was later
institutionalized by the Kennedy regime in the guideposts of 1962.
Thereafter it became a standard feature of official economic pro-
nouncements.

Judged by the character of these exhortations, history divides into
preguidepost and postguidepost periods, hence it may be worthwhile
to take a sampling from each.

Preguidepost formulations

First a couple of specimens from the Truman era.

“Business should reduce prices wherever possible in order to
bring about the necessary increase in consumer purchasing power.
* * * Labor, on its part, must recognize that high volume at low
costs and low prices requires high productivity and the absence
of restrictions on production. For its own advantage as well as
that of the country at large, labor should refrain from demands
for excessive wage increases. * * #7128

“Business men should hold the line against price increases and
reduce prices wherever they can, forgoing a quick and danger-
ously excessive profit in favor of long-run stability. And labor
should be moderate in its wage demands, mindful of recent ex-
perience which demonstrates the impossibility of registering real
gains in an inflationary spiral.” 2°

27 Report, 1968, p. 119,

28 Eeonomic Report, 1947, p. 20,
» Economic Report, 1948, p. 52.
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Next a couple from the Eisenhower period :

“Business and labor leadership have the responsibility to reach
agreements on wages and other labor benefits that are fair to
the rest of the community as well as to those persons immedi-
ately involved. Negotiated wage increases and benefits should be
consistent with productivity prospects and with the maintenance
of a stable dollar, And businesses must recognize the broad public
interest in the prices set on their products and services.” %

* * * * * * *

“Business managements must recognize that price increases that
are unwarranted by costs, or that attempt to recapture investment
outlays too quickly, not only lower the buying power of the dollar,
but also may be self-defeating by causing a restriction of markets,
lower output, and a narrowing of the return on capital investment.
The leadership of labor must recognize that wage increases that
go beyond overall productivity gains are inconsistent with stable
prices, and that the resumption of economic growth can be slowed
by wage increases that involve either higher prices or a further
narrowing of the margin between prices and costs.” 31

The guideposts

We have been savoring a series of pious homilies, moralistic in tone
and vague in content. This approach was changed in 1962 with the
promulgation of the now-famous “guideposts.” These sharpened the
criteria of acceptable wage and price behavior and added a new
feature, selective intervention by the Government to induce compli-
ance. The official formulation (by the Council of Economic Advisers)
is as follows: '

“1. The general guidepost for wages is that the annual rate of
increase of total employee compensation (wages and fringe bene-
fits) per man-hour worked should equal the national trend rate of
increase in output per man-hour.

“2. The general guidepost for prices is that prices should remain
stable in those industries where the increase of productivity equals
the national trend; that prices can appropriately rise in those
industries where the increase of productivity is smaller than the
national trend; and that prices should fall in those industries
where the increase of productivity exceeds the national trend.” 2

The Council explained that these rules are subject to exception in
certain cases:

“Wage increases above the general gnideposts may be desirable
(1) where wage rates are inadequate for an industry to attract
its share of the labor force necessary to meet the demands for its
products; (2) where wages are particularly low—that is, near the
bottom of the economy’s wage scales; or (3) where changes in
work rules*create' large: gains in productivity and substantial
human costs requiring special adjustment of compensation.”

* * * * * Ed Ed

30 Economic Report, 1957, p. 3.
21 Beonomic Report, 1958, p. v.
fﬁigEﬁczonomic Report, 1966, pp. 89-90. This is a “restatement” of the original formulation:
[ 2.
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“On the price side, increases in price above the general guide-
post standard may occasionally be appropriate (1) to reflect
increases in unit material costs, to the extent that such increases
are not offset by decreases in other costs and significantly impair
gross profit margins on the relevant range of products; or (2) to
correct an inability to attract needed capital.” %

II. GumEpPosTs ExXAMINED

A few comments on this prescription may be in order.

Wage guideposts

As to wage policy, the “general” guidepost adheres to the so-called
productivity principle ; namely, that the increase in hourly labor com-
pensation should not exceed the overall, or national, increase in man-
hour output.®*

Since this overall output gain is variable, and unknown currently,
for practical reasons the guidepost substitutes as the wage target “the
national trend rate of increase,” this being determined by reference to
past history. (You will recall the famous trend figure of 8.2 percent a
year, derived in this fashion.)®® This means, of course, that the “pro-
ductivity principle” is exactly satisfied only when the current rate of
gain coincides with the computed trend rate. -

The exceptions to the general wage guidepost, it will be noted, are
all on the up side. :
Price guideposts '

Given its costs, the only way a firm can affect pricesis by varying
its margin of profit on those costs. It follows that what purport to be
guideposts for pricing policy are really guides for profit policy.

Although the CEA~ did not espouse this concept too explicitly, it
appeared to accept it. The real norm of compliance with the general
price guidepost is found in the behavior of the profit margin. It calls,
in effect, for the maintenance of a stable relative, or percentage, margin
on labor costs.

This inference is supported by the Council’s repeated efforts to
rebut the contention that conformity to the wage guideposts would
give labor the total gain from productivity improvement. Note the
following:

“Adherence to these standards would mean, that oZ participants
in the productive processes—employees and owners of invested
capital—would share in the overall gains in productivity * * *
Thus the division of income between labor and capital would re-
main unchanged.” ¢ . :

While the quoted statement refers to the situation where the wage
guideposts are observed, presumably the price guideposts are met by
the maintenance of unchanged relative profit margins even when the
wage guides are not observed. Presumably also the rule applies to the
nonlabor costs mentioned in the exceptions to the general price guide-
line (material costs, for example). Thus we appear to have a standard

33 Tpid., p. 91. This too is a “restatement” of the exceptions originally noted in 1962.

3t This principle was not new, of .course. It was advanced in the Economic Report: of
1950 (p. 101), and reiterated in several subsequent reports. (Note the reference to it in
the second quotation from the Eisenhower period, above.)

3Tt was originally computed by the CEA as the average of overall productivity gains
for the 5-year period 1959-63, Econonic Report, 1964, p. 114,

28 Feonomic Report, 1966, p. 90.
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which says that the profit margin on total costs should maintain a
stable relation thereto. Certainly this is implied in the statement that—
“FEvery management with some market - power must ask itself:
Is a price increase justified by increases in costs? Or is it an attempt

to take advantage of prosperity to widen-profit margins?*3*
If this interpretation is correct, it means that the price guideposts
are not violated by an increase in the absolute amount of profit pro-
portional to the rise in costs; what is proscribed is an increase in its
relative amount. So long as the percentage margin on costs remains
constant, any price effect from a rise in the absolute amount of profit
is simply a byproduct and reflection of a rise in the underlying costs

themselves. It is a problem for cost control, not for price control.

III. DirrEreNCE BETWEEN WAGE RESTRAINT AND PrICE RESTRAINT

It is a political axiom in most Western countries, and certainly in
the United States, that any attempt to restrain wage increases,
whether by direct action or by exhortation, must be accompanied by
parallel measures to restrain prices. For the hortatory approach, this
means that all admonitions to well-doing must be strictly bilateral,
and must convey the impression that industry and labor are equally
responsible for inflation and equally able to controlit. .

The propagation of this myth by politicians, and by economists in
political office, has given rise to a delicate semantic balancing act, of
which we have seen examples in the preguidepost exhortations quoted
above, Pleas for wage and price restraint are invariably conjoined,
usually in the same paragraph, often in the same sentence. You can

- read dozens of them without findings so much as a hint that one factor
is more important than the other.

Notwithstanding this ritual neutralism, there is a profound differ-
ence in the potentialities of wage and price restraint. This arises from
the fact that wage restraint affects the major cost of production,
whereas, as alrea?{y noted, price restraint affects the profit margin
on this cost (and others). The price impact of changes in labor costs
can be, and historically has been, far greater than the impact of varia-
tions in profit margins.

Relative profit margins are subject to fluctuation, depending on eco-
nomic conditions, but they show no tendency to increace secularly.
‘While the fluctuations contribute at times to raising prices and at
others to lowering them, over the long run they are neutral. They are
not, therefore, a cause of sustained inflation. Contrast this with wages.
Labor costs per unit of output can rise year after year over long pe-
riods, with growing cumulative effect.

Margin variance

We can illustrate this statement about the behavior of relative profit
margins by reference to the corporate system, the only sector of the
economy for which separate profit figures are available. The following
chart shows the picture for the past decade (p. 32).

37 Ibid., p. 93. It is true, of course, that in recent years the Council has exhorted industry
to reduce profit margins. Thus in 1967 it observed that ‘“The public interest requires that
producers absorb cost increases to the maximum extent feasible” (Iconomic Report, 1967,
p. 133). In 1969 it suggested that business should absorb “a share of unavoidable in-
creases in costs through acceptance of lower profit margins” (Ibid., 1969, p. 59), We con-
strue this as evidence of the Council’s desperation over the collapse of wage restraint (of
which more later) and the accompanying inflation, not as a revision of the baste philosophy
of the guideposts.

24~833—69—pt. 4——9
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Chart 4

Corporate Profit as a Percentage of Costs*
(Seasonally adjusted quarterly data)

Percent
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% Costs exclusive of purchases from unincorporated
business. Profit is before tax and after inventory
valuation adjustment, See Appendix C.

The basically horizontal movement of the profit-to-cost ratio is evi-
dent at a glance. While there were fairly substantial variations, the
ratio finished the decade slightly lower than it started.®

Hypothetical calculation

‘We shall consider later the extent to which the guideposts have ac-
tually affected wage and price behavior, but in the meantime should
like to offer an hypothetical calculation, again for the corporate
system.

Suppose that the guideposts had been in effect over the entire past
decade, the wage target being the “trend increase” in man-hour out-
put over the period, 2.8 percent per year.” What would have been
the price effects of (1) the excess of actual wage increases over this
standard (deviations from the wage guideposts), and (2) variations
in relative profit margins (deviations from the price guideposts)?
The results appear in chart 5 (p. 83).

38 This was true also of the preceding decade.
2 ¥or the private nonfarm economy.
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Chart 5

Current and Cumulative Price Effects of Deviations:
A. From ‘the Wage Guideposts; B. From the Price
Guideposts*
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Note that the price effect of deviations from the wage guideposts
was positive in every year of the period and cumulated over the
decade to more than 12 percent. Contrast this with the effect of devia-
tions from the price guideposts, which were positive in some years,
negative in others, and cumulatively negative for the period as a
whole.*?

T he moral

The Siamese twins of wage restraint and price restraint, invariably
bound together in the great semantic balancing act to which we re-
ferred earlier, are neither equal nor inseparable. Their union is a
political, not an economic, necessity.

Even if it were in the power of exhortation to secure universal com-
pliance with the price (profit) guidelines, this would have very little
anti-inflationary ~effect.” The normal variations in profit margins
produce temporary and minor price movements, without lasting effect
either way. The real key to sustained inflation is the rise o% costs,
principally, of course, labor costs. Exhortation will get nowhere un-
less it is effective in controlling them.

Chapter 4
THE GUIDEPOSTS IN APPLICATION

No serious effort was made to promote, and none to enforce, the
general prachments that appeared intermittently in the Economic
Report before the promulgation of the guideposts. For the guideposts
themselves, however, there was an intensive educational campaign,
together with an enforcement effort in the form of selective interven-
tion. Although both have apparently been abandoned by the new ad-
ministration (a matter for later comment), it is worthwhile to review
the operation.

I. Pro>oTION AND EXFORCEMENT

TWe shall let the former Council of Economic Advisers describe it in
its own words: o )

“Three major types of activities have been undertaken. First,
the members of the Council of Economic Advisers, various Cabi-
net and sub-Cabinet officials, and the President himself have made
numerous addresses about the guideposts to business and labor
groups and to the general public. As might be expected, the
Coouncil of Economic Advisers has taken a leading part in this
activity, with literally dozens of speeches, articles for the popular
press, and radio and television appearances. Many of these have
received substantial.coverage in both the general press and in the
specialized press of a number of industries. )

“The second type of activity has been an Increasing number of
private communications and meetings between Government offi-
oials and leaders of business and labor designed to underscore the
public interest factor in wage and price decisions and to solicit
the cooperation of union and corporate leadership in specific situ-
ations. With labor organizations, most of this activity has been

is i ine to note that the computed cumulative price impact for the two de-
vi‘iotilotnéscg:xfggzg? gearly 12 percent, is close to the actual rise in the price index for the
(ﬁouﬁnancial) corporate product (gross product deflator) which was less than 14 percent.



1093

carried on by the Secretary of Labor and his associates. With in-
dustry, the Council of Economic Advisers, the Secretaries of
Commerce, Treasury, Agriculture, Interior, Defense, and others
have participated. However, since the largest number of these
contacts has been made by the Council of Economic Advisers, it
seems -appropriate that the Council should provide a report on
these activities.

“In the past year (1966), the Council became involved in regard
to perhaps 50 product lines for which price increases were either
imminent or had been announced by one or more firms, In the
typical case, the Council learned in one way or another of a price
increase that was contemplated or that had been announced by one
or more producers. In some instances, companies contemplating
price changes themselves brought the subject to the Council’s
attention. Where the Council learned of an important actual or
impending price increase, its procedure was to send letters or
telegrams to all principal producers of the product. In urgent
cases, telephone calls substituted for letters or telegrams. If some
firms had already announced price increases, they were asked to
reconsider. Those who had not so announced were asked to avoid
them if possible. In all cases, an invitation was extended to meet
with the Council to discuss the matter.” 4

Three aspects of enforcement

There ave three aspects of this enforcement technique on which we
shond like to comment,

The first has to do with the voluntarism of compliance. We cited
the guideposts system as an example of the hortatory approach to wage
and price restraint, but in candor should add that it has not always
been applied in the genteel fashion suggested by the official account.
On the side of industry, the record discloses occasional resort to crude
coercion—bitter denunciations in the press, threats of antitrust action,
threats of withdrawal or withholding of government business, counter-
valing stockpile releases, restrictions on exports, etc.—and even in one
or two cases there were threats against unions, but in view of the
waning of such actions in recent years, and the evident disposition of
the authorities to regard them as aberrations, we shall say no more
about them.*? It would be naive, however, not to recognize that there
is an element of duress in the armtwisting of large public corporations
by the Federal Government even when 1t is done with more subtlety.

The second aspect concerns the basic character of the system. It 1s
highly arbitrary in the selection of cases for intervention and makes
no adequate provision for investigation and factfinding. One observer
has commented on this as follows:

“The actual administration of the guideposts, not in the form
of general preachment but rather in the mobilization of govern-
mental pressures in particular cases; raises two groups of questions
of deep concern. (a) Why were particular situations selected for
confrontation rather than others, and what criteria are to be used

41 Economic Report, 1967, pp. 125-126.

42 The Council may have had these earlier episodes in mind when it admitted in its 1967
Report (p. 125) that “Undoubtedly some mistakes have been made.” For the particulars
g%;a ch)hn Sheahan, “The Wage-Price. Guideposts,” The Brookings Institution, 1967, chs.
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in the selection of such cases in the future? (b) What review of
the facts and arguments regarding wage and price decisions is to
be made, and in what forum, in advance of the conclusion that the
‘guideposts have been violated’ and that a wage or price decision
is ‘against the public interests’? * * *

“I am personally disturbed by the absence of due process in the
administration of the policy. * * * The judgment that a wage or
Pprice increase is violative of the public interest is a serious conclu-
sion that should warrent dispassionate review with full oppor-
tunity for the presentation of contesting views. The present policy
does not afford this elementary right.” 3

The third aspect is discrimination in enforcement policy as between
industry and labor. Public confrontations with industry over prices
have been numerous; those with unions over wages, few and far be-
tween. Even when they have occurred, morecver, the action has been
irresolute and largely ineffective:

“Despite many public statements about the desirability of fol-
lowing the gnideposts, the Government has been exceedingly wary
about backing them up when it seemed likely that a strike might
result, or might be prolonged by insisting on them.” #*

One reason for the lopsidedness of the enforcement effort has been
the difference in the receptivity of the two sides to hortatory interven-
tion. The CEA has reported its experience with industry as follows:

The response on the part of the businesses involved has been
extremely encouraging. Only in rare cases has the Council been
told that it had no right to question private decisions. Almost
invariably the companies involved have recognized a larger pub-
lic interest in their pricing decisions and have made a sincere effort
to take that interest into account. Some large companies agreed to
give the Council advance notice of their intention to change
prices.®

There has been no similar report by the Secretary of Labor, and for
obvious reasons. The unions have been generally resentful of inter-
ference, and frequently defiant. Concentrating on industry has there-
fore been the line of least resistence.

Limited coverage

Enforcement of the guideposts has been directed on both sides to

those possessing something called “discretionary” or “market” power:

The guideposts were never intended to apply in highly competi-

tive sectors where market forces determine prices and wages in an

impersonal manner. They are applicable to markets in which dis-

cretionary power exists,*

On the wage side, such power has been imputed to organized labor only

(unorganized workers being deemed to have none) ; on the price side

to “firms which have appreciable discretion with regard to their

prices,” these being identified alternatively as “large” firms and as firms
“In industries where the number of competitors is limited.”

43 John Dunlop, Guidelines, Informal Controls, and the 3farket Place (symposium), pp.
87—-88. University of Chicago Press, 1966.

4 Sheahan, op. cit., p. 45.

4 Feonomice Report, 1967, p. 127,

4 Feonomic Report, 1969, p. 119. .

47 Bconomic Report, 1964, p. 114 and ibid., 1967, p. 119.
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So far as we are aware, the Council has never published an estimate
of the proportion of the Nation’s business handled by firms with “ap-
preciable discretion” over their prices. Obviously, many large firms
(regulated public utilities, for example) have little or none. Moreover,
many concentrated industries are highly competitive, with scarcely
more price discretion in individual firms than prevails where suppliers
are nUMerous.

Apparently the principal area where the Council finds significant
price discretion is manufacturing (it has not addressed its pricing
admonitions to any significant extent to agriculture, public utilities,
trade, service, finance, or construction). Since this area constitutes
only a third of the private economy, even if we make the generous
assumption that half of it has “appreciable” price discretion, we arrive
at only one-sixth of the total.*® Certainly it is a far smaller proportion
of the economy than is under collective bargaining agreements, and
even if the power of industry over prices, where it exists, were equal
to that of unions over wages, the contrast in coverage suggests that
enforcement activity should be concentrated on wages, not, as it ac-
tually has been, on prices.

The CEA has been bemused by the literature of “administered
prices” and “obligopolistic competition.” This is not the place to argue
the issue, and we can only record our opinion that the “market power”
of large firms or firms in concentrated industries has been grossly
exaggerated. In any case, the Council has offered no evidence that
margin fattening (violation of the price guideposts) by such firms has
been greater than elsewhere, much less that it has been a significant
factor in the inflation that has overtaken the economy. It is relying
simply on a theory.

If we are right in the conclusion of the preceding chapter that guide-
post violations by all corporations had only limited and temporary
price effects during the past decade, and none for the decade as a
whole, it is obvious that the jawboning of a few firms deemed to possess
“market power” is an exercise in futility. It only distracts attention
from the real dynamo of inflation, the rise in costs.

I1. ErrECTS

In analyzing the actual effects of the hortatory approach to wage
and price control, little time need be spent on the occasional pious
homilies that preceded the guideposts. As already noted, they en] oyed
neither promotion nor enforcement, and while they may have had
some educational value, we know of no competent observer who would
accord them more than the most marginal effect on actual wage and
price behavior. The real question is the impact of the guideposts.

There is one effect that is hardly debatable: a significant contribu-
tion to public enlightenment and sophistication on the criteria of
noninflationary wage policy. While the “productivity principle” may
be, and is, difficult to apply to individual situations, the authority it
has attained as the overall norm and goal of policy has virtually elim-
inated from the arena of public discourse a host of fallacious argu-

48 This is in line with other estimates of significant price discretion. Perry, for example

comes up with industries having 15 percent of total employment. George L. Perry, Hear-
ings, Joint Bconomic Committee, Jan. 31, 1968, p. 18.
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ments that formerly contested the field. Whatever else the guideposts
have accomplished, this is a solid achievement.

Statistical studies

A number of statistical analyses have been made of wage and price
behavior before and after the guidelines. The results differ, and are in
some respects inconsistent; however, several investigators find some
degree of improvement under the guideposts.

The question, of course, is whether the improvement might have
been due to other factors. After a careful review of studies covering
the first 4 or 5 years of the guideposts (through 1965, in some cases
through part of 1966), Sheahan commented as follows:

“While the evidence is good that wage and price behavior
became more restrained after 1961, anyone determined to resist
the suggestion that the guideposts were responsible for the differ-
ence can readily find alternative explanations. And it should be
recognized that the statistical tests discussed above give good
reason to expect that factors other than the guideposts might
have acted to change wage and price behavior * * *, Among the
more plausible reasons * * * three may be singled out for con-
sideration: (1) a lessening of inflationary expectations after the
successive recessions of 1957-58 and 1960; (2) an increase in com-
petitive pressure from abroad; (8) a more even pace of expansion,
both as to overall rate and as to balance among sectors.”

There have been a few studies covering longer periods than those
reviewed by Sheahan, but they do not alter the basic conclusion. The
guideposts appear to have had some beneficial effect, but it may have
been due to other factors.® That is about as far as purely statistical
analysis can take us.

Opindon testimony

In view of the uncertainty of the statistical evidence it may be
worthwhile to cite the opinions of a few knowledgeable observers. The
first finds some effect on both wages and prices:

“Quite apart from these statistical studies we know that inter-
ventions by the Council of Economic Advisers were frequently
effective in moderating or delaying planned price or wage in-
creases in a substantial number of significant cases, although these
were a tiny fraction of total wage and price actions during the
period. Tt seems self-evident that application of the guideposts
did have some effect.”

The second opinion finds some effect on prices, but little or none on
wages:

“In enterprises that have a measure of control over price, and
where price decisions are prominent and publicly exposed, it
appears that a degree of additional caution and care, and in-

40 Sheahan, op. cit., p. 92.

5 See, for example, the studies of Gary Fromm (through 1966) and George L. Perry
(through 1967), reported in Hearings, Joint Economic Committee, January 1968, pp. 3
and 12. As to his own study (which dealt with wage behavior only), Perry concluded :

‘“While the tests are necessarily rough ones and cannot preclude explanations
other than the guideposts for the observed behavior of wages, the results seem
plausible and more compelling than any contrary evidence I have seen. But one
should not push_ them too far. In particular, one has to place very wide bounds
on any numerical estimate of how wmuch the guideposts have done.” (P 2)

8 John W. Kendrick, Hearings, Joint Economic Committee, January 1968, p. 9.
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creased subtlety, has been introduced by the guideposts. My im-
pression is that the guideposts to date probably have constricted
price increases to a small degree.

