FEDERAL EXPENDITURES AND ECONOMIC GROWTH

Stanley H. Ruttenberg, director of research, American Federation
of Labor and Congress of Industrial Organizations

Serious discussion in the public arena of the economic policy impli-
cations of Federal expenditures has been increasingly hampered by
the barrage of emotional sloganeering of the two major business organ-
izations and lack of leadership by the administration.

If these hearings help to clear away only a small part of the emo-
tional impediments to a calm appraisal of this issue, it will serve a
most worthwhile purpose.

Unfortunately, however, academic discussions of this topic can be
only partially helpful, at best. As long as the administration and
the Congress deal with this issue in the 19th century cut-expenditures-
enlarge-the-pork-barrel manner, little significant progress can be made
in the necessary public understanding of the role of Federal expendi-
tures in our national economic development. There is a huge reservoir
of nonsense on this issue that has been spread widely by people in
responsible positions.

Federal expenditures are neither good nor bad in themselves. They
must be viewed in terms of their purpose, in relation to the gross
national product, in relation to the level and trend of private activities,
and in relation to fiscal and monetary policies.

It is sheer nonsense to say—as some have said or have implied—
that any rise in Federal spending is a threat to our national well-
being. To meet the needs of national security and some of the needs
of our growing population may well require a rising level of Federal
expenditures. Under such conditions—that characterize the current
period of our history—it is the duty of Federal Government leader-
ship to seek the adoption of adequate and fair tax and monetary
policies to meet our national needs, rather than to ighore defense and
social necessities.

It is ridiculous to proclaim—as some have declared—that a dollar
spent by a private person 1s always somehow preferable to a dollar
spent by government. There is a positive economic role for govern-
ment—defense, education, postal services, roads, and conservation of
natural resources are but a few functions that require some activities
and outlays by one or another level of government.

It serves no purpose other than confusion to wield the broadax
blindly at suggested Federal expenditures and, at the same time, to
thank God that Federal expenditures have been helping to hold up
the level of economic activities—as did many responsible people in
the first half of 1957.

Neither does it serve any purpose of achievement or understanding
to propose Federal programs on the one hand, to threaten the Nation
with disaster if they are adopted, on the other hand, and to acquiesce

299

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



300 ECONOMIC GROWTH AND STABILITY

quietly to their defeat—as the administration did on so many public
welfare program issues in the past session of Congress. ) .

It is disgraceful that the Russians should have been first in firing
successfully an ICBM. The budget and the legislated debt limit
seem to be the major criteria for meeting defense needs, as well as
public service needs.

I stress these factors because I am convinced that the subject of
Federal expenditures and economic growth, in its economic policy
implications, is more of a social and political problem than one of
economic theory. Arrival at some general conclusions on this subject
by this or any similar panel is not going to provide us with a bold
national leadership. Economic theory alone 1s not going to produce
serious concern among private and public policymakers with the:social
objectives of a rich and productive economic system such as ours.

To discuss properly this subject of Federal expenditures and eco-
nomic growth, there are a number of questions that first must be
posed and answered.

Quzestions oN FeperaL Exeexprrures Poricies

Can we conceivably expect, within the near future, any substantial
reduction of defense expenditures, by about $10 billion to $20 billion—
and thereby obtain some significant cuts in Federal spending? I do
not believe so, in the absence of some seftlement of world tensions,
because I do not believe that the world we live in will permit such
cuts in Federal spending, unless we are prepared to face the alternative
of a loss of national sovereignty and a collapse of the free world. I
therefore expect Federal expenditures to be high and to remain high
in the foreseeable future, by comparison with pre-World War II
peacetime years.

Can we expect to meet the growing needs of a growing population
with real or dollar outlays for public services that are no greater than
in 1940? T think not, and I don’t see how any thinking person can
advocate chopping away at public service expenditures and expect the
Nation to maintain adequate educational, health, road, and similar
facilities. Furthermore, there have been 15 vears of postponed and
neglected public service efforts. Our population has grown almost 30
percent since 1940—and the proportion of the population below work-
ing-age at one end and above 65 at the other end has been rising. Not
‘only have public service needs as a whole grown, but the public
service needs of the young and the elderly have grown most rapidly.
In addition to the expansion and the changing characteristics of the
popnlation, our standard of living, as well, has improved. There are
greater demands and greater needs for education beyvond the ele-
mentary school; technological changes in civilian pursuits and in the
Armed Forces require an increasing degree of advanced scientific edu-
cation and technical training: increasing leisure has increased the
demand and need for adult education; paid holidavs and vacations
have resulted in pressing demands on our existing recreational
facilities.

