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THE 1978 MIDYEAR REVIEW OF THE ECONOMY

WEDNESDAY, JULY 19, 1978

INTERNATIONAL ADJUSTMENT II

Coxgress or THE UNITED STATES,
Joint Economic COMMITTEE,
Washington, D.C.

The committee met, pursuant to recess, at 10 a.m., in room 5110,
Dirksen Senate Office Building, Hon. Henry S. Reuss (member of the
committee) presiding.

Present : Representative Reuss and Senator Javits.

Also present : Richard F. Kaufman, assistant director-general coun-
sel; Lloyd C. Atkinson, Thomas F. Dernburg, Kent H. Hughes, M.
Catherine Miller, and L. Douglas Lee, professional staff members;
Mark Borchelt, administrative assistant; and Charles H. Bradford,
Stephen J. Entin, and Robert H. Aten, minority professional staft
members.

Staff of Special Study on Economic Change present: Robert Ash
Wallace, research director; and Richard D. Bartel, economist.

OPENING STATEMENT OF REPRESENTATIVE REUSS

Representative Reuss. Good morning.

The Joint Economic Committee will be in order for the second day
of its hearings devoted to the problems of balance of payments ad-
justment in our international monetary system. Yesterday the focus of
our attention was the problem of world economic recovery and bal-
ance of payments adjustment under the present quasi-managed float-
ing exchange rate system. The emphasis today will be on longer range
international monetary reform issues. .

The Bretton Woods system of par values died with the widespread
adoption of floating excﬁange rates in 1973. The current international
monetary system, however, is not a cleanly floating exchange rate
regime.

As we look toward the future, toward reform of the international
monetary system, is a managed floating exchange rate system the best
we can hope for? Or would we be better advised to look toward a
future characterized by cleanly floating exchange rates? What about
the possibility of completely fixed rates, or some variant to the re-
cently deceased Bretton Woods system ¢

If a managed floating system or some modified form is used, will
we not be plagued once again with precisely the same kind of problems

(525)
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that led to the downfall of Bretton Woods in the first place? Or have
we really learned the lesson of Bretton Woods so that we can now
avoid those problems this time around ?

What sort of surveillance rules do you see being established in a
managed floating system? What is to stop individual countries from
manipulating exchange rates in pursuit of blatant “beggar-thy-neigh-
bor” policies? How should the burden of adjustment be divided
between surplus and deficit countries? When, if ever, is it appropriate
to correct for balance of payments disequilibria through the use of
domestic monetary and fiscal policies?

What should be the future role of the dollar in our international
monetary system? What about the role of SDR's? How would you
assess the prospects for monetary integration within the European
Community ? Is this something the United States should encourage?
Would we lose or benefit from the establishment of such a common
currency ?

Finally, what does the future hold with respect to the recycling of
surpluses? As you know, the House passed the bill establishing a Wit-
teveen facility some months ago. Unfortunately, the Senate has not yet
acted on this.

In my judgment, the passage of this bill is important. First, it would
provide an important source of finance for those countries that are
especially burdened with oil-related deficits. Second, it would be an
important first step in the direction of establishing an efficient mecha-
nism for the recycling of funds from surplus to deficit countries.

All of us have been amazed at the ease with which private banks
have stepped in to fill the gap and provide many of the financing
needs for countries with oil-related balance of payments deficits. Under
present circumstances is there any reason to believe the Witteveen facil-
1ty is inadequate as a supplemental source of funds? What other
recycling schemes ought we to be looking at in order to insure less
burdensome adjustments to an ever-changing world economy ?

Those questions say quite a mouthful. You could write a book about
it,and we only have a couple of hours to go, but we couldn’t have before
Esda more distinguished or delightful panel of witnesses than we have

oday.

I want to welcome Mr. Packer, Assistant Secretary of Labor for
Policy Evaluation and Research ; Ms. Whitman. who served with such
distinction here on the Council of Economic Advisers for years and is
now a distinguished public service professor of economics at
the University of Pittsburgh; and Mr. Bergsten, Assistant Secretary
of the Treasury for International Affairs. T well remember the spirit
of attack which Mr. Bergsten as a private citizen used to be able to
make on governmental international monetary policy. and the valiant
defense of them which Ms. Whitman used to make. [Laughter.] Now
that the roles are exchanged, I welcome you to get even. So you are all
gmst welcome, and based, I guess, on alphabets, Fred Bergsten will be

rst.

Yon all have very kindly submitted prepared statements, and with-
out objection, they will be placed in full in the hearing record.

Representative Reuss. Mr. Bergsten, please proceed.
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STATEMENT OF HON. C. FRED BERGSTEN, ASSISTANT SECRE-
TARY OF THE TREASURY FOR INTERNATIONAL AFFAIRS

Mr. BerestEN. Thank you, Congressman Reuss.

In my prepared statement I put together a review of what we have
tried to do over the past 18 months in terms of our overall approach
to the international economic and financial problems that you men-
tioned. In light of the questions that you raised now in your opening
statement, what I might do is make a few comments on the inter-
national monetary aspect of those questions, and then if you care to
granch off into trade or develop other issues subsequently, we could

0 so.

As you well know, Congressman Reuss, our focus, as well as the
focus of the new amendments to the Articles of Agreement of the
International Monetary Fund, has really been to look primarily to the
underlying economic conditions in individual countries rather than
focusing on changes in the system per se.

We do believe that the present system, relying primarily on more
flexible exchange rates, is the right basis for international monetary
arrangements. We share the view that you have suggested, that its evo-
lution to provide better implementation of that system is called for,
and indeed we ourselves have made a number of proposals to at least
begin the process of developing an effective international surveillance
mechanism through which the IMF can carry out the responsibilities
handed to it under the 2d amendment to the IMF articles, which have
just come into effect on April 1 of this year.

‘We made those proposals at the interim committee meeting in Mex-
ico City in late April. We are continuing to work on those in the
executive board of the IMF, and I am sure they will be further dis-
cussed at the annual meetings in the fall and subsequently.

But our focus has been on the underlying economics in all countries,
including our own. As we have faced the Iarge disequilibria that con-
tinue to exist in the system, our own deficit being one of the most
important, the surpluses in OPEC, Japan, Germany, and Switzerland,
on the other hand we have consistently and insistently sought policy
measures by each of those countries, ours included, that would reduce
those imbalances.

In our own case, of course, our focus has been the threefold one which
the President enunciated clearly, I think, in his speech back on
April 11. Namely, a broad effort to bring inflation down and under
control in this country. Second, a commitment which was reaffirmed
and strengthened in the summit communique this week to put into
effect a comprehensive U.S. energy program to cut our dependence on
oil imports; and, third, a comprehensive effort to expand U.S. exports
which we are now working on and putting into final shape for sub-
mission shortly to the President.

Our success in dealing with those items will, T think, be the funda-
mental determinant of whether we are successful in doing what we
from the U.S. standpoint can in bringing down our external imbalance
and bringing it back toward a more sustainable position.
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Now, obviously we have to focus on doing what we can, but at the
same time we have urged other countries, particularly surplus coun-
tries, to do what they can and must in order to achieve equilibrium from
their side. . .

Again, many of those steps were fully reflected in the summit com-
munique of Monday of this week. Recommitments by both Germany
and Japan to take the pressures necessary to achieve more rapid
economic growth there, and thereby reduce their own balance-of-pay-
ments surpluses; efforts by the Japanese—which we worked on, also,
in the trade negotiations in Geneva—recently to open their market
further to imports from the United States and elsewhere, it cut their
trade surplus. In short, we have been working at all aspects of the
problem to get the surplus countries to reduce their imbalances, which
also contribute to the current difficulties in the international mone-
tary and economic system.

On the OPEC side, we have, of course, consistently worked with
the OPEC countries, and through our own energy policy to try to
hold down the world price of oil. This year it did remain stable, and
as a result, the OPE(% surplus this year has been cut dramatically,
about in half, from around $36 billion last year to under $20 billion
this year.

This is probably the most dramatic change in the international
payments structure which has occurred since the increase in oil prices
in 1973. It does reduce one major source of imbalance in the system,
ease the recycling and financial problems to which you have referred,
and since we think that for the foreseeable future that OPEC surplus.
is likely to continue on its downward trend, we would not imagine
that large new problems would emerge from that particular source.

Indeed, now, the larger disequilibria are in the OECD world, our:
own deficit and the surpluses particularly of Japan, but also to a
significant extent of Germany and Switzerland. Those are the fun-
damentals on which we are working. Beyond that are our efforts to
strengthen the monetary system itself.

The new amendments to the IMF articles retain the basic Bretton
‘Woods philosophy of international cooperation, and liberal trade and
payments arrangements. But it does move away from any effort to
try to enforce stability on nations with an external mechanism, as the
Bretton Woods and the gold standard before had tried and failed.

Instead, it develops stabilities by sound underlying policies, which
we think is a more realistic and pragmatic approach. It does focus
attention less on the symptoms of instability in the world economy,.
such as conditions in the exchange markets, and more on the root
causes of instability, the pursuit of divergent and sometimes simply
inappropriate national policies by individual countries.

Now, under the new IMF articles, two basic obligations are placed
on countries. First, each nation must endeavor to direct its polices
toward orderly growth with reasonable price stability. Second. each
nation must avoid manipulation of its exchange rate to avoid adjust-
ment or gain unfair competitive advantage.

T might say, Congressman Reuss, in thinking on that, and on dis-
cussions we had when I was in a previous incarnation. something both
vou and I said 2 years ago proved all too right. The fact that the
Japanese, in the course of 1976, intervened too heavily to keen the
value of the yen from appreciating has really come home to hannt
us all. It was a major cause, we believe, of the very sharp ballooning
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of the Japanese surplus last year and again this year, with the normal
2-year time lag. Had the Japanese let that rate move toward a more
equal level 2 years ago, their surplus now would be much less.

The second effect of that was when the yen started moving, as
it did, it moved rapidly and very far, thereby causing unneeded in-
stabilities in the exchange market itself, excessive concern, and even in
Japan itself, because of the rapid change in its international competi-
tive position.

But I think if we need empirical evidence as to the validity of rely-
ing on market mechanisms to largely determine exchange rate rela-
tionships and the validity of this provision in the new IMF articles
that countries should avoid manipulating exehange rates, we have the
proof right in front of us in what has happened in the last 2 years.

We remind our Japanese friends repeatedly of that, and urge that
the mistake not be allowed to reoccur in the future.

We know that no monetary system can force countries against
their will to adopting economic and financial policies. We do believe
those who seek refuge in any automatic self-policing monsetary system,
such as a return to Bretton Woods, are simply chasing shadows.

History shows that monetary stability and underlying economic
stability do tend to coexist, and to be mutually reinforcing—but that
the casuality runs primarily from underlying national stability to
the international arena rather than vice versa.

What we can do, and are trying to do, is to inerease the extent
‘to which national policies make a positive contribution to interna-
tional stability-—and the degree to which the international system
«contributes to construetive national policies. German and Japanese
growth policy is made by German and Japanese authorities, but should
‘be made with a view to tl}m,eir global impact.

American economic and energy policy is made by the President
and the Congress, but must take their international effects fully into
-account. The exchange markets give strong signals to all these au-
thorities, and point to the costs of inadequate action on all such issues.
Today’s system provides the basis for this two-way interactien. All
of our efforts, such as this week’s summit, aim to operate it more
effectively. All of our efforts aim to make that system operate more
‘smoothly.

T would be pleased to address your questions.

Revpresentative Reuss. Thank you very much.

[ The prepared statement of Mr. Bergsten follows:]

PrEPARED STATEMENT OF HoN. C. FREpD BERGSTEN

Intermational Economic Policy—Where We Stand

T welcome this opportunity to discuss with you longer term problems in the in-
‘ternational economy. Far too often, the Congress and the Executive Branch focus
‘solely on the short run. While this “fire-fighting” approach is inevitable to some
‘extent, it is essential occasionally to step back and review the broader and longer
‘term issues—and how our eountry is seeking to deal with them. The Carter Ad-
ministration has been in office a year and a half, and it is thus particularly timely
‘to review our international eceonemic policies.

Philosophy
The Administration’s philosophy centers on two basic factors :
(1) The need to maintain and strengthen an open trade and payments system ;

-and
(2) The requirements of global economic interdependence.
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The Administration and, I believe, the Congress and the nation as well, place
basic reliance on the free market systems. The private market is the most efficient
way to allocate scarce resources at home and abroad, as long as it is truly free
of distortions due to governmental interference.

The free movement of goods, services and capital is essential to the efficient
functioning of the global economy. Only in this way can our citizens purchase
goods produced by the most efficient and lowest priced firms world wide, thus
minimizing the price level within our own borders. Only in this way can our pro-
ducers have access to the widest possible market for their products, thus maxi-
mizing jobs for our workers.

But trade relations must be reciprocal. Goods must be allowed to move unen-
cumbered out of the United States to other markets, as well as into the United
States. In many areas—far too many—the hard realities are that governments
are deeply involved in what should be basically private market decisions. For ex-
ample, subsidies to domestic producers distort investment and trade flows. In
such cases it is incumbent upon the U.S. Government to undertake efforts to off-
set such distortions, both to defend our own producers and to try to deter others
from interfering in these markets themselves.

This is a basic tenet of our philosophy—*“domestic” and “international” eco-
nomic issues are inextricably linked. The pressures on governments to intervene
in private markets, in pursuit of their numerous policy objectives, is matched by
their increased dependence on external transactions. On the one hand, this adds
to the temptation to manipulate international flows. On the other hand, it compels
countries to play by the international rules if they are to avoid self-defeating re-
taliation or evaluation by other countries. Hence increased interdependence simul-
taneously produces centrifugal and centripetal forces as regards the maintenance
of an open world economy based largely on market principles.

Faced with this situation, the United States—to oversimplify for presentational
purposes—faces two basic choices: to fight or to join the trend toward increased
government involvement abroad. In practice, we will of course do some of both.

But our basic philosophy is to resist this trend in the hope and belief that the
market-oriented approach is both far superior and likely, over time, to prevail.
In many key instances—such as the adoption by most major countries of flexible
exchange rates, and the recent progres at Geneva in reducing tariffs and other
barriers to trade—there has recently been impressive evidence of the vitality of
the market approach, and the confidence of nations in it.

The maintenance of an open trading system produces essential support for
jobs abroad and jobs in the United States, both directly and through its effect
on the policies of others. A well functioning monetary system, sustained, non-
inflationary growth abroad, reasonably stable commodity prices, and healthy in-
ternational competition are essential components of our fight against inflation
and unemployment.

Strategy

The strategy we have developed for converting philosophy into concrete results
is multi-faceted. We have operated simultaneously on a number of fronts : macro-
economic policies at home and abroad; trade policy in general and the MTN
in particular, further improvement in the international monetary system; more
effective economic relationships between the industrialized and developing coun-
tries; and energy. Actions on each front are consistent with our basic approach
each reinforces other elements in the overall strategy. The list of specific parts of
the entire program is rather long.

On macroeconomic policy, we have focused our domestic efforts on maintain-
ing adequate growth, reducing unemployment, and controlling inflation. In dis-
cussions with our allies, we have pressed for accelerated growth wherever pos-
sible and for restraint where necessary due to domestic or external imbalances.

In pursuing the multilateral trade negotiations, we have pushed for maximum
tariff cuts, sought reductions in non-tariff barriers, supported a new internal trad-
ing framework, and argued for controls on subsidies and export credit competi-
tion.

In the monetary field, we have maintained our support for the system of flexible
exchange rates, emphasized the need to address fundamental imbalances in order
to restore international finanecial stability, increased efforts at expanding U.S.
exports to promote the strength and stability of the dollar, intervened in the ex-
change markets where necessary to counter disorderly conditions, proposed leg-
islation for expanding IMF resources through the Witteveen Facility, sought a
better definition of the concept of IMF surveillance over the exchange rate sys-
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tem, and increased the availability of data on private bank lgnding to assess
more closely any risks involved in bank exposure in foreign countries. .

We have had constant discussions with the developing countries regarding
commodity agreements, reduction of trade barriers, and a possible common fund,
and have expanded our own foreign assistance efforts considerably. .

Finally, in the energy field, we have continuously pushed for a comprehen.swe
National Energy Policy, worked actively with OPEC and other countries to hmlt
the world price of oil, and pursued multilateral discussions on longer term energy
policies in the International Energy Agency. . .

Our ability to pursue these several initiatives successfully will bo.e a_major
factor in providing answers to the questions raised in your letfer of invitation,
Mr. Chairman: .

The evolution of the U.S. balance of payments will be determined la;'gely by the
relationship between economic growth rates at home and abroad (in both the
industrialized and developing countries), by our success in controlling our own
rate of inflation and our appetite for oil imports, by our national export effort
and the willingness of other countries to reduce their barriers to imports. .

The OPEC surplus, which will decline sharply this year to under $20 billion,
will turn largely on the evolution of demand for energy in this country and
abroad, our success in developing new sources of energy production around the
world, rates of economic growth, the stability of the international monetary sys-
tem (because of its impact on decision-makers in the OPEC countries), and our
ability to work constructively together both with other oil-importing countries
and with the OPEC countries themselves in their efforts to develop their own
economies.

The debt problems of the developing countries will turn on the growth and
stability of the economies of the industrialized countries, the evolution of the
world price of oil, the willingness of all countries to maintain open markets for
LDC exports and to provide adequate flows of public and private capital in sup-
port of development, and the wisdom of the development policies which the de-
veloping countries adopt themselves.

This tabulation of our international economic policy efforts, and their implica-
tions, for some of the most important policy issues which we face, illustrates the
inter-relationships between our strategy and philosophy, the breadth of our
activity in the international economic area and the inextricable links between
“domestic” and “international” issues. I would like to discuss some of the more
directly international aspects of these actionsin somewhat more detail,

International monetary system

Our basic approach to international monetary affairs centers on our approach
to the domestic economy. It aims at the fundamentals of price stability and con-
tinued economic growth, and seeks as well to curb oil imports and expand U.S.
exports. The success of our international financial policy will ultimately be de-
termined by our success in addressing these four basic issues.

Reinforcing this strategy are our efforts to strengthen the. operation of the
international monetary system itself. The system encompassed in the new Amend-
ment to the IMF Articles of Agreement retains the basic Bretton 'Woods philos-
ophy of cooperation and liberal trade and payments. But it moves away from
trying to force stability on nations through an external mechanism—as the gold
standard to an extreme degree, and the Bretton Woods system to a lesser degree,
had tried but failed.

Instead, it aims at developing stability through the application of sound under-
lying economic and financial policies in individual countries. It is a more realistic,
more pragmatic approach. It focuses attention less on the symptoms of instability
in the world economy—such as conditions in the exchange markets—and more
on the root causes: the pursuit of divergent, and in some cases inappropriate,
national policies by individual countries.

The main obligations placed on nations under the new IMF Articles are two-
fold. First, each nation must endeavor to direct its policies toward orderly
gro_wth with reasonable price stability. Second, each nation must avoid manip\i-
lation of its exchange rate to avoid adjustment or gain unfair competitive
advantage.

. These are tough demands. The monetary system would function well if all na-
tions followed sensible policies directed toward non-inflationary growth. and if
they did not try to maintain exchange rates at artificial levels. But we must
frankly acknowledge that neither the new monetary system, nor any conceivable
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alternative system, can force sovereign nations against their will to adopt par-
ticular domestic economic and financial policies. .

Those who seek refuge in an automatic self-policing m.opetary system»;}re
chasing shadows. History clearly shows that monetary stabll}ty al}d underlying
economic stability do tend to co-exist, and to be mutually. relpforclng—bug that
the causality runs primarily from underlying national stability to the inter-
national arena, rather than viee-versa. .

What we can do, and are trying to do, is te increase the extent to which national
policies make a positive contribution to international stability——apd the dggree
to which the international system contributes to constructive national pohc1e§.
German and Japanese growth policy is made by German and Japanese author‘l-
ties, but should be made with a view to their global impact. American economic
and energy policy is made by the President and the Congress, but must take thgxr
international effects fully into account. The exchange markets give strong sig-
nals to all these authorities, and point to the costs of inadequate action on all
such issues. .

Today’s system provides the basis for this two-way interaction; all of our
efforts, such as this week’s Summit, aim to operate it more effectively.

Trade relations

Perhaps in no other area has the Administration moved simultaneously on so
many fronts. The maintenance of an open and liberal trading system is a key-
stone of our international economic policies. In pursuit of this goal, we have
been actively involved in the MTN, including proposals for revitalizing the
GAT'T; discussions on a wide variety of commodity issues; and the development
of positive adjustment programs.

In the recently completed high level discussion in Geneva on the MTN, we have
sought a new international trading framework whieh will address a wide variety
of major problems: injurious import competition, government subsidization,
government procurement, the use of export controls, the role of the developing
countries, methods of dispute settlement. The new trade rules are needed to com-
plement the new international monetary system of flexible exchange rates, by
updating the existing body of international rules to meet the demands of a rap-
idly changing international econoemy and providing a cooperative basis for ad-
dressing and resolving mutual problems. As in the monetary area, the new
trading framework must be flexible and recognize that the needs and problems
of domestic economies will differ among nations, yet provide acceptable guide-
lines and limitations upon national actions that interfere with trade flows.

In addition to these new codes and understandings, we also need to look
beyond the MTN—and to the need for improved mechanisms of cooperation in
trade among nations. We need to assure that trade problems can be addressed
and mutually resolved before they erupt in open confliet, To do s0, we must inter
alia expand the means and mechanisms for increasing participation by the more
advanced developing nations (ADCs) in the global economy-—both through im-
proved consultation and rights, and through their aceceptance of greater responsi-
bilities in international trade.

Relations with developing countries

Building better relationships with the developing world has been a primary
goal of this Administration. Our major instruments to that end are to provide
foreign assistance, conclude mutually beneficial commodity agreements where
appropriate, negotiate an effective financially sound Common Fund, and reduce
barriers to trade.

To assist the developing countries in meeting their development needs, we have
sought sharply increased levels of foreign assistance. To increase the effective-
ness of our effort to eradicate the worst forms of poverty, we have targeted our
bilateral assistance on meeting basic needs—in agriculture, education and
health—of the poorest. We have also encouraged the multilateral development
banks to increase their emphasis on meeting basic human needs, while recogniz-
ing the crucial role of these institutions in other areas, such as infrastructure.
‘While a great deal still to be done, we can already see positive results from our
efforts—increases in health standards and life expectancy, better education sys-
tems, faster economic growth, and—in a number of countries—declines in the
rate of population growth.

The ﬂsqal year 1979 Appropriations Bill for foreign assistance and related
programs is now before the Congress for floor action, The bill has been extensively
cu!: in Commiittee, and further cuts are threatened on the floor. Moreover, appro-
priations for the multilateral banks are severely threatened by possible restric-
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ive ts—on either country or commodity grounds. The banks cannot
B  such y such amendments would

ceept any funds with such restrictions attached, so endme l
:esefely nu{&dermme our continued participation in them—a participation that is
vital to our nation’s economic and political interests. I urge your support for
the amounts recommended by the Appropriations Committee, and ask your help
ir rting the adoption of restrictive amendments. .
mlalr ethte %vake of 1;he massive economic dislocations brought. abput by the 911
crisis, the establishment of a cohesive set of rpolicigs dealing with com_modlty
prices has been a major aim of our development policy. Over the _pa.st exght(-;en
months, we have sought to develop a comprehensive approach to this issue yvhlch
can provide substantial benefits to both consumers and producers of primary
commodities, in the United States and in other countries. . .

That policy seeks to integrate domestic and internatmqal e.lements into a single,
coherent approach. In so doing, it has focussed on five policy instruments:

International commodity agreements between producers and consumers, to
reduce excessive price volatility in world commodity markets. We have nego-
tiated a sugar agreement, agreed to contribute to the buffer stock of the tin
agreement, laid the basis for negotiating natural rubber and wheat agreements,
seriously considered the possibilities of a copper agreement, and indicated our
willingness to participate in a renegotiation of the cocoa agreement.

A common fund whieh, by pooling the financial resources of individual com-
modity agreements, would provide for adequate financing of agreements while
reducing the budgetary burden on individual governments.

Promotion of increased productive capacity abroad for key raw materials
through greater activity by the World Bank, the regional development banks,
and our own Overseas Private Investment Corporation (OPIC).

A strategic stockpile policy based on revised strategic objectives and imple
mented in ways which are consistent with our national and international eco-
nomic goals."

Support for the stabilization of export earnings of producing countries through
the Compensatory Finance Facility of the International Monetary Fund.

A key component of U.S. policy toward the developing nations is general trade
relations. Their need for access to our markets for manufactured products comes
at a difficult time, because our own unemployment remains too high and our
trade deficit has reached record proportions.

Nevertheless we must recognize that these countries are large and growing
markets for our exports. We believe that open trading arrangements are very
much in the interests of the United States—to minimize inflation, to create mil-
lions of export and import-related jobs and to avoid the imposition of non-trade
restrictions in other countries. The Administration has therefore resisted pro-
posals for wide-ranging curbs on U.S. imports from the developing (and other)
countries, as an essential element of our approach to the developing countries.
In addition, the Multilateral Trade Negotiations seek to further reduce barriers
to international trade, particularly for products sold by the developing countries.

Conclusion

Given this long and complex shopping list, one cannot expect instant results.
In some areas, our strategy has already produced significant successes. In others,
there is movement in the right direction. In still others, we have recorded less
progress so far.

In any event, it is clear that much work remains to be done if we are to main-
tain an open international economic system in today’s interdependent world.

First and foremost, we must have congressional action on energy.

Second, we must move forward to complete the MTN and develop a new
international trading framework.

Third, we need to develop guidelines for IMF surveillance of exchange rates ag
a prerequisite for a smoothly operating international monetary system.

Fourth, we need to develop a means for more effectively including the ADCs
in the international system. They are fast becoming important actors, but they
are not yet active in many of the major international institutions where global
problems are discussed.

Progress in all of these areas is necessary in our continued pursuit of
and political gains for both the United States and the world e%onomy asesfosﬁﬁg
I greatly welcome this opportunity to discuss the whole range of matters with
you. )

Representative Reuss. Mr. Packer.
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STATEMENT OF HON. ARNOLD H. PACKER, ASSISTANT SECRE-
TARY OF LABOR FOR POLICY, EVALUATION AND RESEARCH

Mr. Packrr. Thank you, Congressman Reuss. o

I will follow the pattern Mr. Bergsten has begun of summarizing
the prepared statement. It is a privilege to be here and talk about this
complicated problem in which the danger is not imminent. These kinds
of problems are the ones that the democracies tend to ignore—the
ones that are complicated and not in a crisis proportion.

The problem I see is really not in terms of imbalances in the financial
markets, as Mr. Bergsten has said. I look at a world in which there
are substantial unmet needs and substantial unutilized resources. When
I see that sort of a situation, I feel that there must be some better
solution than to let those needs go unmet and the resources remain idle.

T point to the 16 million unemployed in the OECD countries as an
indication of the idle resources.

Apparently, we have idle financial resources: I say they are idle and
the recycling has not been successful, because if it had been success-
ful, we would have full employment throughout the OECD world.
The recycling may have maintained the financial stability, but it has
not balanced savings and investment at a level to provide for full
employment. This, in my judgment, is the test of adequate recycling.

We do see these other problems of balance of payments and so forth.
However, one has to wonder whether investment is balanced in the
world. Manufacturing capacity in steel and other commodities is in
excess. Yet, we see investment moving in those directions, while invest-
ment in energy and food seems to be going less rapidly than one would
hope.

The concern is that the fundamental solutions to these imbalances
take a long time, and if one waits until the crisis is evident, it usually
is too late to undertake the necessary long-term action.

I compliment the committee for dealing with the longer term prob-
lems, something that the body politic in Washington frequently doesn’t
have time to do.

It seems unusual, in a sense, for someone from the Labor Department
to be here discussing international economics. I hope that is the begin-
ning of a trend of greater involvement in international matters by the
Department and, perhaps more importantly, by the labor movement
itself. T sometimes believe that international economic policy matters
are not dealt with properly because the discussion of exchange rates
and disequilibria do not seem at the heart of the public’s concern or
political interests.

In the labor movement, employment and prices are the key data. Yet,
we all know from the work that you and the committee have done that
employment and prices, in fact, are partially determined by what
happens in the international sphere. In recent years, this has been par-
ticularly true for the United States.

I want to point out that the AFL~CIO has spoken out on the foreign
aid appropriation, particularly, the World Bank portion, and has
written a letter to all Members of Congress expressing their support.
I think that is a departure from their previous policy and, I hope, part
of a trend that will continue.

My testimony goes on to indicate some figures about the slowing of
world economic growth. I will just recite one or two figures that were
not in the testimony, but struck me as being significant.
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In Japan, manufacturing hours grew at a 2.2-percent rate between
1960 and 1973. After 1973 they dropped at a 3-percent rate. Germany
experienced stable manufacturing hours between 1960 and 1973, but
has declined at a 4.5-percent annual rate since 1973. So something
happened in 1973 that has not yet been solved. )

As has been pointed out many times, the problem is that the sub-
stantial increases in oil prices and the imbalances that turned up as
surpluses of funds were not invested in employment-producing ac-
tivities. Investments in land or in Treasury bills are clearly a place to
put your money, but they don’t directly produce employment. If the
Federal Reserve has a domestic target, these inflows of foreign moneys
do not do what monetarists think they do in terms of creating full em-
ployment. Again, I point out the fact that the OECD world does not
have full employment, and this suggests to me that the monetarists
view is clearly not accurate.

Some observers think there is an imminent crisis. I don’t think that
the system is on the brink of failure, but I do believe we have the begin-
ning of something that could be a problem. As I point out in my pre-
pared statement, most of the world’s problems had been around for
many years in a manageable state before they got out of control. The
rise of fascism in the 1930’s or the Vietnam war area good examples. I
think we have a situation in which the south countries in the north-
south dialog are doing without, while we have the richer countries say-
ing their desire to constime has diminished. One would hope that this
would be an opportunity to do something for the poorer countries, but,
in fact, it turns out to be a problem.

‘We all hope now that the richer countries will consume more so that
the rest of us can go to work. It seems to me that, even here, one can
desire a more optimal solution.

The solution that I point to in my prepared statement uses the
World Bank or other international financial institutions and transfers
idle resources—whether they be in the OPEC countries or in Japan or
Germany—to places where purchasing power will be created. Appro-
priate places would be primarily the developing countries; either the
more advanced developing countries or the poorer ones. This will lead
to balanced investment in the sectors of the world that lack developed
resources, including energy, agriculture, infrastructure, and raw
materials.

I would be happy Congressman Reuss, to try to answer any ques-
tions you have. Thank you. '

Representative Reuss. Thank you, Mr. Packer.