“On the wage side, it is my considered judgment that the guide-
posts probably have had no independent restraining influence on
wage changes in private industry. * * * I know of no person
actually involved in wage setting on the side of industry, labor
organizations, or as a government or private mediator or arbitra-
tor who thinks that the guideposts have had on balance a constric-
tive influence; and I have discussed the issue in detail with scores
of such gersons in the past 6 months.” %

‘We may add one more citation:

“It seems fair to conclude that the guidelines have had some
effect in restraining wage and price settlements in certain ‘bell-
wether’ industries. * * * On the other hand, wage and price
increases were realized in other industries by the hundreds, and
we have now reached a point where these increases are regularly
exceeding the guideposts. When this is coupled with the risks en-
tailed in further government intervention in the economy, the
guideposts have outlived their usefulness.” %

Since these statements fairly well box in the range of responsible
opinion, it is evident that judgmental testimony is as uncertain as the
findings of statistical studies. Both suggest on balance that the guide-
posts have had some effect, but probably not much.

Recent experience

Most of the statistical studies cited earlier and two of the statements
of opinion relate to the period 1962-65. What of the subsequent 3
years 196668 ¢

In 1966, the average hourly compensation of private employees rose
6 percent, against a guidepost target of 3.2 percent.’* The Consumers’
Price Index also rose rapidly (by 3.3 percent). By the end of the year
the Council was ready to throw in the sponge on the wage guideposts,
and in its January 1967 report expressly did so:

“The Council recognizes that the recent rise in living costs
makes it unlikely that most collective bargaining agreements in
1967 will fully conform to the trend increase of productivity. But
1t sees no useful purpose to be served by suggesting some higher
standard for wage increases, even on a temporary basis.” 5

It contented itself simply with a limp plea that wage settlements
should average less than the combined amount of the rise in the cost
of living and the trend rise of productivity.

Although the wage guideposts have been suspended over the past
2 years, the price guides have remained nominally in effect, and the
jawboning of industry has continued, but certainly with no more than
the marginal influence accorded it for the earlier period. One thing is

52 John T. Dunlop, “Guidelines, Informal Controls, and the Market Place” (symposium),
pp. 88-84. University of Chicago Press, 1966.
52 Richard R. MacNabb, “From ‘Guideposts’ to ‘Guideposts’ to ‘?,” MAPI 1966 (April),

p. 11.

5t We have already explained that this figure was the estimated average increase in
man-hour output for the 5-year period 1959-63. The average turned out to be the same
for 1960-64. When the period moved to 1961-65, however, it was up to 3.6 percent. Never-
theless, the Council insisted, against the outraged protests of organized labor, on adhering
(for 1966) to the earlier figure of 3.2 Economic Report, 1966, p. 92.

55 Beonomic Report, 1967, p. 128.
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clear. The inflation of 1966-68 was not due to any overall violation
of the price guideposts. Relative profit margins were lower at the end
of the period than at the beginning (chart 4, p. 32). The overwhelm-
ingly predominant factor was rising labor costs. That the wage guide-
posts failed when they were needed most is a doleful commentary on
the efficacy of the hortatory approach to the restraint of inflation.

1{1. ABANDONMENT

At his first press conference, President Nixon stated:

“T do not go along with the suggestion that inflation can be
effectively controlled by exhorting labor and management and
industry to follow certain guidelines. I think that is a very laud-
able objective for labor and management to follow. But [ think
I am aware of the fact that the leaders of labor and the leaders of
management, much as they might personally want to do what isin
the best interest of the Nation, have to be guided by the interests
of the organizations that they represent. So the primary respon-
sibility for controlling inflation rests with the national adminis-
tration, and its handling of fiscal and monetary affairs.” *

In its first appearance before the Joint Economic Committee of Con-
ress, the new Council of Economic Advisers delivered itself on the
ollowing :

“From time to time, in the United States and elsewhere, at-
tempts have been made to promote the achievement of expansion
and price stability by recourse to ‘incomes policy.” Essentially
this means an attempt by education, persuasion, exhortation,
threats or other means short of mandatory and specific controls to
induce businesses and labor organizations to hold price and wage
increases below the amounts that would naturally occur in the pre-
vailing market conditions. The United States has had recent ex-
perience with this kind of policy under the name of wage-price
guideposts. We question whether these should play much of a role
1 the period ahead.

“Probably the chief reason for the general ineffectiveness of
incomes policy is that it can apply only to a limited segment of
the economy. This is the segment of centralized national unions
and large corporations. Even within that segment the distri-
bution of the Government’s influence is quite uneven. And those
upon whom the infiuence is exerted become resentful and resistant,
for understandable reasons. They have been singled out by no
relevant criterion but only by vulnerability. They are asked to
follow rules of behavior that are arbitrary and become more
arbitarry as the policy is pushed harder. The rules have not been
established by due process of law. They are sometimes enforced
by the threat of using Government powers not given for that pur-
pose. All of this undermines the moral basis on which the policy
originally rested. For its part the Government has set up rules of
voluntary behavior and is torn between seeing its rules violated and
making the behavior less voluntary.

56 Washington Evening Star, Jan. 27, 1969,
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“The President has the right and duty to use the moral leader-
ship which goes with his office to achieve major national.objec-
tives. He cannot foreswear such action. But he must use this lead-
ership judiciously and not dissipate it by using it in circumstances
where 1t is unlikely to be effective or where the moral basis is not
clear.”

Thus ends, for the present at least, the hortatory approach to wage
and price restraint. The question of alternative policy remains, how-
ever. To that we turn in the next chapter.

Chapter 5
ADDING IT UP

If the American economy suffers from the responsiveness of labor
compensation to low unemployment rates, if the hortatory approach
to wage restraint is only marginally effective (and the least so when
needed most), and if mandatory controls are out, what then? We sug-
gest that it is necessary to accept a higher rate of unemployment than
would be required in the absence of this wage sensitivity.

I. Tae TrapeE-OrrF PROBLEM AcAIN

You will recall our discussion of the trade-off concept in the first
chapter. At what point does the loss from the acceleration of inflation
outweigh the gain from further reduction of unemployment? Con-
versely, at what point does the loss from increased unemployment out-
weigh the gain from the retardation of inflation ?

Unfortunately, there has been very little direct confrontation of
this issue in official quarters. The Council of Economic Advisers has
approached it only indirectly, in connection with the definition and
measurement, of the potential output of the economy (potential GNP).
The most recent discussion appears in the final report of the now-
retired Council :

“To operate the economy at its utmost technical capacity would
require demands far in excess of supply in most markets, with
resulting rampant inflation. The relevant concept of capacity,
therefore, must allow for some margin of idle resources. The
choice of a specific margin involves an appraisal of the behavior of
prices and costs in a high-employment economy. But this ap-
praisal involves more than a technical evaluation. If potential
output is to be viewed as a target for policy, the choice of the ideal
level of utilization is a social judgment that requires a balancing
of national goals of high employment and reasonable price
stability.” .

After a recital of the disadvantages and burdens of unemployment,
too obvious to need repetition here, the Council looked at the conse-
quences of inflation :

“Inflation has highly arbitrary and inequitable effects on the
distribution of income and wealth. It benefits debtors at the ex-
pense of creditors; it hurts persons, such as some pensioners, whose
incomes and asset values are fixed in money terms, and benefits
those whose incomes and asset values increase more than in pro-

57 Statement of the Council, Feb. 17, 1969.
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portion to the overall rise in prices. * * * There is also a danger
that inflation can set in motion speculative behavior that will
cause further acceleration of price increases, with serious conse-
quences for economic and social stability. * * * Finally, inflation
may have adverse consequences for our balance of payments. If
prices rise more rapidly in the United States than in other coun-
tries, our competitive position in world markets can be seriously
undermined.” 5

Obviously, this poses the problem, but it does not identify the trade-
off point between unemployment and inflation. If that has been indi-
cated at all by the recently retired administration, it is only by impli-
cation, in its adherence to the 4-percent unemployment target.

One-way target

It is evident that when this target was nominally in effect it tended
to become more and more a one-way street. Although the concept of
a target implies that there are deviations on both sides, and that policy
wor%c.s ({boward the norm from either direction, it has never been so
applied.

pNo politician who values his neck would even hint that he considers
unemployment too low, much Jess that he favors its increase. Rarely,
we may add, would an economist in political office. Thus when the un-
employment rate was above the target, the Council of Economic Ad-
visers spoke of bringing it down to that level, but when it was below,
the language turned evasive. The objectives of policy were couched
in other terms: cooling off an overheated economy, reducing pressures
on capacity, preventing undue rates of expansion, and so forth. Even
when the main engine of inflation was an excessively tight labor mar-
ket, the fact that a correction involved more unemployment was sug-
gested only by indirection.

While this may reflect semantic asymmetry rather than unsymmetri-
cal policy, it raises the question whether a target that can be publicly
invoked only from one side has much value as an anti-inflationary
device. It may, indeed, be positively detrimental. Increasingly the 4-
percent unemployment rate has become identified in the public mind as
a ceiling, upside deviations from which are unacceptable. Thus it oper-
ates as a restraint on the flexibility of economic policy and a barrier
to achievement of a rational trade off with inflation.

Absence of an inflation target

Since unemployment and inflation are in substantial degree alterna-
tive, hence call for a trade off, it is legitimate to ask why there should
not be targets for both. Yet there has been none for inflation compara-
ble to that for unemployment.

The reason may be that the inflation target was assumed to be zero.
Indeed, the CEA once implied as much: “The guideposts must con-
tinue to aim at complete stability of average domestic prices.” # If
it was the target at that time, however, it was subsequently abandoned
as impracticable, at least for consumers’ prices:

“A realistic stabilization policy cannot expect to hold down to
zero the average change of prices of consumer goods and services.
From 1961 to 1965, although wholesale prices remained virtually

& Eeonomie Report, 1969, pp. 62-64.
& Economic Report, 1966, p. 93.
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constant and there was obvious slack in the economy, consumer
prices rose between 1 and 114 percent each year. Such a moderate
rate of price increase, however, does not represent a significant
erosion in the purchasing power of the consumer’s dollar. This is
especially true because improvements in quality and the introduc-
tion of new goods add to consumption opportunities even when
they are not fully reflected in price indexes as reductions in
prices.” 60
This appears to be more in the nature of a reluctant acknowledg-
ment that a zero-change target is impracticable than an espousal of
the 1-1.5-percent inflation rate for consumers’ prices as a goal of policy.
It was not properly a target at all.

Are targets necessary ?

One argument for having two targets is that it would accomplish
a clarification of the trade-off calculation. For it would permit the
comparison of actuals with standards on both sides. Suppose, for ex-
ample, the inflation target were 1.5 percent a year in the consumers’
price index. In 1968 the rise was 4.7 percent. Unemployment, however,
averaged 8.6 percent against the standard 4 percent. Obviously, by this
showing the economy was farther off course with respect to inflation
than with respect to unemployment, suggesting a shift of the trade off
in the anti-inflationary direction.

This may have some slight value as an indication of the direction
of adjustment, but it sheds little light on its amount. What it really
discloses is that the targets themselves are incompatible. For increasing
the unemployment rate to 4 percent would not realize the inflation
target of 1.5 percent. Of what use are incompatible targets? Obviously,
they leave the determination of the optimum trade off up in the air.

We pointed out earlier (p. 1074) that the outgoing Council of Eco-
nomic Advisers never said in so many words what rate of inflation
could be expected to accompany a 4-percent unemployment rate, al-
though a chart displayed in its final report indicates a normal expec-
tancy of around 8.25 percent a year.®t Never, so far as we know, did
the Council claim that this was an acceptable rate of inflation.®? We
can only conjecture whether it found 4-percent unemployment the
best trade off obtainable or was restrained in the expression of other
views by political inhibitions.

We conclude that it makes no sense to have incompatible unem-
ployment and inflation targets, and that the only valid goal of policy
1s the optimum trade off itself.

IT1. Tur TrRADE-OFF TARGET

Although the statements of its various spokesmen have not been
wholly consistent, it appears to be the view of the new administration
that some increase in unemployment will be necessary to curb inflation.
In his first press conference (January 27), President Nixon observed
that, “We are considering what actions can be taken which will not
cause an unacceptable rise in unemployment.” In his confirmation
hearings on the same day, the nominee for Chairman of the CEA, Dr.

o Ihid.. 1968, p. 100.

61 Measured by the GNP deflator. Economic Report, 1969, p. 95,

821t once declared an inflation of 1.7 percent in wholesale prices and 8.3 percent in
consumers’ prices to be ‘“clearly unaccentahla? Reanamic Renart 1967 vn. 74, 79.
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Paul McCracken, confessed that “I cannot honestly say we can slow
down the rate of inflation without some effect on unemployment.” ¢3

While both statements are vague, there is substantial dissent even
from this implied trade off. There are those who never find any at-
tained unemployment rate too low. They may concede the abstract or
theoretical possibility of too low a rate, but somehow never find one in
practice. The most conspicuous example of this attitude is, of course,
organized labor. But there are others. Witness the following from the
recently retired Secretary of Labor, written at a time when the unem-
ployment rate was 3.3 percent :

“This country is playing today with the dynamite notion that it
will ‘risk a little increased unemployment’ in order to ‘cure infla-
tion.” That won’t work. * * * The ‘trade off’ idea—that inflation
can be traded off for some unemployment—may satisfy economic
theory. It ignores social reality.” ¢

Here we have an official of the administration that set the 4-percent
target arguing against a move toward it from a substantially lower,
and palpably inflationary, level. Apparently he rejects restraint on in-
flation that involves an increase of unemployment from any attained
level, whatever it may be. Since we have had serious and accelerating
inflation under the labor market conditions prevailing when the state-
ment was made (in 1968 nearly 4 percent a year by the GNP deflator,
4.7 percent by the Consumer Price Index) this is a recipe for infla-
tion without term or limit.

A. THE SLUM UNEMPLOYMENT PROBLEM

It turns out that the “social reality” to which Secretary Wirtz re-
ferred is unemployment in the slums::

“Whatever success there has been in getting the ‘hard core un-
employed’ into jobs has resulted essentially from there being jobs
these people could go into without displacing other people. If
‘cooling off the economy’ means—and it does—that the economy
would be slowed down so that a quarter of a million to a million
people would have to be laid off, there would be just two possibili-
ties. One would be that several hundred thousand people who were
the ‘hard core disadvantaged’ would be put out of work. The other
would be that several hundred thousand people who would other-
wise be employed would be laid off to protect the employment of
the ‘hard core disadvantaged’ group. It is clear from the record
that neither group would take it. * * * The measures by which
unemployment has been reduced among those who are poor and
those who are black * * * will make any significant increase in
unemployment not just a misfortune but a disaster.”

According to this view, we are locked into a low overall unemploy-
ment rate because of the urban slum problem, and must sacrifice all
other national values to its continuance. Since the idea has gained a
considerable following of late it deserves at least brief attention. We
confine ourselves to four main points.

e3 Pressed for the unemployment rate he would accept, he declined to name one, but
said in reply to a question that 6 percent was too high. ) .

6t Anmnual Report of the Secretary of Labor, 1968, pp. 31-32 (mimeo). (Italic in the
original.)

e%‘Ibid., pp. 31-32. .
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Four observations

(1) The total unemployment in “urban poverty neighborhoods”
when the Secretary wrote was under 350,000, only a fraction of which
was “hard core,” and talk of an increase of “geveral hundred thousand”
in the latter from a moderate rise in the national unemployment rate
is sheer nonsense.

(2) While the cooling-off-without-recession strategy espoused by
the administration implies an increase in unemployment, it does not
necessarily imply a reduction of employment. Tt contemplates a slow-
ing of economie expansion until the growth of the labor force restores
a more relaxed and less inflationary labor market. This may or may
not involve a shrinkage of total employment, but assuming the
strategy works out as planned the decline, if any, should be small,
whether in urban poverty neighborhoods or elsewhere.

(3) The former Secretary’s statement implies that the only reason
the formerly hard-core unemployed lose their jobs is a decline in the
total number of their kind at work. But this is not the case. While we
lack statistics for this group separately, it appears that for all workers
the number of involuntary job severances runs to 5 or 6 million a year
even when total employment, is steady.*® The necessity for finding new
jobs arises primarily from this turnover—not from declines in aggre-
gate employment. To the extent this is true of slumdwellers, the prob-
Tem is already here. While it would be worsened somewhat by a soften-
ing of the national labor market, the difference should not be great,
for reasons suggested in our next point.

(4) Unemployment in the slums is a special problem, relatively
independent of the overall situation. Oddly enough, the Secretary
chose to ignore a finding to this effect in a study he had just submitted
to the President :

“Three facts stand out from all these statistics. One is that
unemployment—or subemployment—in the city slums is so much
worse than it is in the country as a whole that national measure-
ments of unemployment are irrelevant. Any thinking about un-
emp}eoyrgent in terms of 3.7 or 4 percent just leaves the slums
out * * ¥,

“The second salient fact is that unemployment and subemploy-
ment in the slums are—much more than in other areas—a matter
of personal rather than economvic condition. No conceivable in-
crease in the gross national product would stir these backwaters.
The problem is less one of inadequate opportunity than of inabil-
ity, under existing conditions, to use opportunity. Unemployment
in these areas is primarily a story of inferior education, no skills,
police and-garnishment records, discrimination, fatherless chil-
dren, dope addiction, hopelessness.

«Put third : Though the percentages involved here are deplor-
ably high, the number of people involved is comparatively small.
The bariers to their useful employment are serious, but they
are removable barriers. The problem is slearly of manageable
proportions.”

e See The Automation Hysteria, MAPI, 1965, appendix T. These severences reflect shifts
in market shares among competitors, geographical relocations, business failures, seasonal
fluctuations, terminations of temporary jobs, and many other factors.

o7 Department of Labor, A Sharper Look at Unemployment in U.S. Cities and Slums,
1968, Summary. (Italic in the original).
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If it is true that “No conceivable increase in the gross national prod-
uct would stir these backwaters™—meaning, of course, no conceivable
reduction of the national unemployment rate—it is true in reverse
that an increase of a point or two in that rate is not going to wreck
remedial efforts. '

. That a low overall unemployment rate is no panacea for special sit-
uations is illustrated by the experience of the last 8 years. Although
this rate averaged 3.7 percent over the period, the rate for nonwhite
teenagers (16-19), which was 25.8 percent at the beginning, came down
only to 22.2 percent at the end. The effectiveness of special measures,
on the other ﬁland (to which some of the reduction just cited is attrib-
utable), is shown by the decline of nonwhite teenage unemployment in
“urban poverty neighborhood” from 34.3 to 27.8 percent in the course
of the 1 year (from the fourth quarter of 1967 to the fourth
quarter of 1968).5s

No one will deny that a relaxation of the general labor market will
make the rehabilitation of slumdiwellers somewhat more difficult, but
to erect this into an impassable barrier to the restraint of inflation is
foolish and irresponsible. It is even of doubtful service to the slum-
dwellers themselves, who not only suffer from inflation, but would
suffer also from the economic recession almost certain to come if it is
not restrained.

B. WHAT RATE IS ACCEPTABLE?

If we reject this exaggerated obstacle to anti-inflation policy, the
question remains what overall unemployment rate is “acceptable.”
‘Where, in other words, is the trade-off target ?

Of high relevance to the answer is the pattern, or contour, of the
lines of central tendency displayed in chart 2 above (p. 1073). Granted
some degree of arbitrariness and discretion in their location, no reason-
able variance can alter the central fact that they decline steeply on the
left and gradually on the right. The significance of this phenomenon
is obvious. At low unemployment rates, further reductions are pur-
chased at the cost of large increases in prices, whereas at higher rates
the gains come cheaper. Thus, a reduction in unemployment from 6 to 5
percent steps up the annual inflation rate by less than half a percentage
point, while a reduction from 5 to 4 percent raises it by 1.5 points for
the larger sample (section A) and by 1.2 for the smaller (section B).
A further reduction from 4 to 3.5 percent raises it additionally by 1.2
and 1.1 points, respectively.

If these trade-off curves are anywhere near right, they pose a prob-
lem to policymakers for which there is no pleasant or easy solution.
Our own view, with which we suspect most economists will agree, is
that an inflation rate of 2 percent a year—measured by the GNP
deflator—is the outside limit of acceptability.”® Given this limit, the
question then becomes how high a rate of unemployment is necessary
to stay within it. .

It 1s interesting to note that the CEA chart to which we referred
earlier confirms the results of our own study (p. 1074) that in terms of
normal expectancy the rate is between 4.5 and 5 percent. In view of
the deviations of individual cases from the norm, there is no point to-

5 77,8 t of Labor. ) )
ZOIIT"I]'é Dc“etl))r?;;l;;gg Price Index deviates considerably from this measure over short

periods—as it did in 1968—but in the long run conforms quite closely.
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being more precise. Somewhere within this range is the trade-off point
that satisfies the stipulation.

This is not, of course, an ideal solution. An inflation rate of even 2
percent a year is deplorable, to be accepted only with the greatest reluc-
tance. But so long as we have the present responsiveness of wages to
low unemployment rates, we must, in our opinion, take something close
to this figure. The unemployment rate required for a complete stabiliza-
tion of the price level—over 6 percent—is politically, economically,
and socially unacceptable.

Others, of course, can fix the trade off elsewhere. Thus if 8 percent
a year is the inflation limit, the unemployment rate can be around 4
percent. But there is no escaping the painful choice: a gain on one
side is purchased with a loss on the other.

III. UNwINDING THE BooM

We are presently in an inflationary boom that must be cooled off by
some means or other. The universal desire is to accomplish this grad-
ually and easily simply by slowing up the growth rate of the economy
until it attains a more relaxed condition. This is obviously the proper
strategy, though history offers little encouragement for its success.
Previous booms of comparable magnitude and character have been
cooled by recessions. There are, therefore, few if any precedents to

go by.
T'he time factor

An interesting question presented by this strategy is how long it will
take to work the inflation rate down from almost 4 percent a year to
the 2 percent we have characterized as the upper limit of acceptability.
Basically, this is the question of how long it will take to work down
the rate of increase in average hourly compensation from its recent
(1968) rate of more than 7 percent a year to something under 5
percent.