If we compare nondefense budget expenditures in 1940 and-1956,
we find the following: in 1940, Federal budget expenditures for non-
defense were %6.9 billion in an economy whose gross national product
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was $100.6 billion—these outlays were 6.9 percent of total national
output. Between 1940 and 1956, our gross national product rose more
than four times and our population increased almost 30 percent. But
in 1956, Federal budget outlays for nondefense purposes were $25.8
billion—6.2 percent of $414.7 billion gross national product.

Organized business and conservative politicians screamed to high
heaven about these 1956 expenditures, predicting gloom and doom,
despite the vast subsidies that go to business, largely in the indirect
form of tax concessions. It seems to me, however, that the growth of
the population and expansion of public needs justify some significant
improvement of public and social services. Merely to have lifted
nondefense budget expenditures to 7 to 714 percent of gross national
product would have meant Federal outlays for these purposes of $29
billion to $31 billion—it would have made possible an increase of some
$3 billion to $5 billion over what was actually spent for public services
and social programs.

As I look at these figures, I am utterly convinced that the problem
is not whether we can afford some improvement of public and social
services. The problem is a political one—with the administration and
the Congress. The question is whether our national leadership desires
a significant improvement of public and social services.

Should an expanding high-employment economy have social objec-
tives that are somewhat more meaningful than rising lines on charts
and a continuing outpouring of automobiles and other consumer dur-
ables? My answer is definitely in the affirmative. During the de-
pression of the 1930°s, we concentrated our attention on achieving
full employment, more effective use of our productive capacity and a
more equitable distribution of income. Since 1940, we have made vast
strides in those directions. We now have the job of sustaining eco-
nomic growth and high levels of employment and of achieving some
further improvements in income distribution. But more than 15 years
of generally high levels of employment and production have posed
new questions that deserve the attention of national leadership.

What is the purpose of sustaining continuing economic growth
and high levels of employment and output—is it merely to turn out
more and more automobiles and electrical appliances? Should a rich
and growing economy seek to wipe out remaining pockets of poverty ?
Should the benefits of economic growth be used to improve the Nation’s
health and educational facilities, to eliminate slums and provide im-
proved housin%, to revive decaying urban centers, to encourage cul-
tural activities? Should an economy, such as ours, shift an increasing
degree of attention to leisure and to leisure-related activities?

would suggest that the Nation’s productive ability, after more
than a decade of generally high employment, makes it possible for us
to turn at least part of our attention, to these social objectives. An
expanding and productive economy, such as ours, can afford to devote
a share of the %ross national product—as well as imagination and
leadership—to eliminate poverty, to improve health and educational
facilities, as well as housing, to redevelop our urban centers, to con-
serve and develop natural resources, to expand recreational and cul-
tural facilities. .

Economic growth makes it possible for the Nation to devote in-
creasing dollar outlays for public services and social advances. Seven
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ercent of a $100 billion output in 1940 was $7 billion—7 percent

or public services, social programs and other nondefense purposes of
a $415 billion output in 1956 would have been $29 billion. Further-
more, economic growth expands the tax base and revenues rise as out-
put and sales grow. There is no doubt that the national economy can
afford to improve and expand its public services and devote some por-
tion of its total output to enrich our social order. In some of these
areas the question, I believe, is whether we can afford not to make im-
provements—in education, for example, or resource development or
urban redevelopment.

Can we expect the business community to finance such develop-
ments? I think not and it would be unreasonable to expect profit-.
seeking enterprises to do very much along these lines. It is a tragedy,
however, that the business community traditionally blocks such ad-
vances by government, as revealed again, in the past few months, by
the organized business attack on Federal aid for education. The rec-
ord of the business community on these issues is overwhelmingly neg-
ative, except where it touches the pocketbook nerve of specific business
interests, as indicated by the widespread built-in business support for
Federal outlays for road building.

Natioxar Leapersuarr Is REQUIreD

Almost all of the efforts in improving public services and in en-
riching our social order, therefore, inevitably fall upon the govern-
ment, upon both Federal Government leadership and expenditures.