[The prepared statement of Mr. Packer follows:]

PREPARED STATEMENT OF HON. ArRNoLD H. PACKER

It is a privilege to be here this morning to testify on this important subject. It
may seem unusual for a representative of the Labor Department to be discussing
international economics. However, I hope that it is just the beginning of a trend
towards greater involvement in international matters by both the Labor Depart-
ment and the labor movement. It is noteworthy that the AFL-CIO has spoken
onttquite strongly on the foreign aid appropriation, particularly the World Bank
portion.

U.S. FULL EMPLOYMENT AND THE INTERNATIONAL ECONOMY

The observation that we are all part of one interdependent world has become
inescapable. The Labor Department, the laber movement, and, increasingly, the
general public are now aware that domestic policy objectives cannot be achieved
unless the world economy is healthy. The U.S. economy is increasingly dependent
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on the level of international economic activity. Last year, for example, US im-
ports were greater than all business fixed investment in the U.S. and twice as
large as residential construction. Roughly one in eight jobs in the vmanufgcturmg
sector can be attributed to exports. Furthermore, these export-related jobs are
typically high wage and high productivity jobs. . . o

While the relative size of the export sector of our economy is quite significant,
its rate of growth has tapered off considerably in the last few years. Our economy
would be much stronger without the sluggishness of the export sectpr. I would
point out that developing country’s share of U.S. exports is growing. In the
twenty years prior to 1913, real exports grew from 3.8% of real GNP to 7.1%.
If the strong 1953-1973 growth in exports had continued over the last four years,
GNP would now be $22 billion higher and the Federal deficit $5 billion lower.

Kconomic distress in the rest of the world encourages foreign countries to in-
crease their exports to the U.S. and to reduce their imports of goods which they
themselves can produce. It also encourages them to export surplus labor. The
U.S. economy is vulnerable to imported surplus laber, particularly in the form
of undocumented workers, and this problem appears to be worsening. While no
hard data on this issue exists, the flow of surplus labor to the U.S. shows little
sign of slowing down. We believe that undocumented workers now account for a
substantial portion of the labor force in certain markets and segments of indus-
try. Faced with economic stagnation, low wages, and sometimes politically re-
pressive situations, workers from other countries see the U.S. labor market as an
extremely attractive alternative. Hundreds of thousands of undocumented work-
ers enter the U.S. annually.

Meanwhile, several European nations which used to welcome ‘“‘guest workers™
from other parts of the continent no longer face labor shortages. In the near
future the drop in airline fares could possibly increase the flow of undocumented
workers to the U.S. and make it relatively inexpensive for potential emigrants
from Asia, Africa, and the rest of the less developed world to place new strains on
the U.S. labor market.

The interest of the Labor Department and the labor movement in the health
of the international economy has heightened, because we can no longer maintain
strong economic growth ourselves unless the rest of the world economy is also
growing. If economic stagnation persists in foreign countries, it will be difficult
to achieve the goals of the Humphrey-Hawkins Bill. If we are to attain these
essential goals on schedule, we must strive to build a stronger world economy.

THE PARADOX OF INTERNATIONAL IMBALANCE

Until 1973, the economic interdependence of the United States and the rest of
the world grew at a slow and steady pace. The sudden quadrupling of energy
prices following the oil embargo made all Americans aware of our increased eco-
nomic vulnerability and the need to maintain a strong international economic
order. But, if the economic imbalance which followed the dramatic events of 1973
persist, they will slow the return to a healthy world economy.

The symptoms of the imbalance are numerous. Within the United States, it
has become more difficult to reconcile full employment and a balanced budget.
The dollar is falling on the international currency markets, while the trade deficit
continues to assume astronomical proportions. Since December of 1975. the dollar
has depreciated 22 percent in terms of the yen and 34 percent in terms of the
D-Mark. Nominal net exports declined from a $20.8 billion surplus for 1975 to a
$23.7 billion deficit in the first quarter of this year. U.S. industries face increas-
ingly stiff competition from imports, while our export growth is slowing. Real
exports grew at a 6.7 percent annual rate between 1954 and 1974. They dropped
in 1975, recovered in 1976 but grew only 1.8 percent in 1977,

The symptoms are clear on an international level, as well. Much of the indus-
trialized world faces persistent high unemployment. There is the potential for
political instability. Once again we are hearing the call for increased protection-
ism among the industrialized countries. In few areas is the imbalance as evident
4as it is in the uneven growth patterns of some poorer countries. In many nations
in Asia and Africa, real growth is only 2 percent per year, while population
growth is 2.6 percent. On a per capita basis, GNP is dropping in these countries.
In 1975 Africa imported 214 times as much food as it did in 1970. However, last
year the average African had less to eat than he did in 1970. These nations have,
in the past, emphasized manufacturing and urban development at the expense of
agriculture and rural development. This approach led to excess capacity in the
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light manufacturing industries and in basic industries such'as stegl and autos.
Meanwhile, agricultural development proceeded at a pace ‘msuﬁielent' to m?et
world food needs. Too much effort was often spent on developing energy-llxtexls}\'e
and capital-intensive industries, while too little effort was spent on developing
energy and water resources. o

Some observers believe that this situation will worsen before it improves. Sena-
tor Javits has expressed concern that the world financial system will be unable
to tolerate the continuation of the current situation. Recent work by Professor
Ronald Muller at American University supports Senator Javits’ thesis. While we
continue to believe that the financial system possesses the necessary resiliency
to cope with these problems, we do not discount the views of those who take a
more pessimistic approach. Moreover, the Administration’s view is based upon
the continuation of the domestic recovery and a resumption of growth in the
Organization for Economic Co-operation and Development (OECD) countries.

The world now has an opportunity to prevent the next crisis—worldwide eco-
nomic stagnation. Most emergencies give ample warning, if only the world’s lead-
ers are attuned to the signals. The rise of fascism, bringing with it the seeds of
World War II, was apparent at a time when it could easily have been contained.
Vietnam was brewing for at least a decade before it reached the proportions which
tore the nation apart. Future historians may look back upon the latter half of
this decade as yet another instance when the symptoms of an ensuing problem
were ignored, letting the problem grow into a crisis of unmanageable proportions.

Currently, the seeds of the next crisis may be visible. An international imbal-
ance of savings and investment started with the unused Organization of
Petroleum Exporting Countries (OPEC) surplus (which resulted from the
quadrupling of energy prices). More recently, this problem has been intensified
by the large surpluses held by other industrialized nations. As a result, many
countries including our own, must run budget deficits in order to compensate for
the purchasing power which is being siphoned off by the underutilization of trade
surpluses.

Four years after the increase in oil prices, most industrialized countries are
desperately trying to earn the foreign exchange necessary to pay for oil
imports. This attempt has generated considerable pressure to promote exports
in both rich and poor countries.

‘While some countries can eliminate their current account deficits some of the
time, deficit countries cannot do so simultaneously as long as the oil-exporters
and a handful of industrial nations remain heavily in surplus. In the last few
years, the deficit has moved from one group of countries to another as different
nations accept an extraordinary share of the imbalance. But, since no country can
sustain thistaxing burden for long, there is a tendency to try to shift the hot
potato to someone else.

In 1974 and 1975, developing nations bore most of the deficit caused by the rise
in oil prices. In 1974, the non-oil exporting developing countries ran a $24.5 bil-
lion deficit on current account. In 1975, their deficit on current account was $£40.0
billion. The comparable 1975 figure for the OECD nations was only $6.3 billion.
This eould not continue for long since there were limits to how much debt these
countries could finance without raising fears of possible default.

Recently, the United States picked up the burden of a massive deficit. Our 1977
deficit on current account was $18 billion. The previous year’s deficit was only $1.4
billion, and in 1975 we ran a surplus of $11.6 billion. In large measure, last year’s
deficit occurred because our imports grew while our export growth diminished.
The deficit, in turn, contributed the recent decline in the dollar and triggered fur-
ther inflationary problems. Additionally, the combination of high unemployment
and a sizeable trade deficit has made protectionism seem more attractive.

Worldwide, we face the classic Keynesian situation where desired savings
exceeds investment. The imbalance between savings and investment within indi-
vidual countries stems from a failure to make up for OPEC surpluses in terms of
effective demand. Deficits induced by the higher costs of imported oil have made
industrialized democracies extremely cautious in effecting policies to offset these
imbalances.

If investors were sufficiently confident and were able to obtain bank loans at
low enough interest rates, private investment might rise by enough to replace the
purchasing power lost through oil imports. But, this is not the prevailing situa-
tion. Quite simply, under currert interest rates, investment will not rise enough
to match desired savings. Similarly, governments could replace lost purchasing
power through full employment budget deficits. However, again, most govern-

37-250—79——2

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



538

ments appear unwilling to take this risk. Instead, as Secretary Marshall noted
before the Empire Club in Toronto, “the industrial world leaders are uncom-
fortably balarcing the political costs of budget deficits against those of high
unemployment.”

A major problem is the recycling of OPEC trade surpluses into effective demand.
With the industrial countries fearful of such stimulation because of a possible
rekindling of inflation, actions should be taken to channel these resources to
balanced development in less developed countries. Currently, many investors in
the OPEC and industrialized countries holding surplus funds are reluctant to
increase their investments in less developed countries because of the risk which
they perceive. However, by providing some mechanism, such as greatly expanding
the lendirg capacity of international financial institutions, such rechanneling of
these funds could be made possible.

POTENTIAL SOLUTION

A number of observers have indicated such a possible solution. Most recently,
the OECD ministerial meetings noted that “increased investment in developing
countries would contribute to sustained and more balanced economic growth as
well as enhancing development in the countries concerned.” The analysis divides
the world into three sets of actors. One is the large surplus countries-certain OPEC
nations, European surplus nations, and Japan. The second set is composed of the
deficit industrial countries of the OECD, and the third is the developing world.

The surplus nations are clearly unable or unwilling to consume all they can
afford. It is ironic that the lack of consumption by rich provides—within the cur-
rent institutioral framework—mnot an opportunity but a problem. The deficit
industrial countries—and the United States is a good example—are consuming
or importing more than they are producing or exporting. In some cases, this is not
what they would wish to do. The imbalances in world financial flows have created
a situatior in which continued trade imbalances seem unavoidable.

Only an expansion of international export markets would be able to eliminate
these deficits. For the United States, an expansion in export markets could mean
increases in real output, employment, and productivity, ard reductions in both
the trade and budget deficits. We could eliminate much of the federal deficit and
one of the real causes of inflation—the continuing decline of the dollar in the
world currency markets.

Current investment efforts in the developing nations often center too much on
“showcase” projects such as steel mills or on investments with a short term
payoff such as textile mills. In general, this approach has no long run benefit for
the countries. Private investors are currently unwilling to take the risk of invest-
ing ir long run projects which enhance the infrastructure and lead to long run
growth. Aid should continue to be directed towards projects which will expand
the agricultural sector. There are few developing nations which would not benefit
from rural cooperatives, and agricultural extension services which help to intro-
duce more advanced agricultural technologies. Industrial aid should be tailored
towards the recipients’ special resources. Some natiorns could generate cheap
hydroelectricity. Solar energy projects would be useful in desert areas. But these
projects are all long term—the immediate return will be too small and the risk
too great to interest private investors.

‘What is needed is a great expansion of the lending capacity of the inter-
national finarcial institutions which would make development loans to the less
developed world. These can only be made through an unprecedented degree of
cooperation between the industrialized nations and the OPEC countries.

To be most effective, these development loans should emphasize agriculture,
water, and erergy production. Increased agricultural productivity, and rural
nonfarm development in the less developed world would slow migration from
rural to urban areas, pave the way for an increasing standard of living, and
avoid serious food shortages. These loans should not be intended to impose
Western rorms on the developing world. Rather, they should be designed to help
each country choose its own formula for balanced growth.

The World Bank, its soft loan window (IDA), and regional development banks
are the main financial institutions that can make these loans. It is essential that
the industrial world and the OPEC nations recognize their common interest in
expanding world demand.

My message is simple. As a result of various ecoromic forces, we face a situa-
tion where certain nations are running large trade surpluses which they are
unable to channel back into productive investment. This has led to a reduction in
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effective world demand, and we have had to compensate by rucning large budget
deficits. If we can, through international financial institutions, find a productive
way to use the idle trade surpluses, we can restore the purchasing power which
has been siphoned away. In this mannrer, we can help restore robust economic
growth to the industrial nations and pave the way for meaningful economic
development in many poor countries.

If we fail to act promptly, we could face major, worldwide economic stagnation
ir the coming decades. We must act now, with an unprecedented degree of inter-
national cooperation, in order to avoid this next crisis.

Representative Reuss. Ms. Whitman.

STATEMENT OF MARINA v. N. WHITMAN, DISTINGUISHED PUB-
LIC SERVICE PROFESSOR OF ECONOMICS, UNIVERSITY OF
PITTSBURGH, PITTSBURGH, PA.

Ms. Warrman. Thank you, Congressman Reuss. I, too, am very
glad to have this opportunity to talk about the international adjust-
ment process and the international monetary system. I hate to dis-
appoint you, but it doesn’t sound as if Mr. Bergsten and I are going
to have much to fight about.

Representative Reuss. Well, do the best you can. [Laughter.]

Ms. Wartman. I will do the best T can. When I started teaching
this subject of international economics in the early 1960’s, we told the
students that the international monetary system should be evaluated
in terms of its performance in providing three fundamental necessi-
ties: Adjustment, liquidity, and confidence. Despite the cataclysmic
changes that the system has undergone in the intervening years, these
three terms still offer convenient categories into which to group my
comments about the present performance of the system.

Let me begin with the international adjustment process. The be-
havior of exchange rates over the last year or so poses something of a
puzzle. On the one hand, the instability of these rates, and particularly
the precipitous decline of the dollar, are widely regarded as one of the
primary problems of the international economy, destroying confidence,
disrupting financial markets, interfering with investment decisions
and acting as a drag on economic growth. We hear that all the time.

At the same time, the United States has developed unprecedentedly
large deficits on trade and current account, deficits that show no sign
of abating. Viewed as an instrument of external adjustment, one
might be tempted to conclude that, far from being excessive, the de-
preciation of the dollar hasn’t gone far enough. I guess it is lucky that
I am now at the University of Pittsburgh and not in the Government,
or the dollar would take another plunge on the basis of that statement.

But things are not all that simple. For one thing, we are talking
about different exchange rates. Investment and financial markets are
dominated by the relationship between the dollar and two or three
other major currencies. Here the shifts have indeed been large: Over
the past year, the dollar has fallen by roughly 15 percent against the
German mark, and by about 25 percent against the Japanese yen and
the Swiss franc. Measured against a wider group of currencies, on the
trade-weighted basis that is a more appropriate measure for gaging
international competitiveness, the depreciation of the .dollar has bq;en
7.5 percent—and 1n real terms, that 1s, adjusted for differences in in-
flation rates, it has been less than half of that.
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Even more surprising is the fact that the dollar’s value today, in.
effective terms, is only about 2 percent below where it stood in mid-
February 1973, just after the second formal dollar devaluation that.
marked the beginning of the era of managed floating. The reason, of’
course, is something that Mr. Bergsten talked a bit about, too, that in
between there was a significant appreciation of the dollar, caused at.
least partly, and perhaps substantially, by the very heavy interven--
tion by other countries, and certainly by the Japanese, in the exchange
markets.

I think the picture is also blurred by the fact that changes in ex-
change rates appear to exert their effects on international competitive-
ness and trade flows with substantial lags of up to 2 years or more.
Thus, the main impact on trade flows of the dollar’s decline over the-
past year presumably lies ahead. In fact, a recent study by the Inter-
national Monetary Fund staff estimates that, by 1980, there should be-
a beneficial impact on the U.S. current-account balance of nearly $7
billion stemming from changes in relative prices—that is, exchange
rate changes adjusted for domestic inflation differentials—that have
not yet exerted their impact on trade flows. I hope they are right.

So, whether the value of the dollar has dropped too far, not enough,.
or just the right amount vis-a-vis other leading currencies, is a ques-
tion neither I nor anyone else can answer with any degree of certainty.
Certainly any American living or touring abroad can tell that, mn
purchasing-power-parity terms, the dollar is undervalued ; that is, that.
at present rates of exchange it will buy you considerably more in
Kansas City, Washington, or even New York than it will in Munich,.
Zaurich, or Tokyo.

The trouble with this sort of comparison is that, while over very
long periods of time such purchasing-power-parity relationships ap-
pear to hold up pretty well, in the short and medium runs exchange-
rates have to clear financial as well as commodity markets, to reflect
capital flows as well as trade flows, and to adjust for differences in:
energy production and consumption, degree of export-orientation, dif--
ferences in real growth rates, and a whole lot of other factors in addi-~
tion to changes in relative price levels and rates of inflation.

In addition, exchange markets, like the stock market, take account:
not only of the past and the present, but of the future as well, or at
least of expectations regarding it. It is increasingly apparent that in
the United States inflation is accelerating, which in the three “strong-
currency” countries it appears to be stable or declining.

I believe that present exchange rates incorporate this anticipated
widening of this gap. If we are dismayed—as we should be—by the
visions of the future reflected in exchange market behavior, we would
be better advised to seek effective policies to alter those expectations
than to cavil against the markets that mirror them. No one has ever-
succeeded in averting bad news by killing—or beating up—the mes-
senger who brings it.

The fundamental uncertainty regarding the criteria by which ex-
change rate relationships should be judged make the IMF’s post-Ja-
maica responsibility for surveillance over exchange rate policies as:
difficult as it is vitally impertant. And it is vitally important, because
obviously there is no such thing as an exchange rate completely free-
of Government intervention. Most countries today still peg their cur-
rencies, and those that don’t are certainly managing their rates. The-
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central banks of some five or six industrialized countries have bought
more than $40 billion in 1977 and the first quarter of 1978, mainly in
order to dampen the appreeiation of their own currencies.

Furthermore, as the IMF’s Executive Board has recognized, there
are many instruments other than direct intervention that a country can
use to manipulate its exchange rate to its own advantage and the dis-
advantage of others, including official borrowing or lending on inter-
national capital markets, the use of controls on current or ecapital-
account transactions, or changes in the mix of monetary and fiscal
policy used for domestic stabilization purposes.

The fact is, of course, there are no principles defining what consti-
tutes socially acceptable behavior in these areas, any more than there
are concrete means to distinguish appropriate from inappropriate ex-
change rates. But the fact that no such criteria have been developed
should be reason for support rather than criticism or abandonment
of the IMF’s efforts to carry out its surveillance mandate.

In addition to the conceptual uncertainty surrounding these issues,
the IMF faces the inevitable constraints felt by an international
agency attempting to impinge on sovereign nations in the exercise of
legitimate—if not always constructive—instruments of national eco-
Tnomic policy. '

Inevitably the IMF must move slowly in this area, building prece-
dents gradually and on a case-by-case basis, through the censultative
process. The fact that there are no general standards for acceptable
behavior does not mean that the Fund cannot gradually evolve pro-
cedures for earmarking unacceptable behavior in particular instances,
any more than the inability to find a general definition of beauty means
that we cannot get a consensus on when it is absent, particularly in
extreme cases. It is essential that the United States give firm support
to the International Monetary Fund as it struggles to evolve effective
;rlechpiques for exchange rate surveillance in a world of managed

oating.

I don’t mean to say, of course, that exchange rates are the alpha
and the omega of the adjustment process. They are not. This is partly
because, as I have already mentioned, they are far more completely
free to equilibrate the balance of payments. It is also beeause, even
if they were completely “unmanaged,” exchange rates alone could not,
especially in a world of high international capital mobility, guarantee
the achievement of stable and acceptable current account positions,
insulate @ country against external economic disturbances, or
prevent the international transmission and magnification of eco-
nomic disturbances.

Recognizing the need for complementary measures to promote ex-
ternal adjustment in an environment of stable world economic growth,
the United States has for some time joined the OECD and various
other international agencies in urging that those countries with low
rates of inflation and strong external positions take a leading role in
stimulating and maintaining world economic recovery.

But, of the three countries originally envisaged as “locomotive
economies” or “engines of recovery,” the United States has run up
against both inflation and balance-of-payments constraints of its own,
while Germany and Japan insist that fear of rekindling inflationary
pressures and structural problems that limit the effectiveness of meas-
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ures to stimulate domestic demand severely constrain their ability—
and their willingness—to do more along these lines.

So there has been something of an impasse on the “locomotive”
issue. This is not the place for an exhaustive evaluation of the locomo-
tive strategy or its successor, the so-called convoy approach, which
would spread the responsibility for stimulating global recovery more
widely to include such countries as France, Italy, and the United
Kingdom, whose inflation rates and balance-of-payments positions
have recently shown substantial improvement.

Let me confine myself to two brief comments, recognizing that, even
as I make them, the subject may have once again become a bone of con-
tention at the Bonn summit discussions.

First, the tremendous uncertainty that currently prevails regarding
the impact of the traditional tools of aggregate demand policy in an
environment of persistent stagflation lies at the root of the problem.
Until some general consensus on this critical issue emerges, and until
some reliable ways are found to sustain or stimulate real growth
while restraining inflation, divergent national views and preferences
are bound to stand in the way of further progress on the international
coordination of macroeconomic policies.

The second point is that, while appropriate demand-management
policies in the leading industrialized countries, and particularly in the
leading surplus countries, are clearly essential to global economic re-
covery and real growth—which has been faltering badly outside of
the United States—we should not expect too much of changes in real
growth rate differentials among the industrialized countries as a means
of eliminating balance of payments disequilibria.

Specifically, a recent OECD study and one by the International
Monetary Fund estimated that demand-stimulating programs in other
countries sufficient to eliminate entirely the present growth gap differ-
ential—that is, differences in the size of the discrepancy between actual
and potential growth rates—between the United States and other in-
dustrialized countries would result in an improvement in the U.S.
balance on current account of less than $5 billion.

They get estimates that would range between $2 and $5 billion in
our current account position by 1980, clearly not insignificant, but by
no means the major solution to the problem.

Another issue, of course, is the development of an effective U.S.
energy policy, which has been viewed as essential to the health of our
economy and a balanced external position. More recently, attention has
turned also toward the development of export promotion policies in a
nation that has traditionally regarded foreign markets rather casually.
This latest policy development has drawn added support from the
trade data for the first 4 months of 1978, a period during which oil im-
ports actually decline significantly, nonpetroleum imports soared and
nonagricultural exports rose very modestly indeed. This pattern sug-
@ests that broader issues of trade competitiveness, rather than simply
the petroleum import question, may underlie our deteriorating current
account position.

The trials and tribulations of U.S. energy legislation are too well
known to the members of this committee to require any recapitulation
here, while concrete details of a proposed export policy are not yet
known. So T will confine myself, once again, to a couple of brief ob-
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servations. One is that, quite apart from the delays inherent in the
political processes of a democracy, it is highly unlikely that either our
energy or our export promotion policies, in their final form, will set
in motion structural changes sharp enough to bring about significant
changes in the U.S. trade and current account positions over the next
couple of years.

While firm action in either or both of these areas would doubtless
bring about a significant temporary firming of the dollar, via effects
on expectations, we should not count on such developments to make a
major contribution to the payments adjustment process in the im-
mediate future, although I think they are important for the longer run.

The second point is to caution against taking actions in either of
these areas that can be justified solely on balance-of-payments grounds.
If we find it politically infeasible to allow U.S. petroleum prices to rise
rapidly to world levels, then alternative means of stimulating domestic
production and discouraging consumption make sense as second-best
policies. And, of course, we should, as part of our export promotion
effort, encourage basic research and development, stimulate innovation
and productivity increases, improve information about potential ex-
port markets, and clear away obstructionist governmental regulations
that reduce competitiveness without bestowing commensurate social
benefits. But such actions would be desirable at any time, the fact that
our (tirade deficit may provide the essential political catalyst notwith-
standing.

The I%oint is that we should not allow concern about our external
position to lead us into actions that would otherwise be economically
unjustifiable. Back in the 1960’s, when the increasing overvaluation of
the dollar appeared difficult or impossible to correct directly, one could

erhaps make an intellectually respectable argument for such behavior.

ut today, when our exchange rate is much freer to move to equilibrate
our external position, we are only fooling ourselves if we attempt to
reduce our current account deficit or shore up the dollar by taking
actions that would not make sense if we were in surplus or the dollar
were not under downward pressure.

The fact is that, despite widespread opinion to the contrary, there is
nothing magical about exports that makes a dollar’s worth of addi-
tional demand originating in foreign markets any less inflationary, or
more employment-creating, than a dollar’s worth arising from in-
creased domestic consumption, investment or government spending.

In fact, increased exports, like defense spending, may fuel domestic
inflation by adding to domestic income without adding to the supply
of goods available in this country to spend it on. Increased investment,
on the other hand, adds to productive capacity and thus helps to
counteract inflationary pressures over the longer term. The solution to
the stagflation problem does not lie in artificial subsidization of exports
or restriction of imports.

This brings me, inevitably, to the question of trade policy. These
hearings are not directed toward that issue, and T won’t say very much
about it. But there is no way to separate trade policy from considera-
tions of the adiustment process. It is always attempting to respond
to external deficits or currency weakness by imposing tariffs or
quantitative restrictions on imports, and it is quite possible that such
measures would have the desired effect in the short run.
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Fortunately, U.S. policymakers have on the whole stood firm against
pressures for increased protectionism. Such measures would not solve
either our external or our internal economic problems in the long run.
On the contrary, at a time when policymakers are searching intensely
for ways to improve the currently unattractive tradeoff between in-
flation and unemployment, trade liberalization offers such a way, and
they are very rare and hard to find.

Now the Geneva participants have reached a “framework of under-
standing” to eschew protectionism as the solution to current economic
problems, it is incumbent upon the major industrialized nations in
general, and upon those in strong surplus positions in particular, to
move ahead in fleshing out this general agreement with concrete ac-
tions as regards both agriculture and manufactured goods, The ef-
fectiveness of exchange rate adjustments in reducing the trade deficit
of the United States and the surpluses of Germany and Japan depends
heavily on how free trade is to respond to changes in price relation-
ships. For the United States, export promotion and expanded market
access—in both directions—must go hand in hand.

Finally, and most crucially, there is the issue of inflation. Neot only
has this country’s inflation been running at a significantly higher rate
than in the leading strong currency countries, but the indications are
that this gap is incereasing and will continue to increase in the near
future. As I mentioned, I believe that exchange markets are already
reflecting this outlook and will continue to do so until there is a solid
basis for a change in expectations.

In recent months, as our unemployment rate has dropped and in-
flationary pressures have accelerated, @ stronger anti-inflationary
stance has been emerging in the United States. Whether these moves
prove adequate to reverse the acceleration of price increases remains
to he seen. Qbviously, we just don’t knvow. In any event, their full force
is more likely to be felt in 1979, and beyond, than in 1978.

The question seems to be whether we can stop the inflation without
throwing ourselves into a recession. For the long run, however, our
performance as regards inflation remains the key factor in the per-
formance of our balance of payments and our exchange rate. If we can
regain our superior performance vis-a-vis other leading industrialized
countries in this regard, net only will our international competitive-
ness and our current account position improve, but the dollar is likely
to strengthen even in anticipation of these developments.

If we continue to inflate faster than the strong currency countries,
and there are no solid reasons to expect a narrowing of this gap, our
trade and payments positions will remain weak and the dollar will
continue under persistent downward pressure.

Let me turn now to international liquidity, leaving the adjustment
process for the moment. The question of whether global reserves are
inadequate or redundant, and what should be done about it has receded
into the background. There are good reasons for this development.

First, with the steady expansion of international capital markets and
increased borrowing by official or semioflicial agencies for balance of
payments purposes, the distinction between owned reserves and bor-
rowing capacity has substantially eroded. Internationally, as domes-
tically, the line between cash and credit has become steadily fuzzier
as new forms of the latter have become an increasingly good substi-
tute for the former.
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Even more important in defusing the liquidity issue has been the
shift in the exchange rate regime. The concern with global liquidity
management came to the forefront in an area of pegged exchange rates
and was nurtured by the explosive creation of dollar reserves in the
waning days of the Bretton Woods system. Under the old rules of
the game, countries acquired—or surrendered—foreign exchange re-
served in the course of exchange market intervention undertaken to
fulfill their parity obligations under the IMF Articles of Agreement.

Under managed floating there is what might be termed consumer
sovereignty; countries that accumulate reserves do so voluntarily.
They have the alternative of allowing exchange rate changes to clear
the market for foreign exchange without the political difficulties as-
sociated with official revaluations or devaluations under the Bretton
Woods system.

Certainly the need for reserves has not disappeared, but I think the
issue has become less significant under the present exchange rate re-
gime. I think that is also true with respect to the composition of re-
serves, or more accurately, controlling the instability caused by shifts
from one reserve asset to another.

Shifts obviously can and do occur under the new system. There has
been some diversification away from dollars since 1973, and there prob-
ably will continue to be some diversification. How far it goes on de-
pends, I think, on the question of relative inflation rates, and how fast
different currencies lose purchasing power. But the existence of a con-
tinuously functioning adjustment mechanism that can prevent the
buildup of cumulative disequilibria and thereby eliminate the threat
of large, discontinuous changes in rates among major currencies should
help to forestall sudden, destabilizing shifts in the composition of re-
serve assets.

This does not mean, of course, that all the issues relating to interna-
tional liquidity have been satisfactorily resolved. The question of
whether gold has actually been effectively demonetized or not remains
somewhat up in the air, although it has receded into the background
for the time being. Certainly, the Jamaica agreement’s stated objective
of making the SDR the principal reserve asset of the system has gone
nowhere at all so far.

My own feeling is that it may be time to consider the possibility of
a new allocation of SDR’s, not so much because there is any clear-cut
need for additional international reserves at the moment as to support
and enhance the authority of the International Monetary Fund. They
need all the support they can get at the moment.

Even more important, however, is that the Fund be endowed with
additional capacity to provide conditional liquidity, funds whose avail-
ability is predicated upon the borrowing countries taking actions that
will facilitate adjustment of their payments imbalances.

In this connection, it is imperative that the long-delayed legislation
needed to permit U.S. participation in, and thus activation of, the $11
billion Witteveen facility be promptly enacted. I think it is also im-
portant that during the IME’s seventh review of quotas, currently
underway, we should also take account of the fact that only if it has
adequate resources can the IMF perform effectively its role of super-
vising and encouraging the elimination of external disequilibria and
the stabilization of domestic economic conditions that must underlie
any durable stability of payments positions and exchange markets.
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Unfortunately, an adequate capacity to lend can enhance the IMF’s
authority only over deficit countries, which is only half of the picture.
Pressure on surplus countries to play their role in eliminating pay-
ments disequilibria can only come from the gradual development of
effective and acceptable criteria and instruments for the surveillance
0{) policies bearing on exchange rates, which I have already talked
about.