Let us state the problem in a different way. Granted that an unem-
ployment rate of 4.5 to 5 percent will hold the inflation rate at or be-
low the 2-percent limit once the latter is attained, how long will it
take, starting from where we are now, to attain that limit? This is the
sum of (1) the time required for unemployment to expand from its
present rate—3.3 percent—to the 4.5-5-percent range, and (2) the time
required to bring down the growth of average hourly compensation
from its then-attained rate to the required level. We know very little
about what to expect for either of these stages. The first might require
a year or more, the second considerably longer. It is obvious, in any
case, that the cooling-off-without-recession strategy, if successfully
executed, will involve a very slow return to the 2-percent inflation rate,
and if a more exacting standard is set will require longer still.

Wil it work?

Granted that the correction will be slow, it is by no means certain
that it will develop as planned. As noted, earlier wage spirals have
been broken by recessions, and it remains to be seen whether the pres-
ent one can be eased off by the mild and gradual relaxation of the Iabor
market contemplated in the official strategy. Such spirals tend to

24-833—69—pt. 4——10
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acquire a life of their own and are hard to turn around without shock
treatment.

There is another point to be made in this connection. While it is
understandable that the new administration should seek to minimize
the rise in unemployment required to cool the boom, it is clear that to
bring the inflation rate down to 2 percent is going to take more of an
increase than suggested by the cautious and delicate adjectives now
bandied about. A rise to the 4.5-5-percent range is more than “a little,”
“slight,” or “modest”; in relative terms, it is an increase of more than
40 percent.

IV. Loxce-Raxee IMPROVEMENT

We pointed out in the second chapter that the overresponsiveness of
average hourly compensation to high employment is a fairly recent
phenomenon and that it is not necessarily permanent. This appears to
be the view also of the outgoing Council of Economic Advisers:

“Tt is not inevitable that pressures on the labor supply should
begin to appear when the unemployment rate falls below 4 per-
cent. Tt is not inevitable that wage increases should substantially
exceed productivity gains, and that prices should begin to rise
rapidly, as the economy reaches high employment. It is not in-
evitable that price stability should be restored only through the
wasteful remedy of repeated doses of economic stagnation and
high unemployment.” ©°

To support this thesis, the Council outlined a number of measures
for the improvement of the situation, some of which relate to product
markets, others to the labor market. Since we have expressed the view
(p. 84) that the rise of labor costs is the heart of the inflation problem,
we shall refer only to the labor-market suggestions, and then only to
the extent of listing them.

Improvement of labor mobility, through—

Better information on job opportunities.

Relocation assistance.

Vesting and portability of pension rights.

Interstate reciprocity in occupational licensing.

Improvement of manpower training.
Removal of discrimination in employment.
Reduction of seasonality.

More flexible job requirements.™

No doubt the pursuit of such measures over a period of years would
reduce the extraordinary dispersion of unemployment rates by classes
of workers, which we discussed earlier and displayed on page 1083. In-
sofar, therefore, as the responsiveness of wage rates to high employ-
ment is a result of this dispersion, the inflation problem may be re-
lieved. You may recall, however, that we found this factor only a
partial explanation of excessive wage responsiveness, and if this con-
clusion is correct the improvement of the composition of unemploy-
ment would be only a partial remedy.

Tt is interesting that the foregoing list of suggestions contains no
measures to abate the market power of organized labor, which the
Council has repeatedly identified as a major contributor to inflation.

70 Weonomic Report, 1969, p. 121.
7 Thid., p. 99, ff. Our arrangement.
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If it was correct in its assessment of the role of collective bargaining
in wage dynamism, its failure to offer any remedy but voluntary re-
straint leaves the prospect for long-range improvement rather cloudy.

V. CoNcLusioNn

We have chronicled the failure of the hortatory approach to anti-
inflationary action, and the abandonment of the wage and price guide
posts. While the passing of guideposts enforcement efforts is unla-
mented, we should like to record the hope that the campaign of public
enlightenment of the criteria of noninflationary wage policy—specifi-
cally, the productivity principle—will continue to be pressed. If it
does nothing more than inhibit the proliferation of fallacious doctrines
in this field, 1t will sérve a useful purpose.

One thing is clear. If general preachments on wage and price be-
havior are to enlist any significant degree of voluntary restraint they
must be actively endorsed both by labor and by management. This
means that both must have a voice in their formulation. They cannot
be imposed externally as the revelation of a government agency, even
as distinguished a body as the Council of Economic Advisers. If there
are any possibilities in the idea of voluntary restraint—and we con-
sider them limited—their realization will require a fresh start on a
new basis. ' “ o ‘

These possibilities are limited in part because of the structure of
the American labor movement. Not only is it fragmented at the top;
the major federation leaves collective bargaining to its individual
unions and disavows any responsibility for the results. Even if it were
to assent to a national wage policy, it could implement it only by moral
suasion—better than nothing, perhaps, but unlikely to prove very effec-
tive.

A final comment on our present predicament. If we are right that
the principal inflationary dynamic of the past few years has been
rising labor costs, if exhortation has failed to restrain them, and if
direct controls are out, only one effective remedy remains: relaxing the
labor market. So long as we continue to have a drum-tight market in
the major wage-determining category—adult males—the chance of
slowing down the advance. of hourly compensation, and with it the
advance of prices, is slim. :

It is slim, be it noted, no matter what the explanation of the pre-
dicament. We observed earlier that it is not necessary to determine
the proportionate contribution of collective bargaining to the wage
dynamism that now afflicts the economy. Neither, we may add, is it
necessary to decide the relative importance of “cost push” and “de-
mand pull” in the current inflation. The answers to these questions
may be relevant to the longrun solution of the problem, but the remedy
for the present situation is the same no matter how they are answered.

Tt is fervently to be hoped that in time we can work down the ex-
cessively high unemployment rates for certain sectors of the labor
force—juveniles, slum dwellers, to a lesser extent women—and thus
lower the overall unemployment rate consistent with reasonable price
stability. It is no less to be hoped that we can gradually abate the
extravagant expectations that have developed in recent years for in-
creases in compensation. But until these objectives are achieved, there
is no feasible alternative to labor-market relaxation. It is the sine qua
non of inflation control.
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APPENDIX A
CHarT 1

The average annual unemployment rate was computed from De-
partment of Labor estimates of unemployment and civilian labor
force. It is the official rate carried to two decimal places.

The unemployment and labor force estimates have undergone some
changes over the period covered. One has been carried all the way back,
the exclusion of 14- and 15-year olds from the figures. Others—the in-
clusion of Alaska and Hawaii in 1960, and the 1962 adjustment to
the 1960 census—have been of negligible effect. One, however, has been
more significant. A change of definitions in 1967—carried back to
1966—reduced the then unemployment figure by about 100,000, and
the rate by about 0.12 percentage ]Ia)oints. The rates for years before
1966 are presumably a shade high by present definitions.

The intrayear changes in compensation per man-hour were figured
by dividing quarterly Department of Labor estimates of man-hours
worked by all private nonfarm employees into quarterly Department
of Commerce estimates of the total compensation of these employees.
Opening values for each year were derived by averaging the figures
for the fourth quarter of the prior year and the first quarter of the cur-
ent year; closing values, by averaging the fourth quarter of the cur-
rent year and the first quarter of the following year. The figures for
1968 are the change from the fourth quarter of 1967 to the fourth
quarter of 1968. To reduce distortions due to shifts of employment—
man-hours—from high- to low-wage industries, and vice versa, we
have factored out such shifts among seven major areas: mining, manu-
facturing, construction; transportation and public utilities, trade,
finance, insurance, and real estate, and services.

APPENDIX B
CHART 3

The procedure described in appendix A for deriving intrayear
changes in the average hourly compensation of all private nonfarm
employees (chart 1) was employed in the present instance for deriving
similar changes for two components of the total: heavily unionized
industries—mining, manufacturing, construction, and transportation
and public utilities—and lightly unionized industries—trade, services,
and finance, insurance, and real estate. An opening value for compen-
sation per man-hour in 1947 required an extrapolation of quarterly
data back to the fourth quarter of 1946 since Government sources did
not permit a direct estimate for that quarter. Again the effect of
employment shifts among the listed subgroups was excluded.

The figures for 1968 are the change from the fourth quarter of
1967 to the fourth quarter of 1968.

APPENDIX C
CHART 5

For the purpose of chart 5, we computed intrayear changes in profit
margins as differences between successive end-of-year estimates, these
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being averages of fourth-quarter and first-quarter figures, The figure
for 1968 is the change from the fourth quarter of 1967 to the fourth
quarter of 1968. To get the contribution of these intrayear margin
changes to price changes, we related profits directly to the corporate
gross product for the year in question rather than to corporate costs.

Average hourly compensation data are not available for the cor-
porate sector separately. Accordingly, we used the intrayear per-
centage changes for the total nonfarm private sector, deseribed in
appendix A. Each change in this series was reduced by 2.8 percentage
points, the average increase in man-hour output for all persons in
the private nonfarm sector during the decade 1959-68, as estimated
by the Department of Labor. To get the price effect of the percentage
increases in average hourly compensation, thus reduced, we applied
to them the ratio of corporate employee compensation to corporate
gross product for the year in question.

MacuINERY & Aritep Propucrs INsTrruTE—CaPITAL Goops REview

THE INVESTMENT CREDIT AS AN ECONOMIC CONTROL DEVICE

In the election campaign of 1960, both presidential candidates ex-
pressed dissatisfaction with the progress of the American economy
and a determination to accelerate its future growth by providing addi-
tional incentives for business investment.

The nature of this concern is evident from the remarks of Secretary
of the Treasury Dillon in presenting the first incentive proposal of the
new administration the investment credit :

“As we look back over the past century we see that our record
of economic growth has been unmatched anywhere in the world.
But of late we have fallen behind. * * * In the last 5 years West-
ern Europe has grown at double or triple our recent rate and
Japan has grown even faster. While there is some debate as to
the precise annual growth rate of the Soviet economy, CIA
estimates that their GNP grew at a rate of 7 percent in the fifties.
Clearly, we must improve our performance, otherwise we cannot
maintain our national aspirations. The pressing task before us,
then, is to restore the vigor of our economy and to return to our
traditionally high rate of economic expansion and growth. I am
confident this can be accomplished. But it will require a major
effort by all of us.

“T have been impressed during recent travels abroad by the
great progress our friends overseas have made in reconstructing
their economies since World War IT and by the highly modern
and efficient plants they now have at their disposal. * * * All the
information we have indicates that their plant and equipment
are considerably younger than ours. Although this difference
reflects the rebuilding of the shattered European economies, I
think it is important to emphasize that it was due in good part
to the vigorous policies of the European governments. Tax in-
centives for investment played a significant role, including ac-
celerated depreciation, initial allowances and investment credits.” *

1 Testimony of the Secretary before the House Ways and Means Committee, May 3, 1961,
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Original concept

This statement was made during the recession of 196061, following
several years of relatively low business capital investment (after
1957). It is obvious, however, that the administration was concerned
not simply with the cyclical recovery of investment, but with the
broader objective of raising its general level over the long run. The
main goal was a higher economic growth rate through increased in-
vestment in productive facilities.

This view was well expressed by the Council of Economic Advisers
in a report to the Joint Economic Committee:

“Measures to stimulate business investment directly will con-
tribute to our recovery from the present recession, but that is not
their main purpose. All who have confidence in the American econ-
omy must look ahead to the day when the slack will be taken up
and high levels of output and employment will again be the rule.
The full benefit of our decision to supplement increases in con-
sumer demand now with a higher rate of capital expansion and
modernization will then be realized.” 2

It is interesting to note that this concept appears to have been shared
by the fiscal committees of Congress:

“The tax credit provided by this bill is complement to the ad-
ministration’s plans for revising the guidelines for the tax lives of
property subject to depreciation. It is believed that the investment
credit, coupled with the liberalized depreciation, will provide a
strong and lasting stimulus to a high rate of economic growth and
will provide an incentive to invest comparable to those available
elsewhere in the rapidly growing industrial nations of the free
world.®

“Realistic depreciation alone, however, is not enough to provide
the essential economic growth. In addition, a specific incentive
must be provided if a higher rate of growth is to be achieved. * * *
The objective of the investment credit is to encourage moderni-
zation and expansion of the Nation’s productive facilities and
thereby improve the economic potential of the country with a re-
sultant increase in job opportunities and betterment of our com-
petitive position in the world economy.” *

Question of manipulation

It will be recalled that the initial reaction to the investment credit
proposal was critical, and even hostile, in many quarters. There were
a variety of reasons, only one of which concerns us here. It was charged
that once in effect the credit would inevitably be manipulated for
economic control purposes. ‘

This charge was indignantly denied by the administration. Its
spokesmen insisted that the credit was designed to be a permanent
feature of the tax system, that its purpose was to raise the average level
of investment over the long pull, and that there was no intent to
employ it as a contracyclical device. As for the Congress, the legislative
history strongly suggests that it concurred in the administration
position.®

2 The American Economy in 1961: Problems and Policies, March 6. 1961. v. 49.

8 Report of the House Ways and Means Committee on the Revenue Act of 1]?{52, p. 8.

4+ Report of the Senate Finance Committee on the Revenue Act of 1962, p. 11.
5 Witness the committee reports quoted earlier.
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‘At the time the credit was proposed (1961), and enacted (1962), no
one wis worrying about excessive capital investment. The whole drive
was for expansion. Any possible need for restrictive action was obvi-
ously far in the future, and except for the administration assurances
just referred to the problem was treated as academic.

Recent developments

We cite this historical record to indicate the original concept and
purpose of the investment credit. But conditions have changed radi-
cally since then, and the question is now before us of withdrawing
or suspending the credit as a means of curbing a capital goods boom
in an overheated economy. '

Last January Senator Gore introduced a bill (S. 2806) calling for
the outright repeal of the credit. Later he proposed an amendment to
the Tax Adjustment Act of 1966 suspending 1t for 2 years (rejected
by the Senate on March 8). Shortly thereaiter, the Joint Economic
Committee recommended immediate suspension to a future date pre-
scribed by Congress. Numerous economists, including three former
chairmen of the Council of Economic Advisers, have joined in urging
suspension, usually for a 1-year period. Several bills directed to this
objective have been introduced in Congress. Recently the chairman
of the Senate Finance Committee, Senator Long, proposed an amend-
ment to the Foreign Investors Tax Act of 1966 (H.R. 13103), pro-
viding for indefinite suspension.® Still more recently, the administra-
tion has proposed suspension for 16 months (H.R. 17607).

Present project

In view of this altered situation, it is an appropriate time to con-
sider the basic question of the merits of the mvestment credit as an
economic control device. Is it suitable for on-and-off application?
This question is the subject of the present inquiry.

Tt is-a safe guess that most of the proponents of on-and-off applica-
tion have not thought through the problems to which it gives rise, if
indeed they are even aware of them. They involve questions of fair-
ness, administrative feasibility, timing, and effectiveness. We suggest
that until these questions have been confronted it is irresponsible to
urge manipulation, whether by temporary suspension or otherwise.

ince temporary suspension appears to be the most favored form
of manipulation, we propose to consider the difficulties associated
with that form. Because they are somewhat different at the suspen-
sion (cut-out) phase of the operation than at restoration (cut-in), we
shall discuss the two phases separately, beginning with suspension.

1. PROBLEMS ASSOCIATED WITH SUSPENSION

As a rule, capital equipment has a long production period. More-
over, a large proportion is produced on order. This means that cus-
tomers must wait during its fabrication, and that there is normally an
extended period between the placement of orders and their delivery.
The interval between orders and the completion of installation (the
point at which the credit can be claimed) is, of course, longer still.

¢ Congressional Record, August 30, 1966, p. 20321.
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No one knows within a wide margin the current overall average
of this order-to-completion period for credit-eligible equipment, but
Treasury estimates place it in the range of 9-12 months.” Even if we
take the Jower limit of this range, we are dealing, obviously, with a
very long leadtime, the existence of which has important implications
for the problem in hand.

Fairness

As just noted, the investment credit is claimable on the completion
of installation and the placement of the equipment in service. This
means that if the suspension is on the same basis industry will lose
the benefit of the credit on outstanding commitments representing
say three-quarters of a year’s investment in eligible equipment—com-
mitments entered into in good faith in expectation of that benefit.

The unfairness of denying the credit to such commitments was recog-
nized in the Gore amendment, to which we referred earlier, by a
provision protecting the eligibility of e?uipment for which firm con-
tracts had been entered into prior to the effective date. It has been
recognized also in subsequent suspension proposals, including the
Long amendment and the administration bill.

To afford complete protection of outstanding commitments, it is
necessary, of course, to allow time for them to work through the pro-
duction pipeline. The Gore amendment allowed 1 year, a period suffi-
cient for most, but not all, of them to clear. The Long amendment, on
the other hand, allowed only 4 months. This is grossly inadequate and
would leave a substantial proportion of the carryover unprotected. The
administration proposal is better in this respect: it imposes no time
limit at all.

While the complete protection of outstanding commitments elim-
inates a considerable part of the inequity at the suspension stage, it
does not remove all of it. Industry often makes a heavy investment
in the planning and engineering of equipment programs before firm
contracts are entered into. To the extent that this investment is condi-
tioned on the availability of the credit, the suspension destroys its
value and usefulness. Moreover, there is a large element of chance in
the impact of the suspension. The commitment flow of individual
companies is extremely “lumpy.” The cutout date is certain to catch
some of them with large placements just inside the line and others
with similar placements just outside. (For example, the administration
proposal for a cutout on September 1 finds a large airline with an order
dated September 2 for $410 million worth of equipment.)?

Although a partial equity can be secured by putting the credit sus-
pension on a commitment basis, given a sufficient workout period, un-
fortunately this creates difficult administrative problems.

Administrative difficulties

The completion of the installation of a piece of equipment is ordi-
rarily a clearly identifiable event, but the timing of a “firm contract”
for its procurement may not be. For this reason the switch from an
installation to a commitment basis presents administrative problems.

7 Quoted by Senator Proxmire from a Treasury communication to him. Congressional
Record, August 23, 1966, p. 19421, It is estimated further that 40 percent of eligible
equipment has an order-to-delivery period of less than 6 months, 40 percent between 6
months and a vear, and 20 percent over a year (the average for the last group being
about 2 years).

8 Wall Street Journal, Sept. 9, 1966, p. 2.
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This was pointed out by Senator Long in the debate on the Gore
amendment :

“This rule will open up difficult areas of dispute between the
Internal Revenue Service and business firms over what consti-
tutes a binding commitment. I doubt if any mechanical rule can
be followed here. Bach case will have to be examined on its own
merits.”

When is a “firm contract” entered into? Is it on the date a purchase
order is sent, or when confirmed by the equipment producer? Must
the order be noncancellable? If not, what kind of cancellation penal-
ties are required to make it “firm”? Must the delivery date be fixed,
or can it be indefinite? What about supplements and amendments?
Do they take the date of the original order, or must they be broken
out? These and other vexing questions are bound to bedevil both indus-
try and tax administrators, giving rise to uncertainty, controversy,
and litigation.

There is another aspect of the matter. Suspension on a commit-
ment basis will give rise to deplorable pressure on equipment suppliers
for the redating of orders that fall on the wrong side of the line, the
shifting of items from later to earlier orders, etc. No one will contend
that this is desirable, least of all the suppliers themselves.

As a matter of fact, the administration explored very thoroughly
the possibility of putting the credit on a commitment basis at the time
it was first proposed. In the words of Assistant Secretary of the Treas-
ury Surrey, “It was found not to be feasible.” ® If it was not feasible
to entroduce it on that basis, can it be feasible to suspend it in the same
fashion ?

Timing

Because of the long leadtime between orders and delivery, the cut-
off of the investment credit at the ordering stage would obviously
have a delayed effect on equipment production. Senator Proxmire
recently commented on the point as follows:

“Because the suspension of the credit would have to provide
an exception for projects already under commitment, but com-
pleted in the future, it follows that suspension would generally:
not alter investment expenditures or tax revenues for a substan-
tial period of time. . . . If we repealed the credit today or tomor-
row, it would be at least the middle or the end of 1967 before the-
real effect would be felt. If we acted next March or April, it
would have no decisive effect until 1968.**

This means that the suspension should occur long before capital in-
vestment attains the level at which restraint is deemed desirable. It
requires action on the basis of predictions and forecasts. This is not
necessarily a prohibitive requirement, but past experience with the
application of restrictive measures in a political environment (espe-
cially in election years) is not reassuring. The chances are that the
suspension will come late, in response to current, rather than antici-
pated, conditions. In some cases, certainly, this will lock-the barn door
after the horse is gone. Indeed, there is always the risk that the delayed

® Qongressional Record, Mar. 7, 1966, p. 4972.

10 Hearings before the Subcommittee on Fiscal Policy of the Joint Economic Committee,
Mar. 16-80, 1966. p. 242.

1 Congressional Record, Aug, 23, 1966, pp. 19421, 19422,
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effects will fall in the receding phase of the capital goods cycle, thus
aggravating the decline. A

Perverse reactions

In a parliamentary system, the minister of finance can guard the
secrecy of his budget proposals until they are formally presented to
the legislature. Moreover, the budget, once disclosed, is practically
certain to go through. (If it doesn’t, the government falls with it.)
In this setup, a measure like the suspension of the investment credit
can be imposed as of a date already past, and there is nothing industry
can do about it.

In the American system, things do not happen this way. Proposals
can be tossed into the hopper by any Member of the Congress at any
time, and it is often difficult, if not 1mpossible, to assess their chances.
Even if they progress in the legislative machinery, they are likely to
be pending for months, and no one can be sure whether, or in what
form, they will finally emerge. Proposals of the administration must
run the same legislative gauntlet, and even if acceptable in principle
are commonly exposed for extended periods to discussion and amend-
ment. On many crucial details the final result is often uncertain up
to the moment of enactment.

This makes it extremely difficult to suspend the investment credit
without triggering perverse reactions on the part of industry. Since the
effect of suspension is an across-the-board mecrease of 7.5 percent in
the cost of eligible equipment, the moment a suspension bill is intro-
duced there is an incentive to rush the placements of commitments.*?
Even though the cutount date is already past, there is no certainty that
it will stick; hence prudence calls for protective action. Some other
bill with a later cutout may supersede the first one. Even if the original
proposal eventually goes through, it may be some months hence, and the
final effective date 1s unpredictable. The response to these uncertainties
can only aggravate the pressure on capital equipment suppliers which
it is‘the purpose of the suspension to abate.

But this is not all. If the practice of manipulating the credit be-
comes established, industry will take anticipatory action even before
there are overt moves for suspension. (This would occur, of course, even
under a parliamentary system.) As soon as capital goods activity rises
to a level suggesting the imminence of such moves, protective commit-
ments are in order.