A frequent answer to questions, such as those posed above, is to talk
about States’ rights and to declare that these tasks belong with the
States. That reply is often a subterfuge and, more often, it is mean-
ingless. Many of these tasks are national in scope and require na-
tional direction or coordination. Many of them are too costly for con-
ventional financing by States and local governments—they require
Federal outlays, grants-in-aid or long-term loans.

Few States have responded, with positive action, to these issues
in recent years. With their current financial burdens and constitu-
tional limitations on expenditures and new bond issues, it is unreal-
istic to expect much significant action on public. welfare programs in
most States without long time-consuming delays, at best—especially
in the absence of courageous State leadership and national prodding
to obtain necessary constitutional changes and improvements of State
tax structures. It is no wonder that the States have done so little
in these areas in recent years. Not only are they burdened with com-
mitted outlays, frequently inadequate revenues, and constitutional
limitations, but most State legislatures are so constituted as to be
far less than receptive to public service and social programs and im-
provements of regressive tax structures. Most State legislatures are
poor examples of representative democratic government—with their
‘rotten borough” representation and substantial underrepresentation
of the urban population.

To talk about shifting current social welfare programs, and future
programs to the States, is to undermine the possibility that much
action on such programs will be taken in the near and foreseeable
future. It is hypocrisy on the part of the State-righters to say
that the Federal Government should not engage in civilian publie
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services such as aid to localities with chronic unemployment and
financial assistance for schools and hospitals. If the State-righters
were sincerely interested in strengthening State governments, they
would be in the forefront of efforts to make State legislatures more
representative of the population, to modernize State constitutions,
and to rebuild their State and local tax structures on the basis of
ability to pay )

Fe eralpexpenditures, as I see it, have to be viewed in the light
of these and similar considerations—high dollar outlays by com-
parison with pre-World War II peacetime years due to national
security requirements, the growing public service needs of a growing
population with changing characteristics, the need for social objec-
tives of an expanding high-employment economy and the ability of
such an economy to turn more of its output and attention to fulfilling
these social objectives, and the reality that the States cannot be ex-
pected, without long delays, to take leadership on these issues. Fed-
eral expenditures have to be viewed, too, in terms of economic growth
that expands the tax base and raises the revenue potential from a
given tax rate.

This Nation is capable of meeting its currently “normal” defense
re(glirements, as well as improving and expanding public services
and social programs, if we are fortunate enough to avoid all-out war
or a sudden sharp rise in defense outlays. The problem is essentially
not an economic problem—it is a political one.

MzeTing THE CHALLENGE OF EcoNomMic GROWTH

Foremost, as I see it, is the issue of meeting the public service
needs and social advances of a growing population in a rich and
highly productive economy. I think it is wrong to base Federal
expenditure policies on compensatory financing alone. If we con-
tinue to concentrate all of our policies on the basis of compensatory
government operations and to delay needed programs, as we have
done since the start of World War II, we will be sadly neglecting
important underpinnings of our economic system and society.

To think of economic growth as most economic-model theorists do,
is to omit the important human and social aspects of economic de-
velopment. Basically, economics is not numbers, graphs, or charts—
it is human beings and society. The school system is a major factor
in economic growth. So are the conditions of the people’s health,
housing and urban areas, roads, resource conservation and develop-
ment.

In working on economic development plans for underdeveloped
countries, economists have all too often planned complicated hydro-
electric and irrigation projects, without thought for the need of engi-
neers; steel mills before considering the need for technically trained
workers; industrial activities while neglecting the requirement for
continuing maintenance of the equipment. In thinking about future
economic growth in the United States, we should not and cannot
ignore the human and social requirements of continuing economic
ex;;i‘ansion. . ‘ ‘

This country’s educational system has contributed much to improv-
ing productive efficiency and economic growth. The cultural heritage
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of the Western World—and of the American people—must be ade-
quately passed down to the new generation. To neglect our educa-
tional system at this time of rapid technological change will under-
mine the potential for economic growth and improving productive
efficiency in the future.

Not only is there obvious need for adequate educational facilities—
structures and equipment. There is also the need for teachers. So-
ciety must be willing to provide these necessities, if it is to continue
its advances. Our educational system should be considered at least
as important to the Nation as automobiles and washing machines
which receive so much of the public’s attention. National and State
leadership is required to speak up clearly and forthrightly on the
needs of our educational system. Federal aid for education is essential
for the economic, as well as general, well-being of the Nation.