Finally, there are a number of questions that bear on the dollar’s
role as a reserve currency. In the days of Bretton Woods, a great deal
of rhetoric was expended in debating whether this reserve currency
role represented a “unique burden” or an “exhorbitant privilege.” Al-
though, for a variety of reasons I have detailed elsewhere, I expect the
dollar to continue as the world’s major reserve asset for the foreseeable
future, it seems to me that the move to managed floating has greatly
reduced both the exhorbitant “privilege” and the unique “burden”
associated with that role.

On the one hand, other countries need no longer accumulate un-
wanted dollars in fulfilling their parity obligations under the IMF
Articles of Agreement, thereby enabling this country to run what
some regarded as a “deficit without tears.” On the other hand, the
United States is no longer constrained by the dollar’s special position
from allowing its exchange rate to move in order to alleviate disequi-
libria in its external position.

In light of this situation, it seems to me that our attitude as regards
developments likely to affect the dollar’s reserve currency role should
be relatively relaxed and low key. I myself am not convinced, at this
moment, that an asset-substitution account in the IMF, which would
exchange some portion of official dollar reserves for SDR’s is likely to
prove either necessary or sufficient to eliminate instability in the dollar
exchange market. But if other countries feel strongly that such a fa-
cility is desirable, and would provide them with the reassurance re-
quired to make their own behavior as regards trade liberalization or
demand-management policy more forthcoming, I think we should
agree to a thorough and intensive joint evaluation of concrete pro-
posals along these lines.

Of more immediate concern. iust now, is how the United States
should respond to the recent EEC agreement to work toward an ex-
panded “snake”—a joint float of their currencies vis-a-vis the dollar
supported by a pool of reserves amounting to perhaps $50 billion. Ob-
viously, any detailed response on the part of the United States would
be premature, since no one vet knows the details of the plan, and I sus-
pect that includes the participants themselves at the moment.

It would be easv to detail manv obstacles that confront any such
plan, and it would almost certainly require the Germans to modify
their insistence on strictly limiting any reserve currency role for the
deutsche mark, a position that has so far tended to dampen the appre-
ciation of that currency. But these are properly the concerns of the
Europeans.

Onr legitimate concern should be assurance, as the plans proceed,
that this latest step in European economic unification should be funda-
mentally liberal and internationalist rather than inward looking and
mercantilistic in thrust. Beyond that, we should think twice—or three
times—before abandoning the position of interested and sympathetic
spectator for that of active participant in what is bound to be a com-
plex and difficult evolution.
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Finally, there is the question of confidence, the most mysterious and
elusive ingredient of an effectively functioning international mone-
tary system.

I am afraid T have no magic solutions to offer in this area. Yes, close
consultation and coordination among central banks as regards ex-
change market intervention to counter disorderly market conditions
can be helpful in avoiding confusion and misunderstanding and pro-
moting good feeling among the major industrialized countries. But
we should have learned from recent experience not to expect too much
from such intervention: unprecedented sums have been poured into
exchange markets during the past 18 months or so in ultimately un-
successful efforts to dampen currency movements. In fact, I would
agree with Mr. Bergsten’s comments that they may have only made
things worse.

And, yes, Government officials should avoid, insofar as it is humanly
possible, rattling supersensitive exchange markets by comments that
lend themselves to exaggeration or misinterpretation. But except in
the very short run, it is the behavior of economies, not the words of
policymakers, that will determine the behavior of financial markets,
including exchange markets. ,

I suspect that confidence, like happiness, is seldom achieved when
sought directly, but is most likely to be reached as byproduct of the
pursuit of other goals. The key elements in any U.S. contribution to
stabilization of currency markets, the facilitation of international
trade and investment, and thus the promotion of stability and growth
in the world economy, are three: The avoidance of protectionism—
including manipulation of exchange rates as well as restrictive trade
policies—both at home and abroad; the establishment of an effective
anti-inflationary stance that will eliminate or reverse the unfavorable
differential in inflation rates between the United States and the strong
currency countries; and the development of a sensible energy policy,
which means eliminating, by direct or indirect means, the stimulus to
energy consumption and the discouragement of domestic production,
at least relative to other industrialized nations, that are implicit in
our present policies.

I will be glad to answer questions.

Representative Reuss. Thank you, Ms. Whitman.

[ The prepared statement of Ms. Whitman follows:]

PREPARED STATEMENT OF MARINA V. N, WHITMAN

I appreciate this opportunity to participate in the midyear hearings of the
Joint Economic Committee, and specifically to make some comments on the
operation of the international adjustment process and the international monetary
system.

When I started teaching international economics in the early 1960’s, we told
our students that the international monetary system should be evaluated in
terms of its performance in providing three fundamental necessities : adjustment,
liquidity, and confidence. Despite the cataclysmic changes that the system has
undergone in the intervening years, these three terms still offer convenient cate-
gories into which to group my comments about the present performance of the
system.

THE ADJUSTMENT PROCESS : EXCHANGE RATES

Let me begin with the international adjustment process. The behavior of ex-
change rates over the last year or so poses something of a puzzle. On the one hand,
the instability of these rates, and particularly the precipitous decline of the
dollar, are widely regarded as one of the primary problems of the international
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economy, destroying confidence, disrupting financial markets, interfering with:
investment decisions and acting as a drag on economic growth. At the same time,
the United States has developed unprecedently large deficits on trade and current
account, deficits that show no sign of abating. Viewed as an instrument of ex-
ternal adjustment, one might be tempted to conclude that, far from being ex-
cessive, the depreciation of the dollar hasn’t gone far enough.

It’s a good thing I'm currently a college Professor, rather than a government
official ; otherwise that last comment would doubtless cause another plunge of
the dollar on international markets. Let me hasten to add, though, that things
aren’t at all that simple. First of all, there is more than one exchange rate
involved. Investment and financial markets are dominated by the relationship
between the dollar and two or three other major currencies. Here the shifts.
have indeed been large: over the past year, the dollar has fallen by roughly 15
percent against the German mark, and by about 25 percent against the Japanese
yen and the Swiss franc. Measured against a wider group of currencies, on the
trade-weighted basis that is a more appropriate measure for gauging interna-.
tional competitiveness, the depreciation of the dollar has been 7% percent (and
in real terms, that is, adjusted for differences in inflation rates, it has been less
than half of that). Even more surprising is the fact that the dollar’s value today,
in effective terms, is only about 2 percent below where it stood in mid-February
1978, just after the second formal dollar devaluation that marked the begin-
ning of the era of managed floating. Perhaps these differences help to account for
a puzzling ambivalence on the part of observers who decry the instability of float-
ing rates. When pressed, many of them note that the exchange-rate changes that
have taken place so far (that is, up to the date on which they are speaking
or writing) appear to be on the whole justified, but that any further changes
would be economically unwarranted, financially disastrous, and the result of
speculative excesses.

The picture is also blurred by the fact that changes in exchange rates appear
to exert their effects on international competitiveness and trade flows with sub-
stantial lags of up to two years or more. Thus, the main impact on trade flows
of the dollar’s decline over the past year presumably lies ahead. Indeed, a re-
cent study by the International Monetary Fund Staff estimates that, by 1980,
there should be a beneficial impact on the U.S. current-account balance of nearly
$7 billion stemming from changes in relative prices (that is, exchange-rate-
changes adjusted for domestic inflation differentials) that have not yet exerted
their impact on trade flows.

‘Whether the value of the dollar has dropped too far, not enough, or just the-
right amount vis a vis other leading currencies is a question neither I nor anyone
else can answer with any degree of certainty. Certainly, any American living or
tourning abroad can tell that, in purchasing-power-parity terms, the dollar is
undervalued, that is, that at present rates of exchange, it will buy you consider-
ably more in Kansas City or Washington or even New York than it will in Munich
or Zurich or Tokyo. The trouble with this sort of comparison is that, while over
very long periods of time such purchasing-power-parity relationships appear to
hold up pretty well, in the short and medium runs exchange rates have to clear
financial as well as commodity markets, to reflect capital as well as trade flows,
and to adjust for differences in energy production and consumption, degree of
export-orientation, differences in real growth rates, and a whole host of other
factors in addition to changes in relative price levels and rates of inflation.

In addition, exchange markets, like the stock market, take account not only
of the past and the present but of the future as well, or at least of expectations
regarding it. It is increasingly apparent that in the United States inflation is
accelerating, while in the three “strong currency” countries it appears to be
stable or declining. I believe that present rates incorporate this anticipated widen-
ing of this gap. If we are dismayed—as we should be—by the visions of the future
reflected in exchange-market behavior, we would be better advised to seek effec-
tive policies to alter those expectations than to cavil against the markets that
mirror them. No one has ever succeeded in averting bad news by killing—or
beating up—the messenger who brings it. )

The fundamental uncertainty regarding the criteria by which exchange-rate
relationships should be judged makes the IMF’s post-JTamaica responsibility for
surveillance over exchange-rate policies as difficult as it is vitally important. For
there is—and can be—no such thing as an exchange rate free of government inter-
vention. The vast majority of countries today still peg their rates to some cur-
rency or to a basket of them. And, even among the floaters, that floating is heavily
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amanaged, as attested to by the fact that the central banks of some five or six
industrialized nations together purchased more than $40 billion in 1977 and
the first quarter of 1978, mainly in order to dampen the appreciation of their own
currencies.

Furthermore, as the IMF’s Executive Board has recognized, there are many
instruments other than direct intervention that a country can use to manipulate
its exchange rate to its own advantage and the disadvantage of others, including
official borrowing or lending on international capital markets, the use of controls
-on current or capital-account transactions, or changes in the mix of monetary
and fiscal pOlle used for domestic stabilization purposes.

The fact is, of course, there are no principles defining what constitutes socially
-acceptable behavior in these areas, any more than there are concrete means to
-distinguish appropriate from inappropriate exchange rates. But the fact that
no such criteria have been developed should be reason for support rather than
-criticism of the IMF’s efforts to carry out its surveillance mandate. In addition
to the conceptual uncertainty surrounding these issues, the IMF faces the
inevitable constraints felt by an international agency attempting to impinge
on sovereign nations in the exercises of legitimate—if not always constructive—
instruments of national economic policy. Inevitably, the IMF must move slowly
in this area, building precedents gradually and on a case-by-case basis, through
the consultative process. The fact that there are no general standards for accept-
:able behavior does not mean that the Fund cannot gradually evelve procedures
for earmarking unacceptable behavior in particular instances, any more than the
inability to find a general definition of beauty means that we cannot get a con-
.sensus on when it is absent, particularly in extreme cases. It is essential that the
United States give firm support to the International Monetary Fund as it strug-
gles to evolve effective techniques for exchange-rate surveillance in a world of
managed floating.

THE ADJUSTMENT PROCESS : GROWTH, ENERGY, TRADE, AND INFLATION"

Exchange rates are not, of course, the alpha and the omega of the payments
:adjustment process. This is partly because, as I have already mentioned, they
.are far from completely free to equilibrate the balance of payments. It is also
because, even if they were completely ‘“unmanaged,” exchange rates alone could
not, especially in a world of high international capital mobility, guarantee the
achievement of stable and acceptable current-account positions, insulate a country
-against external economic disturbances, or prevent the international transmission
.and magnification of economic disturbances.

Recognizing the need for complementary measures to promote external ad-
justment in an environment of stable world economic growth, the United States
‘has for some time joined the OECD and various international agencies in urging.
‘that those countries with low rates of inflation and strong external positions
take a leading role in stimulating and maintaining world economic recovery. But,
-of the three countries originally envisaged as “locomotive economies” or “engines
-of recovery,” the United States has run up against both inflation and balance-of-
payments contraints of its own, while Germany and Japan insist that fear of
rekindling inflationary pressures and structural problems that limit the effective-
ness of measures to stimulate domestic demand severely constrain their ability—
and their willingness—t0 do more along these lines.

This is not the place for an exhaustive evaluation of the locomotive strategy
-or its successor, the so-called convoy approach, which would spread the respon-
sibility for stimulating global recovery more widely to include such countries as
France, Italy, and the United Kingdom, whose inflation rates and balance-of-pay-
ments positions have recently shown substantial improvement. Let me confine
myself to two brief comments, recognizing that, even as I make them, the
subject may have once again become a bone of contention at the Bonn summit
.discussions. First, the tremendous uncertainty that currently prevails regarding
the impact of the traditional tools of aggregate demand policy in an envirenment
of persistent stagﬂatlon lies at the root of the problem. Until some general con-
‘sensus on this critical issue emerges, and until reliable ways are found to sustain
or stimulate real growth while restrammg inflation, divergent national views and
preferences are bound to stand in the way of further progress on the international
«coordination of macroeconomic policies.

The second point is that, while appropriate demand-management policies in
the leading industrialized countries are clearly essential to global economic
Tecovery and real growth (which has been faltering badly outside of the United
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States), we should not expect too much of changes in real growth rate differ-
entials among the industrialized countries as a means of eliminating balance-of-
payments disequilibria. Specifically, a recent OECD study estimated that demand-
stimulating programs in other countries sufficient to eliminate entirely the pres-
ent “growth gap differential” (that is, differences in the size of the discrepancy
between actual and potential growth rates) between the United States and
other industrialized countries would result in an improvement in the U.S. balance
on current account of less than $5 billion. A similar exercise by the IMF staff—
using somewhat different assumptions—yielded an estimated improvement of
only $2 billion by 1980.

Ever since OPEC changed the face of the world petroleum market in 1973-
74, the development of an effective U.S. energy policy has been regarded as es-
sential to the health of the American economy. When our current account moved
sharply into deficit and the dollar came under sustained downward pressure
during 1977, such a policy, leading to a reduction in oil imports, was seen as the
key to improvement in our external position as well. More recently, attention has
turned also toward the development of export-promotion policies in a nation that
has traditionally regarded foreign markets rather casually. This latest policy’
development has drawn added support from the trade data for the first four
months of 1978, a period during which oil imports actually decline significantly,
non-petroleum imports soared and nonagricultural exports rose very modestly
indeed. This pattern suggests that broader issues of trade competitiveness, rather
than simply the petroleum-import question, may underlie our deteriorating cur-
rent account position.

The trials and tribulations of U.S. energy legislation are too well known to the
members of this committee to require any recapitulation here, while concrete
details of a proposed export policy are not yet known. So I will confine myself,
once again, to a couple of brief observations. One is that, quite apart from the
delays.inherent in the political processes of a democracy, it is highly unlikely
that either our energy or our export-promotion policies in their final form will
set in motion structural changes sharp enough to bring about significant changes
in the U.8. trade and current-account positions over the next couple of years.
‘While firm action in either or both of these areas wouhl doubtless bring about a
significant temporary firming of the dollar, via effects on expectations, we should
not count on such developments to make a major contribution to the payments
adjustment process in the immediate future, nor to provide sustained support to
the dollar in the absence of other developments.

The second point is to caution against taking actions in either of these areas
that can be justified solely on balance-of-payments grounds. If we find it politically
infeasible to allow ‘U.S. petroleum prices to rise rapidly to world levels, then
alternative means of stimulating domestic production and discouraging consump-
tion make sense as second-best policies. And of course we should, as part of our
export-promotion effort, encourage basic research and development, stimulate:
innovation and productivity increases, improve information about potential ex-
port markets, and clear away obstructionist government regulations that reduce-
competitiveness without bestowing commensurate social benefits.. But such ac-
tions would be desirable at any time, the fact that our trade deficit may provide-
the essential political catalyst notwithstanding.

The point is that we should not allow concern about our external position to:
lead us into actions that would otherwise be economically unjustifiable. Back in
the 1960s, when the growing overvaluation of the dollar appeared difficult or-
impossible to correct directly, one could perhaps-make an intellectually respect-
able argument for such behavior. But today, when our exchange rate is much:
freer to move to equilibrate our external position, we are only fooling ourselves:
if we attempt to reduce our current-account deficit or shore up the dollar by taking
actions that would not make sense of we were in surplus or the dollar were not
under downward pressure.

The fact is that, despite widespread opinion to the contrary, there is nothing
magical about exports that makes a dollar’s worth of additional demand origi-
nating in foreign markets any less inflationary, or more employment-creating,
than a dollar’s worth arising from increased domestic consumption, investment,
or government spending. (In fact, increased exports like defense spending, may
feel domestic inflation by-adding to domestic income without adding to the supply
of goods available to spend it on. Increased investment, on the other hand, adds
to productive capacity and thits' helps to contract inflationary pressures over- ‘the.
longer term.) The solution to the stagflation problem does not lie in artificial
subsidization of exports or restriction of fmports.
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Such considerations bring me, inevitably, to the question of trade policy. These
hearings are not directed toward that issue and, as I write, no one knows what
will emerge from the Geneva negotiations or the sumit discussions. But there is
no way to separate trade policy from considerations of the adjustment process.
It is always tempting to respond to external deficits or currency weakness by
imposing tariffs or quantitative restrictions on imports, and it is quite possible
that such measures would have the desired effect in the short run. Fortunately,
U.S. policymakers have on the whole stood firm against pressures for increased
protection. Such measures would not solve either our external or our internal
economic problems in the long run. On the contrary, at a time when policymakers
are searching intensely for ways to improve the currently unattractive trade-off
between inflation and unemployment, trade liberalization offers such a way. Now
that the Geneva participants have reached a “framework of understanding”
to eschew protectionism as the solution to current economic problems, it is incum-
bent upon the major industrialized nations in general, and upon those in strong
surplus positions in particular, to move ahead in fleshing out this general agree-
ment with concrete actions as regards both agriculture and manufactured goods.
The effectiveness of exchange rate adjustments in reducing the trade deficit of
the United States and the surpluses of Germany and Japan depends heavily on
how free trade is to respond to changes in price relationships. For the United
States, export-promotion and expanded market access (in both directions) must
go hand in hand.

Finally, and most crucially, there is the issue of inflation. Not only has this
country’s inflation been running at a significantly higher rate than in the leading
strong-currency countries, but the indications are that this gap is increasing and
will continue to increase in the near future. As I mentioned, I believe that ex-
change markets are already reflecting this outlook and will continue to do so un-
til-there is a solid basis for a change in expectations. In recent months, as our
unemployment rate has dropped and inflationary pressures have 'accelerated,
a stronger anti-inflationary stance has been emerging in the United States.
Monetary and fiscal policy have taken a less stimulative turn, the Administra-
tion appears to have scaled down somewhat its real-growth target for 1978,
and an intensified anti-inflation jawboning effort has been placed in charge of
one of the nation’s most skilled and successful practitioners of the art.

Whether these moves prove adequate to reverse the acceleration of price
incredses - remains to be seen. In any event, their full force is more likely
to be felt in 1979 and beyond than in 1978. For the long run, however, our. per-
formance as regards inflation remains the key factor in the performance of
our balance of payments and our exchange rate. If we can regain our superior
performance vis-a-vis other leading industrialized countries in this regard, not
only will our international competitiveness and our current account position im-
prove, but the dollar is likely to strengthen even in anticipation of these devel-
opments. If we continue to inflate faster than the strong-currency countries,
and there are no solid reasons to expect a narrowing of this gap, our trade and
payments positions will remain weak and the dollar will continue under per-
sistent downward pressure, perhaps interrupted by brief flurries of strength in
response to news headlines on central-bank interventions, flurries that will serve
to increase the apparent instability of exchange markets without altering the
underlying trend in rates.

INTERNATIONAL RESERVES: QUANTITY AND COMPOSITION

As regards international liquidity, the question of whether international re-
serves are in the aggregate either inadequate or redundant and, if so, what should
be done about it has somewhat receded into the background. There are good
reasons for this development. First, with the steady expansion of international
capital markets and increased borrowing by official or semi-official agencies for
pbalance of payments purposes, the distinction between owned reserves and bor-
rowing capacity has substantially eroded. Internationally, as domestically, the
line between cash and credit has become steadily fuzzier as new forms of the
latter have become an increasingly good substitute for the former. ’

Even more important.in defusing the liquidity issue has been the shift in
the exchange-rate regime. The concern with global liquidity management came
to the forefront in an era of pegged exchange rates and was nurtured by thelex-
plosive creation of dollar reserves in the waning days of the Bretton Woods sys-
tem. Under the old rules of the game, countries acquired (or surrendered) foreign-
exchange reserves in the course of exchange-market intervention undertaken
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to fulfill their parity obligations under the IMF Articles of Agreement. Under
managed floating, there is what might be termed consumer sovereignty : countries
that accumulate reserves do so voluntarily. They have the alternative of allow-
ing exchange-rate changes to clear the market for foreign exchange without the
political difficulties associated with official revaluations or devaluations under the
Bretton Woods system. Floating today is managed, not free, and a need for inter-
national reserves remains, but the change in the exchange-rate regime has
substantially reduced the problem of controlling the global volume of liquidity.

The change from pegged rates to managed floating has also reduced the ur-
gency of the related problem of controlling reserve composition or, more ac-
curately, the potential for instability created by shifts among reserve assets in a
multiple-reserve system. Shifts can and do occur under the new system a8
well ; significant diversification away from dollars in favor of other currencies
apparently took place during the early years of managed floating. Nor is such
asset-diversification necessarily a thing of the past; the rate at which it con-
tinues to take place will certainly be affected, among other things, by our old
bugaboo, inflation differentials—that is, differences among the rates at which
different currencies lose purchasing power. But the existence of a continuously-
functioning adjustment mechanism that can prevent the buildup of cumulative
disequilibria and thereby eliminate the threat of large, discontinuous changes
in rates among major currencies should help to forestall sudden, destabilizing
shifts in the composition of reserve assets.

This does not mean, of course, that all the issues relating to international
liquidity have been satisfactorily resolved. The question of whether gold has
actually been effectively demonetized or not remains somewhat up in the air,
although it has receded into the background for the time being. Certainly, the
Jamaica Agreement’s stated objective of making the SDR the principle reserve
asset of the system has gone nowhere at all, nor is it likely to in the foreseeable
future. My own feeling is that it may be time to consider the possibility of a
new allocation of SDRs, not so much because there is any clear-cut need for ad-
ditional international reserves at the moment as to support and enhance the
authority of the International Monetary Fund.

Even more important, however, is that the Fund be endowed with additional
capacity to provide conditional liquidity, funds whose availability is predicated
upon the borrowing countries’ taking actions that will facilitate adjustment
of their payments imbalances. In this connection, it is imperative that the long-
delayed legislation needed to permit U.S. participation in, and thus activation
of, the $11 billion “Witteveen facility” be promptly enacted. The position taken
by the United States during the IMF’s Seventh Review of Quotas, currently
underway, should also take account of the fact that only if it has adequate
resources can the IMF perform effectively its role of supervising and encour-
aging the elimination of external disequilibria and the stabilization of domestic
economic conditions that must underlie any durable stability of payments posi-
tions and exchange markets. Unfortunately, an adequate capacity to lend can en-
hance the IMF’s authority only over deficit countries, which is only half of the
picture. Pressure on surplus countries to play their role in eliminating payments
disequilibria, essential if the adjustment process is to work symmetrically and
equitably, can only come from the gradual development of effective and accepta-
ble criteria and instruments for the surveillance of policies bearing on exchange
rates, discussed earlier.

Finally, there are a number of questions that bear on the dollar’s role as a
reserve currency. In the days of Bretton Woods, a great deal of rhetoric was
expended in debating whether this reserve-currency role represented a unique bur-
den or an exorbitant privilege. Although, for a variety of reasons I have de-
tailed elsewhere, I expect the dollar to continue as the world’s major reserve
asset for the foreseeable future, it seems to me that the move to managed float-
ing has greatlv reduced hoth the “privilege” and the “burden” associated with
that role. On the one hand. other countries need no longer accumulate unwanted
dollars in fulfilling their parity obligations under the IMF Articles of Agreement,
thereby enabling this country to run what some regarded as a ‘“deficit without
tears”; on the other, the United States is no longer constrained by the dollar’s
special position from allowing its exchange rate to move in order to alleviate dis-
equilibrium in its external position.

In the light of this situation. it seems to me that our attitude as regards de-
velopments likely to affect the dollar’s reserve-currency role should be relatively
relaxed and low key. I personally am not convinced at this moment. that the
establishment of a so-called substitution account facility in the IMF, intended
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to “sterilize” some portion of dollar reserves via special issues of SDRs, as
recently proposed by the IMF’s Managing Director, is likely to prove either
necessary or sufficent to eliminate instability in the dollar exchange market. But_
if other countries feel strongly that such a facility is desirable, and would
provide them with the reassurance required: to make their own behavior as
regards trade liberalization or demand-management policy more forthcoming, I
think we should agree to a thorough and intensive joint evaluation of concrete
proposals along these lines.

Of more immediate concern just now is how the United States should re-
spond to the recent EEC agreement to work toward an expanded “snake”—a
joint float of their currencies vis a vis the dollar supported by a pool of reserves
amounting to perhaps $50 billion. Obviously, any detailed response on the part
of the United States would be premature, since no one yet knows the details of
the plan, including the prospective participants themselves. It would be easy
to detail many obstacles that confront any such plan, and it would almost cer-
tainly require the Germans to modify their insistence on strictly limiting any
reserve-currency role for the Deutsche mark, a position that has so far tended to
dampen the appreciation of that currency. But these are properly the concerns
of the Europeans.

Our legitimate concern should be assurance, as the plans proceed, that this
latest step in European economic unification should be fundamentally liberal
and internationalist rather than inward-looking and mercantilistic in thrust.
Beyond that, we should think twice—or three times—before abandoning the
position of interested and sympathetic spectator for that of active participant
in what is bound to be a complex and difficult evolution.

RESTORING CONFIDENCE: A MATTER OF FUNDAMENTALS

I come finally to the question of confidence, the most mysterious and elusive
of the three ingredients of an effectively-functioning international monetary"
system. I'm afraid I have no magic solutions to offer in this area. Yes, close
consuitation and coordination among central banks as regards exchange-market
intervention to counter disorderly market conditions can be helpful in avoiding
confusion and misunderstanding and promoting good feeling among the major
industrialized countries. But we should have learned from recent experience not
to expect too much from such intervention: unprecedented sums have been
poured into exchange markets during the past 18 months or so in ultimately
unsuccessful efforts to dampen currency movements. And it has proved extraordi-
narily difficult to distinguish, ex ante, between speculative excesses and the pull
of market forces. It is not that currency markets, left to themselves, are models
of stability so much as that central bankers and government officials do not
seem to be endowed with any special prescience in discerning the shape of the
future. And, yes, government officials should avoid, insofar as it is humanly
possible, rattling super-sensitive exchange markets by comments that lend them-
selves to exaggeration or misinterpretation. But, except in the very short run. it is
the behavior of economies, not the words of policymakers, that will determine
the behavior of financial markets, including exchange markets.

I suspect that confidence, like happiness, is seldom achieved when sought
directly, but is most likely to be reached as a byproduct of the pursuit of other
goals. The key elements in any U.S. contribution to stabilization of currency
markets, the facilitation of international trade and investment, and thus the
promotion of stability and growth in the world economy, are three: the avoid-
ance of protectionism (including manipulation of exchange rates as well as
restrictive trade policies) both at home and abroad, the establishment of an
effective anti-inflationary stance that will eliminate or reverse the unfavorable
differential in inflation rates between the United States and the strong-currency
countries, and the development of a sensible energy policy, which means elimi-
nating, by direct or indirect means, the stimulus to energy consumption and the
discouragement of domestic production, at least relative to other industrialized
nations, that are implicit in our present policies. :

There is nothing new or surprising in this litany, and you may be weary of
hearing the obvious once again. But it is far from a counsel of despair. For all
the problems and uncertainties that beset us, the United States possesses a
remarkable array of economic strengths. We have the richest endowment of
natural resources, the stablest political climate, the sturdiest economic recovery
and the most attractive environment for investment among the major industrial-
ized nations. What we must do is find more effective ways of putting these assets
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to work in accomplishing the tasks I have just outlined, accomplishments that
hold the key, not only to restoring confidence in the international monetary
system, but to ensuring the stability and growth of our own and the world
economy.

Representative Reuss. Thank you all, on the panel, for truly
excellent presentations today.

I have lots of questions, starting with the matter of the energy
policy, which our witnesses have alluded to several times. You have
said, in effect, that no energy policy now on the legislative agenda is
going to produce wonders in the less than 2 years anyway, but that it
is a very important psychological hangup with all our dollar trading
partners.

I agree with both facets of that statement. That being true, wouldn’t
it seem to you to make sense, and others have been arguing for some
time, for the administration to get—you have to have a package of
five, and take the three or four elements of the five-point package—
get Congress to enact energy legislation, and with a little skill this
would be done in a couple of weeks.

. This could be called energy package No. 1, admittedly imperfect,
but it allows us to do something in the way of home insulation, con-
version of factories from oil and gas to coal, reform of utility rates,
and probably partial deregulation. of natural gas.

Take that which has been agreed on in conference at least, forget
about the very controversial, very inflationary $5 billion a year well-
Lead tax, and either make that part 2, or the second energy package.
or try to evolve some method which less exclusively rations, which is
what any overall tax or price increase does.

Would we be better off going with what we have instead of end-
lessly dragging this thing out? Congress has been the principal cul-
prit, but this could all be solved very quickly. In my conversations
with foreign central bankers and finance ministers it is that they don’t
mind Canadian rollover with incremental crisis, and would be satisfied
with an energy package.

Ms. Warrman. This is getting off into tactics, and I am not the
appropriate person to make comments, particularly since I have been
off in China for the last month. I think what does disturb me a little
about that is that, as compared to the original notions of what would
constitute an effective energy package that most economists dreamed
up, the administration’s five-part package is already a very much
reduced and trimmed-down and compromised-out kind of thing.

I think many of the major aspects dropped out long ago, as I sup-
pose might have been expected, because the truth is that any proposal
which makes a sudden change in energy production and consumption
is also going to cause a sufficiently sharp structural wrench so that
the country will probably not tolerate.it. There is the problem you
referred to, again, that any measure—like a wellhead tax—which takes
what I think is the ultimately necessary step of adjusting U.S. prices
toward world prices, is in the short run bound to be inflationary.

T agree with you that foreign observers might not be terribly
fussy at the present moment about what kind of package they got.
I think we would get a short-term favorable effect on exchange rates if
any significant pieces of energy legislation passed. What troubles me
is that I am afraid we would also get a backlash effect later. That is,
we would get, certainly, a strengthening of the dollar when this
legislation passed. If, however, as a result of that legislation, we did
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not get much change in the energy picture in the United States, I
think that would be reflected in a backlash, and I am not sure there
is any greater percentage in buying a short-term appreciation of the
dollar now which would later be reversed. That, it seems to me, would
only contribute to instability on the exchange markets. )

Now, petroleum imports into this country appear to be dropping at
the moment. If we were lucky enough to latch onto a trend that was
happening anyway and then say, “Look what happened as the result of
tl}lle legislation we passed,” that would be terrific, but I think 1t is pretty
chancy.