These observations assume suspension on a commitments basis, with
sufficient time allowed to work off the outstanding backlog. Where this
allowance is cut short, as in the Long amendment mentioned earlier (4
months), there is an additional incentive for perverse reactions. If the
threat of enactment is taken seriously by industry, such a proposal is
bound to touch off a stampede for the acceleration of equipment
deliveries scheduled after the deadline (its enactment would, of course,
have the same effect). Again the result will be the opposite of that
intended.

These consideration raise grave doubts about the effectiveness of
credit, suspension as a means of restraint, quite apart from the ad-
ministrative difficulties to which it gives rise. It may well prove
counterproductive. : :

12 The 7.5 percent applies to equipment with a service life of 8 years or over. For shorter
lived items, the credit is scaled down.
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2, PROBLEMS ASSOCIATED WITH RESTORATION

Tt is obvious that the restoration, or cut-in, phase of the temporary-
suspension cycle raises in reverse some of the same problems confronted
at cutout. There is again the question of basis: should the cut-in be by
installation or by commitment? There is the question of timing: how
can anyone tell at suspension whether the scheduled restoration will be
timely? There is also the problem of anticipatory reactions: with the
cut-in date known in advance, how can perverse effects be avoided

Basis

While the average leadtime between the commitment and installa-
tion of eligible equipment is likely to be somewhat shorter at restoration
than at suspension, it is bound to be at least 6 months, and probably
longer. This means that if the restoration is on an installation basis it
will apply to commitments made long before the cut-in date. If, on the
other hand, it is on a commitment basis, it will present the difficult
administrative problems described earlier in connection with the sus-
pension phase. (In either case it will generate perverse reactions, about
which more in a moment.)

Most of the temporary-suspension proposals we have seen contem-
plate restoration on an installation basis, though in the administration
plan it turns on commitments. Here it is a question of balancing the
administrative simplicity of the installation-basis cut-in against the
windfall gains conferred on then-outstanding commitments. With a
fixed cut-in date, such gains are certain to be far smaller than the wind-
fall losses from the exclusion of existing commitments at the suspen-
sion stage. For since the cut-in date is known in advance, most of these
commitments will have been made in expectation of the credit. (Where
the restoration date is indefinite, more of them will have been entered
into without reference to the credit.)

Timing

Tf there are timing problems at the suspension stage, they appear
also, though in different form, at restoration. No one can tell at the time
of suspension how long the period should last. Should it be 1 year, 2
years, or 3 years? If the cutout is likely to come, as we have suggested,
near the end of the capital goods boom, even 1 year may be too long. In
other cases it may not be long enough.

Some temporary-suspension schemes allow the President to extend
(but not to shorten) the period by proclamation. This gives one-way
flexibility, but it introduces an undesirable element of uncertainty in
business planning. Until it is known whether the scheduled cut-in
date will be deferred, capital budgeting must proceed in the dark, A
similar climate of uncertainty will exist, of course, if the suspension
is for an indefinite period in the first place.

Perverse reactions

It is here that the greatest difficulty arises. The restoration of the
credit after a period of suspension is equivalent to a general price re-
duction of 7 percent.* This is worth waiting for.

With suspension to a time certain, there is bound to be a massive
deferment of commitments (if the cut-in is on a commitment basis) or

13 Again with the exception noted earlier for equipment with a life of less than 8 years.
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of delivery instructions (if it is on an installation basis) as the restora-
tion date approaches. Unless the cut-in comes at just the right moment
(right with this deferment taken into account), the resultant “air
pocket” in equipment activity will be both untimely and injurious. It
will be the more so, of course, the later the cut-in relative to the correct
timing.

’I‘heg chance that a predetermined suspension period will end at or
near the right time is very slim. So also is the chance that the preceding
“air pocket” in equipment activity will be rightly timed. There is grave
risk that the inevitable wait for restoration will serve to aggravate
capital goods recessions.

But what if the restoration date is indefinite, subject to the future
action of Congress or the President? In this case the basis for the an-
ticipatory deferment of orders or deliveries is uncertain, and the affair
turns into a guessing game. Industry will guess when the cognizant
authority is going to move and will regulate its capital programs ac-
cordingly. The air pocket will be less sharply defined than when the
cut-in date is known (there will be differences of opinion on the
prospects), but it will be present nevertheless. The pendency of the
restoration will exert a drag on the recovery of investment (or will
aggravate its decline) until the effective date is passed.

3. CONCLUSION

The moral of this discussion is clear. The investment credit is not
suited to manipulative application. It is not, therefore, an appropriate
device for economic control purposes. It was not intended for this use
in the first place and should not be so employed.

The practical alternative that confronts policymakers is either to
maintain the credit as a permanent feature of the tax system or to
abolish it. As to this choice, we entertain no doubt. It is still as impor-
tant to accelerate the longrun growth of the American economy as it
was when Secretary Dillon made the statement quoted earlier. There
are now, moreover, two additional factors that did not obtain at that
time: the accelerated growth of the labor force, and the declining
growth of tax depreciation deductions. A word on each.

We estimated in an earlier Review that the stepped-up growth of
the labor force (which began around 1965) will require an annual in-
vestment in productive facilities $5 billion to $8 billion larger than
would be needed with a continuation of the labor-force growth rate
obtaining previously.** Obviously, these expanded requirements will
have to be financed somehor.

It is here that the second factor comes in. Over the 20 years 1945-65,
the tax depreciation deductions of American corporations rose at an
average rate of nearly 11 percent per annum, a rate far more rapid
than the expansion of depreciable assets (7 percent). But this situa-
tion has now come to an end:

“The great postwar surge of corporate tax depreciation is over.
From now on, the increase in accruals will be more clozely geared to
the longrun growth trend of corporate capital expenditures. There is
considerable reason to believe, moreover, that the rate of increase will

% “Labor Force Growth and Business Capital Formation,” Capital Goods Reviewo No. 61,
March 1965.
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actually fall below this trend. The future of capital expenditures is, of
course, unpredictable, but if they rise over the next decade at. the
average rate of the past 15 years (about 5.5 percent per annum), a
shortfall of depreciation growth below this rate seems probable. The
probability arises principally from the prospective fadeout of the rela-
tive net benefits from the accelerated writeoff methods of the 1954 code
and from the guideline-life system.”

Both of these factors conspire to make the investment credit more,
rather than less, urgent than when first proposed. If under present
conditions additional measures of economic restraint are called for—a
q}lll-‘estion we do not consider here—there are better ways to accomplish
this end than manipulation of the credit. Indeed, if the foregoing
analysis is valid, its manipulation is likely to do more harm than good.

MacmiNeErYy & Arvtiep Propucrs INSTITUTE,
Washington, D.C., March 31,1966.

Representative MarTHA W. GRIFFITHS,
Chairman, Subcommittee on Fiscal Policy, Joint Economic Commit-
tee, Congress of the United States, Washington, D.C.

THE INVESTMENT CREDIT—THE CASE FOR ITS PERMANENCY

Dear Mrs. Grirrrras: We appreciate the opportunity extended by
your letter of March 11, 1966, to present the views of the Machinery &
Allied Products Institute and our affiliate, the Council for Technologi-
cal Advancement, on the issues and problems involved in alternative
approaches to shortrun economic stabilization. Our comments will be
directed to the role of the investment credit in the economy and to a
consideration of its appropriateness as a countercyclical device. The
reason for this concentration is threefold :

1. We believe the investment tax credit as applicable to productive
equipment was an imaginative and sound proposal. Further, we believe
the credit has worked and has proven its merits as a permanent part of
our tax structure.

9. The investment credit is the subject of one of the recommenda-
tions of the full Joint Economic Committee in its 1966 Joint Economic
Report, to wit:

“We should immediately suspend the 7-percent investment credit
provision in view of the extraordinary exuberance indicated by invest-
ment programs. This is one of the major inflationary threats of this
year. This action should be accompanied by a provision that the 7-
percent credit would go back into effect at a fixed future date unless
Congress acts to extend the suspension.”

3. As a national organization representing the capital goods and
allied equipment industries, the institute speaks on behalf of firms who
have the unusual vantage point of being at one and the same time both
the producers and major users of the productive equipment subject to
the Investment tax credit. This vantage point also includes familiarity
with the impact of the credit on the wide range of customer industries

15 The Fading Boom in Corporate Taw Depreciation, Machinery and Allied Produets Insti-
tute, 1965, pp. 1, 12 - - v
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served by capital goods producers. Finally, from the original concep-
tion of the credit, the institute has studied it closely.

We turn first to a brief discussion of the investment credit in rela-
tion to the goals of our economy.

Goals—One theme with different arrangements

A fter 20 years under the Employment Act of 1946 its goals of “maxi-
mum employment, production, and purchasing power” have come to
be generally interpreted as full employment, economic growth, price
stability, and balance of payments equilibrium. Since it 1s impossible
to maximize everything at once—and since conditions change as well—
the individual goals have been given different priorities at different
times. Currently, the goal of stability is receiving the most attention
and, because of this, there is a strong tendency to analyze and pass
judgment upon a particular measure only in terms of its contribution
(or lack of it) to this one goal. We make two observations in this
connection:

1. There is a great danger that in attempting to avoid inflation and
maximize price stability we will sacrifice the progress we have made
in achieving present levels of full employment, economic growth, and
balance of payments equilibrium. v

2. The investment credit has played—and can continue to play—
a major role in achieving the essential economic goals of full employ-
ment, economic growth, and balance of payments equilibrium. Further,
it is not without merit in its contribution to reasonable price stability
as well.

The positive role of the investment credit ‘

The rationale of the credit—In the current dialog on the investment
credit it is frequently overlooked that there was a basic and longrun
consideration in enacting the investment credit upon the recommenda-
tion of President Kennedy. This was brought out at the time by then
Secretary of the Treasury Dillon in testimony before the House Ways
and Means Committee: !

“As we look back over the past century we see that our record of
economic growth has been unmatched anywhere in the world. But of
late we have fallen behind. * * * In the last 5 years Western Europe
has grown at double or triple our recent rate and Japan has grown even
faster. While there is some debate as to the precise annual growth rate
of the Soviet economy, CIA estimates that their GNP grew at a rate
of 7 percent in the 1950’s. Clearly, we must improve our performance,
otherwise we cannot maintain our national aspirations. The pressing
task before us, then, is to restore the vigor of our economy and to re-
turn to our traditionally high rate of economic expansion and growth.
I am confident this can be accomplished. But it will require a major
effort by all of us.

“T have been impressed during recent travels abroad by the great
progress our friends overseas have made in reconstructing their econ-
omies since World War IT and by the highly modern and efficient
plants they now have at their disposal. * * * All the information we
have indicates that their plant and equipment are considerably younger
than ours. Although this difference reflects the rebuilding of the shat-

1 “President’s 1961 Tax Recommendations,” 87th Cong., first sess., May 8, 1961, pp.

]
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tered European economies, I think it is important to emphasize that
it was due in good part to the vigorous policies of the European gov-
ernments. Tax incentives for investment played a significant role, in-
‘cluging. accelerated depreciation, initial allowances and investment
credits.” :

This same point was made even more directly in the statement of
the Council of Economic Advisers before the Joint Economic
Committee: 2 ’

“Measures to stimulate business investment directly will contribute
to our recovery from the present recession, but that is not their main

urpose. All who have confidence in the American economy must look
ahead to the day when the slack will be taken up and high levels of
output and employment will again be the rule. The full benefit of our
decision to supplement increases in consumer demand now with a
higher rate of capital expansion and modernization will then be
realized.”

The message is clear. There are longrun advantages to the invest-
ment credit for productive equipment that outweigh any use it might
have as a device to offset cyclical changes in the economy. What are
these advantages?

The case for the credit—1In essence, the investment tax credit is vital
to economic health in that it provides an incentive to continued growth
of the Nation’s productive capacity and the modernization and re-
placement of its existing equipment. In so doing, it providesthe assur-
ance the economy can—

" 1. Provide the goods necessary to meet its domestic needs—
civilian and defense—and, in so doing, combat inflation;

9. Provide the additional jobs and equipment required by an
expanding labor force; 3

3. Enable the economy to provide wage increases in accordance
with productivity without inducing price increases;

4. Fulfill our international obligations; and

5. Meet the competition for world markets and thus contribute
to the solution of our balance-of-payments problem.

To make its proper contribution to the performance of these tasks,
the investment credit should be—as it was originally considered to be—
a permanent part of our tax structure. To convert the credit to meet
the requirements of a countercyclical tool—for example, that it be used
on an on-again, off-again basis—would run the risk of sacrificing its
effectiveness in fulfilling the vital goals for which it is uniquely de-
signed. But even assuming that serious consideration should be given
tolitzs use as a countercyclical tool, how will the credit function in that
role?

The credit as & countercyclical tool
It is generally agreed that the criteria that should be met by any tax
used as a countercyclical tool include the following: (1) it must be
promptly effective and its economic results consistent with desired
effects; (2) it must be equitable; and (8) it must not create uncer-
tainty in business planning, investment, and output. We conclude that
2 “The American Economy in 1961: Problems and Policies,” Mar. 6, 1961, p. 49.

8 Capital Goods Review No. 61, “Labor Force Growth and Business Capital PN
MAPI, March 1965. ’ apital Formation,
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the investment tax credit fails on all three grounds and as we under-
stand Assistant Secretary of the Treasury Surrey’s testimony, before
this subcommittee on March 30, he makes the same judgment.

Delayed effects—Under present circumstances, there is an average
lag of 9 or 10 months between the go-ahead decision (appropriation or
authorization) and the installation ¢ of credit-eligible equipment. This
means that the major part of the equipment to be installed during the
remainder of 1966 1s already in the pipeline. Denial of the credit at this
juncture might have some effect on projects authorized but not yet
committed, but it would not affect significantly those already on order.
It follows that the restrictive effect on capital goods activity would be
largely deferred. Most of it would come 1n 1967.5

Perverse reactions on suspension—Unless the effective date of the
credit suspension is definitely and convincingly ¢n the past, the legis-
lative consideration of the proposal will trigger a frantic rush to
obtain deliveries of credit-eligible equipment before the deadline.
This will aggravate the pressure on the equipment producer that it
isthe object of the suspension to abate.

It appears to be the view of leading proponents of suspension that
equipment orders outstanding at the time of suspension must neces-
sarily be exempt from its application on grounds of equity. In this
case, the legislative consideration of the proposal—unless again the
cut-in date 1s convineingly in #he past—would lead to an orders stam-
pede. This might not be as harmful as a deliveries stampede, but it
could be very disturbing to capital goods suppliers, and is certainly
not calculated to relieve the pressure on them in the near term.

Perverse reactions on restoration.—If the restoration of the credit
were either dated in advance or anticipated by industry, it would
obviously provide a powerful inducement for the deferment of new
equipment installations until after the deadline. If the restoration
applied to orders placed after the deadline, it would have an even
more retarding effect. On either basis, the arrangement would pro-
duce an artificial depression in capital goods markets at the wrong
time and contrary to the intention of its sponsors.

Timeliness—In view of the delayed impact of a credit suspension
on capital goods activity, the question arises whether the move is
timely. There are powerful forces of restraint already at work in this
area—falling corporate liquidity, increased pressure on internally
generated funds, reduced credit availability and higher interest rates,
rising costs of capital projects, severe shortages in skilled manpower,
ete.—and there is informed opinion that the peak of new authoriza-
tions has already been reached. If this is correct, the effect of sus-
pension—especially if delayed for 2 or 8 months—would come too
late to be of much value. It would have its chief impact after the
squeeze is over, and would aggravate any subsequent correctign.

4 Note the significance of the ‘“installation” test under the investment tax credit pro-
visions. As Assistant Secretary Surrey said, “Actually, I think people who have advocated
suspension of the credit really have an image of its operation that would haye it turn on
orders rather than installations as it now does. This possibility was explored at the time
the credit was originally set up and found not to be feasible.”

5 Senator William Proxmire made this same point in his supplementary views in the
“1966 Joint Economic Report” at p. 23: . . .

“Because there is a considerable ‘leadtime’ in carrying out investment projects; because
the investment credit becomes available when assets are put in service and hence present
contracts are being undertaken in reliance on the availability of the credit when the
project is completed ; because suspension of the credit would have to provide an exception
for projects already under commitment. but which will be completed in the future; it
follows that suspension of the investment credit would generally not alter investment
expenditures or tax revenues for a substantial period of time.”
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Inequity—In addition to the problem of long leadtimes men-
tioned above, capital expenditures also involve a good deal of pre-
planning and preparatory expenditures for such items as plant design,
engineering work, etc. Any removal of the credit forcing a change in
plans obviously results in certain losses or penalties to the company.
Further, many such commitments are not only planned long in ad-
vance, but are contracted for. Where this is the case a change in
plans is no longer feasible and this raises questions of the Govern-
ment’s keeping good faith with the taxpayer.

There is another matter of equity that merits attention here. The
credit is a vital and necessary part of our tax system as long as indus-
try is subject to the present extremely high corporate rates which
have such a penalizing effect on investment.®

Unecertainty.—Frequent reversals of tax policy tend to destroy in-

.

centives. Under such conditions there is a reluctance to make capital
expenditures when there is uncertainty as to the character and tim-
ing of congressional action. This is an important consideration at a
time when Industry is increasingly engaging in long-range planning
and that planning with respect to expenditures on production equip-
ment takes the investment credit into consideration. Thus, to the ex-
tent that the investment credit becomes an on-and-off device, its use-
fulness will be severely impaired. ‘

Swmmary.—The moral is clear. The investment credit, potent as it
is as a device to support and facilitate capital investment, does not
lend itself readily to manipulative application because of its inherent

limitations as a countercyclical tool.

The crucial element of téming

The proper tools—Unquestionably, the practice of economics has
become more sophisticated in recent years. We believe that through
the efforts of economists in government, academe, and industry we
know a great deal more about the economy and we are hopeful that
sovernment itself has become somewhat more astute and sophisticated
Tn the use of economic tools. However, at this time it must be admitted
that there still remains a good deal to be done in improving our ana-
lytical techniques and until this is accomplished we are not in a position
to proceed with a great deal of reliability into the niceties of counter-
cyclical fiscal policy.

W here are we now?—There are some who believe that the forces of
inflation are severe and will grow much worse. There are others, with
whom we are inclined to join ourselves, who feel that, although there
are some significant inflationary signs, it is unlikely that we confront
a runaway situation; indeed, it is very likely that we are near the top
of the cycle and may be leveling off. As noted above, there are power-
ful forces of restraint already at work. These include the tight money
situation both as to availability and rates, declining profit margins
and the decline in common stock prices in heavy trading. In terms of
capital expenditures, this does not necessarily mean that we are about
to face a recession, but rather a significantly slower rate of growth in
physical output and a growth rate in plant and equipment expendi-
tures closer to that of the economy as a whole.

¢ Effect ‘c;j"“v"Oorporate Income Taw on Investment, George Terborgh, Machinery and Allled
Products Institute, March 1959. ’ ’ v
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© Forces at work—In addition to the straws in the wind we have
mentioned, there are a number of basic forces at work which will
increasingly exert a restraining hand on the economy. President John-
son himself has identified these factors. These, of course, include the
Tax Adjustment Act of 1966 which it is estimated will raise some $6
billion in Federal revenue over the next 15 months, the increase in
social security and medicare taxes of some $6 billion at annual rates
which went into effect on January 1, 1966, and the recent action of the
Federal Reserve Board in raising the discount rate. In addition, it
must not be overlooked that Congress can, and we think should, assert
a firmer control over Federal expenditures and the executive depart-
ment has leeway in certain of its actual spending decisions.

Beyond these factors, there is one other that to our knowledge has
been overlooked by commentators on this subject; namely, the fading
boom in corporate tax depreciation. Since the institute has docu-
mented this at length elsewhere * we will simply excerpt the relevant
portion of the conclusion of that study : '

“The great postwar surge of corporate tax depreciation is over.
From now on, the increase in accruals will be more closely geared to
the long-run growth trend of corporate capital expenditures.

“There is considerable reason to believe, moreover, that the rate of
increase will actually fall below this growth trend. The future of
corporate capital expenditures is of course unpredictable, but if they
rise over the next decade at the average rate of the past 15 years (about
5.5 percent per annum), a shortfall of depreciation growth seems
probable. The probability arises principally from the prospective
fadeout of the relative net benefits from the accelerated writeoff
methods of the 1954 code and from the guideline-life system.”

Summary—In light of the margin of error that exists in the appli-
cation of macroeconomics, the relatively crude state of our analytical
tools at this time, and the forces for restraint that have yet to reach
their full potential, it would appear precipitous to take action to
suspend the investment credit at this time on these grounds alone.

Summary and conclusion

The investment tax credit was enacted by the Congress upon recom-
mendation by the Kennedy administration in order to stimulate sound
capital investment as a means of both increasing our rate of economic
growth and making U.S. industry more efficient and thus more com-
petitive at home and abroad. It was later liberalized in the same
spirit. The objectives of the act are just as vital today as when the
law was enacted, despite some changes in economic conditions.

When the investment credit was proposed and enacted it was in
the spirit of permanency. There is a clear legislative record to this
effect. To attempt to use the credit as purely a countercyclical tool
on an in-and-out basis would be a breach of faith, in addition to inter-
fering with the longer-range goals to which it is addressed.

Most persuasive In terms of the applicability of the credit as a
countercyclical device is that it simply would not be effective. The
credit is not well suited to such use both because of the cutout and
cut-in problem and the fact that it will lead to perverse reactions due

"The Fading Boom in Corpordte Taz Depreclation, George Terborgh, Machinety and:.
Allied Products Institute, 1965. : g
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to the effect of anticipated changes in the credit on the behavior of
industry. , . -

Frequently the arguments in favor of suspending the investment
credit seem to assume that success or failure in the fight against infla-
tion turns on this single proposal. This obviously is not the case. The
Tax Adjustment Act of 1966, the increase in social security and medi-
care taxes which went into effect in January of this year, and the
recent action of the Federal Reserve Board in raising the discount
rate all have a restraining effect—both directly and indirectly—on
capital expenditures and have not yet attained their potential impact.
In addition, the supply of corporate funds will be adversely affected
by the passing of the postwar boom in corporate tax depreciation, and
the prospect of a deteriorating relation between capital requirements
and financial availabilities. ‘

The great economic challenge to the United States today remains
the achievement and maintenance of the most modern technology and
industrial plant in the world. It is only in this way that we can con-
serve the progress we haye made, protect our national security and
our international competitive position, and insure the highest level
of job creation.

% Ed * & & & %

This concludes our comments on the role of the investment credit
in the economy and its appropriateness as a countercyclical device
both in the current economic context and as a general principle. We
should like to express again our appreciation of your kindness in
permitting us to present the views of the institute on this subject.
If the institute and its staff can be of assistance to the committee
in its studies we hope you will not hesitate to call on us.