Resource conservation and development may be somewhat more
directly related, in the public mind, with economic growth. But even
here, practical efforts and achievements in most fields have been far
from noteworthy since the start of World War II. It took many years
of work by people like Theodore Roosevelt and Gifford Pinchot, be-
fore the various levels of government and sections of industry became
concerned with conserving our timberlands. We would be hard put at
present to find national leadership of similar force in the effort to
preserve and extend our forest conservation programs, in efforts to
move toward new river valley developments that would curb flood
disasters and enrich the economic potential of several areas of the
Nation, to conserve and develop water resources in an attempt to
forestall serious water shortages for industry and agriculture in the
Western States.

Although the administration has talked about the need for some
program to assist economically distressed communities—ever since the
1952 campaign—no legislation on this issue has yet been adopted. Im-
provement of the economic conditions in such communities would
obviously be of assistance in sustaining continued economic growth.

These and similar efforts that require Federal Government outlays
and leadership are essential for continuing economic expansion. They
form part of the social underpinning for economic growth. Such
programs should be started as soon as possible and they should move
forward at a steady pace—to be curtailed in the case of a sudden sharp
rise of defense expenditures and to be stepped up when private eco-
nomic activities decline.

What we need at present is not a backlog of public service pro-

rams and blueprints that can serve as a means for holding many con-
erences, but going programs to strengthen and enrich our society.

© Merrine THE CHALLENGE oF THE Business CyoLE

In recent years, most attention to movements of the business cycle
have been on inflation rather than on deflation. High Government out-
lays, by comparison with the past, we are told, are inherently inflation-
ary and an excess of Government outlays over revenue will inevitably
cause demand inflation. This is decidedly not what has happened in
recent; years, and experience should have taught us long ago that Gov-.
ernmhent expenditures should be viewed in relation to the gross na-
tional nroduct and the level and trend of private activities.
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In fiscal years 1947 and 1948, Federal outlays were declining and
there were substantial Federal cash surpluses—$6.7 billion in 1947 and
$8.9 billion in 1948. Nevertheless, there were sharp price rises in those
years due to the pent-up demand for all types of consumer and cap-
ital goods and to the untimely end of OPA. 1In fiscal 1951, the year
of post-Korean sharp price increases, there was a cash surplus of $7.6
billion, and in fiscal 1956, when wholesale prices moved up rapidly,
there was a cash surplus of $5.1 billion.

Sharply reduced Government expenditures, as in fiscal 1947, are not
guaranties that price rises will not occur. Neither will substantial cash
surpluses, in themselves, guarantee against a rising price level.

Federal expenditures, surpluses, or deficits are neither inherently
inflationary or deflationary in themselves. The level of Federal out-
lays—as well as of cash surpluses or deficits—are of great importance
when examined in relation to the levels and trends o% activities in the
other sectors of our economic system and in relation to fiscal and mone-
tary policies.

Concentration of Government activity on anti-inflation policies and
restrictive measures, rather than on economic growth, is a departure,
it seems to me, from the intent of the Employment Act. It is the
maintenance of economic growth to which the Federal Government is
committed under the terms of that act, although the administration
seems to be too little aware of its obligation under the law.

Continuing economic growth is essential for the maintenance of ma-
terial strength and high levels of employment. It is likewise essential
for meeting national security requirements and for improving living
conditions. Economic growth in the past made possible the great
material achievements of the Nation. It can make further advances
possible.

As the economy grows, its tax base expands and increased revenues
can be collected from a proportionately smaller burden on individual
taxpayers. .

Government policies and measures are important in maintaining
economic growtﬁ. Changes in Federal expenditures have an effect on
the direction of national economic activities, depending on trends in
the private sectors. )

Asignificant change in the dollar level of Federal expenditures has
an obvious effect on the trend of economic developments, depending
on fiscal and monetary counteraction, if any. The degree of effect
would depend on the magnitude of the change, as well as on the direc-
tion of private activities. .

A decline of Federal expenditures of $11 billion between 1953-54
was bound to have a depressing effect, since no significant private
activity was moving up sharply. The effect of the cut of Federal
expenditures was to reduce orders, and induce business to cut inven-
tories, output and employment in defense-related industrial plants, to
reduce income from private activities and to depress expectations
generally. The psychological effect of a significant change in direc-
tion of Federal expenditures can and does have an economic impact—
as in 1953—even before the actual cuts, or increases, in government
outlays occur. )

One cannot forecast these effects with mathematical certainty. It
is even more difficult to measure the precise effects of one type of pro-
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‘gram, as compared with an alternative program. The direction, how-
ever, can more easily be foreseen.