Rep};'esentative Reuss. Mr. Packer, not so long ago I wrote our
trade negotiator, Mr. Strauss, a letter in which I s%ggeste.d there
be added to trade negotiations on tariffs and nontariff barriers the
general concept, at least, of environmental controls and other con-
trols, the idea being that the host of environmental laws and similar
laws does unquestionably add to American costs, and that it should
at least be put on the agenda of future trade negotiations that these
are legitimate subjects to talk about with Korea and Taiwan, Nigeria,
and other countries, which ought to be thinking about clean air and
water and better conditions in factories if they aspire to the fruits
of freer trade.

I got back a reasonably smpathetic response. The difficulties of
such an approach are obvious, but what is your feeling about the
inclusion on the overall agenda of the international trade discussions
items like that which are usually looked upon as purely domestic?

Mr. Packer. If you had written your letter to the gecretary of
Labor, you would have gotten a very enthusiastic response, partially
because it is not our responsibility to impose those requirements.
[Laughter.] .

It 1s something the Secretary has spoken about many times, inter-
national fair labor standards and the inappropriateness of export
.of our cancer problem to some other countries.

Representative Reuss. Has he included environment in there? I
am aware of the fact he has talked about factory conditions.

Mr. Packer. And the health situation, and I do not know whether
he has spoken to the environmental conditions themselves. I think
that is a somewhat more complicated problem, but, if those environ-
mental factors are related to health, as opposed to esthetic values, then
I think his position would be sympathetic to that, too.

Representative Reuss. What we do by our domestic legislation by
wav of the ozone, let us say, could be of some use to noninhabitants
of the North American Continent.

Mr. Packer. That is correct.

Representative Reuss. So T would think we have a perfect right to
put that on the docket, and I encourage your department to give the
tflade negotiating department of government all the help you can on
that. .

Ms. Whitman, in your discussion of IMF progress. on developing
rules for the surveillance of exchange rate policies, you quite reason-
ably pointed out that coutries get very sophisticated about how they
cut corners on exchange rate policies.

In fact, 2 years ago our Japanese friends were doing it very crudely
by dumping yen and buying dollars, and thus establishing trade pat-
terns which still make their contribution to our country’s woes, but
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then, as you pointed out, there are many other ways of skinning a cat,
international borrowing practices, and so on.

My question is this: Since the IMF, to its credit, in its bilateral
team negotiations with countries, includin,?qr mighty ones like the
United Kingdom a couple of years ago, isn’t the least bit loathe to
get quite specific about internal methoi), why should it not be equally
ready to take quite a wide vision and look at everything a country
may do that could discombobulate the international exchange market ?

Ms. Warrman. I think they can and they should.

My guess is that they may aleady be beginning to do that. I think
it is one of the characteristics of the process by which they operate
that much of what they do may not be made public. I would expect
that at least their initial efforts to negotiate bilaterally with par-
ticular countries on the appropriateness of their general policies which
have a major effect on exchange rates would be private and that it
would be only in extreme cases, where the negotiations have really gone
very badly and the IMF is very exasperated, that they will start to
go public. And T suspect thatrﬂ)ts of us may have to spend lots of
time reading closely between the lines of those annual country reports
that the IMF puts out to see if they are subtly slapping anyone’s hand.

I would expect that publicity regarding this activity would come
fairly late in the game. .

The problem with trying to generalize the IMF’s behavior regard-
ing Great Britain is one I referred to in my testimony, and that is with
major deficit countries the IMF does have a particular clout. It con-
trols, either directly or indirectly, significant amounts of access to
capital markets. It doesn’t have that particular bit of clout with
surplus countries, which I think makes a kind of jawboning, if you
like, moral pressure through the consultation process and through
bringing to bear a certain amount of multilateral pressute at appro-
priate moments, all the more critical.

I don’t think it is an impossible thing to do. But, as I say, the
IMF doesn’t have a commensurate weapon on the surplus side cor-
responding to its influence over access to financial markets by deficit
countries.

But I don’t think that that means they can’t develop some, espeeial-
ly if they get substantial and outspoken support from the leading
industrialized countries in carrying out this effort, which obviously
means the tough proposition that one has to accept their advice
graciously even when 1t affects you and not the other guy and, given
the political processes in democracies, that will clearly be possible
sometimes only toa limited extent.

Mr. BeresTEN. Congressman Reuss. to reinforce what Ms. Whitman
said, certainly in its consultation with countries, whether in the con-
text of a stabilization proeram or just in the annual view—such as
T chaired for the United States just a couple of months aco for this
year—the Fund certainly does consider the whole range of economic
policy measures including trade policy, export credit policies, the
whole range of measures that do indirectly, as well as directly, affect
the exchange rate.

Now, in an effort to do what I think you are suggestine, Congress-
man Reuss, one of the proposals we have made toward the evolution
of this new surveillance process is preciselv for the Fund to prepare
reports on individual countries and how their policies are affecting
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the overall international adjustment process, and to consider the pos-
sibility of publishing those reports, which would be a means by which
Fund influence could be brought to bear in a broader sense, including
on surplus countries. . L

That is something we very much have in mind. We put it on the
table as an item for discussion as we work with the other IMF coun-
tries now to evolve the surveillance mechanism, and we think it might
be a useful part of that process. )

Representative Reuss. That sounds like an excellent idea, and T am
going to have the staff take a look at the Freedom of Information Act
and see if we can’t get hold of those reports, whether you decide to
publish them or not. That may be one way of saving your face and
getting the message, too. [ Laughter. ]

On the economic summit, since it seems to be that—well, it may not
have been earth-shaking, but nothing bad was said. I think it went in
a constructive direction. But let me ask, perhaps Mr. Bergsten: What
reason is there to think that there is going to be more rapid growth in
Europe and Japan after this latest round of affirmative commitments
than there has been in the past when commitments have also been made
and honored in the breach?

Mr. BeresTEN. Let me say, Congressman, that we were already ex-
pecting in the second half of this year and into 1979 some substantial
gickup in growth rates abroad, both in Europe and in Japan, thereby

ringing into better balance growth rates between our country and the
rest of the OECD, which should contribute to a more balanced inter-
national economic and financial situation.

What I think did emerge from the summit was a very strong re-
affirmation on the part of Japan that it intends to meet its growtlr
target for this fiscal year. Prime Minister Fukuda explicitly noted that.
he will be making a decision in August or September as to whether-
additional measures are needed to move Japan toward that target. I
think that makes much more sense than had been the case before
the Japanese commitment to take action, if needed, to achieve its
target.

In the case of Germany, Chancellor Schmidt really for the first time
said publicly that as a contribution to the international situation he
would be, by the end of August, proposing to his legislative bodies a
rather substantial stimulus program in Germany to try to boost their
growth rate and contribute to a better international economic
equilibrium.

Now, one can always, of course, question what the end results of
such commitments and measures are going to be, and we all know too
well that none of us can simply turn the dial and achieve the economic
results we want, whether in terms of growth or inflation. So in that
sense we all have to be modest in our expectations and hold the judg-
ment until we see what the resultsare.

But T think the summit did add specificity, and in the case of Ger-
many' a new decision to what had previously been on the agenda in
terms of major efforts by the two most important surplus countries
to add to their growth rates during the year and therefore add to
better balance in the world economy.

I would say it is a significant step forward. We certainly hope the
results would be as those countries intend. We know they can’t assure
the bottom line, but I think it is a very significant indication of will-
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ingmess for them to make decisions that move in the right direction,
and in a context where it is clearly done, at least in important part,
for purposes of better international economic balance. L

Representative Reuss. There are, of course, stimuli and stimuli; and
one serve one purpose well, and some serve another purpose.

Talking to Germans of various persuasions in recent months, the
thing that Germany seems to them to need most is a housing program,
housing for reasons not completelﬁ different from our own housing
industry. It has about ground to a halt, and publicly stimulated hous-
ing in the cities seems to be a real need for a country which is other-
wise affluent. L .

Thus, if you get an indirect macroeconomic stimulus by doing a
microeconomic thing by helping housing, that is a good way for Ger-
many to help itself and the world all together. )

On the other hand, I suppose a German direct tax cut might be of
more benefit internationally to this country and perhaps some other
deficit countries because it would enable us to sell the Germans more
imports. .

Do we get into stimuli evaluation discussions at any level with the
Germans, or is that considered verboten ? )

Mr. BeresTEN. No, it is not verboten. We have active discussions
with them, both of the array of measures we are thinking about taking
internally here both for macroeconomic reasons and sector policies,
.suoh.asd energy, and discuss with them the various measures they have
in mind.

I think we do recognize that it is basically up to them, as to the Japa-
nese, or any other country, and certainly ourselves, to make the deci-
sions as to how most effectively to achieve the overall objective for
international purposes, and we would certainly not try to suggest to
them how best they should do it.

But we do have active discussions. We share experiences in terms of
reactions to tax cuts, reactions to Government expenditure programs,
how they may work out both substantively and psychologically, and
I hth-ink all of our countries have benefited a great deal by that inter-
change.

It %s up to them, obviously, as to what measures they take. Every
outsider has legitimate base to comment on in terms of the net result,
the country’s balance-of-payments position, and what it contributes
to the international scene.

Representative Reuss. Senator Javits.

Senator Javrrs. Thank you, Congressman Reuss. I have just come
from a meeting with the President about the summit, and for me, it
was interesting to learn that the most decisive action taken at the
summit had nothing to do with economics. Instead, it had to do with
terrorism. And I think that decision is characteristic of the summit.

I believe the President, considering the atmosphere and his own
attributions, did very well personally, but I don’t think the summit
went as well. Of course, it is high time that the civilized world declared
itself in an effective way to be against terrorism. I say that, like any
consensus at a time when boldness is required, the summit bypassed
all the bold things in favor of the safe course of retreading old ground ;
for example, what growth rate is Japan going to have, what growth
rate is Germany going to have, and what we are going to do about
these inside deals on trade and so on.

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



559

This is what we face, Mr. Bergsten, and I want to discuss it a little
more and then ask you a question about it.

At this summit, I gather that there was a real gearing up for the
next one. This was really stage one, but the next summit, from what
we can see now, should be concerned with very specific contributions
to growth.

As Mr. Packer properly says in his presentation, which I have read,
I have some doubts that the world is going to be able to wait for the
next summit before acting, for it may be headed for a serious reces-
sion or depression, which may overtake us in the 1978-79 period, in-
stead of politely waiting for the 1979-80 period.

I hope we can avoid that dread event.

Mr. Bergsten, I want to discuss with you the possibility of gearing
up—it takes at least a year’s time—for a massive effort toward invest-
ment and development on a major world scale that will expand
markets and materially accelerate the process of development, espe-
cially for the middle level developing countries, which you call the
ADC(C’s. I would hope we would be joined in some way by the Soviet
Union and her associated countries.

I notice you refer to such a possibility in your prepared statement,
where you speak of commodity agreements, reduction of trade bar-
riers, a common fund, and expanded foreign assistance, and also where
you deal with the net balance of payments problems of the develop-
Ing countries—a very serious matter in view of the fact that our banks
are very heavily loaned up to the developing countries.

Would you discuss the attitude of the Department of the Treasury
respecting these matters to which I have referred ?

Mr. BeresTEN. I think we would not foresee a recession or anything
approaching a depression on the horizon either in 1978 or 1979. Never-
theless, we share your view that investment levels are inadequate both
in this country and around the world, and that new measures need to
be adopted wherever possible in order to rectify that situation.

You have noticed, I am sure, that there are several references in the
summit communique to that need, and specifically to the advanced de-
veloping countries.

Indeeﬁ, two or three paragraphs of the summit communique itself
refer specifically to that body of countries as important and growing
participants in the trading system, as countries who need increased
help through the multilateral development banks, not concessional
finance, but World Bank type of lending, and a very clear statement
by the summit governments that they will support replenishment of
the banks’ abilities to make those loans on the necessary scale, and
also explicitly, and I am citing from paragraph 26 of that com-
munique, “encourage governmental and private cofinancing of de-
velopment projects with the banks.”

. So}{ think on that, Senator, we are very much on the same wave-
ength.

The problem has really, as you well know, been a practical one of
how much support congresses and parliaments around the world
have been prepared to provide to that process.

Now, Mr. Packer in his testimony this morning has proposed a
rather dramatic program, somewhat akin, I think, to your own
proposal, Senator, of a vast expansion in the financial flows to the
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.developing countries, particularly the more advanced developing coun-
tries, through institutions such as the World Bank.

We face, however, at the same time, a reluctance here in the Con-
gress to provide not only the full amount of the rather modest appro-
priation sought this year by the administration, but threats of mas-
sive cuts in that and, indeed, that has delayed the bill coming to the
House floor for the last several weeks.

The need does seem to be clear. The effective utilization of the
money seems to be assured by the proven track record of the banks, and
what it seems to me that we need to do is all work more effectively,
and I would certainly include the administration within that direc-
tive, to sell the case and make clear how we need not only to provide
.the full funding that is now available but, as the communique agreed,
on the part of all seven countries, further capital to be channeled
in this effective mechanism to places where it can be used more
effectively.

So T think we are in agreement with you on the basic approach
needed. The question is how to get it done.

Senator Javits. I appreciate what you say, and I agree with you.

I come now to Ms. Whitman, if T may, and I like what you say
in the last part of your prepared statement about confidence.

Confidence, like leadership, is not created; it is induced.

I want to examine briefly various states of confidence and their
effects on the world. Consider a world in which the Peace Corps would
be again a cause for ideology. We would have a lively world economy
in which there would be an accelerated effort to develop. to grow. to
expand, to create, and to produce. Such a world would be one in
which people could look ahead to the future and feel something
good is going to happen in the world.

Do you find that true now? And what do you attribute the absence
of it. to,if you donot ?

Ms. Warrvan. I think, as you say, Senator, there are “animal
.spirits.” as Keynes called them, or whatever it is; I think they are
very important. I think if there were expectations of that kind of
growth and dynamism in the world economy, yes, we would have a
much better framework for the specific things we were talking about.

I think we don’t have that now. I think what we have is massive
uncertainty. If anything, there is a tendencv to look at the world
situation as worse than it is, or to anticipate the worst, which, of
course, one never can prove won’t happen.

Tt is easy to point to some of the reasons. Clearlv. we know that the
-vast shakeup caused by OPEC. and the very real changes in income
and wealth positions, in countries’ terms of trade. cansed a big shack.
We had a major recession. No country in the world has been terriblv
successful, although the degree of snrcess differs. in full recovery
from the recession without exacerbation of inflation: we have cer-
tainly done the best on the recoverv side. In fact. most other indus-
trialized countries haven’t gone anywhere in recovery.

By the same token. we have done the worst on the inflation side,
certainly in terms of the direction that inflation is going.

In that process, I suspect we do tend to overlook some of the
economic strengths that work in our favor. T didn’t talk about these
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orally, but I did mention them in the last paragraph of my prepared
statement.

Senator Javrrs. Yes, I read it.

Ms. Warrman. I do thing we have some major things going for
us in this country. We have the most stable political climate in the
world, and the best recovery—that is a relative statement, but still
it is true. We have the best climate for investment, surprising as that
may sound. I am not at all convinced that the picture is so bleak. We
have a lot-of important unsolved problems and, as is always true, the
only really important problems are the ones you haven’t solved yet
and that is still true.

I think there is a breakdown of what used to be a consensus in
the economics profession as to how we can manage these twin prob-
lems of inflation and unemployment.

I don’t know any better than anybody else does whether we are
in the grip of something more than just a cyclical problem and
whether, indeed, there is some more longrun slowing down of world
growth going on or not. One can find lots of reasons to adduce on
either side.

I think, by the way, that one of the bright sides that is a bit over-
looked is how much better many of the developing countries have done
in pulling out of the oil crisis and recession than the industrialized
countries.

Again, there are individual less-developed countries that clearly have
terrible problems still, but if you look at the overall picture, those
countries have done much better in terms of maintaining or increasing
rates of growth than the industrialized countries have, and they have
done it at a time when the cards were stacked against them in the sense
that the industrialized countries, which normally provide their largest
markets, were themselves growing very slowly.

For people who worry, as so many of us did so intensively in the
1960’s, about the increasing income gap between the rich and the poor
countries, this kind of performance has its very encouraging side. If
they have done so well now, how much better might they do if the
industrialized countries could recover some of their own momentum.

That means, at the same time, that we have to accept certain implica-
tions. They are going to increasingly become effective competitors with
us in a wide range of areas. If we are unwilling to accept that, we will
cut off and severely interrupt their economic momentum.

Senator Javits. Ms. 1itman, one great achievement or break-
through for American business is that the price of real estate is the
highest on a street that is occupied by competing stores. Another is
the proposition that, if A wins, it doesn’t mean B loses. A third point
is the effects of mutual ownership and limited corporate liability.
These are the brilliance of the American system which contribute to
our domestic confidence.

We don’t need to emphasize how inadequate we are. Some of us have
spent a lifetime trying to get people to understand the strengths of
the American system, sometimes with meager results.

I would like to ask you this: Assume that this summit is undistin-
guished, as it really is; if it is used as a springboard so that the next
summit may redeem many of these assurances, such as those regarding
the more advanced developing countries, and I read from the summit
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communique, we renewed our pledge “to support the replenishment ot
the multilateral development banks’ resources and agreed to encourage
governmental and private cofinancing of development project with
these banks.” Moreover, we urged “the developing countries to co-
operate with them in creating a good investment climate, and adequate
protection of foreign investment in order to let private foreign in-
vestment play its effective role in generating economic growth and in
stimulating the transfer of technology.” The developed countries re-
affirmed “their commitment to continue actively the negotiations on
the Common Fund, to conclude individual commodity agreements, and
to complete studies of various ways of stabilizing the export earnings
of the developing countries.” . _

If we started to carry out all these assurances, you think they would,
make an important contribution to confidence ? .

Ms. Warrman. Wow! Yes; that is a very long list and, while T
might take issue with some items on that list, clearly, if we could make
substantial progress on all those fronts, that would be a major achieve-
ment and would have a tremendous impact on confidence.

Those are all ongoing efforts. We are not starting from scratch on
any one of them. It is a question of how far we can go. I think we have
to remember, too, the interrelations among them. It is important to
shore up the multilateral lending institutions, but all that can come
to grief unless we make sure, at the same time, that the policies of both
the industrialized countries and the developing countries themselves
are such as to allow them to develop economic dynamism so that they
can pay the loans back.

We will only make the situation worse if we increase funding facili-
ties without at the same time insuring that our policies and the policies
of the developing countries themselves are appropriate to assure their
generating the means of repayment.

Senator Javrts. I take my text from what you said, and I understand
that because it has been our attitude.

I would like to turn to labor. Although I realize neither of you is a
Secretary, both of you are influential people testifying before us, and
we will call your bosses to tell them the same thing.

I would like to ask you two things, one each.

The inhibition about markets—that is, letting their goods in, as Ms.
‘Whitman mentioned quite properly—is that it will take away the jobs
of American workers. This requires two things: One, a rerationalizing
of our economy—we can’t make simplistic things forever and live in a
peaceful world, and second and critical, it means, Mr. Packer, that we
have to be showing our people that we are acquiring markets. If you
look at the trade figures and see how trade has grown—when I first
came here, we talked about $50 billion in exports and imports. Now the
figure is well over $200 billion, and that is not all a result of inflation.

Inflation is high, but it is a very different problem.

I gather, and this is a conservative estimate, that 67 million Ameri-
can workers engage in exports, a number which far exceeds that for
those who are harmed by imports.

I think it is a grave failure of your department not to marshal those
figures and have their voices be as loud as that of the guy who wants
to exclude everything and says “to hell with tomorrow.” I am very
serious about this.
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If I may say to you Mr. Bergsten, I suggest to you that as a society
we are very bashful about our aid, and that is what is in the craw of
our people here on the hill.

I have been a Congressman and Senator for a long time. The United
States does very well when you add the private flow of dollars to the
public flow, particularly when you add in such activities as OPIC and
the Ex-Im Bank. Moreover, the connection is strong between these
U.S. activities abroad and counterpart American activity, including
the stock exchanges and various banks, all yielding increased U.S. em-
ployment resulting from export activity and U.S. dollar flows abroad.

The New York Clearinghouse Association has proposed bringing a
free trade zone for banking into New York City. I am all for it. You
know its justification ¢ Four to five thousand jobs.

It is not that New York City is going to be richer, but it is that we
are going to increase jobs available in New York City.

In addition, I think we are much too inhibited about laying it on the
line as to what we mean by the international financing of our institu-
tions. Some seem to think the funds are sent from heaven. I expect that
20 percent or more of the total funds required is our natural propor-
tion, and that the money is mostly raised right here in U.S. financial
markets. If we don’t like it, we could shut those financial markets down.

I beg you to tell your people that those nations we assist will take
the money, even if we tell them it is from us. They won’t be that
insulted.

Gentlemen, I am all-fired-up about this matter because I see the
opportunity, and I see how it should be moved.

I would appreciate any comment.

Mr. BerasteNn. If I might respond on the last point, Senator, it does
fall to me in this administration to handle our negotiations on con-
tributions to the development banks, as you know, and I can assure
you that: neither I nor my compatriots are at all bashful in making
clear the. major contributions the United States continues to make to
gesry one of these institutions and thereby try to wield an effective

.S. role.

But the problem emerges when we do not make good on our pledges.
This is really what the issue comes down to. We neither should nor
need be bashful in terms of our past role and what we have pledged in
each of these institutional arrangements, but when we fail to make
good on the pledges that have been worked out in consultation with.
the Congress, based on full authorization with the Congress, and we
lag over 2 years—as we now are in ARDA, and as we lagged over a
year in the Witteveen facility—and then our position is weakened and
our ability to take credit for what you quite rightly say we have done
and continue to plan to do is weakened very badly.

Now, I am talking to the converted here. It is not, as you know, a.
criticism of you. You have been one of the major supporters, indeed
fathers, of this whole effort ; but our international credibility, our abil-
ity to get credit for what we have done over the years and are trying
to do now is badly jeopardized when we fail to come through on our
pledges and actually play our fair-share role. That is the problem as I
see it.

If we can get that on track, then we can work together and go many
steps ahead, as you suggested, but we have to get up-to-date first on our.
past problems.
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Representative Reuss. I will come to that in a moment after Mr.
Packer has a chance to comment.

Mr. Packer. I think you are right about the export situation. I did
some lobbying myself on the Witteveen facility in the House. It was
unusual for somebody from the Labor Department to give a damn,
frankly, about the Witteveen facility. To most domestically oriented
people, it is just another aid operation, and nobody understands what
1t is about. We have problems with the World Bank getting tied up
with proposition 13. Adding money to the World Bank will reduce the
Federal deficit, not increase it.

The question of the World Bank appropriations seems more to
swing on whether World Bank officials fly the Concorde or get paid
too much rather than what is really at stake.

We have been trying with the labor movement, and Mr. Meany
wrote to each Member of the House and Senate asking for support on
foreign aid and the World Bank. I think all of us have not been suc-
cessful in making the real issues clear to domestic political interests.
There is so much at stake here—there are jobs in exports, that balance
among the developing countries is in our interest, not because of the
goodness of our hearts because it bothers us that people starve to death
while Americans are on diets—which it should. American full employ-
ment, and the Humphrey-Hawkins bill, are unachievable, in my judg-
ment, if we have 16 million unemployed in the OECD world. We have
a whole host of impediments.

I compliment you for your long efforts, as yet not fully successful,
in making domestically oriented politicians and policymakers in the
body politic concerned about the impacts of international affairs. Our
own inflation and unemployment performance to a great extent depend
on being able to separate proposition 13 from the amount of money
that is going to be given to the World Bank.

I don’t think people in general understand that that appropriation
for the World Bank does not add to outlays and does not add to the
deficit. The question of why we should help poor countries when we
can’t rebuild our cities is an irrelevant question. We are using other
peoples’ money to do the work elsewhere, and the results of these ac-
tivities will give us the revenues that will allow us to rebuild the cities.
It isnot a trade-off.

Senator Javrrs. I certainly appreciate that statement.

T would like to finish, if I may, by saying to Mr. Bergsten that I
think one of the weaknesses about the presentation of the Fund to the
Congress has been the idea that we pledged the honor of the United
States, and we have to keep that pledge to preserve our honor.

That is a very weak argument around here. A much more persuasive
argument is that the Fund is excellent business.

‘We have to lay it on the line that the Fund will be an aid to business
and employment, prove it, and forget about the fact that we made a
pledge and that our honor is at stake. As I just said, that is a very
weak argument, as has been demonstrated before.

Thank you, Congressman Reuss.

Representative Reuss. Thank you, Senator. I welcomed your philo-
sophical discussion with Ms. Whitman about confidence. It is true,
and you have been pointing this out for some time in many speeches,
that the world and this country lack confidence at the moment. There
has been increasing alienation between groups. In our cities, there are
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vast groups of young people without any prospect of a job, who turn
to crime and drugs, who cause endless social upheaval. There has been
a breakdown in the confidence of the people in leaders in Government,
in labor, business, and every place else.

I recall, just 1,000 years ago, in 978, the same sort of thing was going
on. Everyone believed that the world was going to end in the year
1000. That was the apocalyptic date, and the world was infested with
masterless men in the forests and the city streets, robbing everybody
and with disaffection between the monks and the theologians and the
rest of the people, and with the general breakdown of confidence
in leaders, the system where everybody knew his place in life had
broken down; and then, to everyone’s surprise, along came the year
1000, and the world did not come to an end.

In fact, it led to a revival of culture and to religion and to the
Renaissance, the Reformation, the building of the city, and all kinds
of good things.

Therefore, I think the three of us can aline ourselves to the side of
those who do not feel the world will come to an end in the year 2000,
and if we play our cards right in the next 22 years, we can avoid that
possibility.

I would have one question of Mr. Bergsten, who, a few years ago, was
arguing very persuasively that the dollar overhang system could be
solved through some sort of a substitution account whereby unwanted
dollars could be turned in for SDR’s, and, as a matter of fact, I was
singing the same song myself.

Are vou still as persuaded that there is that kind of a need for con-
solidating the dollar overhang by some sort of a substitution account ¢

Mr. BerestEn. Well, Congressman, I really made that argument in
the concept of the fixed exchange rate system, and also in the context
of proposed reform in a basically fixed exchange rate system, where
I argued, and would argue now, that the United States would be unable
to take on any kind of asset convertibility in a world where there was
remaining a huge dollar overhang. That would simply put an impos-
sible strain on any level of U.S. reserves.

Now that we have moved to a system of more flexible exchange rates,
I think one has to look at overhang in a somewhat different light. I
basically would agree with what Ms. Whitman was saying earlier on
that, with one modification, and without using the term “overhang.”

I think it is true that the existence of a large outstanding stock of
dollars around the world may add to the degree of fluctuation in ex-
change rates in both directions. In a period when the underlying U.S.
situation is strong, for whatever reason, as occurred in 1975, the exist-
ence of the key currency role of the dollar may mean inflows into the
dollar which might carry it on the upside beyond the level that is
justified by underlying competitive conditions.

Indeed, it is our view that the appreciation of the dollar that did
occur in 1975 and early 1976, which came at a time, incidentally, when
U.S. inflation rates were a little higher than those of our main com-
petitors, did have a competitive disadvantage to the United States,
which explains an important part of the deterioration in your external
accounts between 1975 and 1977.

It is our judgment that somewhere on the order of $5 to $10 billion
of that total swing, which is perhaps as much as a quarter of it, does
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derive from the excessive rate of appreciation of the dollar back in
1975, which hurt our competitive position.

On the other side, when you get an underlying situation where the
dollar is under pressure on the downside, the fact that there is a large
outstanding stock of dollar balances around the world does provide a
source from which selling can occur, portfolio diversification, which
may push the dollar rate lower than might be justified by the under-
lying economics.

But with that caveat, T would say under a system of flexible rates any
problem of the dollar overhang is of a much different nature than'it was
in the past, and I would not put it on the front burner as a problem at
this point. o
 Representative Reuss. I agree with you both. I am not even sure
your caveat is all that necessary, because I bet if you could not put in a
substitution account, and one-half of the floating dollars got substi-
tuted, I bet the financial writer would still be writing about this terrible
overhang and its imminent danger to the world monetary system.

Thank you.

‘We have kept you much too long. You have made a memorable con-
tribution to our semiannual review, and I am sure Senator Javits will
join with me. I am going to lobby in our semiannual report for a

eavy emphasis on international economics.

Senator Javirs. As good business. [Laughter.]

Representative Reuss. Thank you all very much. The hearing is
recessed.

[Whereupon, at 11:50 a.m., the committee recessed, to reconvene at
9:30 4.m., Thursday, July 20, 1978.]

[The following written questions and answers were subsequently
supplied for the record :]

RespoNSE OF HoN. C. FRED BERGSTEN TO ADDITIONAL WRITTEN QUESTIONS POSED
BY REPRESENTATIVE BOLLING

CONGRESS OF THE UNITED STATES,
JOINT EcONOMIC COMMITTEE,
Washington, D.C., July 31, 1978.
Hon. C. FrRED BERGSTEN,
Assistant Secretary for International Affairs,
U.S. Department of the Treasury,
Washington, D.C.

DEeAar MR. BERGSTEN : On behalf of the Joint Economie Committee I wish to-thank
you most sincerely for taking time from your busy schedule to participate in the
hearings that comprise an essential part of the Committee’s 1978 Midyear Review
of the economy. Your testimony is an important part of the record and will be of
substantial assistance to the Committee.

I am sorry that my schedule did not enable me to attend the hearing on July
19, and I apologize to you for my absence.

In order to complete the record, I would very much appreciate a written re-

sponse to the following questions:
(1) How would you assess the prospects for monetary integration within the
European community ? Would the U.S. benefit or lose from the establishmeut of a
common European currency? Would the establishment of a common European
currency be beneficial from the point of view of the operation of our international
monetary system? Would our payments system to more or less stable? What would
‘happen to the position of the dollar as a reserve currency ?

(2) With respect to the question of surveillance, does there not exist the danger
that a set of rules of conduct will be established that could cause the Bretton
Woods system to be resurrected de facto? How do we protect ourselves from such
an eventuality ?
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Copies of the hearings and our Midyear Report will be sent to you as soon as
they are available.
Thank you again.

Sincerely
’ RICHARD BoLLING, Chairman.

—

DEPARTMENT OF THE TREASURY,
Washington, D.C., August 22, 1978.

Hon. RicHEARD BOLLING,
Chairman, Joint Economic Committee, Congress of the United States, Wash-
ington, D.C.

DEAR MR. CHAIRMAN: This is in reply to your letter of July 31 in which you
posed some questions concerning recent proposals for closer monetary integration
in the European Community and concerning surveillance in the International
Monetary Fund. I hope that the answers contained in the attachment will help to
complete the records of the Joint Economic Committee’s 1978 Midyear Review
©of the economy.