Respectfully,
CHARLES STEWART, President.

MacaINERY & ArvLmp Propucts INSTITUTE,
Washington, D.C., January 7, 1969.
Hon. Ricmarp M. Nixox, ‘
President-elect of the United States,
New York, N.Y. v

Drar Mr. Nixon: In your letter to me of October 8, 1968, you
expressed the opinion “* * * that the imposition of arbitrary controls
on foreign investments is harmful to our Nation’s long-range inter-
ests * * * My administration will welcome comments and suggestions
in this vital area from leaders of finance and industry, like yourself,
who have a working understanding of these problems.” Acting upon
that suggestion, we advance herein for your consideration a number
of recommendations concerning the present foreign direct investment
program. .

As you may know, the Machinery & Allied Products Institute is a
national or%an‘ization of capital goods and allied equipment manu-
facturers. The membership of the institute’s executive committee ap-
pears on this letterhead. The machinery and transportation equip-
ment industries represented by MAPI have an immense stake in for-

AU
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eign investment and foreign trade. By way of example, the value of
foreign direct investments by these industries totaled $6.7 billion in
1964, the last year for which data are available, and their exports in
1967 were $12.6 billion. Qur membership’s overseas commitments are
both long standing—in some cases dating back into the 19th century—
and, by competitive necessity, continually enlarging, particularly as
part of the greatly expanded international trade which followed
World War I%. ‘We record these facts not merely to qualify the wit-
ness but in order that you may understand the point of view from
which we approach this subject.

The institute has opposed the foreign direct investment controls
from the hour of their inception, and we still oppose them, both as
to the policy decision which created them and as to their specific struc-
ture. Such controls are reﬁugnant to the goal of freer world trade so
vigorously advanced by this country since World War II, and they
are at least inconsistent with the spirit of numerous U.S: treaty under-
takings which bear on this subject. Not only are they self-defeating,
but, because of the conditions which they produce, they tend to be
self-perpetuating. The institute’s initial and continuing opposition to
the program is documented in the MAPT pamphlet, “The Case Against
Balance-of-Payments Controls,” which reproduces our testimony be-
fore the House Ways and Means Committee on February 21, 1968. A
copy is attached.

The general opposition expressed here is shared with rare unanimity
among American business. Nor is opposition limited to the business
community. Congressional opposition has already manifested itself
in the form of the Tunney resolution, introduced with substantial
bipartisan support in the last day of the 90th Congress. We are in-
formed that it will be reintroduced in the new Congress, again with
substantial bipartisan cosponsorship. At least two distinguished
academic economists, Prof. Fritz Machlup of Princeton and Prof.
Gottfried Haberler of Harvard, have vigorously and repeatedly de-
nounced this system of controls. Indeed, the administration which
invoked these controls did so “reluctantly” and with solemn assurances
as to their temporary character. Yet the controls are not only con-
tinuing—with appropriate expressions of regret—but their continu-
ance is accompanied by the prediction that they must be continued
into the seventies.

Incidentally, something of the character of the program is illustrated
by the administration’s after-the-fact rationalization of it in the form
of a Treasury Department-sponsored study entitled Owerseas Manu-
facturing Investment and the Balance of Payments, Tax Policy Re-
search Study No. One, prepared by Prof. G. C. Hufbauer of the
University of New Mexico, and F. M. Adler of Columbia University.
The conclusions of the study have been challenged in a detailed MAPI
critique published in November 1968.

A matter of philosophy

Although we have no wish to reargue in exfenso the merits of the
foreign direct investment program, it does not seem to us inappro-
priate to comment briefly on the philosophy underlying the program.
‘We have for some years been governed by a controls-minded adminis-
tration. The foreign direct investment program is but one example of
this philosophy, which recently received a most disturbing expression
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in the report of the Cabinet Committee on Price Stability released by
the White House on December 29, which suggests that as part of a
broad pattern of voluntary restraint business should absorb “* * * a
share of unavoidable increases in cost through acceptance of lower
profit margin targets.” But this is an aside—our topic here is controls
over foreign trade.

As you will recall, a first step in the establishment of Govern-
ment controls over international business transactions was the adop-
tion of the interest equalization tax on a “temporary” basis—a step
that now appears to have become quasi-permanent. Still later a vol-
untary program of controls over foreign direct investment was
adopted which in turn was converted a year ago into the system of
compulsory controls with which this statement is concerned. There
are still other examples which might be offered in support of this
thesis—controls over foreign lending, the attempt to restrict foreign
travel, etc—but the examples cited will suffice to indicate the direc-
tion of Government policy in recent years.

We have no doubt that your administration is prepared—even
eager—to reexamine the general drift of governmental philosophy
that has produced these and similar encroachments on freedom in
the conduct of foreign business. It is our hope that your administra-
tion will give an early and an especially hard look at the foreign direct
investment program. What is needed is a fundamental redirection of
policy. We acknowledge, to be sure, that once governmental controls
are instituted it becomes extremely difficult to reverse or abolish any
such program overnight but, if the net of expanding Government con-
trols—in this and in other areas—is to be eventually unraveled, a
start must be made. A small step would be altogether inadequate in
the case of the foreign direct investment program. Indeed, adoption
of no more than those trifling changes in the foreign direct invest-
ment program proposed for 1969 by the present administration might,
by reducing the volume of protest, tend over the longer run to extend
the program’s existence. Decisive action of a fundamental character
is required.

However, above and beyond the foreign direct investment con-
trols program per se, there are broader policy considerations respect-
ing foreign trade that require restudy and reshaping. One fallacy
implicit in the direct investment controls program is the conviction
that it is possible for Government in its wisdom to segregate and to
deal separately with foreign trade and international capital flows.
Perhaps even more dangerous is the fragmentation and at times the
inconsistency of Government policy respecting our foreign trade in
all its aspects. In fact, the controls program contains one such incon-
sistency—the combining therein of restraints on foreign investments
with a clear intention to encourage foreign investment in lesser devel-
oped countries. Perhaps new governmental institutions are required or
the responsibilities of existing institutions will have to be rearranged
but, until our Government devises a practical means for developing
and pursuing a unitary national foreign trade policy, existing prob-
lems in this area will persist and perhaps grow worse.

One further aspect of the present situation requires special men-
tion. It is our observation that there has developed in Government in
recent years a creeping and clearly discernible antipathy toward for-
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eign investment. When one considers the emormous contributions
which direct investments abroad have made to our international bal-
ance of payments, it seems evident to us that any remaining trace
of such an attitude within Government should be extirpated at once.

The adoption of foreign direct investment controls

The foreign direct investment program was triggered, of course,
by our continuing balance-of-payments deficits. And they in turn
resulted from a too-long-continued failure to face up to the root causes
of our problem, to curtail Government spending abroad, from the
foreign exchange costs of the Vietnamese war, and from a failure to
promote American exports more vigorously. Above all, these deficits
are traceable in large part to excessive domestic spending which en-
couraged inflation and at once induced imports and made our exports
less competitive.

Confronted as it was a year ago with a situation where a weaken-
ing loss of gold had become a destructive hemorrhage, the present
administration undertook crisis surgical measures of a “temporary”
nature. The balance-of-payments program as proposed by the Presi-
dent called for a substantial tax on foreign travel, a reduction in Gov-
ernment spending abroad, a vigorous promotion of foreign travel in
the United States, a governmental program to expand U.S. exports,
encouragement of foreign investment in the United States, an attempt
to eliminate nontariff foreign barriers to American exports, controls
on foreign lending, and direet controls on foreign investment. Except
for very small beginnings toward the enlargement of U.S. exports
and preliminary negotiations for the removal of nontariff barriers
to our foreign trade, and some increase in foreign investment in the
United States, the program has produced significant results only as
it controlled directly the outflow of capital in the form of direct foreign
investments and loans to foreign citizens. In short, those elements of the
balance-of-payments equation which had in the past made the greatest
positive contributions to our balance of payments were made to bear
the brunt of the present administration’s achievements.

We agree, of course, with your statement of October 8 that “This
controls program is a palliative * * *”; but, palliative or not, the
fundamental circumstances which have led to our present balance-of-
payments situation have been altered little if at all in the year which
has intervened since adoption of the controls program. Indeed, those
who argue for the program’s continuance cite three conclusions in sup-
port of this necessity. One is that American industry, prohibited from
mmvesting normally from its domestic funds, has continued its foreign
investment program by borrowing abroad, and that, if controls were
removed, American borrowers would refinance this foreign debt from
U.S. sources and thus precipitate a greater balance-of-payments crisis
than we have ever faced in the past. In addition, it is argued that
restoration of normal liguidity among foreign subsidiaries and the
resumption of a higher rate of foreign investment, both of which
could be expected to follow cessation of controls, would impose new
and unacceptable stresses on our balance of payments. Without argu-
ing these conclusions here it seems appropriate to observe that nothing
illustrates more conclusively the truism that controls beget controls.

‘We hope, of course, that, consistent with your personal commitment
to the greatest possible freedom in business affairs, it may be possible



1127

to dismantle this system of controls promptly and fully. It will not be
easy, not only because underlying balance-of-payments problems re-
main unsolved but because the controls themselves have so distorted
the normal activities of international capital markets as to create new
and very difficult problems which must also be solved before the system
of controls can be altogether abandoned. Despite these problems, we
hope the effort will be made because we are convinced that to delay
this could only further postpone the too-long-delayed attack upon
fundamental problems and would tend simply to magnify the dis-
tortions which controls have already created. To discontinue controls
at once would be a bold step—one requiring courage, imagination, and
the utmost cooperation of U.S. industry and the banking fraternity.
If your administration can bring itself to make the effort, you can be
assured of industry’s cooperation, as evidenced by its magnificient
response to the voluntary balance-of-payments program, even though
in the latter case those who responded most generously suffered most
greviously when the voluntary program was changed to a mandatory
system of controls.

If, on the other hand, you and your advisers consider the present
sitnation to be such as to require continuation of the controls program
for a further limited period, we hope that you will accompany your
decision to extend it with a firm resolution, publicly announced, to
phase out the program on an orderly basis and one wholly coordinated
with such other administration moves as may be adopted to deal with
the whole of the larger problem. Moreover, if it is your decision to
continue the controls program for a further period, we hope that it
may be substantially revised to minimize its ill effects and to provide a
proper transition to its oblivion.

Recommendations for change in the foreign direct investment controls
program : v
Although we oppose completely the present system of Government
controls over direct foreign investment—as previously suggested—we
acknowledge the possibility of its continuation for some period of time
in the future. In acknowledging this possibility, one cannot resist re-
peating the observation that the creators and administrators of this
system—who in deploring the necessity of its adoption emphasized its
temporary nature—now argue for its indefinite extension on grounds
that its operation has created conditions which make its immediate
abolition impossible as a practical matter. The fact is that only 1 year
of foreign direct investment controls has taken us far down the road
toward permanence. If the new administration does not move
promptly and decisively to fulfill its pledge of abolishing controls over
foreign direct investment “at the earliest possible time,” then we
believe that the distortions in international capital flows which those
controls have already produced will be so intensified and multiplied
that—because of fear and continually enlarging danger-—we may be-
come permanently addicted to this regulatory tranquilizer. ‘
Assuming, without admitting, that the present system of controls
cannot be abolished forthwith, let us consider some practical steps that
can be taken administratively to minimize the adverse effects of the
present system and to lay a foundation for the cessation of controls at
the earliest possible time. Some. suggestions to this end follow.
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Reinstivution of voluniary system.—We repeat that the situation
calls for a fundamental change in policy accompanied by boldness in its
execution. No small step will do the trick. It seems to us possible to
achieve most of this objective without subjecting the United States to
those dangers so vividly described in recent months by those who favor
continued controls.

For 2 years American foreign direct investors met every goal estab-
lished for them under the Government’s voluntary system of controls.
It was not a desirable system, of course, but it had the virtue of pre-
serving to industry a degree of flexibility in managing its incredibly
diverse affairs that can never be attained under a compulsory system.
At the least, the possibility of substituting some new system of volun-
tary controls for the present mandatory system should be fully and
sympathetically considered. We have no doubt that U.S. business would
respond as patriotically as it did in the past.

If this cannot be done, then we urge that the new administration con-
1s)i%er such changes in the mandatory system of controls as are outlined

elow.

Repatriation.—The primary objective of the present investment con-
trols system is to improve our balance-of-payments position by reduc-
ing capital outflows from the United States. As a concomitant measure,
the system provides for repatriation of foreign earnings under rules
which vary in accordance with the division of the globe into three
“scheduled” groups of countries.

‘We recommend that present repatriation requirements be abolished
in their totality or, if this is deemed too radical a step to take at once,
thatjls)}iey be reduced substantially and abolished altogether as soon as
possible.

As presently administered, the system of controls permits U.S. direct
investors to borrow in foreign countries for purposes of capital invest-
ment abroad and to guarantee such foreign borrowings by affiliated
foreign nationals without such investments being chargeable to con-
trols-ordained “investment allowables.” However, such authority is
subject to the proviso that as to such indebtedness incurred after
January 1, 1968, the foreign direct investor shall have certified to the
Secretary of Commerce that it will not make any transfers of capital
in connection with repayment of the borrowings within 7 years,
or if such transfers are made, they will be within investment allowables.

For reasons which it is unnecessary to recount here, industry has,
since initiation of the voluntary program in 1965, borrowed an esti-
mated $5 billion for such purposes, largely in the capital markets of
Western Europe. Further, the Department of Commerce expects that
it may be necessary for American business to borrow an additional $2
billion or $2.5 billion in 1969. The existence of this debt “overhang”
is now cited by those who argue for continuance of investment controls
as a principal reason for the inevitability for such continuation.

We are told that, if the system were abandoned at once, American in-
dustry would, as quickly as possible, refinance this indebtedness in the
United States at lower interest rates and that we might thus confront
an altogether unacceptable balance-of-payments deficit as a result.
This may well be true but the potentialities of this controls-created
condition are even worse than their present effects—bad as they are.
The reason is a simple one. The program requires the very substantial
repatriation of foreign earnings, amounting in the case of Western
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Europe to 80 percent of all such earnings in any accounting period or,
alternatively, the greater of (1) all such earnings for that accounting
period in excess of 85 percent of the average of capital investments
in schedule C countries by the direct investor in 1965-66, or (2) all
earnings in excess of the percentage of earnings reinvested in 1964-66.
Thus, the controls system in large measure denies to direct investors
the wherewithal to service these debts and to reduce the overhang which
now is advanced as the principal reason for continuing the controls
system. It follows that the immediate abolition or the very substantial
scaling down of present repatriation requirements should be under-
taken at once. Aside from the necessity of abolishing or greatly reduc-
ing the repatriation requirement if we are to make our foreign debt
manageable there are other objections to this requirement that deserve
mention,

Although not yet tested in the courts, the legality of the foreign
direct investment controls program has been seriously questioned.
Nowhere, in our judgment, is the legal challenge to the program more
serious than as it applies to compulsory repatriation and, as part of
the legal review of the program which we recommend, we urge that
this point receive special attention.

Repatriation, as presently required, imposes uneven and inequitable
tax impacts on companies subject to investment controls; a result of
the program from which the Treasury Department has consistently de-
clined to recommend relief.

Finally, let us frankly acknowledge that the abolition or scaling
down of the repatriation requirement will adversely affect our balance
of payments. We think this result must be faced and dealt with or we
shall never rid ourselves of controls. The adverse impact of such a
move will have to be made up by “* * * solving the real causes of our
balance-of-payments deficit, reestablishing the integrity of our fiscal
and monetary policies, stimulating exports and encouraging travel to
the United States,” as pointed out in your statement of October 3. The
offset will have to come from measures outside the foreign direct in-
vestment program. In no case should any loss occasioned by reduction
or abolition of the repatriation requirement lead to an offsetting reduc-
tion in investment allowables.

A schedule of phaseout—In Nizon on the I'ssues under the heading
“Balance of Payments,” you suggested that your administration will
adopt “* * * new policles of prudence and restraint * * * [to] put our
own house in order.” Clearly this does not contemplate our limping
forward painfully from one balance-of-payments crisis to another with
controls on direct foreign investment as the principal crutch support-
ing that uncertain passage. Yet, controls beget controls and the mere
passage of time magnifies the distortions which controls create and
makes their indefinite continuation seemingly more needful. Because
this is true, we think your administration should announce forth-
rightly and at a very early date a general schedule for phasing out the
direct investment controls system.

Consistent with our recommendation concerning abolition or reduc-
tion of present repatriation requirements, any such phaseout schedule
must make due allowance for the probability that when the system of
controls is finally dismantled there will remain a threat to our balance
of payments in the form of unpaid foreign debts incurred by direct
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inyestors during the pendency of the controls system. Some means
will have to be found of dealing with this lingering side effect of the
controls but it is better now we think to face and deal forthrightly with
this unavoidable problem than to employ it as an excuse for a con-
tinuance of the program.

Not only do we believe the new administration should announce
promptly a program for the phaseout of foreign direct investment
controls, we also think it should designate a senior Cabinet officer to
preside over the system’s dissolution and with authority to take such
steps as are necessary to accomplish its scheduled interment.

Incentives—Given the distasteful character of the foreign direct
investment program, Mr. Fiero and his very able staff, in our judg-
ment, have administered the program evenhandedly and well to date.
As with any controls program, however, it depends upon compulsion
for the achievement of its objectives. Citizens accustomed to freedom
do not take kindly to compulsion. Moreover, we are inclined to believe
that the investment controls program’s necessary—and thus far total—
reliance upon compulsion may have resulted in its making a less fa-
vorable contribution to our balance of payments than could have been
possible. What we have in mind are incentives appealing to the self-
interest of direct investors subject to the program and which could, in
our judgment, contribute materially to improvements in the balance
of payments beyond those arbitrarily achieved by the program’s
restrictions.

It is unarguable that an enlargement of our export trade balance is
badly needed if we are to close the balance-of-payments gap with or
without controls on foreign direct investment. So long as the controls
are continued, why not employ them as a lever to advance the equally
important national objective of export expansion. Toward this end, we
recommend that foreign direct investors subject to the controls pro-
gram be permitted to increase investment allowables to which they are
otherwise entitled by a fixed percentage of the amount by which their
current exports exceed the average of their exports in 1965-66. We
Jack sufficient information to suggest what that percentage ought to be
but, within whatever limits are acceptable to the general program, we
have no doubt that the more generous the percentage the more favor-
able the reaction. Similarly, if it is decided not to abolish but rather
simply to reduce the present mandatory repatriation requirement, then
consideration should be given to incentives in the form of increased
investment allowables to encourage repatriation beyond that still
required.

Similarly, the administration, if it decides to continue the foreign
direct investment program, should undertake a thoroughgoing study
of the taxation of foreign earnings. This subject, to be sure, deserves
study on its own and thus in a larger sense is only peripherally related
to the foreign direct investment program. If, however, as Prof. Dan
Throop Smith has recently suggested, there are sound reasons of na-
tional policy for considering the taxation of foreign earnings at a lesser
rate than that applicable to domestic earnings, then a study of this
problem becomes a matter of urgency. Reduced taxes on foreign earn-
ings would clearly be a great incentive for the prompt repatriation of
such earnings. Consideration should also be given to a tax incentive to
encourage exports. Obviously, all such measures would conduce to the
benefit of our international balance of payments. Moreover, the bene-
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ficial contributions of such a tax incentive to our balance of payments
would continue in the future regardless of when or how the foreign
direct investment program is ended. : '

Abolition of area “schedules”.—As you are aware, the foreign direct
investment program divides the world into three “schedules” of coun-
tries. In brief, schedule A consists of lesser developed countries; sched-
ule B of Japan, the British Commonwealth of Nations (except Can-
ada), and the oil-producing nations of the Near East; and schedule C
consists of Western Europe plus South Africa. Each “schedule” is
treated differently in terms of investment allowables and repatriation
requirements with the least stringent applying to schedule A and the
most stringent applying to schedule C. One must infer that the prinei-
pal reason for this discrimination results from a mixture of incon-
sistent motives—that is to say, an attempt to engraft upon what is
essentially a system of compulsion respecting private investment
abroad a national policy objective of encouraging private investment
in lesser developed nations. Quite aside from the illogicality of at-
tempting to achieve an affirmative objective by a negative approach,
our pragmatic view of the matter is that the “schedular” approach
has resulted in little if any increased investment in lesser developed
nations, nor is it likely to. The fact is that a foreign investment may
spring from any of a variety of motivations and the mere fact that
one is not permitted to invest in the relatively low-risk countries in
schedule C is not by itself a reason for diverting such an investment
to the relatively high-risk countries in schedule A. .

From an even more practical standpoint, the division of the globe
into three schedules has trebled the administrative difficulties and bur-
den of compliance with the controls program, has greatly reduced
management flexibility as to total foreign operations, and, so far as
we can see, there has been no commensurate benefits in terms of in-
creased investment in lesser developed countries.

We suggest that the schedular approach be abandoned and that for
purposes of any continuation of the foreign direct investment program
the globe be treated globally. If it continues to be our national policy
to encourage private investment in less developed nations, then such
an objective can be more fruitfully served by qualifying such investors
for an investment tax credit, suggested already and long considered
both in the Congress and in the executive branch. We acknowledge
that the Office of Foreign Direct Investments has already relaxed in
some degree the rigidity of the original schedular approach by sanec-
tioning limited “upstream” transfers of capital. Although a welcome
step in the right direction, it is too limited a step, an aspirin approach
to an organic problem that demands surgery.

Finally, let us emphasize that abandonment of the schedular ap-
proach—just as in the case of our recommendation for abolishing or
reducing the repatriation requirement—should not be permited to
serve as an excuse for reducing investment allowables. At the least,
global allowables should consist of appropriately weighted averages
of preexisting schedular allowables.

Open accounts and increased exports

Present OFDI regulations define as a net transfer of capital to
affiliated foreign nationals, “* * * increases (or decreases) in the debt
obligations (including trade credits, loans, or advances, whether or not
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an open account) or the incorporated affiliated foreign nationals held
by the direct investor.” Our comments here relate specifically to debt
obligations, largely as a result of export sales, carried on open account.

The net effect of the regulatory definition cited above is to require
that any year-to-year increase in an open account balance with an
affiliated foreign national is to be treated as a direct investment and
hence chargeable to the direct investor’s investment allowable. If the
investor has conventional investment plans adequate to exhaust the
full amount of his investment allowable, the result—assuming it is
not possible to shorten payment terms—is to restrict his exports to
affiliated foreign nationals to an amount no greater than that exported
in the preceding year. Indeed, the tendency may well be to reduce
exlports if there exists any danger of exceeding the ceiling of his
allowable by export sales. In light of this possibility, we are convinced
it would be advantageous to write into the regulations of the foreign
direct investment program a general authorization permitting in-
creases in open accounts related to increases in exports.