Improvements in the unemployment compensation and social secu-
rity systems help to bolster consumer income at a time when wages
-and salaries from private activities are declining. An increase in
transfer payments of $1.9 billion between 1953 and 1954 helped to pro-
duce a small rise in total personal income, despite a decline in labor
and farm incomes. This maintenance of high levels of personal in-
come during the 1953-54 downturn helped to reduce the impact of the
decline in government spending and In industrial output. The re-
duction in personal income taxes, effective January 1, 1954, had a
similarly strengthening effect on consumer buying power, which cush-
ioned the economic decline.

Alternative types of programs have differing effects in specific
areas of the country, specific industries and among specific groups of
the population. The recent cutbacks of defense outlays, particularly
aircraft, for example, have had the most notable effect as yet in Cali-
fornia and seem to have dampened expectations generally.

Countercyclical policies, when economic activities are moving down,
should require, I think, a stepping up of government expenditure

rograms, tax cuts or a combination of both. On this, there is little
gisagreement against most Americans. There is disagreement, how-
ever, on the issue of which part of the economy should receive most
government attention. o )

During the downturn of 1953-54, the administration strongly em-
phasized its views that Federal efforts should be concentrated on
stimulating business investment. We, in organized labor, opposed
the administration’s suggestions—we were convinced that the admin-
istration’s proposals were based on faulty economics and would fur-
ther erode the progressivity of the Federal tax structure. We are now
convinced that the administration’s success produced a lopsided eco-
nomic development between the spring of 1955 and the end of 1956—
sharply rising business investment in new plant and equipment, ac-
companied by sluggish consumer markets. We are now beginning to
see some of the consequences of this lopsided development that was
encouraged by administration policies.

With current cuts in defense outlays, at a time of a general lull in
economic activities, it is my belief that a cut in the Federal income
tax—Dby increasing the individual exemption from $600 to $700—is
-essential. It was my view before this committee, several months ago,
that congressional action on reducing individual income taxes should
have been taken immediately by the past session of Congress, accom-
panied by closing some of the many tax loopholes, if possible. Action
on this issue by the forthcoming session of Congress may be too late
to halt a downturn from getting underway.

Involved in any countercyclical policies, therefore, is the economic
sector or population group to be affected and proper timing. It is
my view that under most conceivable conditions of a turning down of
economic activities, the major part of the Government effort should
be aimed at bolstering consumer buying power. In our kind of econ-
omy, the long-run health of the system largely depends on consumer
‘activities. This point, as I see it, should be kept in mind in pursu-
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ing economic policies to forestall a decline in economic activities and,
also, in pursuing policies to curb the possibility of demand inflation.

Built-in stabilizing forces should be strengthened so that their action
may be forceful at the beginning of a downturn. That would mean,
among other things, the development of Federal standards for the un-
eniployment compensation system and a general improvement of that
system. It would mean, too, a substantial overhaul of the Federal
tax structure to restore that structure’s progressivity—so that Fed-
eral revenues could be raised more on the basis of ability to pay than
they are at present.

The built-in stabilizers, inherited from the New Deal and Fair Deal,
are strengthening factors in our economy and society. They co not
and cannot provide, however, in my opinion, a guaranty against de-
pression.

While the built-in stabilizers would go to work automatically, in
case of a downturn, their operations may conceivably only alleviate
a downswing and not halt it. Tax cuts should be considered. Gov-
ernment public service and social programs, under those conditions,
should be stepped up. Tax cuts and the stepping up of such pro-
grams should not and need not await economic disaster—quick Federal
action is essential when production is declining and unemployment is
rising rapidly.

In order to build confidence, strong countercyclical measures should
be the announced policies of the Federal Government. The American
people have a right to expect intelligent and courageous action from
their Government.

In conclusion, T should like to emphasize my conviction that the
subject we are discussing is much more a political issue than an eco-
nomic one. We need government policies to encourage continuing eco-
nomic growth—certainly not government measures to restrict the gen-
eral level of economic activities. We need an expansion of Federal
efforts to improve public services and to strengthen our society. We
need an equitable and progressive Federal tax structure—and in the
States, as well. We need more and better economic data and more
information about current movements of the business cycle and the
effects of specific types of Federal actions. But above all we need
national leadership, worthy of a rich and productive demoeratic so-
clety.
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