It was a pleasure appearing before the Committee on July 19.

Sincerely,
C. FrED BERGSTEN,
Assistant Secretary.
Enclosure.

Question 1. How would you assess the prospects for monetary integration with-
in the European Community ? Would the U.S. benefit or lose from the establish-
ment of a common European currency? Would the establishment of a common
European currency be beneficial from the point of view of the operation of the
international monetary system? Would our payments system be more or less
stable? What would happen to the position of the dollar as a reserve currency?

Answer. In their summit meeting in Bremen on July 6-7 the EC chiefs of state
and government stated that closer monetary cooperation leading to a zone of
monetary stability in Europe was a highly desirable objective. The Chancellor of
the Federal Republic of Germany and the President of France presented the
broad outline of a plan to create such a monetary zone. The EC leaders agreed
that this plan should be used as a point of departure for further study.

The main elements of the German-French proposal include :

Exchange rate arrangements that limit fluctuations among European curren-
cies. They also would establish a coordinated EC exchange rate policy vis-a-vis
the dollar.

Pooling of a portion of European gold and dollar reserves to help finance inter-
+vention in the exchange market.

Expanded lending of EC currencies on conditions designed to encourage the
harmonization of economic policies.

Creation of a European reserve asset (the European Currency Unit) to be
used in official EC transactions.

Following instructions given at the Bremen summit, EC Finance Ministers met
on July 24 to develop guidelines for a study to be completed by October 31, with
a view toward adoption of decisions on any new monetary commitments at the
next EC summit meeting on December 4-5.

Since specific EC monetary proposals have not yet been agreed to, it is pre-
mature for the U.8. to attempt any assessment of the impact of new EC arrange-
inents. The main areas of .interest have to do with the effects of possible EC
arrangements on: (1) world economic growth, (2) the effectiveness of the inter-
national adjustment process and (38) the international monetary system.

The United States has long supported the objective of the economic unity of
‘Europe. Close monetary cooperation may be an important part of this process. It
is our hope that any new EC arrangements will be designed to promote economic
growth in the world as a whole. We could not, of course, support a plan which
prevented the dollar exchange rate from responding to underlying economic and
financial factors. We will wish to be certain that any new arrangements will be
administered in full conformity with the revised Articles of Agreement of the
IMF and in close consultation and cooperation with the monetary authorities of
other countries. We welcome the commitment of the EC countries, as expressed
in the Bonn Summit communique, to consult fully with us as their thinking on' the
issues develops.

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



568

The monetary cooperation plans being studied in the EC are not immediately
aimed at creation of a common currency in the strict sense. They do envisage
creation of a new European reserve asset (the European Cu_rrency Unit) to be
used in official EC transactions. It may well be that a European Currency Unit, in
time, will come to play a prominent role in the international monetary system as
a consequence of EC efforts to achieve greater economic harmonization and ex-
change rate stability within the Community. Such a development, provided it
were compatible with the broad interests of a smoothly functioning, efficient
world monetary system, should not be a source of concern.

‘Question 2. With respect to the question of surveillance, does there not exist
the danger that a set of rules of conduct will be established that could cause
‘the Bretton Woods system to be resurrected de facto? How do we protect our-
selves from such an eventuality ?

Answer. I do not believe that IMF surveillance poses a danger of a return to
the rigidities of the Bretton Woods system. Quite the contrary. The amended IMF
-Articles and surveillance represent a marked departure from the approach under-
lying the"par value provisions of the Bretton Woods system. The new arrange-
‘ments recognize that exchange rate stability can only be achieved through policies
that promote underlying economic and financial stability, and that exchange rate
movements play an important role in balance of payments adjustment.

The new IMF Articles provide countries with freedom of choice in adopting ex-
change rate arrangements best suited to their needs, provided that the member
meets its general IMF obligations. Most importantly, the Articles enjoin coun-
tries to avoid manipulating their exchange rates to prevent effective balance of
payments adjustment or gain unfair competitive advantage. This new obligation
says in effect, that prevention of exchange rate change, in either direction, 'can
be undesirable and harmful, just as “competitive devaluatmn” was ‘considered
undesirable in the Bretton Woods system,

The amended Articles contain legal safeguards Which will enable the U.S
to protect itself against the adoption of exchange arrangements detrimental to
its interest. Although explicit provision is made for future IMF determination
that international economic conditions permits the introduction of a widespread
system based on stable but adjustable par values, an 8 percent majerity vote
is required. The U.S., with about 20 percent of IMF voting power, . would have a
controlling vote in such a determination, and par value arrangements adopted
under the amended Articles would provide for substantially greater flexibility
than the Bretton Woods system.

The principles and procedures for IMF surveillance are intended to help as-
sure that the obligations contained in the new Articles are fulfilled. IMF sur-
:veillance will provide an improved means for the U.S. to protect its interests
from the exchange rate practices and policies of other countries. Most impor-
-tantly, surveillance will apply symmetrically to surplus and deficit countries,
whereas the Bretton Woods system tended to focus largely on the practices of

«deficit countries. Efforts to prevent exchange rate changes, in either direction,
will be examined, When intervening in the foreign exchange markets, countries
are required to take account of the interests of other members including the in-
terests of the countries in whose currency they intervene.

Neither the U.S. nor any other country can realistically expect total freedom
of exchange rate behavior. The IMF Articles and surveillance recognize that ex-
change rates are of legitimate interest to the entire international community.
They provide members with greater flexibility and freedom in exchange rate
.matters, while ensuring that the interests of the international community
are protected. The U.S. believes that the legal framework contained in the
amended Articles and IMF surveillance provide an effective means of safeguard-
ing its interests in exchange rate matters.

RESPONSE OF MARINA v. N. WHITMAN T0O ADDITIONAL WRITTEN QUESTIONS POSED
BY REPRESENTATIVE BOLLING

CONGRESS OF THE UNITED STATES,
JoinT EconoMIc COMMITTRE,

Washington, D.C., July 27, 1978.
Ms. MARINA v. N. WHITMAN,

Department of Bconomics, University of Pittsburgh,
Pittsburgh, Pa.

DeAR Ms. WHITMAN : On behalf of the Joint Feonomic Committee I wish to
thank you most sincerely for taking time from your busy schedule to participate
in the hearings that comprise an essential part of the Committee’s 1978 Midyear
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Review of the economy. Your testimony is an important part of the record and
will be of substantial assistance to the Committee.

I am sorry that my schedule did not enable me to attend the hearing on July
19, and I apologize to you for my absence.

In order to complete the record, I would very much appreciate a written re-
sponse to the following questions :

(1) How would you assess the prospects for monetary integration within the
European community ? Would the U.S. benefit or lose from the establishment of a
common European currency? Would the establishment of a common European
currency be beneficial from the point of view of the operation of our international
monetary system? Would our payments system be more or less stable? What
would happen to the position of the dollar as a reserve currency ?

(2) With respect to the question of surveillance, does there not exist the dan-
ger that a set of rules of conduct will be established that could cause the Bret-
ton Woods system to be resurrected de facto? How do we protect ourselves from
such an eventuality ?

Copies of the hearings and our Midyear Report will be sent to you as soon as
they are available.

Thank you again.

Sincerely,
RicHARD BOLLING, Chairman.

UNIVERSITY OF PITTSBURGH,
FACULTY OF ARTS AND SCIENCES,
Pittsburgh, Pa., August 7, 1978.
Hon. R1cHARD BOLLING,
Chairman, Joint Economic Committee,
U.S. Congress, Washington, D.C.

DEAR MR. BoLLING : Thank you for your letter of 27 July. Let me respond briefly
to the questions you posed there.

1. As regards European monetary integration, several such attempts have been
‘made in recent years, and all of the previous ones have foundered on the com-
plexities of monetary integration among sovereign nations with very different
economies, inflation rates, and stabilization goals. Whether this time will be
different it is too early to say, but I hope I may be forgiven a certain cautious
skepticism. The probabilities are likely to be affected, however, by the perform-
ance of the U.S. economy and the dollar; the worse these do, the more urgency
the Europeans are likely to feel regarding their own monetary integration, and
vice versa.

As I said in my testimony, I believe it would be premature to try to evaluate
the costs and benefits to the United States of a plan whose details are not yet
known, even to the participants. Our major concern should be that such a plan
be market-oriented and internationalist in orientation, rather than restrictive
and mercantilist, and that it not be used as a mechanism for exchange-rate ma-
nipulation unfavorable to the United States or to nonmember countries in gen-
eral. Depending on the details of how it is operated, such a scheme might (or
might not) reduce somewhat the reserve-currency role of the dollar, but I think
the dollar would remain the single most important medium for international
reserves in any case.

2. There is always some danger that rules of conduct regarding exchange-rate
surveillance could become the vehicle for a restoration of pegged rates and a
chronically overvalued dollar. The danger can be minimized, I believe, by making
sure that the guidelines regarding exchange-rate policy be “permissive’” rather
than “prescriptive.” That is, they should define the conditions under which direct
or indirect intervention in exchange markets is (or is not) permissible, rather
than when it is recommended or required. It seems to me that the IMF’s actions
80 far in this area have been on the whole in the right direction, but it is a dif-
ficult issue, and one on which precedents will have to be developed slowly, grad-
ually, on a case-by-case basis.

Yours sincerely,
MARINA v. N. WHITMAN.

37-250—T79——4
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THE 1978 MIDYEAR REVIEW OF THE ECONOMY

THURSDAY, JULY 20, 1978

INFLATION

Congress oF THE UNTTED STATES,
Joint Economic COMMITTEE,
Washington, D.C.

The committee met, pursuant to recess, at 9:30 a.m., in room 2168,
Rayburn House Office Building, Hon. Richard Bolling (chairman of
the committee) presiding.

Present : Representatives Bolling, Long, and Brown of Ohio; and
Senators McGovern and Javits.

Also present : John R. Stark, executive director; Lloyd C. Atkinson,
Thomas F. Dernburg, Kent H. Hughes, M. Catherine Miller, and L.
Douglas Lee, professional staff members; and Charles H. Bradford,
Stephen J. Entin, Mark R. Policinski, and Robert H. Aten, minority
professional staff members.

OPENING STATEMENT OF REPRESENTATIVE Borring, CHAIRMAN

Representative Borring. The committee will come to order.

Several public officials, including Chairman Miller of the Federal
Reserve, have declared inflation to be public economic enemy No. 1.
I agree that inflation is a very serious problem, but I want everyone
to remember that past fights against inflation have usually stalled
the economy and produced enormous and unconscionable costs in terms
of lost. produetion-and employment. In fact, the more recent of these
episodes caused great pain and misery without even producing the
benefit of a significant reduction in inflation.

We are still paying the price for the misguided policies of the 1970’s.
Capital spending has now been subnormal for over 3 years. The result
1s that we have now virtually no productivity growth so that any wage
increase almost immediately translates itself into higher unit labor
costs and prices.

As its central theme, the 1977 midyear report of the Joint Eco-
nomic Committee emphasized that inflation 1s the most serious ob-
stacle to the attainment of full employment and of rapid and sustained
economic growth. The report cited a number of reasons, but certainly
the most important was that inflation paralyzes economic policy meas-
ures. If anything, the message of that report is even more relevant to-
day than it was a year ago.

Our first witness, Mr. Barry Bosworth, Director of the Council on
Wage and Price Stability, has in his public statements echoed the
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warnings of the Joint Economic Committee. Mr. Bosworth and this
committee, therefore, start from a common base.

The most important question that we shall be attempting to answer
today is whether it is possible to slow our rapid and apparently ac-
celerating inflation without once again pushing the economy in
recession.

As I interpret the purposes of the Council on Wage and Price Sta-

bility and the administration’s deceleration program, they are to pro-
vide ways of slowing inflation without using the harsh restrictive
monetary fiscal medicine that has brought about the recessions of the
past. .
We will, therefore, want to explore with Mr. Bosworth whether the
deceleration program stands much of a chance of success. We will also
value his opinion of what additional authority he needs to make the
battle against inflation a successful one.

We will want to know, in short, what we in the Congress can do to
help him in the struggle against inflation.

Welcome to the hearing of the Joint Economic Committee, Mr. Bos-
worth. Please proceed as you wish.

STATEMENT OF HON. BARRY P. BOSWORTH, DIRECTOR, COUNCIL
ON WAGE AND PRICE STABILITY

Mr. BosworrH. Thank you, Mr. Chairman.

I h(siwe a prepared statement which I would like to submit for the
record.

Representative Borring. Without objection, it will be included in
the hearing record.

Mr. Bosworte. What I would like to do is take a few minutes to
summarize for you the current status of inflation from my perspec-
tive, I'll refer to the tables in my prepared statement.

It is very clear that if our efforts are currently aimed at slowing
inflation, we are not making progress. In fact, we are headed in the
wrong direction.

In the first 5 months this year, the consumer price increase has
reached a 10-percent annual rate of inflation. However, there are some
special circumstances which took place in the first part of the year
that we should properly adjust for.

First, food prices have increased so far this year at an annual rate
of nearly 20 percent at the consumer level. This rate of food price
inflation is even more rapid than the explosive food prices in 1972 and
1978. It is primarily reflected at the farm level, where the farm value
of the consumer food dollar increased in the first 5 months of the year
at a 50-percent rate of inflation.

While a few months ago people were worrying about depressed
incomes for the farmers, this year should turn the farm situation
around dramatically.

If you look at the bottom of the table on domestically produced
farm products, you'll see that domestically produced products at. the
retail level are rising at a 23-percent annual rate. Farm values are up
at a 50-percent rate, and the food margin is rising at about 7.5 percent
a year, about the same rate of inflation as in the industrial sector.

Our main problems in the food area have been the well-known short-
ages of meat. In addition, heavy rainfalls on the west coast completely
disrupted the fruit and vegetable crops and drove those prices up,.
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and there have been substantial increases in every other component of
the consumer food dollar.

Thankfully, I think we can look forward in the remainder of the
year to a dramatic improvement in the food area.

First, I think the speculative mood in the livestock area has now
broken. Livestock prices appear to have stabilized in a range that ap-
pears relatively reasonable both from the perspective of the consumer
and from the perspective of the farmer. Therefore, for the rest of the
year we will not be experiencing a continuation of the sharp livestock
price increases.

As new crops have been planted, there has been a substantial decline
in vegetable and fruit prices. That has not yet been reflected in the
Consumer Price Index, but we should see substantial moderation in
food prices in the next one and the ones to follow.

I think the only major problem we have in the food area is the pro-
posal before the Congress for an increase in sugar prices and the sup-
port levels of those.

Otherwise, the current situation should be sharply distinguished
from what happened in 1972-73. Food prices went up dramatically in
the first part of this year, but we are not in a situation that could lead
to a continuation of this trend, because we do not have the same sort of
problem we did in grains.

We have a very plentiful supply of grains. Unless there is a sharp
increase in grain prices that underpins any increase in consumer food
prices, I don’t think it will continue for the rest of the year.

In addition, there have been rather dramatic increases in a couple
of other areas in the first part of the year. First, the shift of the Federal
Reserve Board toward a tighter and more restrictive monetary policy
has rapidly driven up home financing charges. There has been an
increase in taxes, too. There has been an annual increase of 20 percent
in inflation in the first 5 months of the year in taxes. There, too, we can
look forward to a substantial leveling out over thelast-half of the year.
Finally, a rather peculiar area in the Consumer Price Index is a rapid
upward movement in the price of used cars. In terms of trying to
anticipate where we are going for the rest of the year, it is more real-
istic to look at the rate of inflation that excludes these highly erratic
components.

‘You can see the annual rate of inflation in what we might call the
industrial components of the Consumer Price Index is running at about
6.5 to 7 percent annually. While that is not 10 percent it is an accelera-
tion from the 6 percent annual rate of inflation that we have had in the
prior 214 years.

I think the conclusion is unavoidable that—at least thus far this
year—the basic underlying forces driving the inflation rate are begin-
ning to accelerate. They have been particularly dramatic in those three
areas I cited : Housing costs and food prices have been the two major
components responsible fon this.

T think the same story turns out to be true for the wholesale price
index. At the wholesale level there has been an acceleration of the
basic rate of industrial price increases—after exclusion of food prices
and other erratic components—of about a percent a year.

Finally, on the wage side, the same picture comes through. What had
been a fairly steady rate of wage inflation of about 7 percent a year for
hourly earnings has become 8 percent.
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In the last year, the average hourly earnings index shows wage earn-
ings are up a little over 8 percent. Certainly the minimum wage
increase in January contributed substantially to that increase. That
will not continue in the rest of the year.

Yet I think an overall review of the wage index shows indisputably
that there has been an equal amount of acceleration on the wage side.. :

A third factor, a long-lasting one, I think, is that in the first quarter
of this year productivity, instead of increasing as it normally does,
actually fell very sharply. Many of us attributed this drop in produe-
tivity to cold weather and the coal strike and assumed it would rebound
in.the second part of the year. However, the decline in the unemploy-
ment rate in the last couple of months and the modest growth in aggre-
gate demand suggests that the productivity slowdown is of more long-
lasting concern and is not just the result of the coal strike and cold
weather.

It now appears that, even with reasonably good economic growth;
we may see almost no improvement in productivity for the year as'a
whole. That leaves no room for improvement in the real incomes of the
average American workers.

With this sort of a framework and background of where we stand,
if you'look at the actual rate of increases of prices and wages, we are
not making any progress in trying to keep the inflation down.

I will, then, look at the program that the administration has put
forth to try to summarize the major focus of it and discuss where our
major problems lie. First of all, I think the conclusion has to be ines-
capable that the Federal Government and the State and local govern-
ments to a lesser extent must bear considerable responsibility for the
actions that they have taken in recent decades that have directly con-
tributed to the rate of inflation. ,

I don’t think those actions have been that the Federal Government
has tried to create too many jobs. I agree wholeheartedly with the
opening statement of the chairman that attempts to end inflation in
thislcountry by throwing people out of work are going to be far too
costly.

‘What we are trying to do is to find ways of slowing inflation without
throwing millions of people out of work. I would point out to you that
we have come to the conclusion that it would take a million people out
of work for at least 2 years for every percentage point that you could
take off the inflation rate. '

A million people out of work implies $75 billion loss in the GNP, and
those costs mean if you try to get down to an acceptable range, the
country would have to return to the double-digit unemployment rates
if we relied on that mechanism. '

I think the Government contributes to the inflation in a far more
direct fashion. It continues inflation through tax policy and regulatory
actions and it contributes to inflation through its attempts to respond
to individuals and special interest groups, through trade restrictions
to protect them against foreign competition, to try to guarantee mini-
mum wage and minimum prices for those specific groups.

Tt is the magnitude of these sorts of activities that has become a verv
considerable force in inflation, and that is different from the 1960’s. 1
pointed out that in 1978, for example, the increase in the minimum
wage, the increase in the social security taxes, and in the increase in the
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unemployment compensation are estimated to add nearly three-quar-
ters of a percentage point to the inflation rate.

We estimate the Federal regulatory activities are currently adding
an additional three-quarters of 1 percent annually to the inflation rate.
Something in the magnitude of about 114 percent on inflation has cur-
rently been traced to governmental activities. Many of these activi-
ties, particularly the regulatory ones, have substantial benefits but
we can’t ignore the fact that they are adding to the inflation problem,
and we do face a serious tradeofl in that area.

‘We have tried to get business groups to try to follow a policy of lim-
iting their individual price increases to a rate of increase in 1978 of
less than the average of the last 2 years. But looking at the wholesale
price index, there is an inescapable conclusion that most business firms.
are raising prices at a rate that would not allow them to meet that
objéctive. :

- We have contacted firms to ask them what actions they mean to
take in the last half of the year.

We have had difficulties in trying to make the anti-inflation program
be effective for the wage area. I believe the greatest problem in the
wage area is that it is a little absurd to ask the average American
worker to hold back on wage increases when he has been getting 7 or &
percent and he looks out and sees other people getting 9 and 10 per-
cent annual wage increases. )
. Before we can expect much from the average American workers, we
must find a way to bring wage increases for those people in the indus-
trial core of the economy back in line with everyone else’s. As long as
this highly visible labor force continues to obtain wage increases sub-
stantially above the average worker, we cannot expect the average
worker to cooperate.

I think thus far our program has not obtained the full cooperation-
of organized labor, and I understand their concern. A worker is being
asked to sign a multiyear labor agreement with no assurances that
inflation will decelerate. On the other side the businessman says, “Yes,
T am willing to cooperate with the program.” But if it doesn’t work out
in the next 30 days, he can raise his prices.

I think there are some means to try to equalize the risk for the
American workers. In the large industrial contracts that risk is really
not there to the extent they claim it is, because they do have cost-of-

living escalator contracts. They don’t protect them 100 percent, but to
a substantial degree.

At this time when ‘we are trying to reduce inflation, people can ne-
gotiate contracts for a shorter period of time. The 3-year labor con-
tract is something we can move away from. )

At the same time I think the administration realizes that some fur-
ther action will possibly have to be taken and some modification of the
program will have to be made. We are in the process of exploring a
lot of different alternatives that have been proposed both publicly
and privately to see what we can do to get some additional cooperation:
on the part of individuals in the private sector.

I am more impressed, I think, with the response of our own Gov-
ernment. I think there is a sharp increase in awareness by the Congress.
and the administration of the inflationary impact of Government ac-
tions. Many people in the Government are trying to find a way to deal
with some of these problems.
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I think our difficulties now lie primarily in the private sector in
terms of getting some form of response.

At present, if you look at the Consumer Price Index, the extent of
the success we have had indicates it has been a little bit limited.

Representative Borring. Thank you very much.

[The prepared statement of Mr. Bosworth follows:]

PREPARED STATEMENT OF HON. BARRY P. BOSWORTH

Mr. Chairman and members of the committee, I am happy to have the oppor-
tunity to appear before you today. We share a common goal—reducing the rate
of inflation. All of us are deeply aware that finding a solution to the inflation
problem is vital to the nation’s economic future.

All of the recent figures indicate that we are not doing very well. Despite our
efforts so far, the rate of inflation is increasing. I do not think, however, that
the outlook is nearly as grim as the statistics of recent months suggest. They
show inflation running at an annual rate of about 10 percent. Quite obviously
we are not going to end the year on a note as sour as this. For 1978 the figure
probably will be about 7 percent. While it is true that this is the wrong direction,
inflation is not running rampant.

I have attached some tables showing recent inflation trends.

During the balance of this year we expect considerable improvement. We es-
peéially -antieipate sharp moderations in food prices which were responsible for
most of the large increases we experienced earlier this year. Already fresh vege-
table prices have come down and I think the large increases in meat prices are
behind us, with a more stable level of prices for the remainder of the year.

Beyond the second half of this year the outlook is far less certain. Much
depends on the effectiveness of our anti-inflation program.

There has been criticism that this program so far has not produced any tangible
results, and without question there remains a good deal of skepticism about its
voluntary nature. But we did not expect the deceleration program to produce
immediate improvement in a situation that has worsened for more than a decade.
‘We have not sought a quick fix. The objective is to get a gradual but sustained
improvement over the next few years. The multi-year nature of many of our
wage and price contracts does not make it feasible for a voluntary program to
achieve dramatic results in a short time period.

But I believe it is too early to conclude that this nation cannot solve its inflation
problems through cooperative efforts or that we must again put the country
-through the-aggregate demand restraint wringer with milliors more out of work.
The Presidenit announced the concept of the deceleration effort last January:and
then further implemented it with a number of positive steps of which you are all
aware in April.

You have requested my assessment of the President’s anti-inflation program.
As T have indicated already, I think it is far too soon to expect major results.
From the outset we were aware that it would take some time simply to make a
modest start. But I will have to concede that the clock is ticking. I honestly do
not feel that we have a lot of time left.

I think, however, that any assessment of what has been done so far must be
viewed in terms of the alternatives.

There is no questior that the amount of fiscal stimulus could be reduced to the
point that inflation would end. You could hold down the money supply growth to
achieve the very same result. But let’s be honest about what we are talking about.
Since no businessman sets prices by the size of the budget deficit and no one
demands wage ircreases because they feel the money supply is rising too fast,
what we really mean is cut government spending, cut production, throw a few
million more people ont of work in hopes they will quit asking for wage inereases.

T agree that we could end inflation by this old-fashioned demand restraint. But
let’s not fool ourselves. The price, in terms of human costs, would be enormously
high. The best economic estimates are that it would take an additional one million
unemployed for two years just to bring down the rate of inflation one percentage
point. In my opinion, that is an unacceptably high price tag. We do not have an
inflation caused by excess demand and it cannot be halted by creating an even
larger nool of the unemnloved. And I don’t see ary convincing evidence now that
demand presures threaten new inflationary influences.

There was a time when just a little ageregate demand restraint applied through
fiscal or monetary policy achieved results. But this is no longer true. We have
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undergore a number of struetural changes in our economy—such as the reduction
of competition both in labor and in pricing markets and the growth of govern-
mernt.involvement—that have markedly altered our options. The fear of‘.un-
employment and lost sales as incentives to hold dowr wage and price inereases
has become relatively ineffective for several major sectors of the economy.

‘Fhere is, of course, another option—wage and price controls. But they are
simply not applicable to the kind of inflation we have today. Controls are short
term solutions to emergency situatiors. And this is not what we have. Inflation
has been a problem for us and all other industrial democratic nations for several
decades. The use of controls on a sustained basis would cause distortions and
inequities and would not address the fundamental structural problems. The Ad-
miristration has said repeatedly and emphatically that it rejects this approach.
One very basic reason is that we just don’t know how to operate controls. There
are millions of prices in this country and when you try to set them from Washing-
ton, you inevitably make serious mistakes that ultimately lead to bottlenecks and
distortions. And wher you try to set wage rates in Washington I think you run
the risk of creating basic changes in our political structure. The political activity
of labor and business would concentrate primarily on persuading the government
to approve their higher wages and prices. )

In between these two extremes there is very little. We have beer: looking at
some new incentive ideasthat are loosely lumped together as Tax Incentive Plans. .
1 believe that these options should be fully explored because they appear to
address the problem of insufficient incentives for the individual firm and worker
to exercise restraint in their wage and price decisiors. But there are seriows
-administrative problems. The idea certainly is well worth exploring. Significant
progress has been made in identifying and solving these problems, but we do not
yet have a version of such an incertive approach that is a viable option.

‘At present we have identified the major areas in which our anti-inflation efforts
will-need to concentrate and we have tried to develop for both business and labor
reasonable guidelines for nor-inflationary wage and price decisions.

The program has four major parts. First, the Administration recognizes that
the Federal government itself is an important contributor to inflation.

The Administration is committed to working with Congress to maintain a
responsible long-run budgetary policy that balances concern for sustained eco-
nomic growth with a determination to avoid excessive surges in aggregate
demand relative to: supply. The President has reduced the size of the proposed
tax cut to avoid excessive demard stimulation and has indicated that he will
veto budget bills that exceed his requested levels.

In other areas the President has strengthened the review and analysis of the
government regulatory process in an attempt to simplify regulations and assure
that their objectives are achieved in the monst cost-effective manner. It is reliably
estimated that government regulations add about three quarters of a percent
annually to the rate of inflation.

The President as well has frozen the salaries of the White House senior staff
and has recommended a 5.5 percent ceiling on this year’s Federal white collar pay
raise. He has ordered the Executive branch to reduce where possible the pur-
chases of goods and services where prices are rising rapidly.

But while the Federal govercment must do its share, it alone cannot solve the
problem. Cooperation of the private sector is vitally needed.

The anti-inflation program is based on the premise that deceleration must
be achieved in every market. To reach this goal individual industries are being
asked to limit price increases to less than the average over the last two years.
The objectve, as well, is to assure that there is no widening of profit margins.
Several individual firms already have pledged to meet this deceleration target
and we are continuing a full schedule of meetings to persuade others to do the
same. In this effort I am working closely with Robert Strauss, the President’s
special counselor for inflation.

We adopted a standard for price behavior that refers to the cumulative magni-
tude of price increases for the year 1978 as a whole in order to avoid encouraging
a multitude of small price increases for which we did not have resources for
analysis, and to encourage firms to be responsible for their own cost increases
rather than accepting a pass-through of costs as adequate justification for price
increases.

One consequence of that policy has been that we have not had a basis on which
to comment with respect to many pricing actions in the first half of the year.
During the next six months, however, many industries will be approaching the
deceleration target that we expect them to meet. I anticipate that we will need to

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



578

expand the Council’s activities in that area over the next few months. On the
basis of price developments through June, for example, we have begun a process
of contacting these firms in industries with price increases approaching the
deceleration objective to inquire as to what actions they contemplate taking
during the remainder of the year in order to achieve the objective. If they cannot
do so, we would like to obtain a detailed explanation of the factors responsible
accelerating inflation in this industry.

The third part of the program involves gaining labor support. A moderation
of prices can be sustained only if there is an equal reduction in the magnitude
of average wage increases.

Quite candidly we have not done very well here. A lot of this probably is
my fault. Perhaps I did not explain the labor side of the program well enough
and did not address myself adequately to some’special problems labor has with a
voluntary program.

It is a lot easier for business to make a price commitment than it is for labor to
make a wage commitment. If inflation fails to moderate, businessmen can simply
pull out any time and raise prices. But labor contracts are in effect for two or
three years.

So there has to be an understanding that the working man will be protected
if the cost of living continues to rise.

1 think there are equitable means of handling this problem. Many major
labor agreements contain cost of living escalator provisions. Alternatively, they
could choose to negotiate shorter-term contracts or to include provisions for.an-
nual wage reopeners. But our problem has been that, in the name of protection
against inflation, some labor groups have obtained wage increases far in excess of
the :ayverage American worker. These increases aldo exceed productivity gains
plus increases in the cost of living. We cannot continue this trend toward a dual
labor market where the wages of one group rise far more rapidly than those
-©0f the average worker. Nor can we ask the average worker to participate in the
anti-inflation effort by restraining his wage increases when the gains of others
are so much greater.

Both on the labor side and the price side the voluntary deceleration program
provides for flexibility to meet specific problems and situations. This is what
distinguishes it from a rigid guidepost approach. The program expects more from
those mdustrles and those workers who have done very well in recent years.
And it understands that it will have to accept less from those who have done
poorly.

We recognize, for instance, that firms that lowered their price-cost margins
during the recession will experience a rise in those margins as demand strength-
ens. The program is not designed to penalize those firms who have in the past
varied prices in response to market conditions. By the same token there should
be flexibility to allow for uncontrollable mandated costs from government pro-
grams such as payroll tax increases, regulatory actions, tax changes and imported
raw materials.

On the other side, it is absolutely true that the average American worker has
not fared well because of inflation. This does not apply, however, to those workers
in the central industrial core of our society. They have been receiving gains of
about 10 percent annually. If we are really going to do anything about inflation,
these groups must begin to moderate their gains and bring them back in line with
the 7 percent average of the rest of the economy.