The fact is, of course, that OFDI is well aware of this problem and
has sought with very considerable understanding to accommodate
situations of the type here described by appropriate specific authoriza-
tions. Recognizing the sensitivity of past administration on this point,
we wish to reemphasize that it is not in the interest of expanding
exports to have investment needs and export credit requirements com-
peting for the same volume of investment allowables.

Consequently, we urge a general authorization, as suggested above,
that would permit a company to increase its open account balances,
automatieally and as a matter of right, in the same proportion as its
increases in such balances have accompanied increases in exports in
the past. That is to say, a company that customarily collects from
affiliated foreign nationals on a 6-month basis could increase its open
accounts in an amount equal to one-half of the increase in exports
to the affiliated foreign nationals. If it customarily collects in 3 months,
then the increase would be one-fourth of the amount of the increase
in exports. The specific anthorization route should still be made avail-
able to firms which have a special problem as could be the case with
a company whose exports are shifting from products for which prompt
payment is appropriate to products for which more extended terms
are customary.

The Office of Foreign Direct Investments may argue—and with some
justification—that its experience indicates there are so few companies
affected that continuation of the present requirement for a specific
authorization in each needful case is justified. Even if this is true, we
suggest that—so great is the need for increased exports—nothing
should be done that could conceivably impede export expansion.
Worldwide sourcing decisions are frequently close and nothing should
be done which might dictate against the selection of the United States
as the production source. If a specific authorization would be required
for increases in credit to foreign affiliates, the very uncertainty of
obtaining such an authorization might be sufficient reason in =ome
cases to divert production to a foreign source.
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Emports of vapital goods for investment use without charge to
allowables

As presently administered, OFDI regulations require that equip-
‘ment purchased in the United States and sent abroad as an investment
must be chargeable in full against the firm’s investment allowables for
the current year—if it has sufficient allowables in the current year.
At the same time, equipment purchased with the proceeds of borrowing
abroad is not currently chargeable to allowables and is so chargeable
in further years only as the borrowing is repaid.

Exports follow financing and, because this is true, present restric-
tions on shipments of equipment for production use by affiliates may
be affecting our exports detrimentally. We believe that the program-
induced resort to overseas financing (necessarily coming primarily
from Western Europe) will not only permit the camel’s nose in the
tent in Latin America and other areas where U.S. companies tradi-
tionally have enjoyed a predominant position but, for the same reason,
will affect adversely our export position in those Western European
countries which provide the financing.

While it is difficult to quantify the effect that this shift in financing
to Europe (and other financial centers) is having on purchases of
U.S. equipment, in our judgment it can be quite substantial except in
those relatively few areas where U.S. technology is clearly far ahead
of foreign technology. We believe the export losses will be particularly
severe in those cases where additional equipment purchases must be
financed by foreign borrowings and management of a foreign affiliate
is charged with determining the source of the procurement. As I am
sure you realize, opportunities lost now for placing U.S. equipment
in foreign plants will result also in the loss of further replacement
business and the loss of the normally remunerative spare parts business.
Further, it should be noted that, at least in some measure, the present
requirement may result in the deferral of replacing equipment in this
country. As more technologically advanced equipment becomes avail-
able here, some companies transfer less productive machines—as a
form of further investment—to overseas subsidiaries, generally in less
develoned countries, where such equipment is perfectly adequate for
competitive conditions in such countries.

We believe that this problem must be dealt with promptly lest
patterns of financing induced by the controls program lead to establish-
ment of new patterns of trade disadvantageous to this country. We
have alternative suggestions.

Our principal suggestion is that shipments of production equipment
from United States direct foreign investors to their foreign affiliates
be permitted without charge to authorized investment allowables.
Alternatively, some lower percentage might be used as a beginning.
I£ it is considered inappropriate to take such a major step at this time,
then we recommend an alternative, designed both to surmount this
danger to the present level of U.S. exports and to provide a further
incentive for increasing exports, as spelled out in appendix “A” to
this letter.

Summary and conclusion

Tet us summarize briefly our recommendations:

1. Regardless of difficulties, every effort should be made to abolish
the foreign direct investment program forthwith.
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2. If it is the judgment of your administration that present circum-
stances require continuance of the program for a further period, then
we recommend :

(a) Reinstitution of the voluntary program should be given
first consideration.

(b) The legal basis for the present program should be reexam-
ined, with particular attention given to required repatriation of
foreign earnings.

(¢) The requirement for repatriation of foreign earnings should
be abolished or reduced by as great a percentage as present circum-
stances will permit.

(d) The new administration should reaffirm its intention to
phase out the program in accordance with a schedule coordinated
with other governmental actions designed to improve our balance
of payments.

(e) As measures to further improve our balance of payments,
consideration should be given to program incentives in the form of
increased investment allowables in return for increased exports. If
any requirement for mandatory repatriation is continued, then
incentives in the form of increased allowables should be devised to
encourage additional repatriation. Consideration should also be
given to legislative recommendations for tax incentives to increase
exports and to increase repatriation of foreign earnings.

(f) The program’s division of the world into “scheduled” areas
should be abolished.

() Regulations of OFDI should be revised to permit automatic
increases in investment allowables corresponding to increased ex-
ports sold to foreign affiliates on open account. :

(%) United States direct investors should be permitted to export
capital equipment to foreign affiliates for production use without
charge to investment allowables. If the full step is not presently
feasible, some interim step at some lesser percentage should be con-
sidered. As a further alternative, consideration should be given to
permitting limited shipments of this character without charge to
investment allowables as spelled out in appendix “A” to this letter.

This concludes our suggestions for revising the foreign direct invest-
ment program in pursuance of your administration’s pledge to do away
with the program at the earliest possible time. We are taking the liberty
of sending copies of this letter to the Secretaries-designate of State,
Treasury, and Commerce, and to the Chairman-designate of the Coun-
cil of Economic Advisers. ) )

If you or your staff should have questions concerning these sugges-
tions or if the institute can otherwise be of assistance in achieving this
end, I hope that you will not hesitate to call upon us. :

Respectfully, ,

, CuARLES STEWART, President.

AppeENDIx “A”—ExrorTs oF CaPITAL GooDS FOR INVESTMENT UsE

If it is deemed inappropriate to permit immediately transfers of
production equipment from United States direct investors to foreign
affiliates with no—or something less than a total—charge to invest-
ment allowables, then as an alternative we suggest:
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1. Permit, within established limits, investments in foreign affiliates
in the form of shipments of American equipment without charge to
investment allowables. These transactions, it should be noted, would
have no net effect on the balance of payments.

2. Authorize use of this privilege by permitting foreign direct in-
vestors elective use of either of two standards—one a fixed minimum
available to all such investors and the other an incentive variable.
One practical starting point in developing such standards is sug-
gested by existing U.S. Department of Commerce statistics from
which one may calculate percentage relationships between exports of
capital equipment for investment use and exports to affiliates as well
as exports of capital equipment for investment use to total exports.
The most recent Commerce figures are for the year 1964 as given in
the Swrvey of Current Business for December 1965. Using these fig-
ures as a point of departure, consideration might be given to the
following: v

(@) The ratio of exports of capital equipment for investment
use 2$345 million) to total exports to foreign affiliates ($6,290
million) is 5.5 percent.* We suggest that 5.5 percent of the aver-
age of total exports to foreign affiliates by a direct investor dur-
ing the 1965-66 base period be taken as the minimum figure for
shipment of capital equipment for investment use without charge
to allowables. We bélieve the figure is well on the low side, since
in many cases reporting firms may not have included equipment
purchases from other U.S. companies in their reporting of ship-
ments for investment use.

While it is true that similar Commerce data is being com-
piled for 1965 and 1966 by the Office of Business Economics,
those years may not be as typical as 1964 because of the impact
of the voluntary program.

It should be emphasized that we consider this 5.5-percent stand-
ard—or some similar figure—to be a minimum available to any
foreign direct investor without charge to investment allowables.
Beyond this, we think such investors should be permitted to ex-
port greater amounts of capital equipment for investment use
where, by increasing exports, they have made a more-than-offset-
ting favorable contribution to the balance of payments. Let us
turn now to that further proposal.

(6) Our suggestion for an incentive variable standard, per-
mitting shipment of capital equipment for investment use without
charge to investment allowables, also has its source in those Com-
merce statistics cited above. Inasmuch as exports by U.S. firms
to their forei%n affiliates in 1964 were 25 percent of total exports,
we suggest that consideration be given to permitting foreign
direct Investors—as an option in lieu of the minimum standard—
to export capital equipment for investment use without charge
to allowables up to 1.4 percent (or one-fourth of the 5.5-percent
figure indicated above as a minimum) of total exports to affiliated
and nonaffiliated companies in the preceding year. We think it
is important to offer foreign direct investors subject to the present

1These data are, of course, based on shipments to foreign firms owned 25 percent or
more by U.S. companies while the FDIP applies to firms owned 10 percent or more by
U.S. companies, It does not appear that this disparity would seriously affect the relevance
of the statistics for this purpose.
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controls program some broadly applicable and easily applied
incentive to encourage companies to improve their individual
balance-of-payments position.

3. We recommend that shipments of capital equipment for invest-
ment use under either of these optional standards be permitted with-
out reference to area or schedule-of-countries limitations which might
otherwise continue to apply.

4., The special incentive suggested in 2 above should be considered
as a matter wholly separate and apart from any general incentive to
increase exports as suggested earlier.

MacHINERY & Arrtep Propucrs IxsTiTuTE—CAPiTAL Goops REVIEW
A REMAREKABLE DECADE FOR BUSINESS CAPITAL EQUIPMENT

Save for the minirecession of 1960-61, the American economy has
now enjoyed a full decade of expansion, with only the mildest of in-
terruptions, It is not surprising that this relatively stable growth
has been reflected in the behavior of the capital equipment industries.
They, too, have turned in a remarkable performance.

We can illustrate this proposition by reference to the monthly
census series on orders, shipments, and backlog of “machinery and
equipment.” This is by no means an ideal classification, since it omits
some categories of capital equipment and includes a certain amount
of other business.! Moreover, the figures have shown a tendency in
the past to drift downward relative to more comprehensive bench-
mark data. The defects of classification are not too serious for our

urpose, however, and as for the downdrift, that has been corrected
through 1966 by the revision described in the preceding Rewview.

The limitations of the series would be important if our object were
to measure the absolute magnitude of the capital equipment market,
and changes therein, but it i1s not. There are better sources available
for this purpose (the GNP estimates, for example). What we have in
mind is something quite different; namely, an analysis of the infer-
relation of orders, shipments, and backlog. For such relative measure-
ments, downdrift and defects of coverage are of little consequence.
The relations among these magnitudes developed by the census series
are almost certainly valid in broad outline (though not, of course, in
detail) for capital equipment correctly defined and measured.

The results

With this introduction, we turn to the results, The chart on page
1138 shows monthly orders, shipments, and backlog in dollars,
orders as a percentage of shipments, and backlog in months’ shipments.
The heavy vertical line divides the timespan into the most recent dec-

1 Among the omitted lines are farm egui{)ment, communications equipment, business
motor vehicles, and eivilian aireraft, The inclusion of some nonequipment business (such
as defense products and consumers’ durables) arises from the way the basie data are
reported. Until recently, they were filed primarily by company. Each company was as-
signed to the industry of its major activity, and its whole output, of whatever character,
appeared in the figures for that industry. Thus a huge multiplant enterprise with produc-
tion in several major industries fell in a single category. The results, of course, was a
serious “blurring” of industry and product lines. In the last few years the census has
been developing divisional or plant reporting by such companies, and as this spreads it
should make the industry classifications considerably ‘‘cleaner,” but it can never purge

them entirely of alien elements.
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ade (1959-68), the subject of special attention here, and the previous
period, which is presented for contrast.

A quick glance at the three diagrams composing this chart discloses
two distinct and remarkable different periods. In the first, which ex-
tends to late 1958, orders swung in major cycles alternately far above
and far below shipments, producing in consequence two major swings
in the backlog. In the decade since 1958, the orders-shipments relation
has been much closer, with no clearly defined backlog cycle. Over this
period, there have been in fact only two sustained intervals when
orders exceeded shipments by more than 5 percent, and none when they
fell short by that ratio.?

Comment

One reason for this relative stabilization of the orders-shipments
ratio is apparent at once. The flow of orders in the past decade has
itsellf been fairly regular, in contrast to the wide swings of the earlier
cycles.

In the Korean war boom, the upsurge was fantastic, the flow of place-
ments more than doubling in a year’s time from a starting position
already above shipments. In the 1955-57 boom, it rose 70 percent in a
year and a half and more later (though in this case from a starting
position below shipments). In the recovery from the 1958 recession,
the rise was about 80 percent over a year’s time.

There have been no equivalent surges in the past decade. Following
the completion of the 1958 recovery, the orders flow moved generally
sidewise until mid-1961, when it began a gradual and relatively steady
expansion at an average annual rate of about 12 percent. The pace
quickened after mid-1965, and ran for a year at nearly 25 percent, but
this was followed by an irregularly sidewise movement until the spring
of 1968, when a new rise got underway.

The 1965-66 surge was the nearest thing to an oldtime orders stam-
Eede the decade provided, and it is interesting to note that like the

lowup of 1950 it was associated with a sudden expansion of military
requirements. There is good reason to believe that had it not been for
the Vietnam buildup the previous orders-shipments pattern would
have been maintained, and that this blemish on an otherwise exemplary
record would have been avoided.

One of the factors tending to regularize the flow of orders has been
an improvement in the capacit% of equipment manufacturers relative
to requirements. The long climb of orders from mid-1961 to mid-1965
appears to have met a reasonably prompt production response. Ship-
ments remained generally 95 percent or more of current bookings,
and the rise of the relative backlog (the backlog stated in months’
shipments) was moderate. By contrast, the surge of 1965-66 clearly
outran the response capability of the equipment suppliers. Shipments
lagged bookings by 10 percent for 6 months, and by more than 5 per-
cent for a year and a half, building the backlog from 3.8 months’
shipments in early 1965 to 4.3 months'in late 1966, the highest ratio of
the decade.

2The first such period of excess, in 1964, was essentially a fluke, reflecting the bunching
of some large shipbuilding contracts.

24-833—69—pt. 4——12



1138

CHART 1
‘Net New Orders, Shipments, and Backlog, Orders as Percent of Shipments, and Backlog in Months’
hi| , for “Machinery and Equi " Manufacturers *
(Three-months moving averages of seasonally adjusted monthly data)
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* The “machinery and equipment” series has been carried back by the Census only to 1953. To complete the cycle then in
progress, we have extrapolated it back to 1950 by the movement of the “nonelectrical machinery” series.

It is interesting to note that the orders surge that got underway
in the second quarter of 1968 elicited an excellent production response.
Despite its rapidity (a 20-percent annual growth rate to the end of
the year), shipments stayed generally within 5 percent of bookings,
and the relative backlog finished the year no higher than when the
move started. Obviously, the capacity of the equipment builders has
risen substantially since the 1965-66 episode. The present backlog is
lower in relation to shipments than in late 1964, and on the basis of
past experience is not far above a practical minimum for a sustained
orders flow. The equipment industries are “breathing easily” with the
highest bookings in history.?

8The highest even after adjustment for price changes. See Review No. 76, chart 2.
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Conclusion

The comparatively orderly behavior of equipment demand over the
past decade, and the generally excellent response to suppliers, repre-
sent a remarkable and gratifying achievement.*

It may not be amiss to point out that if the pattern continues it will
have an interesting effect on the economy. With only a working back-
log on the books of equipment manufacturers, the cushioning effect
of its absorption is limited and brief. Any downturn in orders is fol-
lowed rather promptly by declining production and shipments. Con-
trast this with the pattern for the two cycles in the early part of the
period reviewed. In the first, shipments rose for 2 years after orders
began to recede. In the second, they were relatively stable for a year
tllllfalreafter. No comparable lag is in prospect with a working backlog
only.

However generous the capacitation of the equipment industries, it
can never be sufficient to keep abreast of the kind of wild surges in
orders experienced so often in the past. While the existence of gen-
-erous capacity can contribute to the abatement of these flare-ups, the
fundamental remedy is a more enlightened procurement policy on the
part of the customers. As we have shown elsewhere, the traditional
cyclical pattern of commitments is bad for both producers and users
-of equipment.® We may add that it is bad also for the country. Regu-
larization of the orders flow can make a major contribution to eco-
nomic stabilization policy. It is to be hoped, therefore, that the gratify-
ing record of the past decade will not only be maintained but bettered
in the years ahead.

4Tt Is an interesting fact that the production of business capital equipment was more
regular and stable over the decade than that of consumers’ durable equipment. See “Com-
parative Variability of Producers’ and Consumers’ Fixed Capital Formation in the Post-
war Period,” Review No. 72. :

& Beview No. 55.



NATIONAL FARMERS UNION

By Axcus McDoNaLp, DirecTorR oF RESEARCH

The report of the President and particularly the annual report of
the Council of Economic Advisers, suffer from a number of funda-
mental weaknesses and omissions. The Council is completely blind to
the erroneous policies of the Federal Reserve Board. The Board’s
vagaries, its lack of an agricultural policy, the inconsistencies, the
contradictions and the lack of action to do anything about skyrocket-
ing interest rates has made the Federal Reserve Board the laughing
stock of the financial and metropolitan news world.

The report of the Council is a self-serving document which apolo-
gizes and attempts to sweep under the rug the dismal failure of the
past Administration in regard to interest rates and the erroneous
monetary policies of the Federal Reserve Board. Over and over
again the President’s Council attempts to explain away the housing
debacle of 1966 and the failure of the Administration to adopt realistic
measures as advocated by Members of the House and the Senate.

In regard to agriculture, we have commented annually over a period
of years on the failure of the President’s Council to take cognizance of
the roots and causes of low prices and other situations which have
made the farmer, as Senator Proxmire has pointed out, a second
class citizen in our so-called prosperous economy. The Council com-
pletely ignores the lack of bargaining power and as yet is not even
aware that the Food Marketing Commission conducted an exhaustive
investigation and came up with a number of contructive recommen-
dations which would correct the maladjustment in the agricultural
economy. The Council swallows hook, line and sinker the conclusions
of an absurd study of the Department of Agriculture. This study is
referred to on page 116 of the document.*

One further observation may be made in regard to USDA statistics.
According to the Internal Revenue Service the total net income of
farmers for the year 1965 was as follows:

Number of Net profit
businesses (less loss) Net profit

Farm proprietors 13,225,266 $3,385,962,000 $5, 266,887,000

Farm partnerships 2116,317 676,917, 000 915, 849, 000
Farm corporat 318,526 187,676, 000 340,552, 000

Y 864,595,000 1,256,401, 000

12,013 reported a profit,
292,417 reported a profit.
310,387 reported a profit.

Source: “Statistics of Income, 1965: Business Income Tax Returns,” U.S. Treasury Department, Internal Revenue
Service,

*A critique of this study, “Parity Returns Positions of Farms”, which attempts to
prove that farmers are better off than nonfarm workers and investors, is attached to.
this statement. (Attach. “A’.)

(1140)
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According to the U.S. Department of Agriculture, farmers during
the past few years have been realizing from $13 to $15 billion in net
income. It is seen that there is a wide variance between the reports
of the Internal Revenue Service and USDA. Even discounting the
fact that a certain allowance is made in USDA statistics for home
living and legitimate tax deductions in regard to soil conservation
and other items, it appears that the Department of Agriculture is
overstating greatly the amount of net income realized by farmers.

Attached to this statement is a sheet giving USDA farm net income
statistics for the years 1963-68 and statistics published in Z'conomic
Indicators.

The Council neglects completely the dangerous trends of the last
few years in regard to mergers, monopolistic domination of the mar-
ketplace and the invasion of agriculture by corporations and wealthy
individuals. It passes over lightly the conglomerate revolution with
the assertion that the taking over of a company which is unrelated to
the conglomerate’s activities, often infuses new vigor and competition
in the industry which is unrelated to the company which makes the
acquisition. Furthermore, there is a blatant attempt in the report to
sabotage and discredit the Robinson-Patman Act by suggesting that
it discourages competition in certain instances by forbidding dis-
criminatory practices.

The President’s Council provides no remedies as to interest rates,
taxes, or antitrust problems. It apparently is the only agency in Wash-
ington which is unaware that something must be done to hold sky-
rocketing interest rates, the invasion of conglomerates into agriculture
and to close up the gigantic loopholes which exist in our tax laws. It
is well known that tax dodging activities by wealthy individuals and
corporations have become a public scandal. Congressmen in both
parties are much exercised over this situation and hardly a day passes
that a bill is not introduced or a speech made on the floors of Congress
demanding that something be done and be done now.

Inasmuch as a sizable portion of the report of the President’s Coun-
cil is devoted to the past history of the Federal Reserve Board, we
feel that a few comments are necessary. It will be recalled that in De-
cember 1965 the Federal Reserve Board raised the discount rate and
also raised the interest rate which may be charged on time deposits.
By this action, protested by President Johnson, it raised interest rates
on certificates of deposit from 4 to 514 percent—an increase of 3714
percent.

This, as the eminent chairman of this committee predicted, resulted
in catastrophe in the housing and farm sectors of the economy. It set
off a rapid increase of interest rates and drained billions of dollars
out of the rural areas and into New York banks—dollars which would
otherwise have been available for agriculture and housing. The ex-
planation of this flow of funds from the interior of the country into
Wall Street is obvious. Why, for example, should an individual or
corporation in the Midwest continue to loan money to farmers, small
business, and housing authorities at 4 to 5 percent when it could
obtain up to 514 percent by merely depositing funds in a New York
bank with no risk and no redtape or inconvenience at a higher rate?

The Federal Reserve Board, as well as the administration, refused
to act in 1966 (contrary to statements made in this report) until Sep-
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tember when the housing industry was flat on its back and it was ap-
parent that a tremendous recession had developed which was wiping
out small business and causing the liquidation of thousands of farmers.
It was at this point that the Federal Reserve and the Administration
changed their policies. The President announced that he would no
longer pursue the participation sales policy which had been used as
a gimmick to reduce on paper appropriation of funds and make the
budget look good to those unfamiliar with sophisticated bookkeeping.