The final part of the program deals with those sections of the economy that
present special inflation problems. These include medical care, food, transporta-
tion and housing. In general the rate of price increases in these sectors has
consistently exceeded the economy-wide average.

There is before Congress a hospital cost containment bill that was designed
to provide significant relief in this area. But it seems now to have almost no
chance of passage. Recently the Council on Wage and Price Stability met with
representatives from the American Medical Association in an effort to persuade
individual doctors to hold down their rate of fee increase, which has been
accelerating much faster than the general rate of inflation.

In the final analysis, T cannot guarantee you that the course we are following
will do the job. And it might not be the best approach. But so far, given the op-
tions, no one has been able to come up with a better one. And God knows we have
tried.

This Administration is serious. And it is committed. It will do all in its power
to make the program work. But success or failure really depends on cooperation
from both business and labor.

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



579

All I can guarantee you is that if we fail, the Federal Reserve will not tolerate
another long spell of rising inflation. The result will be an end to the economic
expansion and a subsequent recession with absolutely no guarantee that we will
emerge from it in any better shape in terms of inflationary pressures.

ALTERNATIVE MEASURES OF PRICE INFLATION

December
1977 relative Annual changes !
importance Percent chang
(percentage) 1976 1977  year to date?
Consumer Price Index:3 .
All items. 100.0 4.8 6.8 10.0
Food._.. 17.7 .6 8.0 18.7
Ener; 8.6 6.9 7.2 7.4
Home finance, insurance, and taxes 9.2 1.6 11.2 19.3
Used cars_ . iiiiicicaaoo 3.0 19.0 -4.1 140
.. _ Otheritems__ 61.5 6.1 6.2 6.7
High inflation components:
43.9 5.4 1.6 10.8
5.0 10.1 8.8 8.7
17.7 .6 8.0 18.7
5.5 6.1 8.0 11.6
12.2 -.9 8.0 2.21
Retail value. . . -3.2 5.1 23.0
Farm value. -10.6 4.3 50.9
Farm-retail 2.1 5.6 7.5
{mported food - _ 15.9 25.7 NA
Wholesale Price In
Finished goods_ 1.2 3.3 6.6 10.5
Producer. 2.2 6.4 7.2 8.3
Consumer. 9.0 2.1 6.4 11.1
Consumer less food 8.7 4.9 6.1 1.9
Intermediate less food 5.5 6.4 6.4 7.7
Crude less food. . 4.0 13.5 11.4 14.0

1 December over December of prior year.

2 CPJ figures show December to May changes, WPI figures show December to June changes. All figures are seasonally
adjusted at annual rates.

3 CPI for all urban consumers. A

4 Domestically produced farm food comprises 100 percent of consumer food at home. Relative importance of the com-
ponents of this group are: Retail food, 100 percent, farm value, 41 percent; and farm-retail margin, 59 percent.

Source: U.S. Department of Labor and U.S. Department of Agriculture.

ALTERNATIVE MEASURES OF EMPLOYMENT COST

Average annual percentage
change December

1977t0  June 1977 to

1967-77 1976-771  June 19782 June 1978

Private nonfarm sector:

Average hourly earnings.__ 6.9 7.6 9.4 8.4
Hourly earnings index 7.1 1.2 8.3 8.2
1977: 1V to 1977:1to

1978:12 1978: 1

Hourly compensation (all persons). . . ..ocooeeeeooenn 7.7 8.9 13.2 9.1
Labor productivit R - 1.6 3.0 -3.3 .9
Unit{labor costs_._________________ . 6.0 5.7 17.0 8.2
Real’wages, average hourly earnings. - .8 2.9 0 1.4
Realispendable earnings3________________.___.._..._. .3 2.2 -11.9 L9

1 Average annual percentage change 1975 IV to 1977 IV.
2 Seasonally adjusted at annual rates. X
'3 Real spendable weekly earnings of a worker with 3 dependents.

‘Source: Bureau of Labor Statistics.

Representative BorLring. Senator Javits, I understand you have a
time problem, so I will be glad to recognize you first.

Senator Javrrs. Thank you.

Mr. Bosworth, I came especially this morning because I wanted
very much to hear the administration’s position in this matter.
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Do you expect your particular areas of activity to be changed, modi-
fied, or intensified; or do you look forward to carrying onm, as you
have indicated in your four-step administration program, pretty much
as you have in the past ? . .

r. Bosworriz, After 3 months of really intensive activity with
respect to the inflation issue, I would not say that we are happy. I
would say the administration has been placing a great deal more stress
on the inflation issue since the President’s speech in April.

We have provided the framework where we should constantly be
considering some additional measures consistent with it to firm it up.
‘We are well aware of the fact that we have problems, particularly with
labor, where our original proposals did not go over well, and we will
have to consider some alternatives. And we are.

; However, we don’t anticipate any dramatic changes in the near
uture.

Senator Javits. Do you feel you have the authority to make what-
ever recommendations you believe should be made in order to cushion
inflation ? For example, in your prepared statement, you say that fresh
vegetable prices have come down, and the large increases in meat prices
are behind us.

Now, the meat price problem is susceptible to the impact of imports.
TImports can be increased or decreased, by executive branch action,
and have been.

In your opinion, do you have the power to make recommendations
to the President and to make public those recommendations—for ex-
ample, that imports should be 1ncreased if you feel that large increases
in meat pricesturn out not to be behind us?

Mr. Bosworta. Yes, although I would point out we did make that
recommendation 2 months ago and the President did increase the
amount of imports. The difficulty you face on the import side is that
the situation in the United States is largely duplicated in the world
market. There is a worldwide shortage of meat products, and the op-
portunity to expand meat products was limited to the actions that the
President took to import 200 million additional pounds for the rest
of the year.

There is not a lot of meat out there in the world market just waiting'
to come into the United States.

In addition, we know that meat prices were almost absurdly low a
year ago. At that price level, the American beef producer was going
bankrupt. It was around $40 a hundredweight on the Omaha market.
When it started to get up to $55, that was more reasonable.

However, when it started to get to the rate of $60 or $65, we got

concerned. I don’t think we could take many more actions to moderate
meat price increases for the remainder of the year, but I think they
have stabilized, the speculative elements has largely gone.
. Senator Javrrs. What I had in mind is the fact that when we allow
mports, they have a moderating effect on meat prices; however, the
fact that we make it possible doesn’t mean we will obtain the extra
meat economically.

The other question I wanted to ask you is to what extent would
more effective consumer advice from the Department of Agriculture

help you to stabilize prices? This has been a much debated question
for years, and I myself have discussed it. I have never been given
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a really satisfactory explanation as to why we don’t have topflight
consumer services. We leave it to consumer advisers hired by NBC and
CBS and so on to tell us that this morning’s calf brains is a good buy.

If you are in business to moderate prices, why can’t the U.S. Gov-
ernment, as a matter of national policy, give the consumer the break
whieh would come from authoritative advice? The Government could
say, “We don't think you ought to buy beef today because all you are
doing is hurting yourselves,” or “We think you should buy now be-
cause there is too much beef around.”

Mr. Bosworta. I don’t think too many people would want to take
the job of saying we shouldn’t buy beef. 1 said that a couple of months
ago, and sometimes I regret I did. There are two sides to every story.
There are beef producers who think the price is way too low and
should be higher. But we have addressed the question more broadly
with advice to consumers about purchases, and Ms. Peterson of the
White House is actively trying to put forth a program they are work-
ing on to develop a more effective food information program for
consumers.

Senator Javrrs. Could you send me a memorandum about the ideas
you have discussed with Ms. Peterson? Often I find they die in the
bureaucracy before we find out they were aborning.

Mr. BoswortH. Yes.

Senator Javrrs. The last question I have for you is on the issue of
productivity. I notice your discussion of tax incentives to stabilize
prices. I am interested, and I lock at it very sympathetically and
carefully. But isn’t it a fact that we are “in the cellar” in productivity
among the leading 10 industrial countries and the cost of domestically
manufactured goods, therefore, is higher than it should be? This 1s
very inhibiting in terms of supply and stable prices, and even to meet
foreign competition. In foreign competition, we are bested materially,
especially by the Japanese, and not always on what ought to be strictly
«economic grounds.

_ Chairman Bolling, with my strong urging, asked the committee to
investigate the American industrial plant, and we have found it is
becoming obsolescent.

Wouldn’t it be within your jurisdiction to make recommendations
for and to urge a major productivity drive in this country ¢

Mr. BosworTH. Our productivity does put us in the cellar. A 1-
percent slowdown may not seem like much of a decrease, but when
you think of it asa third of our annual growth, it certainly is alarming.

Sen@ator Javits. When you say “a third,” do you mean over the
years?

Mr. Bosworra. In the fifties and sixties, we were getting a 8-percent
growth. Earlier this year, we were down to 2 percent. Given the
events of the first half of this year, we are even more worried that
in the private nonfarm sector productivity may be as low as a percent
and a half.

That would be less than half the rate we were getting a decade ago,
and it is causin%serious concern.

The JEC published a study about a year and a half ago, and one
of the things they very dramatically pointed out is the complexity
of the issue and the difficulty of even trying to explain this produec-
tivity slowdown.
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The Council on Wage and Price Stability published a report earlier
this year where we tried to look at the common indications, like a
shift in workers’ age and sex, but they did not appear to hold up.
There has been a slowdown in capita.f, formation, but it came after
1974, well after the productivity slowdown first began. So, while I
am sure it is a contributing factor, it is not a complete explanation.

As we look at productivity, one thing that increasingly worries us
is the Federal regulatory area, and the complexity of the regulations
that we are overlaying on top of the industrial system.

In a study by Mr. Ed Denison of the Brookings Institution, he found
that Federal regulations have a minor influence on productivity. The
delays in licensing requests and the costs of some of these programs;
after all, if you want to improve the environment, you have the
outlays, and they don’t show up as wage increases, and don’t show
up in profit margins.

That is the cost, so to speak, with the benefits being the improve-
}nlqer}llt of the environment. We think a lot of those costs are excessively

igh.

But the administration proposed some rather substantial increases
for investment, increases in the investment tax credit, and a cut in the
corporate tax rate at the beginning of the year. I don’t think we are
going to get the measures through Congress this year, unfortunately.

‘We have another productivity study going on now, where we are
looking at individual increases rather than the overall economy. I
don’t know why productivity growth has been so slow in this country
in the last decade. I just don’t have the explanation, and I don’t think
the President or anybody else has a full accounting of it.

Senator Javirs. Mr. Bosworth, my time is up. I think with all
you have given us—pleas, confessions, and avoidance—I cannot see
anything except that this administration has failed. I don’t accuse
this one because it is a Democratic administration. Rather, as was true
of others, this administration has failed to launch a national produc-
tivity drive and awaken our people in a vivid way—not by studies,
because they don’t register—to the erosion of American strength and
economic capability and to the resulting drop in productivity.

Although one opportunity for increased productivity results from
the necessary automation of American business, I rather suspect that
one of the biggest problems is the morale of American workers. I
strongly commend to you—I am not finding fault with you—that
one of the greatest things you officials could do is to leap into this
field with both feet. The heart of the matter is here—not in what vou
izre lca,lled upon to do—but rather in what you can do to affect price

evels.

Thank you, Mr. Chairman.

Representative BoLring. Thank you, Senator.

Congressman Long.

Representative Lona. Thank you, Mr. Chairman.

Mr. Bosworth, we are happy to have you with us today. If T under-
stood you correctly, you feel that those of us in Government are
making some progress, at least with respect to our attitude toward
inflation. You seem to feel that we are at least beginning to under-
stand the problem, and are beginning to take some steps to try to
reduce the effect of inflation, and that the same is not necessarily true
of the private sector.
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Is that correct ?

Mr. BoswortH. In terms of attitude, I guess we could say yes.

Representative Long. I wonder if rﬁaps one of the reasons for
that might be that we can control and understand our own attitudes,
but that we have little control over attitudes, because we have some
degree of control in the private sector, or practically none.

At this time, though, we find Chairman Miller proclaiming inflation
tobe public enemy No. 1, and we find you, and my friend Bob Strauss,
trumpeting the inflation alarm. The fact that you have seen some
results in the Government sector and not in the private sector: may
perhaps mean that what you are doing is counterproductive, and that
1t is causing, or hardening, the inflationary expectations on the part
of the private sector.

‘What is your reaction to this eriticism ?

Mr. BosworrH. I think that is a real possibility. It isn’t the state-
ments we have made that have upset the public about inflation. I think
it is what has actually happened.

The price increases this year are a very real phenomena. But, for
example, I’'m often told that by highlighting the major union labor
contracts and pointing to them, you harden their attitudes and make
them dig in even more, so they are even more reluctant.

The only answer to that 1s to keep quite. But when we did so, the
contracts were very large. Now that we are talking about them, the
contracts are very large.

I think the first step in this is to get people to recognize the severity
of the problem; it isn't going to go away overnight. The cost of doing
that may be in the early stages that in fact you lead people to
anticipate——

Representative Lone. In effect, a self-fulfilling prophecy ¢

Mr. BosworrH. Yes, and also in this area are people’s concerns
about controls. In the last few months I think we have been successful
in calming them down; at least when I talk to businessmen and labor
leaders, they take us seriously when we say, no, we are not going
to go to controls, and you should not worry about that.

o any sort of speculative activities of that kind have, I think, been
largely calmed.

Representative Lone. What do you think of Senator Javits’ sug-
gestion about a major productivity drive in the United States?

He had to leave and didn’t give you an opportunity to comment
on it, and I just wondered what your views on it were.

Mr. Bosworra. I think that productivity is a major part of the
inflation problem, and yes, we would like to have a drive for improved
productivity, but the problem is that we had better know what to tell
people to do. The problem is that we don’t know why productivity has
slowed down.

If we asked people to improve productivity, they would say, “How ?”

Representative Lone. The Senator believes a substantial part of
the difficulty might be a morale problem in the United States, and that
to some degree could be corrected. Do you feel the morale problem of
the American worker is a substantial part of the problem?

Mr. BoswortH. No. The people who use the measure of worker
morale try to see whether it has deteriorated. In some industries, work-
ers have never liked their jobs, but productivity has gone up. If you
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say there is room to improve productivity in the area of work rule
changes and the like, that does lie in people’s discretion, but the prob-
lem doesn’t seem to be any worse than it was a decade ago. ‘

In my view, there are things that could be done in that area, but
they are not the reason that the rate of growth of productivity has
slowed down so dramatically in the past decade.

‘Representative I.one. What is your educated guess on that?

_ Mr. BoswortH. My educated guess is that it is government regula-
tions. We have made it so much more difficult to create new p’iants
as opposed to modernizing or updating. One of the things I found
most striking is the sharp dropoff in new greenfield sites in American
industry, the building of a brand new plant from scratch.

We have been looking at productivity in individual industries. We
have found, for example, that the opportunity te improve productivity
in the steel industry from a completely new plant is an order of
magniture greater than the opportunity to improve productivity in
a given plant. They get into the problems that under the new tech-
nology, the flow of the materials in the old plant is backward.

You can’t lay out the assembly line in the old plant in a more
efficient fashion. A lot of that goes to the tremendous difficulties of ever
getting approval, particularly within the environmental area, for a
new plant.

With all the license requests that they have to get, it delays things
and increases the risk, you have to plan further ahead.

I think that is part of it. I think the second major factor has been
the fact that this economy has been on a roller coaster for the past
decade. Whenever we have a boom, everybody switches and worries
about inflation; and then we go into a recession, and everybody gets
upset about the unemployment rate. ‘

With that type of up-and-down behavior of the economy, no busi-
nessman can make an intelligent decision about what future output
requirements will be.

A lot of the mistakes have been made because people have wrongly
anticipated the magnitude of demands made on their industry, and a
lot of resources have been misallocated because of the performance
of the overall economy.

That is compared to the 1960’s, where we had a slow but sustained
increase in economic activity. Then, people could make much better
projections of what their investment needs were going to be.

The fundamental reason we are not getting more investments today
is that nobody believes the expansion will continue. They know infla-
tion is accelerating, and the Federal Government is restricting, and
we are headed for a recession. So, they reason, “I don’t need to build
a new plant now.” I would say that factor and government regulations
lie behind it, not shifts in the age and sex composition of the labor
force.

Representative Lone. Some of these regulations have been moder-
ated, some quite recently, as you well know. Do you think they have
been moderated to any extent that is measurable, or will become meas-
urable, as a counterirritant, so that the regulations will allow pro-
ductivity to rise again?

Mr. BosworTH. I don’t think they have to be moderated. The prob-
lem isn’t that we have been asked to improve the environment too
much. The problem is the way we are going about doing it.
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The problem is caused by the bureaucratic system, the licensing
requirements, administrative procedures, and noneconomic decisions
that we are forcing people to-make to get to goals which, when looked.
at in an economic perspective, are reasonable. The regulators need an
understanding of the economic impacts of what they are doing.-

In that area, in the last year there has been a change in attitude on
the part of the regulatory agencies. They are making much better
efforts than they were before.

I think the (?(lmgress could do more by writing into the laws specific
requirements. ss,yin%r this is the intent of Congress. Some regulators
say, “Congress didn’t want us to look at the economic impact.” It would
help if you put in the laws that they have to be cost-effective. By
doing that you could streamline the whole process, speed it up, and
not have the negative effect on productivity.

Representative Long. I was thinking the same thing. I think as
regulators gain more experience with the problems that regulations
have helpei to create they will make some changes in recognizing
the economic impact, and in many instances, the utter absurdity of
what their regulations require.

Thank you, Mr. Chairman.

Representative Borring. Senator McGovern.

Senator McGovern: Mr. Bosworth, it is said frequently, and I gather
this has also been said by you, that one of the major factors in the infla-
tion problem is farm prices. v

I am at a loss to understand that, because when we talk with farm
people and go over their prices as well as their costs, they make a pretty
compelling case that. prices are too low.

You know the city was filled with farmers here earlier this year
who convinced a good many Members of Congress that farm prices were
too low, as over against the cost of production.

What evidence is there that farm prices are out of line ?

Mr. BosworTtH. First of all, if you ask me what has contributed to
inflation, my answer doesn’t have a value judgment about whether the
price increase was justified or unjustified. Look at the rate of inflation,
and see what prices are going up rapidly. Food prices have been a prob-
lem, because they are rising at over twice the rate of every other price.

Now, the question is, whether that is necessary or desirable for other
Teasons.

Senator McGoverN. What is causing the increase in food prices?

Mr. BoswortH. The factors I went over at the beginning of my testi-
mony were concerned with the large increase in meat prices. Then I
pointed out the current inflation in food prices has been Eeavily driven
by this increase in meat prices.

If you look at the wholesale level, livestock prices were about $40 a
hundredweight last year.

They were abnormally low, and they had to come back up, if the
herds were going to be maintained and rebuilt over the next few vears.

That is still inflation. When the prices went up from $40 per hun-
dredweight to $55 or $60 a hundredweight, they were rising a dollar
every couple of days, and that is when we took action.

They have now stabilized in the area of $55 a hundredweight, which
seems to be reasonable: ’ .

‘Senator MoGovern. Would it be accurate to sdy, in order to get at
the heart of the problem, that a year ago farm prices were too low, in=:
cluding cattle prices.

37-250—79——5
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Mr. BosworTtH. From an economic point of view, yes.

Senator McGovern. In order for a producer to at least regain his
cost of production, his prices had to go up.

Mr. BosworTH. Even when the new farm bill went into effect, grain
prices were allowed to rise, so, from an economic perspective, some of
thosé rises are in line with costs.

Senator McGoverN. So the remedy for those who are concerned about
controlling inflation, and I assume that includes all of us, does not
point in the direction of a deliberate effort to lower farm prices?

Mr. BoswortH. I think the focus on farm prices should not be that
they are too high or too low, but that they are erratic. From the first
half of the year, they exploded up at a 50-percent annual rate of infla-
tion. We should be trying to provide some continuity and stability.

I think that the new farm bill passed last fall by Congress was a
minor step in that direction, because the fundamental pinning of food
price inflation is grain prices.

What the Congress has moved to do is to establish a stabilization
reserve to make sure prices don’t go exploding upward too rapidly.
Then you set a minimum price based on the cost of production, just
variable costs, and that is reasonable. '

So prices are free to fluctuate within that band, but they can’t drop
below it, and they can’t go above it. That seems to me a reasonable
approach.

Now, if we had stabilized like this in 1973 and 1974, we wouldn’t
have the meat shortage problem today. It may strike you as a long way
back to go, but it really is the explanation for why meat prices are going:
up so much today.

The sharp rises in meat prices in 1973-74 touched off a consumer boy-
cott. They stopped buying. The market broke, and the meat producers
panicked and started over a 3-year period to unload their herds. They
finally ran the herd down, and then they moved to rebuild the herds.
Thus less meat will come to market and the prices will have to rise
again.

gI think the answer to that is not to say that we want them either low
or high, but we want a level, and government policy should focus on
making sure they don’t fluctuate too much in the short run.

Senator McGovern. I agree basically with what you are saying. T
certainly recognize the fact that the cattle cycle runs for several years
at a time. .

It does seem to me, though, that there are times when the adminis-
tration’s actions ignore that.

For example, the recent decision to open up beef import quotas: To.
people engaging in the production of livestock, who are trying to re-
cover, now, over the next 2 or 3 or 4 years from the unsatisfactory
prices they have received for the last 2 or 3 vears, they see a move like-
that as a punishment to their efforts to rebuild their herds.

How could they interpret it differently ?

Mr. BoswortH. I have found beef producers’ attitudes towards meat
imports are irrational. Meat imports in this country are 7 percent of
beef production, and a couple of percent of overall meat consumption.
What the administration did was raise the level slightly.

There is no way that could have a dramatic real impact on prices.
eﬁSen?ator McGovern. Doesn’t it have an impertant psychological

ect
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Mr. BoswortH. It signaled a change in policy that broke the
speculative boom. The prices gradually went from $40 a hundred-
weight to $55. That is not an unreasonable price.

Then they started to move very dramatically up into the midsixties
range for no apparent reason. It looked like more pure speculation in
the market. .

If this had continued and had been passed through to the retail level,
I think the farmers should have worried about consumer boycotts and
rebellion against those prices and a repeat of what happened in 1973
and 1974. '

What the administration did was take an action which in the long
run can hardly do anything to prices. It broke speculation on prices;
they fell sharply, then they recovered, and they are now in the range of
$55 a hundredweight, and are stable. ‘

Tt seems to me that we stopped the speculative boom that would
have done nobody any good. Now the market is trying to operate, and
200 million pounds of imports i not going to hurt the American
farmer. It isn’t even the right type of meat. It is hamburger and lean
meat that goes into McDonald-type hamburgers, not the type of meat
produced by the American farmer.

I think he worries about something that has almost nothing to do
with what his own returns are going to be and——

Senator McGovern. I disagree with you on being the wrong kind of:
meat. We probably should be eating more of this lean, grass-fed beef.
[Laughter.]

Mr. BosworTH. I expected somebody from the Dakeotas to say that.

Senator McGoverN. No; that isn’t my concern. Qur producers pro-
duced the corn-fed fat beef that we call “choice beef.” I would prefer,
for health reasons, that we produce and consume leaner meat. I recog-
nize, Mr. Bosworth, what you say is true. A couple of hundred pounds
of beef in itself is not going to break the American market.

It is questionable whether we dre going to get those imports any-
way; but it certainly has a psychological impact on the market just at
the time when producers appeared to be recovering from the long,
painful losses that they had suffered in recent years. )

That is the only point I'am making.

Mr. BoswortH. The price did come back up again.

Senator McGoverN. I’m sorry, I missed your response.

Mr. BoswortH. The price did come back up. The low prices lasted
about 2 weeks, when it overshot. It is back up.

The farmers were upset about 10 or 14 days after the action, but
then the prices recovered, and came to that reasonable range again.

Senator McGoverN. I certainly agree with the point you make about
the grain prices being crucial to what happens to meat prices. I do
hope we can be more successful, both in establishing reserve policies
that will stabilize grain prices and in holding the prices at a more
equitable level. It just makes no sense at all for the United States,
Canada, Australia, and Argentina—four countries that are producing
85 percent of all the grain that moves in international markets—to
sell.grain below-the cost of production, because they don’t cooperate
in terms of the reasonable price.

They are undercutting each other.
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T’d like to pursue another matter, Mr. Bosworth. If you have gone
into this, don’t repeat the answer, but I have been very much interested
in Mr. Okun’s argument—Arthur Okun’s proposal—to use the tax
structure as a means of tamping down inflation, provide tax conces-
sions to industries and to workers who agree to hold the line on wage
and price increases.

Have you discussed that matter this morning ?

Mr. BoswortH. No, we have not. I think it is fair to say that I am
very interested in it as well, and so are several other people in the
administration. We have spent quite a bit of time in the past year
Yooking fairly intensively at dig"erent forms of tax incentive type
programs.
~ We have now narrowed it down to two basic problems with two
different types of programs we have evaluated.

First are the administrative problems; and, quite frankly, we have
not solved them. Even though the idea is an interesting one, there are
still enough of the administrative difficulties so that we can’t yet come
up here and say, “Here is a plan you might look at, and it is all
worked out.”

However, we have solved quite a few of these administrative prob-
lems. Over the next few months, I hope we can work on answers to
the rest of the problems. Then we could say, “If somebody wanted to
do this, this is what a plan would look like in detail.”

The other problem is whether or not it will have any impact. There
are some questions about whether or not there would be much impact
from taxes, but I do think the basic idea is a good one.

If you are saying that there has been a reduction in the de, of
competition in the economy today to the extent that the fear of losing
one’s job doesn’t hold down on wage increases and the fear of loss of
sales doesn’t hold down prices, and you have a concentrated labor and
producer market, then the idea of putting in some other play like:
throwing people out of work and trying to make the risk of unemploy-
ment higher is not a good one. Let’s, instead, put in some other in-
centive that makes it more in a person’s interest to hold back on wage
increases.

Tt sounds like a good idea. The problem is, if you look at it and
work out an economically rational plan, it isn’t much of an incentive.

Suppose we put $10 billion out there. A $10 billion tax cut. On wages,
the effect of the relative impact would be about a half of a percentage

oint.
P The worker faces a trade-off, to take the wage increase and reduce
it by half a percent every year into the future. So if he takes a cut
in the magnitude of his wage increase, you are going to lower his in-
come every year all the way up.

The present discounted value of that income swing, even with a high
discount rate, is probably seven or eight times, if there is no wage cut,
and he compares that to a little tax cut in the first year, which he
doesn’t get thereafter. It is not a verv powerful incentive to induce
somebody to give up the sure thing of a 'wage increase that they are

oing to be able to keep forever. And you are coming back and saying,
“You have a tax return for 1 year.” ‘

Senator McGovern. He gets the prospect of lower. prices.

Mr. BosworTtH. That is true, but the individual says, “If I do it on
my own, nothing will happen to prices.”
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If everybody says, “I would be willing to hold down on my wa,
increases if prices would come down. However, even if I do it, nobog;
else will do it, and prices won’t come down,” this program still wouldn’t
increase his expectations that others will do the same thing.

The problem is that individuals on wages are completely independ-
ent of what is going to happen to prices.

Senator McGoverN. The problem is that voluntary restraints don’t
work very well.

Mr. BosworTH. That is the problem we have today. We talk to in-
dividuals and say, “Why don’t you hold back on your wage increases?”
And they say, “Nobody else is going to do it.”

Other proposals have the same problem. We are at the stage where
we haven’t quite made up our minds. All I am trying to point out is
that there are some pros and cons to these things, and they don’t look
to me like they are a magical solution that will eliminate inflation
problems. However, they still may have a high enough value to be
warth trying. :

We are trying to put out specific versions. We have fully discussed
the incentive effects, and the budget loss.

Representative BoLrine. You said earlier, Mr. Bosworth, that you
had been successful or relatively successful in convincing people that
we are not going to go to wage and price controls, and I think it is
important for the sake of the record that you discuss that a little bit
more; why, overall, wage and price controls, which I oppose for my
own reasons, which stem not from anything political but the experience
of having to deal with the legislation during the Korean war when
nobody else seemed to be interested in touching it with a 10-foot pole,
and not feeling we had a very good experience with it even in that
situation.

What are your reasons for feeling that we should not have on the
shelf, let us say, a standby wage and price law ?

Mr. BoswortH. Let me just take the issue of the controls themselves
without going to standby.

Representative BorLine. All right.

Mr. BosworTH. First, I think there is a major difference now, com-
pared to 1971. In 1971 you had a lot more support from the people
you were going to control, and, if you are going to have opposition to
controls from the very group of people you are going to try to con-
trol, they are going to fight it every step of the way. So you are going
to have even more difficulties than we had that time; and at that time
the outcome was not very promising.

Second, I would diagnose the fundamental inflation problem as one
of changes in modern industrial economies, and the basic industrial
structure of them, which is a permanent, longrun problem.

Inflation is not something that has been with us for a few years, that
we solved once and can make it go away again. Controls can be used
for a short period of time, and then people find a way to get around
them. Then Government bureaucrats make mistakes.

It is awfully damned hard to figure out what the right wage or price
should be, and we do begin over time to distort the structure, and we
get involved in shortages and black markets and things like that. So
you run into a lot of difficulties.

Third, as I mentioned earlier, the tax incentive program has some

administrative problems, but controls have even more administrative
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roblems. Just trying to measure price increases is not an easy thing.
They change the quality of the product, and they introduce new prod-
ucts, and how do you link them ¢

So there are an amazing number of administrative difficulties in
trying to keep track of what people are doing that we don’t believe we
can solve. I don’t think we could find a way, in effect, to really admin-
ister price controls.

Wage controls raises lots of political problems. If people thought
Washington, D.C., was going to determine wages, then the whole game
would shift here. It would be a negotiation between labor groups and
the Federal Government, and I don’t think that is a good trend.

Representative BorLrine. In effect, the last thing that you didn’t say,
but implied it, is that you really corrupt the society if you propose to
have controls over a long period of time.

The incentive is to find a way around the controls, and when that is
compounded by the economic distortion and inevitable failure of ad-
ministration—not overall failure, but partial failure of administra-
tion—you tend to force the society to corrupt itself.

I think that probably almost surely happened in World War II, but
nobody has made that study, and I don’t know that the material would
be available now if you wanted to.

Mr. BoswortH. We know that black markets became quite a problem
in World War II. We know they are quite a problem in other countries
that do have price controls. You simply substitute standing in a longer
line for a higher price.

Representative Borring. Then a similar problem, the program we
have been trying to get through the Congress on energy is obviously
very inflationary. The argument is made by some who oppose that
program that we ought to have rationing. I will leave out the standby.

‘What is the relationship between rationing as an instrument of price
control ?

Mr. BoswortH. It is a system of price controls, using something other
than the price mechanism to try to allocate resources. I think, if we had
another oil embargo, we could make a case for rationing. In a very
short period of time of an embargo, you don’t like to use prices alone
to determine who is going to get a scarce commodity. But over a long
period of time you have to worry about allocating.

Representative Borring. The same set of problems.

Mr. lBonswon'rﬁ. Yes, you’d have the same set of problems as in price
control.

Representative Borring. You discussed the impact of regulation and
the administration of regulations on the economy. I suppose it is really
too late to make it worthwhile to raise the question. But, has a thorough
look been taken at the different approaches that are always possible
in dealing with similar situations, the environmental situation over-
all? You can approach it by regulation, or you can approach it by
incentives or disincentives.

Has any serious work been done on that, a comparison of the ap-
proaches?

Mr. BoswortH. There are some academic studies, particularly in the
pollution abatement area, which put forth specific proposals about how
incentive programs, for example, a tax program. would actually work.

It is not feasible in all cases. If you pursue either approach to the
extreme, you can get situations in which neither will work. But I think
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we should place much greater reliance on incentives. We have current
ones. One that we are debating right now is air rights, and it’s a big
mess.

In areas where they do not meet the standards, you have to sell off
the rights. How do you do that? .

It is like owning land. If you have the right to build a plant in an
area, the pollution right is the same thing as owning land. The policy
has been to give it away to first come, first served ; 20 years from now,
it is something like $50 billion in rights.

Representative Borring. $50 billion ¢

Mr. BosworTH. Yes. Now, you are going to hand those out by ad-
ministrative needs? I think that route 1s fraught with corruption and
the potential for scandal. Who is going to get it first?

pr in a city you want to come to you can afford to build only one
plant, what plant is going to be built?

‘We know of a situation where somebody wants to build a steel plant.
In order to do that, you need a public utility to supply more energy.
You can’t build both. Right now the public utility has the air rights,
but if you don’t build the steel plant, you don’t get the public utility.
But if the steel company got the air rights, they wouldn’t have power
to run their plant. Are you going to let EPA hand them out to
whomever:

Representative Borring. After we find a saint to administer it.

Mr. Bosworta. Yes; and since you won’t find a saint to administer
it, I worry about the potential implications of such systems.

Why don’t we set up a market? You could sell off these air rights.
You could take them to the highest bidder, the industry that needs it
the most. You can have local authorities, if you like, planning the di-
rection they want to go, but you can’t hand these things out willy-nilly,
first come, first served.

They are §oing to have an enormous impact on regional distribution
of industrial production in this country.

Representative Bolling. Thank you.

One of the things that worried me about deceleration in the begin-
ning was that it seemed too simple.

Mr. Bosworts. It hasn’t been simple.

Representative Borrine. I know it hasn’t been simple in terms of
your relationship to it, but isn’t it as you implied—and I don’t have
any desire to put words in your mouth—but I think you implied in
some of the discussion, isn’t it so simple that it has, in effect, left the
question where it is almost inevitable that the people who get the
highest wage increases continue to get them. The people who have the
most market power over prices continue to have whatever you want
to call it, the most market power. Is there some modification or varia-
tion that would be better ¢

Mr. BosworTtH. Well, to tell you how we arrive at it, what we were
originally after was some way to have an objective on the price side.
If you go back to the 1960 guideposts, for example, they were just a
standard for wages. On the price side they didn’t say anything. Busi-
ness passed through cost increases. A concept of cost passthrough, we
think, is very inflationary. The businessman can raise his prices with
no incentive to hold down on costs, and particularly no incentive to
improve productivity.

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



592

So what we were after was a standard of price behavior independ-
ent of that. We obviously couldn’t go through industry by industry
and just pull a standard out of a hat, because every industry has differ-
ent rates of productivity increases and different rates of cost increases.

‘What we did instead was to go back to the last 2 years of stable eco-
nomic recovery, 1976 and 1977, where you could see the dependence on
energy price increases and on labor costs, et cetera. So the way to ar-
rive at a reasonably sound price increase for individual industries was
to use the average of the last 2 years as a starting point.

We could have used a longer time, but we didn’t want to take 1975
becanse that was a recession year, and we didn’t want to go back before
the oil embargo because it didn’t reflect the differences between indus-
tries and the importance of fuel supply.

So we said that the price increases in 1978 relative to the averages:
of the past 2 years was not an unreasonable industry-by-industry
standard.

The problem comes up, as you point out, on the labor side. Decelera-
tien makes no sense, applied on a wage-by-wage basis, because it says
the guys who have been getting 10 percent wage increases get 9.5 or 9
percent, and people who have been getting 2 percent get 1 or 1.5

rcent.

We modified that. We said, “No; what we seek on the wage side is-
that realistically there must be much greater deceleration by those
people who have been getting wage increases above the average.”

So, in recent months we haven’t really done or said anything about
people whose wage increases have been below the average.

e have been seeking to bring the people with large wage increases-
back in line with what everybody else is getting. That means the ma-
jor union round of negotiations. It means the industries in the large
Industrial core of the economy which are highly concentrated with
not much competition. In many cases they have trade restrictions to-
make sure that they don’t have to face up to foreign competition, and
the regulated sector of the economy has the ICC and that type of
regulation.

e focused on those wage increases, to bring them back in line with
the average. Somehow or other we have to bring these disparate wage
increases back in line. We cannot continue the trend of the last half
decade, which is the enormous disparity in terms of increases in wages.
Some groups are getting 10 percent more a year, and others almost
nothing. It will give you a dual economy.

Representative Borring. Don’t we already have a dual economy ?

Mr. BoswortH. I think to some extent it has gotten to the point:
where the relative wage differentials——

Representative Borring. We also have an economy beneath the regu-
lar economy which must be related to the people we lose in the census
a{;;l the number of people working off book. I don’t know anything-
about 1t.

Mr. BoswortH. That is a different thing. The distinction you can
make today is between income gains in the so-called noncompetitive:
industrial area compared to the wage gains in the more competitive:
sectors. Look, for example, at a steelworker compared to an appare!
worker. The steelworker has had 10 percent a year, and the apparel
workers are down around 3 or 4 percent a year.
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Representative Borring. You picked an interesting industry, be-
cause, if that is an industry that is not competitive abroad——

Mr. BoswortH. Which one?

Representative BoLLing. Steel.

Mr. BosworTH. But it is protected from competition.

Representative BorLring. But you get all these skews and they are
multiplied by other skews, and the Inability to com&)ete with other
countries’ steel production. It is not only unreal, it is “unsane.”

I am certainly not blaming it on you. I have been around a lot longer
than you have, and I am probably more at fault than you are. But I
want to pursue two aspects of this. Since 1971, there has been a dou-
bling in the automatic effect, because I understand that 60 percent of
workers covered by major labor contracts have an automatic cost-of-
living clause today, where in 1971 there were only 28 percent.

I don’t know how those figures come out in bodies, in numbers, but
they must be relatively close to double.

Now, that situation has gotten substantially worse, and this merely
substantiates the point that you have been making, but how do we
deal with it ?

Mr. Bosworta. Well, first of all, on the cost-of-living contracts, I
think you can argue that two ways. One is that you can’t expect work-
ers to sign 3-year contracts today for small wage increases just because
somebody tells them, “Well, the Government is going to lower the
rate of inflation.”

I have heard that line before, and the Government hasn’t done it
before. There are two conditions workers need: One is to get protec-
tion from inflation. If they don’t, they will just assume that the rate
-of inflation will not come down, and they will negotiate a 10-percent
fixed wage increase. That is what is happening in the cement industry,
the petroleum industry, and the paper industry.

At least the cost-of-living escalator gives rise to the possibility that,
if inflation moderates, so will the wage increases. But the problem we
face is that the extent of this coverage is very uneven. Some workers
have it, and some don’t, and by pure accident in 1973-74, when no-
‘body anticipated those fuel price increases, those workers who had
-cost-of-living escalators saw their wage increases carried up into the
double—digit%evel, while other people were held down to the historical
rate of wage increases they had been receiving.

That opened up a big difference between wage increases that con-
tinues today.

So, I feel two ways about cost-of-living escalators. To some extent
they can be helpful because, if you are moderating prices, wages will
come down in steps. On the other hand, if inflation accelerates, they
add to the problems, because they force the wages up as prices go up
-and keep the spiral going.

I think the more important problem is that some have them and
:some do not. Under that situation we are developing a spread in the
wage structure that others are trying to catch up to.

Representative Borring. One more question for me.

What about the case of setting specific guides such as those of Presi-
«dent Kennedy, which is applicable to today’s conditions?

Mr. BosworTH. I think there are elements of the 1960 guidepests that
are applicable today. If you take the 2-percent growth, and some
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adjustment for the cost of living, it might work. If we want to get the
rate of inflation down, however, you can’t get 100 percent compensa-
tion for the cost of living, because that keeps everything going up.

But some of the very best escalators in labor contracts call for about
80 percent of compensation. Under that, you can derive a general wage
standard that takes account of productivity growth, makes an allow-
ance for inflation, but says we want to get 1t down so we won’t go the
1f)ull amount of the past rate of inflation. You could put out a guide-

ook.

The difficulty we have is that there could be no exception to that
standard if we put it out. Think of the conflict you are going to run
into in the major unions. They are getting 10 percent and we would
be putting out a number that, if we did it, would be close to the average
rate of wage increases, somewhere around 7 or 8 percent. So this pro-
tected group opposes such an idea.

Representative Borrine. Thank you very much.

Senator McGovern.

S]enator McGovern. One further question on wage and price con-
trols.

Mr. Gordon Ganule said the other day that every public survey he
has seen in recent years shows the clear majority of the American
people favor wage and price controls.

That, of course, puts the majority of the public in opposition to
what I gather the strong majority of the professional economists, and
most of us in politics think, but I have thought more and more in the
last year or so that everything else we have talked about in terms of
controlling inflation turns out not to work very well.

With all due respect to the points that have been made about the
shortcomings of the 1971-72 period when we were under wage and
price controls, and some of the corruption that developed in the Korean
war and during World War II, it seems to me a pretty good case can
be made that they weren’t failures entirely, that, on balance, they
accomplished more in protecting the American consumer and stabi-
lizing the American economy than anything else that was proposed as
an alternative.

What is your reaction to the recommendations of Mr. Galbraith and
others, and studies made for this committee by economists, indicating
that you might have greater success with wage and price controls if
they were confined to the so-called monopoly industries, the larger,
more concentrated industries ?

It strikes me that that kind of system might have some merit.

Mr. BosworTH. Well, I think part of it is that people always favor
controls in the abstract, but before you put them in, they assume they
are going to apply to somebody else. The support falls off quite rap-
idly when controls are in.

I do tend to agree that controls were not a complete failure in 1971
or 1972. The circumstances changed so dramatically. They were put in
in an economy with excess capacity and administered price inflation.
Then you had a commodity food shortage that drove up prices. So
they were outrun by events.

I guess I can understand the frustration and, quite frankly, I have
never heard an economist who ever convinced me that he had a solu-
tion to the inflation problem. I think it does lie with the institutional
structure of a modern industrial economy.
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We are not that competitive anymore, but we obviously can’t go
back being a competitive society of small farmers either.

The difficulties I have with controls is that I believe inflation is a
long-term problem, and I don’t see how the controls can be applied
any longer than a short period of time before you find out that the
bureaucracy of the Federal Government would do just as bad a job
as the bureaucracy of big business and big unions.

Senator McGoverN. The motives are certainly different.

Mr. BosworrH. I think everybody has good motives.

Senator McGovEern. I am not sure they do. I think you have a situa-
tion today where you have great concentrations of economic power in
corporate board rooms where the fundamental objective is to maximize
profits. That is not necessarily an evil impulse, but it certainly ought
to be different than' the impulse of the public servant whose purpose
ought to be to protect the public, and not to maximize profit.

Can’t we find people who are fair enough in terms of recognizing
that industry and, labor are entitled to a fair run, but also the public is
entitled to something ?

Why is it so difficult to find people to administer a program of wage
and price controls equitably ?

Mr. Bosworra. Partly, I think, because fairness is in the eye of the
beholder.

If we had a universal definition of fairness, that would be all right,
but we don’t. If you set prices too low, there would be no expansion
and you’d have shortages. What would you do then ?

Senator McGovern. We could make adjustments. If you have a
board that is setting wage and price controls, presumably changes
could be made. There are changes made by the industry price setters,
too. Maybe they lose their jobs if they make too many mistakes. The
same thing could happen to people in the Government.

Representative Borring. Would the Senator yield ?

My own experience has been that very fine people do what every-
body does. They get a vested interest in their own thing, and very fine
people in the Government do the same thing that people in industry
and labor do. They get so committed to their own mistakes that they
are in concrete, and the dilemma is, and I think perhaps this point is
proved by those who still tend to favor wage and price controls.

Most of them in the economic field are people who worked with that
at one time or other, and T think they naturally feel that they did a good
job, and there is nothing wrong with that. Even Mr. Nixon was
nvolved in that.

Senator McGovern. I always thought that was one of the more sen-
sible things he did. [Laughter. ]

Representative BoLring. Relatively speaking.

Senator McGovern. That is correct. [ Laughter.] T don’t see the evi-
dence that it was a failure. I think there may have been some failure
in the——

Mr. BosworTH. But even when the controls were put on in 1971 and
1972, people said, “These are temporary, and we are going to 'work to
structural changes so that in the future we don’t have inflation prob-
lems.” And then when they were asked, “What structural changes #”"—
they came up empty-handed.

Certainly, if those controls had continued a couple more years in &
relatively smooth world, they would have run into some distortion
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problems. In retrospect, we can look at industries today where we have
problems, and we see their problems started in that period of controls.

The aluminum industry was one. Today we have a capacity shortage.
You can’t correct that easily. You must remember that the decision to
build a new plant takes 10 years from the time they decide to do it until
the time that the plant is operating. It is not that easy to correct the
mistakes. We can’t make a mistake and correct it today and tomorrow
the costs are gone.

Instead, you set off very long-term trends. You held down food
pric;es, as you were pointing out, in 1973, and it turned out to be very
costly.

Representative BoLLing, We are about to run out of time in any
event.

I want to express my gratitude to you, Mr. Bosworth. T have enjoyed
this session as I have enjoyed few dealing with this subject.

. With that, we will recess the hearing of the committee, to reconvene
in a minute or two.

[ A brief recess was taken.]

Representative Borring. The committee will be in order.

Our Joint Economic Committee hearing on the subject of inflation
continues with a very distinguished panel of experts, Mr. Robert Gor-
don and Mr. Joseph Pechman have provided excellent counsel and
guidance for the committee in the past, and Mr. Seidman’s innovative
1deas on inflation control will, T am sure, cause us to seek his assistance
again in the future.

The Joint Economic Committee wants to stop inflation, but wants
to do this without slowing the growth in production and employment.
What we want from you quite simply is the magic formula for accom-
plishing this miracle.

Spectfically, we would value your counsel on the following issue.
Can we control inflation without excessive monetary and fiscal
restraints? Is the President’s deceleration program adequate and is it
workable, and will a tax-based incomes policy succeed in slowing
inflation, and can such a program be designed in such a way that makes
it politically feasible and acceptable ?

If we can’t stop inflation, which is the impression I have been getting
from recent hearings, should we try to make it less painful and destruc-
tive on indexing ?

Before I go on, I will say that T will have to leave somewhat early.
If Congressman Long is here, he will preside. I also have Mr. Dern-
burg of the staff to take the Chair.

T will now ask you to begin your testimony. Let us proceed in alpha-
betical order. Mr., Gordon, will you please begin.

STATEMENT OF ROBERT J. GORDON, PROFESSOR OF ECONOMICS,
NORTHWESTERN UNIVERSITY, AND RESEARCH ASSOCIATE,
NATIONAL BUREAU OF ECONOMIC RESEARCH

Mr. Goroon. Thank you.

It is a pleasure to be here. My approach takes a general view of
what is wrong; and what the problem is.

The acceleration of inflation during the last half of 1978 has made a
mockery not just of the administration’s own forecasts, but all the pri-
vate forecasters who make their living from making predictions.
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I looked at a forecast made only 3 months ago which said that the
‘CPI would grow at 6 percent in the second quarter, in contrast to the
9 percent which in fact occurred. It is a situation reminiscent of 1973
in that much of the problem is an unexpected rise in food prices. If you
break down the CPI at an annual rate between November and May,
an 8.9 percent total rate of inflation would have been 7.5 percent if food
prices had grown at the average of all the commodities. But that 7.5
inflation of nonfood items still represents an acceleration of a full
percentage point versus the year prior to last November.

So you see we have had an acceleration which is not due just to food
‘problems.

Now, the inflationary surprise in 1978 highlights two unfavorable
structural changes that have taken place in the economy in the last 5
years, one of which is well known and one of which has received little
comment.

The first, which has received little comment, and ' which is little
understood, is the longrun price deterioration in the price perform-
ance of the food industry. Between 1947 and 1971 food prices went up
at a rate one-fourth slower than nonfood prices, but since 1971 up
through May 1978 food prices have gone up 50 percent faster than
nonfood prices.

Now, the second structural change is much better known, and Mr.
Bosworth referred to it this morning, and that is that long-term pro-
ductivity growth has slowed far more than anyone would have imag-
ined 2 years ago.

From 1972 to 1978 productivity grew fully a full percentage point
slower than it had in the previous 15 years. The implications of this
are dire and serious. First of all, it means a given rate of wage rate
translates into faster price increases. It means the economy is growing
slower, and Federal revenues will grow more slowly.

Finally, it explains a reversal, which is quite surprising to me. Since
last summer I thought, looking at the future over the next 2 years,
we were likely to run into a shortage of plant capacity before we ran
into a shortage of skilled workers. In fact, production has grown
slowly over the last year and employment has grown by leaps and
bounds. As a result we are closer to a shortage of skilled workers and
there has been virtually no change in capacity utilization.

In normal business cycle recoveries industrial production grows
about three times as fast as employment. In this past year, industrial
production has crept ahead of employment by only a hair. This is a
sign of the peculiar nature of this recovery, and also a sign of the
slowdown in productivity growth to which I referred earlier.

Now, why is the United States stuck with such an inflation problem
which not only fails to improve on schedule, but grows worse? I will
refer in passing to the fact that Germany and Japan, since 1975, seem
to have Il;een able to solve a problem which we have failed to solve,
and I think one way to focus our question on future policy is to ask:
What are their secrets?

One standard answer is to start out and say that everything is due
to overexpansive aggregate demand policy. That is, Federal deficits
have been too high and monetary growth has been too rapid. This is
too easy an answer to the puzzle. '

1f low unemployment in the late 1960’s and again in 1973 are respon-
sible for getting us into this mess, and responsible for the acceleration:
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of inflation, then why did high unemployment for 1975 and 1977 not
slow inflation down? In fact, we had 31 straight months when unem-
ployment was above 7 percent, and yet there was no permanent de-
celeration of inflation during that period.

Well, my answer is that prices are determined by two blades of
scissors, not just demand, but also supply. The demand forces deter-
mine the growth in total spending, total dollar GNP. Supply forces
de:erri)ine how that is divided between inflation and changes in real
output.

When we look back over the last 5 years, we have had exactly a 10-
percent annual growth in total spending; that is, total dollar GNP
has grown at a 10-percent rate per year for 5 years on average.

How has that been divided up between real output growth and in-
flation? All we have achieved is 2.4 percent real output growth. The
remainder has gone in higher prices. So the great dilemma of anti-
inflation policy is not only that the average division between output
and prices has been so unfavorable, but the short-run impact of slow-
ing down spending tends to fall heavily on output with very little re-
sponse in prices.

If we had a different supply system in which a 100-percent slowdown
in spending went into prices, then a cure for inflation would be a
breeze. It could be handled entirely by the Federal Reserve.

The supply process in the United States is crucial, not only in de-
signing an inflationary policy, but in understanding disagreements
among economists. Inflation would be purely a demand problem, and
monetarists would be right, if 100 percent of any slowdown in expend-
iture went into a slowdown in prices, but monetarists would not be
right if zero percent went into a slowdown in prices and all went into a
slowdown of real output and employment.

Now, supply forces; that is, all the things that determine how much
businessmen charge to produce a given amount of output, and how
much workers insist on to go to work instead of striking, those supply
forces give us a partial answer to the puzzle I pose. That is, why did
inflation accelerate, but then refuse to slow down?

We have had a continuous increase in the cost of production due to-
things other than just excessive aggregate demand. These were rela-
tively minor before 1972, and have become very important since then.
So let’s enumerate the sources of what I call supply shifts or supply
shocks in order to understand what has happened and try to see how
we might counteract them, or design favorable supply shifts instead
of having to put up with negative sui)ply shifts.

I have four categories, the first of which is taxes. Increases in tax
rates raise the wedge between the price the consumer pays at the super-
market and the amount of money that is left over out of total pur-
chases for workers to take home after all taxes and deductions have
been paid; this includes the sales tax, excise and customs duties, pay-
roll taxes, corporate income taxes, and personal income taxes.

Now, these thingsedon’t all have the same effect on prices. Em-
pirical research indicates that sales taxes which directly affect prices,
as well as customs duties and payroll taxes, have a bigger effect on the
price level than the corporate income tax or the personal income tax.

‘We have had major increases in payroll taxes, as we all know, in the
last decade, which are a major culprit in continuing to push up the rate
of inflation, both when we had excessive demand and when we had in-
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sufficient demand. The most important tax of all was the OPEC price
increase which had exactly the same effect. It takes out moneﬁ which
the consumer pays, but is not available to the worker to take home in:
terms of aftertax income. ,

The second category is price-raising legislation. Here I noted some
omissions in Mr. Bosworth’s catechism—all the thin%s the present ad-
ministration has done to raise prices. We have a large number of
candidates for criticism in this category, ranging from farm price sup-
ports, environmental legislation, the OSHA situation, and if we have
an energy plan which terminates price controls on oil, that would be
price-raising legislation, although as I will point out later such
legislation has beneficial side effects that make it desirable in any
case.

Mr. Edward Denison, Mr. Pechman’s colleague at Brookings, has
quantified part of this type of legislation. He claims that environ-
mental, occupational, and health legislation, plus the rise in crime in
the United States, taken together by 1975, will reduce our long-term
productivity growth rate by a full half a percentage point. In other
words, half the mystery which you posed as a question to Mr. Bosworth
earlier is in the area of Government regulations.

Now, of course, this also means that if we have a continuous in-
crease In wages, firms are going to have to raise prices faster than
without that legislation, because their workers are increasing their
output at a slower rate.

Something else is obvious also, and that is that if workers continue
to demand higher wage increases, in a way they are casting their vote,
saying that environmental and safety legislation is not giving them a
payoff that is worth the cost to the employer.

Someone should ask Gallup and Harris to run a poll to find out how
much people are willing to pay on their automobiles, on their steel,
on everything that they buy in order to have the high level of environ-
mental quality which we are enjoying now compared to a decade ago.

Next we have, as the third category, the consequences of the depre-
ciating dollar. This doesn’t just raise the price of imported goods, but
contributes to rises in farm prices, because farm products are exported,
and Germans can buy more American products when the dollar ap-
preciates and that raises the demand for farm products.

Also competing goods go up in price. One knows if Datsun and
g‘(gy.otg raise prices, the Ford Pinto and the Chevette can’t be far

ehind.

Finally, we have labor market institutions which are a problem
which has received very little attention, although I notice in his dis-
cussion Mr. Bosworth kept coming back to these institutions. The ma-
jor difference between the United States and other countries is our 8-
year wage accounts with staggered expiration dates. If we had 1-year
contracts with a common expiration date, there would be room for a
%ealkas happens in some countries between the unions and the central

anks.

Unions could be told : “You cooperate and you can have your jobs;
but if you don’t cooperate, you lose them.” And we will make this
decision all at one time.

Of course, now no single union has anything to gain by moderation.
Prices are being pushed up continuously. A wage slow-down by any
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sin_gle union will have only a negligible effect on the cost of }iving.
This unfortunate feature of U.S. labor markets helps to explain how
other countrieshave achieved greater success in holding down the in-
flation rate. Demand growth has been translated into more moderate
price increases in these countries.

‘While debates on anti-inflation policy always start out with mone-
tary growth and the Federal budget, I would put this in a category of
solutions which hold little promise for dealing with the inflation prob-
lem if we rely on them alone.

With the unexpected decline in unemployment over the past year
and the sluggishness in growth and GNP, certainly caution is advised.

On the monetary side, a delicate balance must be maintained in
order to sustain modest real output growth without an actual recession,
a task made more difficult by the contradictory signals that have been
given out by the rapid growth in M-1 and the sluggish growth in M-
2 over the past half year.

I found in a study that M-2 was a much better predictor of spend-
ing growth than M-1 than in the 1970’s, and so the excessive concen-
tration in the media on M—1 might force the Fed into more restriction
than is desirable.

There are more solutions which lack promise, but, first, I would
like to make a couple of comments on the Federal deficit which, de-
spite postponement of the administration’s tax cut program and the
reduction of its size, still, according to the most recent calculations
I have seen, leaves us with an increase in the full-employment deficit
in 1979 as compared to 1978.

In the first place, the full-employment deficit is severely understated,
because it is calculated on the assumption that we can achieve a 4.9
employment rate and that potential output is faster than it is. So the
figures in terms of budget projections for next year are unrealistic.

In contrast, I think it would be desirable to have a steady shrink-
age in the full-employment deficit, to help encourage a shift in capital
market funds toward investment.

More important for fiscal policy, however, is the composition of
that expenditure and those taxes. Are they the kind of expenditure
which deal with our employment and inflation problems? Are they the
kind of taxes which can raise prices, or those which tend to have a
smaller effect on prices? Those are the important things to be con-
sidered, and we will get back to those in terms of the recommendations.

First, let’s look at two proposals, one of the great interest in this

morning’s testimony, to curing or helping to deal with the inflation
problem, and that 1s, first of all, jawboning; and, second of all, tax-
based income policy. Attempting to slow down inflation with jawbon-
ing is like trying to hold back a tidal wave with a toothpick.
. Unions have every incentive to try to achieve higher wage increases
in the next negotiations, not lower rates. Wage claims are being pushed
up by Government measures, payroll tax increases, increases in the
minimum wage, farm price supports and import restrictions as well as
by the rapid reduction of unemployment itself, which increases labor’s
bargaining power.

‘Because of the U.S. system of staggered long-term wage contracts,
no one union or labor group will be willing to be a sacrificial lamb to
help out in the struggle of the administration’s jawboning effort. Tax-
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based incomes policy has been of great interest to some of the members
of this committee and staff, and certainly some of the people sitting at
this table, but so far the economics profession shows no indication to
jump on the bandwagon. o

If you think about the plan that Mr. Seidman is going to tell you
about in some detail, on the one hand, the firms that have already
negotiated wage increases would find that they would have an increase
in their taxes, and they would try to recoup some of this by higher
prices. The tax wedge could be raised, and would lead to faster infla-
tion. At best, there would be no impact.

In the second place, those firms that are currently negotiating and
trying to resist the unions are going to find themselves faced with the
greater likelihood of strikes, because the unions have no incentives. All
the penalty or reward goes to the employer.

Finally, I think if prices don’t go up as a result of these increased
taxes which will surely come as a result of the penalties, we would have
a decline in investment, something which we scarcely need now in light
of the productivity problem.

The alternative would be to bribe workers with tax rebates. This
would achieve some moderation, I think, particularly in the low-wage
workers who fall within the ceiling, but remember that any kind of
carrot scheme or any kind of bribe to workers costs Federal money,
and I ask as my simple reaction to this idea, why not spend the Federal
money where we know it will do good in holding down inflation ; that
is, postponing or holding down payroll tax increases ¢

There are areas that hold promise. I will mention some that are
politically feasible and others that are politically more controversial.

In the first place, the scheduled increases in the minimum wage
scheduled for January 1979 and January 1980 should be postponed.
Better yet, we should have a two-tier system of minimum wages which
exempts workers under a certain age.

The administration seems to have lost the favor of the unions any-
way, so why not take this time when George Meany is mad at the
administration to push through something George Meany despises,
and that is a two-tier minimum wage.

The second proposal is that scheduled increases in social security
taxes be postponed. I believe that the total is $16 billion in social se-
curity taxes, which are scheduled now for 1980 as opposed to 1978.
Rather than just postponing them, better yet would be to shift the
funding of some major portion of the social security system into gen-
eral revenues. This 1s based on the results of research, which is not
definitive, but suggests that payroll taxes have a greater impact on
prices than personal income taxes.

So why not just lessen inflationary cuts in taxes?

Third, I think we should have more discussion, something to his
credit, that Mr. Okun proposed back in the era of the oil increase,
that we should bribe States to cut their State sales taxes. We know
those are taxes which have an immediate impact on the consumer price
index, and would benefit the inflation process doubly, because holding
down the CPI holds down wages through the cost-of-living escalators.

Next, we have the problem of environmental protection and occupa-
tional and safety administration, and I think here the comments made
earlier this morning about bureaucracy are very apt. I think that bu-
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reaucrats in these agencies have to promulgate some rulings in order to
extend and maintain their own power base, with very little place for
the American people to come in and say how much of this price-
raising regulation they really want.

The politicians should realize that interference in the price system
through higher taxes or minimum wages don’t involve taking money
from Peter to pay Paul. That is, we lose because there is a tax situation
‘that interferes with the freedom of workers and prices.

Low income levels and inadequate steel attainments could be a fac-
tor with income supplements or negative income tax and manpower
training programs.

have gone on too long, and let me stress the last section of the pre-
pared statement. All of the measures I am suggesting deal with infla-
tion through the supply side, and will take time to have an effect. They
will have only a gradual effect.

As prices are lowered, it takes waiting for the next wage negotia-
tions for those price reductions to get into wages.

We will have to live with a high rate of inflation for a long time,
and there are a number of things that the Government should be do-
ing. I said the same thing in the summer of 1971. To help this economy
live with inflation, and particularly the small savers and the people
who stand to lose the most, we should have index tax brackets and
exemptions, as in Canada. We should exempt from taxation capital
gains due to inflation, and the interest income on that portion of inter-
est rate which is due to inflation.

We should not allow people to deduct from their income tax the
portion of the interest rate they pay on their borrowings, which is
due to inflation, and as well, the Government should issue an index
bond. These measures, taken together, will not cure inflation, but they
would cause dramatic increases in the funds available for productive
investment and would end some of the distortions that contribute to
inflation and have sapped the Nation’s potential for growth in the
last 5 years.

Representative Long [presiding]. Thank you.