Having brought the country to the brink of catastrophe, the Federal
Reserve Board reversed its policy and injected large amounts of new
funds into the money bloodstream. This has been referred to by Bar-
rons magazine, a very conservative publication, as a “zig-zag policy”
which we think is a very apt description of the Fed’s activities.

At the present time, not only have the policies of the Federal Reserve
been questioned in the Halls of Congress, the metropolitan press and
by various interested expert individuals, but in the financial world.

Attention is called to an article published in the New York Times
on January 3, 1969, titled, “Laughing at the Fed.” The writer of this
witty article, Edward L. Dale, Jr., says in regard to the Federal Re-
serve System, “Banks are laughing at it; economists are laughing at it;
businessmen—getting loans like crazy—are probably laughing at it.
Congressmen are not in the ‘in-group.’ They are just frustrated and
puzzled by it. The easiest laugh around is to say at a party, ‘Say, have
you heard ? The Fed is tightening money . . . *

If the Federal Reserve Board was not so powerful and did not affect
the lives of so many millions of citizens, we could laugh too, but we
assure you that farmers are not laughing at the present time at sky-
rocketing interest rates which have reached disastrous proportions.
Farmers are struggling now under a total debt of $55 billion. They are
having to pay not only the 8 percent rate which is charged those who
obtain funds from the Housing Authority, but as much as 10, 12, and 15
percent on short-term loans. Federal agencies particularly the Farmers
Home Administration, are out of money and farmers are dying
on the vine by thousands. Fortunately, within the last few days the
new administration has made $25 million of new money available
under the emergency FHA program.

Some comment is called for, we feel, in regard to the threats made by
Federal Reserve Board Chairman William McChesney Martin. In
1968, having injected too much new money into the money bloodstream,
Chairman Martin began threatening the Congress and the American
People with a recession if Congress did not do his bidding in relation to
a balanced budget and a new tax law. He said, according to a state-
ment inserted by Congressman Holifleld in the Congressional Record
of April 24,1968, “We are in the midst of the worst financial erisis since
1931.” Martin said the Nation faces either “uncontrollable inflation”
or an “uncontrollable recession” because of an “intolerable balance-of-
payments deficit side by side with a budget deficit.”

TIn this hysterical statement Chairman Martin ignored the fact that
the national debt and the deficit were not high—in fact, extremely
low—as compared to the debt as a percentage of the gross national
product during the years 1941-47. The following figures succinctly
prove this point :
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[Dollar amounts in billions]

Gross 5 Percent of
national  Public debt, gross national*
product yearend product

1941 $109. 4 $55.3 50.5
1942 139.2 77.0 55,3
1943 177.5 140.8

1944, 201.9 202.6 100.4
1945 216.8 259.1 119.5
1946. 201.6 269.9 133.9
1947. 219.8 - 258.4 117.5
. U 506.5 289.2 57.1
1962 542.1 298.6 55.1
1963 573.4 306.5 53.4
1964. 612,2 312.5 51.0
1965. 653.5 317.9 48.7
1966 718.7 320.4 44.6
1967 e cccmaa 763.1 326.7 42.8

The following table also proves that Chairman Martin didn’t know
what he was talking about in regard to deficits. During 1941 through
1947, total deficits amounted to $210.4 billion, while during the period
1961-67, total deficits amounted to only $40.8 billion.

Annual deficits

Billion Billion

dollars dollars:
1941 $6.2 11961 $3.9
1942 . 21.5]1962 6.4
1943 57.411963 6.3
1944 51. 4 | 1964 82
1945 53.9 | 1965 3.4
1946 20. 71966 2.3
1947 . 81967 9.

At the present time the Fed is pursing its stupid policy of tighten-
ing money across the board, ignoring the needs of agriculture and the
housing industry. Furthermore, Martin is continuing his threats. I
call attention to an article in the December 15, 1968, Washington
Ewening Star by Lee M. Cohn. The writer asserts in this article that
the Federal Reserve will squeeze credit harder and push interest rates.
higher unless President-elect Richard M. Nixon soon indicates clearly
that he will operate a tight budget. By a tight budget, informed
sources said, according to the writer, the Fed means strict curbs on
Government spending and extension of the income tax surtax beyond
its scheduled expiration next June 30.

There is no doubt in our minds that efforts will be made along this.
line, ably assisted by the Federal Reserve Board. Already it has been
announced that the 41/-percent interest rate ceiling on long-term
bonds will be done away with. Farmers Union has obtained a copy of
a secret report, probably motivated in part by the Federal Reserve
Board, which recommends that the rural electrification program and
the Farmers Home Administration be done away with. We have no-
idea whether President Nixon will act on these recommendations or
not.

The committee is well aware of skyrocketing interest rates and the
fact that New York bankers have announced that the prime interest
rate has now been raised to 7 percent. This means that farmers and
other borrowers will pay much more than that. The prime customers.
of the New York banks are required to pay an effective 8.4-percent
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rate because they must keep 20 percent of their loan on deposit at the
bank. Details of this situation are set forth in an article in the Wail
Street J ournal of February 8, 1969.

The Federal Government is one of the first to feel the pinch of this
raid by bankers. The Wall Street Journal of January 30, 1969, reports
that the Nixon administration in its first big Treasury financing plan
is faced with the highest interest rate on an issue in more than 100
years. In an exchange of $14.47 billion of securities maturing on
February 15, the Treasury offered holders their choices of a 15-month
note with a 634-percent coupon, or a 7-year note with a 614-percent
coupon. This 15-month note slightly discounted will pay investors
6.42 percent—the richest return on Federal securities since 1865. There
was an issue in that year on a $600 million 3-year note which carried
a 7.8-percent interest rate.

Banks and institutional investors constitute the groups which are
able to take advantage of the high interest rates. Farmers at this
time do not have extra funds to invest in Government securities.
Banks are keeping on deposit, because of the generosity of the Fed-
eral, State, and local governments, $40 billion on which they pay no
interest. They use this money to make loans to those who are outside
the banking fraternity. The Federal Government subsidizes the com-
mercial banks by keeping on hand some $5 to $6 billion of deposits
-on which no interest is paid. These funds are called “Tax and Loan
Accounts.” The greed of bankers can never be satisfied—they are not
satisfied even with the highest interest rate in 100 years.

John A. Mayer. chairman of Mellon National Bank & Trust Co.,
was quoted in the Wall Street J ournal of February 26, 1969, as saying,
““Another increase in bank prime rates is a possibility that shouldn’t
be ignored.” Mayer said he expects Federal Reserve Board authori-
ties to continue to keep the money supply tight for a while. With
a continuation of this policy and continued strong loan demand by
‘bank customers, he said, “to put it mildly, interest rates aren’t going
to go down—and they could go up some more.”

The disastrous results of the monetary policies of the Federal
Reserve Board and the failure of the Johnson administration to do
-anything about it, are set forth in an article in the U.S. News &
World Report of February 17, 1969. This conservative publication
‘apparently is alarmed at the effect that skyrocketing interest rates
are having on the housing industry. It published a chart which graphi-
-cally shows the interest which those purchasing automobiles and other
consumer items are paying. In 1960 a total of $14.7 billion was paid
in interest charges by such groups. By 1968 the interest load for these
-consumers had increased to $31 billion.

U.S. News reports that mortgage loan rates have reached 9 percent
for some homebuyers on the west coast. Many lenders, squeezed for
loanable funds, are weeding out many of their customers. Even if a
family has the necessary credit standing and security to secure a loan,
it is subjected to an intolerable interest burden.

According to the article, “If a family buys a $40,000 house with
a $30,000 mortgage at 8 percent for 80 years, total interest payments
come to over $49,000. A 7-percent mortgage on the same house means
'$7,300 less in interest payments over the term of the mortgage; at
6 percent the homebuyer pays $14,500 less in interest than he would
-on an 8-percent loan.”
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Mortgage rates are bumping statutory ceilings all over the United
States. Many States in the past have enacted usury laws. In Eastern
and Southern States the general usury ceiling is 6 percent. Recently
the Vermont ceiling has come up from 6 to 614 percent; the Maryland
ceiling from 6 to 8 percent; and in New York from 6 percent to as
much as 714 percent. .

High-interest rates are affecting needed public_expenditures for
schools and other facilities. In Virginia, both Fairfax County and
the city of Alexandria have been forced to either postpone or reduce
planned bond sales. The State of Virginia has postponed a proposed
January 15 bond issue. Fairfax County, Va., had planned to issue
nearly $18 million worth of school and park bonds in mid-January.
When the county sold bonds in September 1968 the rate of interest
was 4.6 percent. Fairfax officials have been advised that the mid-
January issue would require an interest rate of at least 5.2 percent.
This interest differential will cost the county an additional $1.3 million
over the life of the $18 million bond issue.

The city of Alexandria has been forced to reduce to $414 million
a proposed $10 million bond sale because of soaring costs in the finan-
cial markets. The State of Maryland is in a quandary about a $55.8
million bond sale which was planned for January 21. Interest costs are
exorbitant now, but State officials fear that things may get worse.

The final burden is borne by the citizens of the States and localities
involved. They suffer from overcrowded schools, insufficient health,
transportation and recreational facilities and all the many essential
services that should be provided through other State and local public
facilities.

According to the American Builder, the outlook for housing in
cities, suburbs and rural areas is indeed grim. In the November issue
of this publication there is a series of articles pertaining to these dif-
ferent areas. The author of these articles contends that in the cities,
housing is “heading for a decade of failure.” In the suburbs, the public
“couldn’t care less.” In the rural areas, “everyone is leaving,” and the
article comments that those responsible for housing do nothing but
“talk, talk, talk.”

The National Farmers Union during the past few years has been
much exercised over the invasion of agriculture by corporations and
wealthy individuals. Recently this witness appeared before the House
‘Ways and Means Committee and pointed out that multimillionaires
were using tax loopholes to escape payment of their fair share of the
tax burden. Statistics were put in the record from the Internal Revenue
Service of the Treasury Department indicating that 86 percent of the
individuals who had a net income of $1 million or more were reporting
losses on their farm investments. '

During the past 2 years, Farmers Union in its newsletter and in
other places has published such figures and they have attracted a great
deal of attention. So much significance was attached to these figures:
which were widely quoted all over the United States that Senator Lee:
Metcalf, at our suggestion, introduced a bill which would close the tax
loophole by limiting farm losses to $15,000 plus taxes, interest and
several other items. An alternative offered in this bill is that farm
investors may use the accrual method if they will report inventory as:
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income as do other businesses and capitalize investment in land
improvement. )

About a year ago Secretary of Agriculture Freeman apparently
having noticed the figures on farm tax losses published by the Farmers
Union, instigated an investigation by the U.S. Department of Agricul-
ture. The result of this investigation was a whitewash. Apparently de-
liberately, States such as California and Texas, where corporations
have made great headway, were omitted from the study. A preliminary
report was published which concluded that corporations presented no
threat to the family farmers and that anyway most corporations were
family corporations entitled to report their income as partnerships.
Family corporations are designated as 1120-S corporations under the
authority of a law passed by the Congress in 1958.

On February 18, 1969, M. L. Upchurch, Administrator of the Eco-
nomic Research Service, USDA, made a report on the corporate farm
situation at the Outlook Conference. According to the press release
issued, Mr. Upchurch commented on the survey which his agency had
made. He said that there were 11,000 farms operated by corporations in
47 States. Most of these, he said (about 7,500) were family corpora-
tions. Upchurch said that few of these corporations had really big
farming interests. Only 8 percent grossed more than $500,000.

In the speech presented to the Outlook Conference, Upchurch says
that the “number of corporations in farming amounted to 18,526.” In
the same speech he said that the number amounted to only 11,000. No
explanation was given for this discrepancy. The Internal Revenue
Service reported that in 1966 there were only 4,862 family farm cor-
porations.

Attention is called to certain statistics which this witness presented
to the House Ways and Means Committee. According to the Book of
Statistics of Income, U.S. Treasury Internal Revenue Service, the
number of corporations engaged in farming for the period July 1965-
June 1966 was 18,526. Of this number, 8,139 reported they had no net
income. The number of family corporations referred to as 1120-S,
amounted to 4,862. Of this group, 2,380 reported they had no net in-
come. Tt is seen that the figures presented by the head of the Economic
Research Service are in large part erroneous. We haven’t the faintest
idea where ERS got the figure of 7,500 family corporations or where
1t got the figure of 11,000 corporations.

Incidentally, the press release which recites incorrect figures which
purported to prove that corporations are not a threat to family agri-
culture has been widely publicized. One large farm organization re-
cited the ERS statistics on its front page.

The President’s Council is only faintly aware of the economic con-
centration problem. It is not alarmed by the merger movement which
has reached gargantuan proportions during the last few years. It is
not concerned that conglomerates are taking over hundreds of un-
related companies and evading the intent of the antitrust laws. It is
unaware of the Banking and Currency Committee’s monumental study
which indicated that 49 banks in 10 large cities had a total of 8,019
director interlocks with 6,091 companies. There were an average of 164
director interlocks per bank and an average of 135 companies inter-
locked per bank. This study, in our opinion, proves beyond the shadow
-of a doubt that the banking industry has a stranglehold on the entire
-economy. We also feel that no existing law can reach this problem.
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Of interest to farmers is the fact that many of these conglomerate
-acquisitions are directly related to the food industry. During the year
1968 in the grocery business there were 25 acquisitions of more than
-one store which is up about 24 percent from the average of the last 10
_years. The number of stores involved was 687. Farmers Union is in-
terested in such details because farmers must, in many instances, deal
-directly with the grocery chains which are partially integrated.

Attention is called to legislation introduced by Congressman Wright
Patman which would attempt to curtail the conglomerate activities
-of banks. H.R. 6778, introduced by Mr. Patman, would regulate one-
bank holding companies. The Congressman comments as follows on
‘the need for such legislation: “Through the loopholes in the Holding
‘Company Act, commercial banks have been moving rapidly into non-
banking activities throughout the Nation. Giant, conglomerate car-
‘tels are being formed around large banking institutions and this con-
centration of economic power threatens to change the very nature of
the whole economy.”

A few days ago this witness attended a luncheon sponsored by a
national housing organization. Several members commented that
nothing could be done about rising interest rates. Apparently members
-of this group were unaware of a law which is a part of the Federal
Reserve Act and which was reaffirmed by the Congress on September
21, 1966. This law is so important that I am quoting it at length.

Language set forth in section 14, 3(b) (1) of the Federal Reserve
Act says that every Federal Reserve bank shall have the power to
“buy and sell, at home or abroad, bonds and notes of the United States,
‘bonds issued under the provisions of subsection (¢) of section 4 of the
Home Owners’ Loan Act of 1933, as amended, and having maturities
from date of purchase of not exceeding six months, and bills, notes,
revenue bonds, and warrants with a maturity from date of purchase
-of not exceeding six months * * *7

Section 13, 8 of the Federal Reserve Act provides that “in unusual
-and exigent circumstances, the Board of Governors of the Federal
Reserve System, by the affirmative vote of not less than five members,
may authorize any Federal Reserve Bank, during such periods as the
said board may determine, at rates established in accordance with the
provisions of section 14, subdivision (d) of this Act, to discount for
any individual, partnership, or corporation, notes, drafts, and bills of
-exchange of the kinds and maturities made eligible for discount for
member banks under other provisions of this Act when such notes,
drafts, and bills of exchange are indorsed or otherwise secured to the
satisfaction of the Federal Reserve Bank * * *7”

In other words, the Congress has over a long period of years pro-
vided that the Federal Reserve Board and the Open Market Com-
mittee may act to prevent interest rates from getting out of hand.
As pointed out in the above section, the Federal Reserve bank may
-even discount “in unusual and exigent circumstances” in order that
individuals, partnerships, and corporations may obtain relief.

This law states that the Federal Reserve Board shall have the power
to buy and sell in the open market at the direction and regulation of
the Open Market Committee. On September 11 and 17, 1968, your
-committee held hearings in regard to the possibility of making needed
credit available. The Federal Reserve, about a year ago made a great
to-do about loosening up credit and making it available where needed.
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They had investigated and announced that they would open discount
windows in certain banks. However, nothing was done to relieve the
situation in regard to the mortgage market where the savings and loan
institutions primarily operate.

Congressman Reuss at this hearing asked Federal Reserve Board
member Mitchell about helping out the homebuilding industry. He
said, “Chairman Proxmire in the Senate, and I and others in the
House in recent months flirted with the idea, as you know, of having
the Federal Reserve help out the savings and loans and the homebuild-
ing industry by buying either directly or through the open market
securities of Home Loan Bank Board and FNMA and similar agencies.

“The Fed rebuffed us quite firmly on this, saying, ‘No, we don’t want.
any directive to have any particular portfolio mix,” and the Fed in
fact has not to this date bought any, or perhaps I should say any appre-
ciable amount, of these housing-oriented securities.”

Congressman Patman in his supplementary remarks as a result of
this hearing, commented that the changes in policy in regard to dis-
count windows would help the situation very little. He pointed out.
that commercial banks were in competition with savings and loan
institutions and using commercial banks as a conduit to make funds
available to savings and loan institutions would help very little. He
said, “Commercial banks have several sources where they can obtain
the liquidity needed by their business customers. They can sell holdings
of Government securities; they can attract funds by raising the inter-
est offered on certificates of deposit; they can borrow on the Eurodollar
market. As a result of the suggested redesign of the Federal Reserve
discount window, they would have an extra easy source of credit.

“The thrift institutions have none of these options. When credit
gets tight, they suffer a loss of funds to the more powerful investment
opportunities. The major casualties of this loss of liquidity are the
housing industry and home-mortgage seekers.”

So there it is. The Federal Reserve Board not only will refuse to
act, and it is apparent it has existing authority, but has said flatly
that it will not act. It will only act to help the banking industry. It
will not make funds available to farmers through subsidized interest
rates as was suggested by Farmers Home Administration during the
credit crisis of 1966. I quote a recommendation which was made by
Farmers Home Administration when FHA was being crushed by
rising interest rates:

“We recommend that the present interest rate limitations be
retained. If sufficient loan funds cannot be obtained under exist-
ing rates of interest, the law should be amended to permit the
Government to cover the losses incurred by the Federal inter-
mediate credit banks during this period of high interest rates
on a sufficient amount of debentures to obtain the monies needed
by the Farm Credit Administration.”

Apparently the matter of subsidizing interests rates is abhorrent
to those who are in charge of money and credit in this country. How-
ever, it would appear that it is okay to subsidize funds made available
to other countries. I call attention to an editorial in the Washington
Ewening Star of March 10, 1969. Treasury Secretary Kennedy, who
formerly was president of Illinois Continental which it is reported
is the largest holder of Farmers Home Administration paper, told
the Banking and Currency Committee that he fully approves and
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supports the U.S. contribution to the International Development As-
sociation. This program provides that borrowers may pay as little as
one percent on loans. We are not in any way suggesting that we are
opposed to such a program, but we feel the principle of subsidized in-
terest rates should be extended to our citizens as well.

ArracEMENT “A”
CRITIQUE oF “Parrry RETURNS Posrrions o FarMs”

(Report of Economic Research Service, U.S. Department of
Agriculture, July 7, 1967)

A recent study of the Economic Research Service of the Department
of Agriculture, “Parity Returns Positions of Farms,” attempts to
prove that greater parity returns on labor and capital received by
farmers results in a greater return on labor and capital employed in the
nonfarm economy. It is stated that the parity returns on capital equals
the value of capital plus the rate of return plus capital gains. This is
one standard that is used in the study.

Another is the landlord standard which equals the rent from the
farm plus capital gains. The study alleges that capital gains on farms
amounts to 334 percent per year or 12 percent since 1964. This is com-
pared with the stockholder standard which adds the dividends of 3
percent plus capital gains of 8 percent which equals 11 percent for the
3-year period.

Finally after wading through a mass of statistics, many of which
seem unrelated to the problem, the study comes up with the conclusion
that the wage of a farm family is 105 percent of the wage of a manu-
facturing worker.

‘We have a few comments. It is ridiculous to compare a farm operator
to a factory worker; it is ridiculous to compare capital gains on farms
to gains on stock; it is ridiculous to lump all farmers above $20,000
gross together. I asked an economist in U%DA several years ago why
they lumped farmers who grossed $1 million together with the family
farmer.

“Why not,” I said, “break down the categories to farmers with
gross incomes of $25,000, $30,000, $35,000, $40,000, and so forth.” The
answer I got was that nobody was interested in the U.S. Department
of Agriculture in such statistics. It is obvious that lumping the million-
aire farmers in with the $20,000 gross farmers distorts the picture.

It is also ridiculous to lump 500 stocks together in order to deter-
mine whether or not a stockholder is better or worse off than a family
farmer. Growth stocks don’t pay dividends—some stocks pay nothing.
This is the age of conglomerates. Hundreds of companies guy up other
hundreds of companies for tax advantages. Furthermore, companies
often issue two shares, or three or four, for one. This obviously further
distorts the USDA statistical picture.

The study lightly says that unrealized capital gains can be turned
into income at the owner’s option. This is not true for farmers. Three
out of every five purchasers of farmland are farmers. The farmer
suffers more often than not from the increased price of farmlands.
The study claims capital gains resulting from increased price should
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be listed as income. Increased value of farm lands increases the net
worth of farmers, but does not increase their income.

The price of stocks is not a good statistic to introduce into a study
attempting to determine which investor is better off. The prices of
stocks in 1966 were 514 times what they were in 1959. Capital gains
resulting from increased price of stocks should not be compared to
capital gains from increased value of farmland. Stocks may be sold
by merely making a telephone call. Disposal of farmland is a much
more complicated matter and, as indicated, more often than not the
farmer doesn’t want to sell his land unless he wants to retire and get
out of farming altogether.

It is ridiculous to compare the entrepreneur in the farm business
with the factory worker. It is like comparing apples with oranges.
Even if farm operators and farmworkers are compared with manu-
facturing workers there are factors such as age which would prohibit
the farm worker from getting a job in any manufacuring industry.
The study admits that the median age of farmers in various groups is
from 4614 years to 70 years. It seems to us the proper approach would
be to compare an agricultural entrepreneur with a manufacturing en-
trepreneur. This is not attempted in the study.

A fter introducing hundreds of statistics, on page 37 of the report the
authors virtually admit their study is no good. They admit a wide
range of error. They discuss the impossibility of the task of coming up
with parity returns as a primary measure of economic well-being. They
say in order for their conclusions to be valid they must have a regular
collection of data and not rely on 5-year periodic publications. They
say that they have had to rely on “bits and pieces of information sub-
ject to a wider range of error than is generally considered acceptable.”
They further say that relying on only 5-year reports would “seriously
impair public condence in the accuracy and objectivity of the parity
returns calculations.” With these last two statements we agree.

ATTACHMENT “B”

Net farm income by years according to U.S. Department of Agriculture Statistics
(Including Government payments, but not other income)

1963 $13, 2086, 000, 000
1964 12, 266, 000, 000
1965 14, 987, 000, 000
1966 16, 086, 000, 000
1967 14, 644, 000, 000
1968 14, 400, 000, 00G

USDA estimates that farm income for 1969 will be somewhat lower.
Net farm income by years according to economic indicators

Billion
1963 2 $13.2
1964 12.3
1965 . 5 15. 0
1966 \ - 16.1
1967 14. 6

1968 ' - 15.4



NATIONAL FEDERATION OF INDEPENDENT BUSINESS
’ | By J OHi\r ‘W. HaroEr ' '

We appreciate your request that we furnish to your committee our
views on the economic issues which concern the Nation and our mem-
bership. We would point out, that these views originate directly with
our more than 265,000 member-firms actively involved in smaller, in-
dependent business and professional pursuits—which comprise a valid
cross section of our country’s 5.1 million unit small business sector.

This sector’s importance cannot be overestimated. Its members pro-
vide jobs for more than half of our civilian labor force. They generate
an estimated 70 percent of national retail sales, 78 percent of whole-
sale sales, 83 percent of the construction activity, 80 percent of the
service function, and 84 percent of the manufactured value added to
the economy each year. Continuing federation economie surveys sug-
gest strongly that this sector played a major role in reducing the un-
employment rate from 6.1 percent in 1960 to under 4 percent today.

The issues which concern our membership are many and varied,
but they can be summed up as all things affecting the ability of small
business to expand and modernize, in the process creating additional
job openings. Qur members feel that decisions by Congress and the
executive branch in the areas of labor, taxes, antitrust, and representa-
tion vitally affect this concern.

First, in the field of labor they face many problems, but currently
chief among these is the affect of the minimum wage law. In our 1967
and 1968 surveys we questioned members about the effect of the 1966
revisions on their employment. Among those reporting it lower than
1 year earlier, the proportion ascribing the reduction to the wage law
rose from an average 15 percent in 1967 first quarter to 86 percent in
1967 fourth quarter, then leveled in the area of 25 percent for 1968.
This year we are questioning members specifically about teenage em-
ployment. Our first subsample suggests that as many as 42 percent of
all small businesses employed teenagers in 1966, with such employ-
ment averaging three young people each. However, of this group only
54 percent report their teenage employment today at 1966 levels.
Among the balance the average reported employment drop is 1.1 each,
and 40 percent of these hold the minimum wage responsible directly
or indirectly.

For these reasons our members recommend that Congress: (1) re-
seind the second phase of the 1966 enactment which has lowered the
minimum-wage dollar volume exemption from $500,000 annually to
$250,000 annually; (2). provide relief from the law’s requirements in
the cases of workers of marginal productivity; (8) liberalize regula-
tions affecting the employment of teenagers and simplify accompany-
ing paperwork burdens; and (4) refrain from further expansions in
the law.- . . .. . -, :

I ©(1151) ..
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Second, studies show that we will have to produce 1.7 million new
jobs annually in the years ahead. At the same time federation surveys
have indicated that new and additional jobs are provided through
small business expansions and modernizations. But these depend on
financing. And here we get into the area of taxes, for studies show
that smaller firms depend importantly on internal sources for funds
for business improvements (in our first subsample for 1969 we find
that only 80 percent of respondents received business loans within
the past half year). At the same time we find, and authoritative eco-
nomic studies concur, that constantly rising tax rates, are eroding se-
riously the strength of these internal sources. Concurrently, our eco-
nomic data indicate a series of constant increases in the cost of
goods, which in turn reflects on investment in both inventories and
receivables.

Because of the foregoing, and in an effort to cut through the cur-
rent economic squeeze, our members recommend strongly that Con-
gress, in its current overhaul of the tax structure, enact a “plowback”
allowance which would permit them to reinvest in their operations,
tax free, up to 20 percent ($30,000 ceiling) of their additional yearly
investment in additions to inventory and receivables (we might note
that in the 7 percent investment credit, small business has, in effect,
a “plowback” for investments in depreciable equipment).

Third, and further in the area of taxes, our members are concerned
with the plight of people in economically depressed areas. They are
concerned with the problem of the ghettos. But they feel that there
can never be an end to the ghetto pro%lem unless action is taken to re-
strict the migration from rural to urban areas. They have seen (as
reflected in our surveys) how well tax incentives have worked in en-
couraging job-producing expansions and modernizations, and they
urge that this concept be expanded and extended, as proposed by Con-
gressman Joe L. Evins, yourself, and others, in the form of the rural
development bill which provides an extra 7 percent credit and other
features for firms locating new plants in underdeveloped nonurban
areas.

Fourth, as your committee has pointed out in the past, the goals
of the Employment Act cannot be reached without there being a free,
competitive economy. This, as you said, cannot exist without strong
enforcement of the antitrust laws. Reports being received from federa-
tion members indicate considerable concern over the rash of conglo-
merate mergers which has beset the economy and bedeviled small bus-
iness through the resultant increase in concentration in our economy.
Equal, if not greater, concern is being expressed over the growth of
dual distribution in the many industrial classifications of the country
which so often results in unfair competition with supplier-retailer
selling in the same markets with his independent distributors at prices
which approximate their buying costs. And, concern is voiced over
our stop-start antitrust policies under succeeding administrations,
much of which is due to the fact that the position of Assistant Attorney
General in charge of antitrust seems to be but one seat in a game of
musical chairs. v .

To correct these situations in antitrust-enforcement, our members
recommend that Congress: (1) insist that the Federal Trade Com-
mission complete as quickly as possible its current study of the con-
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glomerate merger problem, with recommendations that where nec-
essary the laws be strengthened ; (2) make it clear to the Justice De-
partment that enforcement procedures be expedited; (3) enact legis-
lation which will bring manufacturers who compete directly with
their own independent channels of distribution under the Robinson-
Patman Act;and (4) provide some permanency of tenure for the post
of Assistant Attorney General in charge of antitrust, the same as is
enjoyed by the Comptroller General.

Finally, Mr. Chairman, for our members it has become steadily
clearer that in order to achieve the consideration their sector de-
serves, it is vital that they be represented in the councils of Govern-
ment effectively. They have nothing but praise for the fine jobs done
over the past 28 years by the Small Business Committees of House
and Senate, but feeling that their problems, those which are the con-
cern of Government, will increase rather than decrease they urge that
these bodies be strengthened, by at most granting legislative authority
to both bodies or at least bringing up to parity in permanency with
the Senate committee the House committee. Further, they appreciate
the services rendered by the Small Business Administration. But they
are concerned over its own stop-start record in lending, the restric-
tions on its lending, the uncertainties which have arisen regarding its
future, and its operations at times without an appointed Administra-
tor. They feel that these defects demand congressional as well as
executive branch attention, and demand prompt remedy.

These, then, are among the chief concerns of our membership. They
do not exhaust areas of interest. But action on them is certain to pro-
vide a more favorable climate of growth for small business and
strengthen the fabric of our economy. ’

24-833—69—pt. 4——13



NATIONAL FEDERATION OF INDEPENDENT UNIONS

By Doxn Manox, EXECUTIVE SECRETARY

Speaking in behalf of the unions affiliated with the National Feder-
ation of Independent Unions our greatest concern is with regard to
the impact of inflation and continually rising taxes on the future of
American workers and our country.

Referring to the report filed by President Johnson on January 16,
1969, we note that the proposed budget calls for the extension of the
income tax surcharge, at its currex t rate of 10 percent, for 1 year from
July 1, 1969, to June 30, 1970. It is our position that this income tax
surcharge should be eliminated as of its expiration date on June 30,
1969. We feel that this tax is most burdensome on those least able to
pay; namely, workers and wage earners in the lower brackets who
must use the major portion of their-earnings for day-to-day family
and living expenses. ’ v

The original intent of the surtax, as previously stated by the John-
son administration, was to curtail inflation. Actually, Government
spending has increased since that time. Thereby, and as one direct
result, inflation has also increased. In this respect the additional tax
revenue has been self-defeating so far as controlling inflation was
concerned. , :

We believe that the closing of many existing tax loopholes, that
have permitted those in higher income brackets to evade or avoid their
fair share of taxes, is most important. By shifting the tax burden more
equally to those most able to pay it will also increase the buying power
of workers. As a result middle and lower income families will be able
to buy and consume more goods and thereby bring about the higher
employment and maintain the greater productivity that is so essential
to our country.

For the purpose of obtaining more economic stability we believe that
encouraging more labor-management cooperation can Tesult in greater
benefits for all concerned and especially the general public. This
cooperation will result in higher employment as well as greater price
stability. The Government can enhance this positive program by en-
dorsing progressive policies with regard to eliminating waste, duplica-
tion, and unfair competition. Also, the sponsorship of worker training
programs. This will help close the gap between supply and demand
for skilled workers. As a result, those displaced through automation
and industrial changes, with regard to plant location and other eco-
nomic factors, will be greatly assisted.

Referring to the international economy: We suggest a reappraisal
of the present situation so as to protect American workers from com-
petition resulting from the imminent flood of products of the so-called
Iron Curtain countries.

(1154)
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On the homefront our organization is particularly interested and
concerned with regard to public safety programs. We advocate more
adequate on-the-job safety protection for industrial workers. We.
would also include more adequate protection for the general public:
who are subjected to the use of unsafe passenger elevators, defective-
public transportation equipment, non-fire-resistant consumer prod-
ucts, and dangerous drugs.

We also advocate Federal legislation to require pension provisions.
for the employees of all companies that engage in interstate commerce..
This should include protection of the vested rights of longer service-
employees covered by such pension plans. We believe that any em-
ployee who remains 1n the employment of a company for a period of’
5lyears, or longer, should have vested rights in an insured pension;
plan. :

CoxNoLusION

We appreciate this opportunity to express our views to this com-
mittee. Following receipt of the economic report of the Nixon admin-
istration we hereby request and appreciate an opportunity to elaborate
further with regard to this matter.



UNITED AUTOMOBILE, AEROSPACE, AND AGRICUL-
TURAL IMPLEMENT WORKERS OF AMERICA (UAW)

By Warter P. REUTHER, PRESIDENT

The economy of the United States has made great progress in the
past 8 years., The most visible sign of that progress, of course, is the
Tact that we are now completing 8 years of unbroken economic ex-
pansion—a period of growth unparalleled in our recorded history.
For the first time there is reason to hope that we have learned enough
about how our economic system works and how it can be guided in
desirable directions that we may be able to break the inexorable alter-
ation of boom and recession, and learn how to move forward through
indefinite periods of sustained and sustainable growth.

THE FRUITS OF GROWTH

The consequences of continuous growth are reflected in a wide
variety of economic indicators, and are best shown by comparing
developments in the growth period with those of the immediately
preceding years.

Thus, for example, if the 8 years of the Eisenhower administration
(fourth quarter 1952 through fourth gquarter 1960), in which we ex-
perienced three recessions, are compared with the 8 years of expan-
sion under Kennedy and Johnson (fourth quarter 1960 through fourth
quarter 1968), some very impressive differences are seen. In the Eisen-
hower years, for example, the gross national product (GNP) after
adjustment for price changes grew by 19.3 percent; in the Kennedy-
Johnson years it grew by 48.7 percent—over 214 times as much. Per
capita real disposable personal income (that is, average income per
person after taxes, also adjusted for price changes), which is a good
measure of actual improvements in personal living standards, grew
by only 9.4 percent in the 1952-60 period, compared with 33.3 percent
in 1960-68.

Significant as they are, these figures are of course affected by the
fact that they begin and end at different points on the business cycle.
Elimination of this anomaly, however, does not void the comparison.
It is shown in the following table, which compares the movement of
selected economic indicators from the trough of the 1954 recession to
the peak of the 1960 expansion, and from the trough of the 1960-61
recession to the end of 1968. In order to adjust for the different length
of the two periods, all changes are shown in terms of annual rates.

(1156)
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SELECTED ECONOMIC INDICATORS—COMPARISON OF CHANGES, 1954-60 AND 1961-68

¢ ‘Annual rate of increase’ -

3d quarter 1st quarter
1954 to 2d 1961 to 4th
quarter 1960 quarter 1968
(percent) (percent)

GNP in constantdollars_.. ... ...._..___. Sonenl o —emmcmmmmmseesemgimmmanacans
Per capita real disposable income. ... PR
Unemployment (decline)......--..-
Industrial production_ ...
Output per man-hour private economy. .. - -
Manufacturing capacity... . e mm e emmemcmeemeeehem———
Manufacturing output. o oo e

H
PENPO—W
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Source: Office of Business Economics, Bureau of Labor Statistics.

As the table shows, GNP valued in dollars of constant buying
power increased at an average rate of 3.3 percent per year in the 1954
60 period, but advanced to a pace of 5.3 percent in the period 1961-68.
Per capita real personal income more than doubled its rate of ad-
vance, from 1.8 percent a year to 3.7 percent. The number of unem-
ployed, which had declined at an average rate of 0.9 percent per year
in the earlier period, sank by 7.2 percent per year in the later. The
pace of industrial production advanced from 4.4 percent per year to
6.4 percent. In large part, because an expanding economy is able to
malke more efficient use of its productive equipment, output per man-
hour in the private economy (productivity) rose from 2.6 percent
per year to 3.7 percent. There was a small increase in the rate of growth
of manufacturing capacity, but a large increase in growth of manu-
facturing output, from 4.4 percent annually to 6.6 percent.

STILL SLACK IN THE ECONOMY

Great as the achievements of the past 8 years have been, they have
not been great enough. Our rate of economic growth has not matched
our true potential. Our unemployment rate, although it has been greatly
reduced, is still far higher than would be tolerated in most of the
industrialized nations of the free world. To more than 214 million
full-time unemployed must be added the time lost by approximately
2 million part-time unemployed, who work at a part-time job because.
they can’t find full-time work, or who work short workweeks for
economic reasons beyond their control. In addition, there are prob-
ably close to a million workers who are involuntarily idle, but who
are not counted as unemployed, or even in the labor force because
they have become discouraged and have given up looking for a job.

‘When all these factors are added together, the total time lost in 1968
by people who could and should have been employed would average.
something over 5 percent of total labor force time available. :

Further evidence that there is still too much slack in the economy
comes from the relatively low-utilization rate of manufacturing ca-
pacity, and the fact that it has been falling for more than 2 years—
from 90.8 percent of capacity in the second quarter of 1966 to 84 per-
cent, in the third quarter of 1968, and 84.1 percent in the fourth quar-
ter. In some industries, it is below 80 percent. Since, according to
McGraw-Hill, the preferred rate of utilization is about 98- percent,
it is clear that there is room for a substantial increase in production
before it begins to press uncomfortably upon our productive capacity.
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‘What is more, a continuing high rate of investment in new plant and
equipment is one of the 1969 prospects on which most economists seem
agreed. In these circumstances, it is difficult to understand the claim
that the economy is overheated and needs to be slowed down.

It may be argued, particularly with regard to availability of man-
power, that even though there is some slack in the economy as a whole,
there are sectors in which needed manpower, possessed of necessary
skills, is not available. But surely this calls not for a slowing down of
the whole economy to ease the pressure at a few points, but for special
measures to ease those pressures where they exist. There is still ample
room for strengthening of our training programs, including the pay-
ment of more adequate training allowances. There is still much room
for improvement of placement services, including a computerized na-
tional employment service which could greatly facilitate the match-
ing of available men to available jobs. There is still room for measures
to Increase the mobility of workers, employed and unemployed, such
as payment of moving allowances. As the staff of President John-
son’s Cabinet Committee on Price Stability has pointed out, man-
power programs to increase the employability of those who are in any
way competitively disadvantaged not only helps to improve the em-
ployment picture, but also helps reduce inflationary pressures by
Increasing the number of workers available. To attempt to solve spe-
cial problems of manpower shortage with tools of overall economic
restraint is like trying to kill a mosquito with a sledge hammer—it
gives an awful jolt to the body being hammered, and probably misses
the mosquito in the bargain.

HOW EXPANSION HELPED NEGROES

Another area in which we have made real progress, but still not
nearly enough, is in providing equality of opportunity for Negroes.
According to census data cited by the Council of Economic Advisers,
during the 7 years of expansion from 1960 to 1967 (latest data avail-
able), the median income of nonwhite families increased by 41.1 per-
cent, or at an average rate of 5 percent per year. This was substan-
tially faster than the 8.3-percent rate at which the median income of
all families increased. (The median is the point at which half the
families are above the line and half are below it.)

By contrast, during the 8 years from 1952 through 1960, which saw
three recessions, the median income of nonwhite families grew at a
rate of only 2.7 percent per year. This was not only just over half the
rate at which it grew during the period of expansion; equally im-
portant, the 2.7-percent growth rate for median nonwhite family in-
come between 1952 and 1960 was substantially below the rate for all
families, which averaged 8.3 percent per year.

In other words, not only did the lower income half of Negro fam-
ilies improve their absolute position much faster in the period of con-
tinuing expansion than in the previous period, but in the period of ex-
pansion they improved faster than other groups in the Nation, thus
making up ground lost in the previous period when they had improved
more slowly than those other groups.

This has important considerations in terms of the social consequences
of any attempt to slow down economic growth. A figure of 1 percentage
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point rise in. unemployment as a result of such a slowdown has fre-
quently been used. Of course, no one can know whether it would stop
there. But even a rise of only 1 percentage point would mean that over
750,000 people would lose their jobs. A disproportionately high per-
centage of them would be Negroes and other disadvantaged groups
who have just recently found their way out of the ranks of the hard-
core unemployed and, as they were last in, would be first out when lay-
offs occur. Not only would they feel thwarted and frustrated in their
legitimate aspirations, but feelings of insecurity and alienation from
the white world would undoubtedly extend to those of their fellows,
still employed, who could not help but wonder if they might be next.

If we are to avoid such serious consequences, it is imperative that
we keep the economy running as close as possible to full employment—
and by full employment we mean, not the 4-percent unemployment
rate that condemns 8 million people to involuntary idleness, but a
genuine condition of full employment where there 1s a job available
for every person able and willing to work—male or female, old or
young, black, white, brown, or yellow.

THE ECONOMY I8 SLOWING DOWN NOW

It is important to emphasize the undesirable consequences of a slow-
down in the economy because, in fact, it is already slowing down. GNP
at constant prices, increased by 1.6 percent in the first quarter of 1968,
by 1.5 percent in the second quarter, by 1.3 percent in the third quarter
of 1968, and by only 0.9 percent in the fourth quarter of the year.
Personal consumption expenditures, after an increase of 2.5 percent
in the third quarter, rose by less than 1 percent in the fourth quarter.
This slowdown is a direct and intended result of Government fiscal
policy, notably the cut in Federal spending and the imposition of a
10-percent income surtax. It is true that the slowdown in consumer
spending did not take place as quickly as had been anticipated, in large
part due to an unusually high savings rate which consumers chose to
reduce before cutting into spending. However, that is a process that
cannot continue indefinitely, because much of consumer saving is in
the form of contractual savings—mortgage payments, insurance, in-
stallment payments, etc.—which are in large part outside the discretion
of the saver.

This is not to say that inflation is not a problem. Clearly it is. The
CPT since December 1965 has risen at an annual rate of 8.7 percent,
and the rise has continued to accelerate in the most recent period.
While the worst sufferers have been those with fixed money incomes,
workers who were unable to negotiate adjustments in their wages with
sufficient rapidity or frequency have suffered also. Workers as a group
have seen their buying power also eroded in the past 3 years. Expressed
in constant dollars of 1957-59 buying power, spendable (after-tax)
weekly wages in manufacturing for a worker with three dependents
amounted to $89.19 in December 1968, as compared to $89.75 in De-
cember 1965. Thev had dropned to as low as $86.07 in July 1967. Thus
these workers and their families as a group have had no share in the
advancing productivity of the national economy for the past 3 years.

We are deeply concerned about inflation that thus deprives working
people of their share of national progress. But we are also deeply
concerned about proposals which we do not helieve will control infla-
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_tion, but- which,will add to uhemployment and slow down economic
progress in this country. As we shall subsequently show, measures of
-economic restraint in a -period when the economy still has slack in it
have not controlled inflation in the past, here or in other countries;
-and at the same time there are countries in the free world which have
succeeded in maintaining full employment at levels which we have not
been able to approach, and have done so without suffering sharp
increases in price levels. We shall come back to this subject with some
proposals as‘to how the U.S. economy could enjoy the benefits of full
employment without serious inflation.

. As this is written, the “prime rate” has just been raised again, from
7 to Ti4 percent. The prime rate is the interest rate charged by the
large banks to their most credit-worthy customers. This rate has been
increased four times in the last 8 months. It was raised from 61/
percent at the beginning of December to 714 percent on March 18, an
Increase of 114 percentage point.

This means a further rise in the cost of living as other interest rates
increase in accordance with the rise in the prime rate. The rise in
interest rates for mortgages will tend to increase housing costs, and
the rise in interest rates for installment credit will raise the cost of
carsc,1 furniture, electrical appliances, and a host of other consumer
goods.

In addition to the increases already effected, there are rumors that
the Federal Reserve Board intends to raise its discount rate once more,
which would almost certainly boost all interest rates still higher. We
strongly oppose such a morve, because there is a serious danger that
this would start another round in the upward inflationary spiral.

" Instead, we urge the Federal Reserve Board to raise the reserve
requirements if further tightening of the money supply is needed. On
the basis of past experience, the Board ean be counted upon to cut
reserve requirements during a recession, but it prefers to raise the
discount rate rather than raise reserve requirements during periods of
inflationary pressure. Such a one-sided policy coincides with the selfish
interest of the bankers but it does not reflect the best interest of the
general publiec. '

The policy of the Board is well illustrated by what has happened
in the current business cycle. During this period the discount rate
nearly doubled. It was increased by 214 percentage points from 3
percent in February 1961 to 514 percent in March 1969. Reserve
requirements, on the other hand, for demand deposits were raised by
only one-half of 1 percentage point and this increase was limited to
large banks with deposits in excess of $5 million. The reserve require-
ment for savings accounts was cut by two-fifths, and although this
cut was partly offset by an increase of reserve requirements for other
time deposits, nevertheless, overall reserve requirements for all types
of time deposits have declined, thus adding to the inflationary
pressure.

TaE Proseecr Berore Us

Unless there is a'change in policy, it may be expected that restraints
on economic expansion will be tightened in the immediate future.
They are already tighter in 1969 than they were in 1968 after the
imposition of the income surtax. The reasons are that («) social