[The prepared statement of Mr. Gordon follows :]

PREPARED STATEMENT OF ROBERT J. GORDON
Aggregate Supply and the Inflation Process

Another inflationary surprise

The acceleration of inflation during the first half of 1978 has made a mockery
of earlier forecasts not just of Administration economists, but of all the private
forecasters who make their living from their predictions. As recently as three
months ago, one of the leading private firms forecast an increase in the CPI in
the second quarter at an annual rate of just 6 percent, in contrast to the 10.4
percent rate which actually occurred between February and May.

The recent surprise is reminiscent of 1973, in that much of the problem stems
from an unexpected upsurge in food prices. The 8.9 annual rate of increase in
the CPI in the six months through May would have been a more moderate 7.5
percent if food price increases had equaled the average of other goods and serv-
ices. But even this lower figure represents an acceleration from the 6.4 percent
rate for non-food items observed during the preceding year.

The inflation surprise of 1978 highlights two unfavorable structural changes
which have come about in the past decade. First, the notorious volatility of food
prices is well known, as is the lamentable inability of even the best private fore-
casting firms to predict their twists and turns. Less noticed is a long-term de-
terioration in the price performance of the food industry, including both farmers
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and the farm-to-market.chain: between 1947 and 1971 food prices increased at
:a rate about one-quarter slower than nonfood prices. But from 1971 through the
Ppresent, food prices have risen 50 percent faster than nonfood prices.

The second long-term structural change is better known. The over-all rate of
Jlong-term productivity growth in the U.S. has slowed down in recent years more
than anyone had imagined would occur. The productivity growth rate in the peri-
.0d since 1972 has fallen a full percentage point short of the rate experienced in
the decade and a half prior to 1972. This means that any given rate of wage in-
.crease translates into faster increases in labor cost and prices, and that the
_growth rate.of potential real GNP is slower than previously thought. The rapid
.decline in unemployment during the past 12 months, a period during which the
annual growth rate of actual real GNP has been only 4.4 percent, is the counter-
-part of the inflationary deterioration of America’s productivity performance.

Lagging productivity has created another surprise. A year ago it looked- as if
the present expansion might run into bottlenecks of industrial capacity before
.any labor shortages emerged.

But in the last year industrial production has barely grown faster than em-
ployment, in contrast to the 1970-73 expansion when industrial production grew
.at a rate three times faster than employment. As a result, we find ourselves with
unemployment rates for skilled workers which have fallen close to the tightness
zone, while capacity utilization has barely changed since last summer.

Sources of the present inflation : Demand and supply

‘Why is the U.S. economy stuck with such an intractible inflation problem,
which not only fails to improve on schedule, but has actually grown worse? The
standard answer is to blame overexpansionary aggregate demand policy : federal
deficits which are too high, and money supply growth rates which are too rapid.
But this too-easy answer presents a puzzle: if low unemployment rates in 1966—
69 and 1973 caused inflation to accelerate, why did high unemployment rates in
1975-77 not contribute to a marked deceleration in inflation? Why, after 31
.straight months of unemployment above 7 percent, did we fail to achieve a
permanent deceleration of inflation?

The answer is that prices are determined by two blades of a scissors, not just
.demand but also supply. Demand forces determine how fast total spending can
rise.

But supply forces determines how that spending growth is divided between
inflation and increases in real GNP. Only by studying the supply side can we
understand why the 10.0 annual rate of nominal GNP growth achieved by
.demand expansion over the past five years have been translated into only 2.4
percent annual growth in real output, leaving 7.6 percent remaining as the
average rate of inflation.*

The great dilemma of anti-inflation policy is not only that the average division
between output and prices has been so unfavorable, but that the short-run impact
.of any attempt to slow down demand growth tends to be a decline in output with
very little response of prices. With a different supply mechanism, in which 100
percent of any expenditure change was immediately reflected in prices, the end-
ing of inflation would be a breeze and could be handled entirely by an expendi-
-ture slowdown.

An understanding of the peculiarities of the supply process in the U.S. is
.crucial not only in designing an effective anti-inflationary policy, but also in
assessing disagreements among economists. Monetarists who claim that inflation
is a demand problem whose only solution is slower monetary growth would be
:absolutely right if 100 percent of expenditure changes went directly into prices,
but not if zero percent went into prices and 100 percent into output changes. It is
the lack of responsiveness of price change to monetary tightness and other demand
‘measures which make the monetarist prescription inadequate and forces con-
sideration of supplemental measures.

The role of supply forces provides an answer to the puzzle posed earlier—why
did low unemployment in 1966-69 and 1973 cause inflation to speed up, yet high
‘unemployment in 1975-77 fail to achieve a deceleration? The answer is that
adverse supply forces worked continuously and independently of demand policy
‘to push up the inflation rate, with a relatively minor contribution in the late
1960s and a very major contribution since 1972. If we begin by enumerating
-these sources of “supply shift,” which have raised the prige level independently

1 Annual compound growth rates between 1973: Q2 and 1978: Q2.
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of demand pressure, we can simultaneously identify the anti-inflation measures
which will make a contribution under present circumstances, and those which
will not be effective. All of the following are adverse supply factors which raise
the aggregate price level which firms and workers require to be willing to produce
a given level of real GNP :

1. Taxes. An increase in any tax rate inserts an additional “wedge” between
the price the consumer pays to the firm, and the amount the firm has left over
to contribute to the take-home pay of workers. Sales, excise, payroll, corporate
income, and personal income taxes, as well as customs duties, are all part of the
“tax wedge”. Empirical research suggests that indirect sales, excise, customs,
and payroll taxes have a greater impact on consumer prices than direet income
taxes, and also isolates payroll tax increases over the past decade as a major
source of upward pressure on the overall price level. The increase in oil prices
achieved by the OPEC cartel was, however, the most important single “tax”
imposed on the U.S. consumer.

2. Price-raising legislation. Under this category fall numerous measures—
arm price supports, environmental protection, OSHA, and the minimum wage.
The termination of oil price controls, which previously held down prices, as pro-
posed in recent energy legislation, falls into this category. Edward Denison has
estimated that environmental, occupational, and health legislation, together with
a worsening of the crime problem, contributed by 1975 about half a percentage
point of the slowdown in secular productivity growth.

3. The depreciation of the dollar raises the prices of imports and many exports,
especially farm products, but also boosts the prices of closely competitive goods.
‘When Datsun and Toyota are forced by the cheaper dollar to raise prices, one
knows that the Chevette and Ford Pinto will not be far behind. The effective
exchange rate of the dollar has declined by fully 6 percent in the past year,
adding an additional source of the inflationary surprise of 1978.

4. Labor-market Institutions. A major difference between the U.S. and some
other countries is our institution in many industries of three-year labor con-
tracts with staggered expiration dates. If we had one-year contracts with a
common expiration date, there would be room for a ‘“deal” between the unions
and the Federal Reserve—a direct trade of jobs for a wage deceleration.
But now, no one union has anything to gain by moderation. Prices are being
pushed up by all of the previous agreements, which set a standard for emulation,
and a wage hold-down by any single union will have only a negligible effect on
its own cost of living. This unfortunate feature of U.S. labor markets helps to
explain why other countries, particularly Japan and Germany, have achieved
greater success in slowing down their inflation rate. Monetary tightness and
slow demand growth have been translated into more moderate wage and price
increases to a greater extent in those countries than in the U.S.

Proposed solutions which lack promise

Debates on anti-inflation policy always begin with monetary growth and the
Federal budget. With the unexpected decline in unemployment over the past
vear. and the corresponding sluggishness of growth in potential GNP, caution is
advised. On the monetary side a delicate balance must be maintained in order to
sustain modest real output growth without an actual recession, a task which is
being made even more difficult by the contradictory signals being given by rapid
growth in M1 and sluggish growth in M2 over the past half-year. During the
1970’s M2 has been a more reliable predictor of GNP than M1, leading to con-
cern that the current excessive concentration on M1 will cause too much
restriction.

Current administration proposals will lead to an increase in 1979 in an already
excessive (and understated) full-employment Federal deficit, rather than the
steady shrinkage in that deficit which i appropriate at this stage in the business
cycle, and which is desirable to help shift capital market funds toward fixed
investment. Even more important is the composition of expenditure and tax
changes which are approved ; below we shall outline an agenda of changes which
not only are anti-inflationary in impaect, but which will help people live more
comfortably with the inflation which remains. )

Many economists have expressed an endorsement of, or at least an interest in,
either jawboning or tax-based incomes policy as potential solutions to the infla-
tion dilemma. Attempting to-slow down inflation with jawboning, however, is like
trying to hold back a tidal wave with a toothpick. Unions have every incentive
to try to achieve higher rates of wage increase in the next round of negotiations,
not lower rates as the Administration is trying unrealistically to achieve. Wage
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claims are being pushed up by government measures, particularly payroll tax
increases, minimum wage boosts, farm price supports, and import restrictions, as
well as by the rapid reduction in unemployment itself. Because of the U.S. system
of staggered long-term wage contracts, no one union or labor group will be willing
tobe a sacrificial lamb and to suffer a reduction in its real income to help out a
struggling Administration jawboning effort.

Tax-based incomes policy (TIP) has been of great interest to some members
of this committee and its staff, but so far the economics profession has shown no
inclination to jump on the TIP bandwagon. One version of TIP, the Wallich-
Weintraub plan, would tax firms which negotiated wage increases above some
norm. This would raise the “tax wedge” and lead to faster inflation as firms at-
tempted to recoup lost net profits. At best there would be no impact. The Okun
alternative would bribe workers through tax rebates to accept lower wage in-
creases. This would achieve some moderation, particularly among the low-wage
workers who fall beneath Okun’s ceiling and find it to their advantage to accept
his offer, but only at the expense of monstrous administrative problems and an
increase in the Federal deficit. The money spent on Okun’s scheme could be much
better used to reduce payroll taxes, and my guess is that the impact on inflation
per Federal budget dollar would be considerably greater with a payroll tax re-
duction. Further, the staggered nature of U.S. wage contracts might cause the
scheme to boomerang. Coal miners and others who have already achieved high
wage increases would suffer major increases in income taxes if penalties were im-
posed for above-norm wage increases ; the miners might then try at the next round
to recoup the unexpected loss in real after-tax income.

Solutions which hold promise

The U.S. inflation problem has been aggravated by adverse supply shifts. Gov-
ernment policy should henceforth devote its main thrust to creating favorable
supply shifts which reduce the tax wedge between market prices and after-tax
labor income. Most obvious of these shifts would be postponement of scheduled
increases in the minimum wage and in payroll taxes. Present Administration
plans to cut personal income taxes should be redrafted to channel the funds to the
payroll tax, which most research shows to have a greater impact on inflation.

The use of growing Federal income tax revenues to bribe states to cut their
sales taxes, rather than using the same dollars to cut Federal income tax rates,
should be given much more active consideration. Further, politicians should real-
ize that the bureaucracies at EPA and OSHA have developed a life of their own
and have begun to promulgate tough rulings in order to extend and solidify their
own power base. They will have to be forced by Congress to tone down their goals
and postpone their timetables. Gallup and Harris should be asked to poll the
American people on environmental, safety, and health legislation—is it worth
continuing to increase the tightness of regulations at the cost of slower produc-
tivity growth, slower output growth, and faster inflation?

Politicians should realize that interference in the price system through higher
taxes or minimum wages does not just involve taking money from Peter to pay
Paul, but imposes on both Peter and Paul a so-called “dead-weight loss.” That is,
society loses just because there is a tax or regulation which interferes with the
free workings of the price system. If the problem is inadequate income for farm-
ers., or for workers who have low skill levels, there are better solutions than in-
flationary wages and price supports. I.ow income levels and inadequate skill at-
tainments can be attacked directly with income supplements, a negative income
tax, and manpower training programs, none of which have the same direct price-
raising impact.

International events influence domestic inflation. The failure to pass energy
legislation has contributed to the decline in the dollar in the past year. Those
Congressmen trying to protect the American consumer by opposing increases in
domestic energy prices to the world level have in effect robbed the American con-
sumer by forcing him to pay the higher prices of imports and goods competing
with imports as a result of the depreciation of the dollar. Attempts to patch up the
U.S. trade problem by imposing tariffs or quotas on goods other than oil have also
contributed to inflation by raising domestic prices.

Living with inflation {hrough government reforms

The philosophy stressed here is to encourage favorable shifts in supply. As they
take effect, the growth of the money supply and of aggregate demand can be
slowed. But this approach will moderate inflation only gradually. In the mean-
time the American economy needs a host of reform measures to help it “live with
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inflation,” and to counteract the adverse effects of inflation which sap consumers:
incomes and which distort investment and saving decisions. Tax exemptions and
brackets should be indexed to the CPI, as in Canada. The government should issue
an indexed bond to help small savers keep up with inflatien. Illusory capital
gains due to inflation should be exempt from taxation, a far more constructive
proposal than the present hatchet-like movement to cut capital-gains taxes across
the board. Savers should be exempt from taxation on the inflation component of
their nominal interest return, and borrowers should not be allowed to deduct
the inflation component or their interest payments. These measures, taken
together, would cause a dramatic increase in the funds available for productive
investment, and would end some of the distortions which have contributed to
inflation and sapped the nation’s potential for growth in the past five years.

Representative Long. Mr. Pechman.

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

Mr. Peoaman. T will also summarize my prepared statement, Con-
gressman.

Representative Loxe. Without objection, your prepared statement
will also be made part of the record.

Mr. PecamaN. Recently, the Brookings Institution had a meeting
of its panel on economic activity, at which both of these gentlemen,
Mr. Robert Gordon and Mr. Lawrence Seidman, were present. The
meeting provided a thorough review of anti-inflation policies and gave
a great deal of prominence to some of the things Mr. Gordon has said
on the supply side: In addition it provided what was, I think the first
thorough discussion of tax-based incomes policies, which had been
sadly missing, until now. .

I have a copy of the published volume. I know the staff is familiar
with it, and I hope they will at least read the summary by the editors,
Mr. Arthur Okum and Mr. George Perry, who did a very good job in
organizing and chairing the meeting.

I am very sympathetic to the idea of incomes policies. I wish I
could be enthusiastic about tax-based incomes policies because they
seem, at least in theory, to provide a solution which voluntary or other
means don’t seem to give. However, I am a tax expert, and I view
tax proposals very seriously when they are recommended.

After having my arm twisted by my colleagues at Brookings and
bv Mr. Seidman, I regret to say that I have concluded that tax policies
of this kind are not practical, and I urge Congress to look at them
carefully before adopting them.

As Mr. Gordon said, there are two types of proposals. There is a
penalty and a carrot approach. The penalty approach is exemplified
by the Wallich-Weintraub proposal, which would provide for an
increase in the corporate tax rate or some other penalty for firms that
give higher than average or guideline wage increases to employees.

Mr. Okun recognizes that it is very difficult to apply penalties of
this sort, and so he has turned it around and suggested, “why not
reward people if they do the right thing ?”

I must say that Mr. Okun’s proposal is attractive, but on reflection
it turns out to be quite impractical. The members of the Brookings
panel, in distinguishing between the two approaches, concluded that
the penalty approach is more practical than the carrot approach, and
I will say more about that later.
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Let me go to the specific problems : First, coverage. I leafed through
the various Statistics of Income provided by the Internal Revenue
Service for the year 1975, and found that there are at least 18 million
employing entities in this country. Most of those entities are very
small: Farmers, small businessmen, corner grocers, druggists, and
so on. It is very difficult for me to imagine a policy which would
apply penalties or, for that matter, carrots on the basis of average,
or changes, in average wages.

Aside from keeping records, which might be a burden on those
people, the fact of the matter is that employment in many of these
firms is episodic. I doubt whether you would want to differentiate be-
tween small businesses which have very substantial changes in the
composition of their labor force over {Ke period of a year, and be-
cause of these changes would have changes in average wage rates that
have absolutely no relationship to the changes in the wage rates that
are given to a particular employee. For example, suppose the corner
drugstore replaces a couple of teenage youngsters who work part
time with a full-time worker who is much more qualified to do the
work in that drugstore. You might find that even though that par-
ticular worker did not get any more than a 6-percent increase over
his earnings in the prior year in another firm, the average wage in-
crease for this particular firm turned out to be higher than 6 percent.

I don’t think anybody would ever want to penalize such a firm or
would want to deny it a subsidy.

_For that reason, under the carrot approach, you would have to
give the subsidy to all of the small businesses right off the bat. Under
the penalty approach, you probably would want to simply exempt most
of the firms in the United States and limit your tax-based incomes
policy to the top 500 or 1,000 or 2,000 firms. The authors of the penalty
approach recognize this, and I think they still would support the
penalty approach on this ground alone.

Now, another thing that my economist friends, who are nontax
experts, fail to appreciate is that the economic unit that bargains for
or makes deals with employers on wages is very different from the
tax-paying unit that appears on tax returns.

What you would have to do is somehow make rules which would
permit the employer to translate what he does in practice in the
wage field onto a tax return. To give you an example, suppose you
have a multiproduct firm with offices and subsidiary corporations lo-
cated all over the country.

This firm now files a consolidated return. In many cases the large
firms also file consolidated returns with branches and with subsidiaries
abroad. Let’s omit the foreign employment problem, which is tough
enough, but let’s think about the executives of this firm trving to
decide what its policy would be with respect to wages in the vear
1979 if the tax-based incomes policy were to be put into effect for that
year.

It would have to know or evaluate what the prospects for wage
changes are in every one of the myriad of categories that it has. and
somehow or other make a decision as to whether it will or will not
be able to resist wage increases or provide lower wage increases under
a carrot approach with respect to all these particular units. Frankly,
T just don’t see how this can be done, and if businessmen do come to
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Congress and say that they would be overinvolved by the problem, I
think they are right. .

Now, Mr. Okun compounds the problem. I think it is bad enough
to do it retrospectively after the year is over and the firm has all
the records, but Mr. 8kun’s plan is prospective. He would ask all
employers to make a decision with respect to wages in the calendar
year 1979 in the month or months right before 1979 opens. I am not
talking about the problem of simply reporting man-hours, which
I think for these particular firms would be surmountable.

I know of no large firm that would be able to come to an agreement
or to some sort of understanding with all of the trade unions that it
negotiates with in such a short period. I regret to say that my friends
have not come to grips with this particular practical problem.

I also would like to add the fact that there are some difficult prob-
lems even if the business managers feel they could somehow make such
decisions. In a complex dynamic economy, many changes occur during
a particular year which make comparisons of ar:iythm% about the firm
from year to year extremely difficult and hazardous. This is called in
tax language “The excess profits tax problem.”

We have had a number of excess profit taxes in the United States
during wartime. We confine it to wartime, because most people agree
than an excess profits tax is very difficult. The fact of the matter is that
every time we have tried to compare profits durin%la particular year
with profits in some sort of base period, Congress has recognized the
fact tﬁat changes occur which have nothing to do with the particular
tax purpose, and therefore they provide alternative methods of calcu-
lating excess profits.

There are numerous mergers and spinoffs, and what-have-you. I
don’t think the Congress is ready to consider all of the problems that
wotld arise if you wanted to tax as normal wage increases or provide
subsidies to below-normal wage increases.

I give an example in my prepared statement. Some economists have
suggested that, with new firms, you could use as a base the average
earnings in particular occupations as estimated by the Department
of Labor. I doubt that anybody would accept the rather gross statistics
that the Bureau of Labor Statistics have on average wages. They could
not possibly be applied to any one firm in this country for purposes of
taxation.

Finally, with respect to the timing of either the penalty or the sub-
sidy, obviously the subsidy would be prospective, and I have already
indicated the problems there. The penalty would be retrospective, and
there I think the problem is that most firms, if they are asked about
this, I could really say that there might be too many prices at the end
of tthe year that would subject them to penalties which they did not ex-
pect.

For example, it is conceivable that a firm—suppose the guideline is
6 percent—after the year is over finds that its average wage has risen
above the 6-percent guideline, and yet every employee in the firm got
wage increases of 6 percent or less. That can occur because the firm
happened to employ during that year relatively more high wage work-
ers than it did the prior year. I can assure you that, if that ever hap-
pened, this firm, and others like it, would be coming to Congress for a
relief provision simply to prevent an injustice from being done.
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In brief, excess profits taxation is difficult, and that is why it is
limited to wartime situations.

In conclusion, while I am sympathetic to the objective of these poli-
cies, I would like to caution the gongress that it is a difficult approach,
and in my view has not been thought out well enough to be imple-
mented within the foreseeable future.

Thank you.

Representative Lone. Thank you very much, Mr. Pechman.

[The prepared statement of Mr. Pechman follows:]

PREPARED STATEMENT OF JOSEPH A, PECHMAN®

Problems of Implementing Tax-Based Incomes Policies

As inflation has become more and more serious, it has become fashionable to
talk about tax-based incomes policies as a possible device to moderate it. I am
very sympathetic to the idea of an incomes policy, but I find it difficult to see
how a tax-based incomes policy can be implemented. The problems were thoroughly
explored at the April 1978 meeting of the Brookings Panel of Economic Activity. I
urge the committee to review the papers and proceedings of this conference
(Brookings Papers on Economic Activity, 2: 1978). My remarks this morning are
based on a comment I made at the conference.

Coverage

About 13 million firms filed federal tax returns in 1975, including 10.9 million
sole proprietorships, 1.1 million partnerships, and 2.0 corporations. In addition,
there were 0.5 million returns of nonprofit organizations and over 78,000 govern-
mental units. Most of the business firms had no employees, many report no net in-
come, and all but a relatively small number of large businesses keep personnel
records. Yet, if a tax penalty or tax subsidy is to be designed, the law must be
explicit about how every one of these units is to be treated.

A penalty would be easier to administer than a subsidy, because it would be
possible to limit the penalty to large firms., But this should not be meant to imply
that the problems of a penalty can be overlooked. As I shall indicate below, I am
not persuaded that it is feasible to measure average wage changes for all eco-
nomic units in a manner that would be satisfactory for a tax-based wage penalty
or subsidy.

As for the subsidy approach, I assume that we would not ask the average
farmer, or the average corner drugstore owner, or most self-employed profes-
sionals who have a few employees, to report manhours on a tax return. Moreover,
with only a few employees, many firms might be denied a subsidy if they hap-
pened to shift to higher paid workers. To avoid the problems that the small firms
would have, the wage subsidy would probably be given to all employees in such
establishments and to the owners of these establishments as well. This is not
fatal for the wage subsidy plan on administrative grounds, but it would mean that
a substantial fraction; if not a majority, of all workers would get the subsidy
whether they conformed with the wage guideline or not.

The economic unit

The unit for tax accounting purposes is a legal entity which, in our complex
economy, often bears little relationship to the unit which enters into wage bar-
gains with their employees. Large corporations generally file consolidated re-
turns that include the operating results of many, but not necessarily, all of their
subsidiaries. So far as wages are concerned, the branches or subsidiaries of a
large firm in this country often bear no relationship to one another or to the parent
firm. Accordingly, the rules would have to be flexible enough to permit the unit
of calculation to be relevant to the wage setting process. Under wage controls, the
business firms themselves made this decision and I assume the control agency
could modify that decision if it was deemed necessary. But for purposes of a wage
subsidy or penalty, definite rules would have to be set out either in the legislation
or in the regulations so that labor and management knew exactly what wage bar-
gains they were dealing with. However, I am not aware of any usable guides on
hew such rules can be written.

1 Director of economie studies. the Brookings Institution. The views expressed are my
mwn ?m{ l(tiotrimt reflect those of the officers, trustees, and other staff members of the Brook-
gs Institution.
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It would be necessary to preseribe other rules to make inter-year wage compari-
sons for new firms, mergers, spinoffs, sales of facilities, changes in product mix,
and other types of abnormal situations in which the wage data would not ac-
curately reflect changes in average wages. This is what is referred to in tax
language as “the excess profits tax problem” : that is, the problem of estimating
the tax base when it depends upon events and conditions in two or more adjacent
years. The decisions made for the excess profits taxes in the United States were
the subject of extensive and time-consuming litigation every time the tax was
used, and no one on the government or the business side was ever satisfied. I can
imagine a.set of arbitrary rules that economists or tax administrators might
agree to, but Congress would find it difficult to aceept such rules. (One exampie :
it has been suggested that, for new firms, a base year wage structure might be
constructed from averages for other firms in the same industry. But the only
data of this type that do exist are those of the Bureau of Labor Statistics and
they could not possibly be applied to a particular firm.) In the end, the legisla-
tion would be complex and, like the excess profits tax, would impose unforeseen
costs on business which would lead to further legislation and litigation to mod-
erate such costs.

Timing of penalty or subsidy

From an administrative or compliance standpoint, it would be much easier to
impose a penalty or provide a subsidy after the end of the accounting period. If
the proposal is for a penalty based on profits it should be possible to rely on the
business firms to take the penalty into account in its wage decisions.

Just the opposite is true for a subsidy to workers accepting a wage increase
below the guideline percentage. To appeal to workers to accept the constraint, the
subsidy must be prospective and must be incorporated in the current tax with-
holding tables so that the workers will have immediate tangible evidence that
their disposable income will not be impaired by the policy. (Two sets of with-
holding tables would be required, but this is only a minor complication compared
to others.)

The basic problem is that labor and management would find it extremely diffi-
cult to incorporate a prospective subs1dy in their wage bargaining and, inci-
dentally, to come to an agreement in a few weeks before the beginning of each
year. Unless the bargaining unit were coterminous with the unit for determining
the subsidy, no worker or group of workers would know whether the deal they
made will actually trigger the subsidy until negotiations are completed with
the other bargaining units in the same firm. Management would have the same
problems: how can it be sure that the construction workers will accept a wage
increase that, together with the agreement with coal miners, will trigger a
subsidy to both groups?

I conclude that a retrospective penalty on profits based on wage changes is
feasible. For prospective subsidies to workers, there are numerous pitfalls and
I frankly do not see how they can overcome to the satisfaction of labor and
management,

Prices

The original tax-based incomes policies were to increase profits taxes of firms
with excessive wage increases, so that prices were not involved at all. Others
have suggested that, to be even handed, it would be necessary to provide penal-
ties against firms with above average price increases. Unfortunately, any kind
of tax penalty or subsidy that depends upon a change in average prices of partic-
ular firms is simply impractical. All of the problems of constructing price indexes
would emerge—treatment of new products, quality change, measurement of
costs to be passed through, etc.—and there is really no solution to most of them.
I leave it to the Committee to judge whether a tax-based incomes policy can be
applied to wages and not to prices.

Controls versus taz-based incomes policies

I believe it is not productive to argue whether tax-based incomes policies are
another form of controls or not. The question is which approach is feasible, and
what are their relative costs.

It is true that a tax-based incomes policy can be disregarded by any firm and
its workers if they wish. But the rules and regulations must be written to be
sure that all economic units in the country understand them and make their
decisions accordingly. Even if it is agreed that some of the rules must be arbi-
trary, I doubt that it will be-possible to arrive at such arbitrary rules through
the tax legislative process as we know it today.
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Under controls, Congress avoids the hard decisions and lets the controlling
;agency make the arbitrary rules. One reason controls seem to be more accept-
-able than tax penalties or subsidies is that relatively few firms are ever involved
in disputes under controls, whereas a tax penalty or a subsidy would apply to
all or a large number of firms and the perceived hardships and disputes will be
numerous. Both devices lead to capricious results, but I am at a loss to under-
:stand why their proponents believe that tax-based incomes policies would be
more acceptable to labor, management, the public and Congress.

Representative LoNg. Mr. Seidman.

STATEMENT OF LAURENCE S. SEIDMAN, ASSISTANT PROFESSOR
OF ECONOMICS, THE WHARTON SCHOOL, UNIVERSITY OF PENN-
SYLVANIA, PHILADELPHIA, PA,

Mr. Serpman. Congressman Long, in the interest of time I will be
reading only part of my prepared statement.

During the past 4 years I have been engaged in research concerning
the theory and design of a tax-based incomes policy (TIP). I recently
presented a paper on tax-based incomes policies at the Brookings con-
ference devoted to that subject.

The aim of TIP is not to place blame on labor or business, but to
permanently restructure financial incentives so that the outcome is
best for the public, labor, and business.

I offer this package tentatively to serve as a concrete starting point,
and as a basis for my analysis this morning. The TIP package con-
sists of three parts: Wages, prices, and profits. I will consider each in
turn.

When I say wages, I really mean compensation, including salaries,
fringe benefits, and executive pay. Incidentally, I mean the salaries
of university professors, as well as the wages of factory workers.
Economic theory, econometric evidence and commonsense all strongly
support the conclusion that a smaller wage increase, and therefore
a smaller unit cost increase, will result in a smaller price increase.

Today, the average annual wage increase is 8 percent, but because
the trend growth rate of productivity-out per man-hour is only 2
percent—and varies little from this figure—the average unit cost in-
crease is 6 percent. OQur basic inflation rate, therefore, is 6 percent.

The best way to predict the inflation rate is to observe the average
wage settlement and subtract 2 percent for the productivity growth
rate.

The only way to bring the inflation rate down to zero percent is
to stop the advance of unit labor costs by gradually reducing the
grawth rate of wages from its current 8 percent down to 2 percent,
the growth rate of productivity.

Suppose TIP sets, as its initial target, a wage inflation rate of
6 percent—instead of the current 8 percent—and a price inflation rate
of 4 percent, instead of the current 6 percent. Then TTP might consist
of the following two incentives.

The first, employer incentive. A firm that grants a wage increase
in excess of 6 percent would receive a surcharge on its income tax for
that year in proportion to the size of the excess. If it grants less
than 6 percent, it would enjoy a proportionate tax cut. If it grants
‘6 percent, its tax rate would remain at the base; currently 48 percent
for many corporations. For example, if a firm grants 7 percent, and
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the TIP multiplier is 6, its tax rate would rise to 54 percent. If it
grants 8 percent, its tax rate would rise to 60 percent.

The second, employee incentive. Employees at a firm that grants
an average wage Increase in excess of 6 percent would receive a tax
increase for that year in proportion to the size of the excess. If the
firm grants less than 6 percent, they would enjoy a proportionate
tax cut. If it grants 6 percent, their tax rate would remain at the base.
The penalty or reward would depend only on the average wage in-
crease at the firm, so that individual promotion is not discouraged.

One method of implementing the employee incentive would be to
use the income tax withholding system. If the firm grants a wa,
increase in excess of 6 percent, it would be required to raise the
actual withholding rate, yet employees would only be credited the
standard rate on their W-2 forms.

Symmetrically, if a firm grants less than 6 percent, it would be
required to reduce the actual withholding rate, yet employees would
be credited the standard rate on their W-2 forms. In this way, the
incentive would be fully implemented by the employer, so that there
is no additional compliance burden on individual employees. But on
each paycheck, and on the W-2 form, employees would be informed
of the TIP surcharge or credit, so they would know the penalty or
reward that has resulted from the wage increase at the firm.

It is crucial to understand how these TIP incentives differ funda-
mentally from controls. For both incentives, the tax penalty for ex-
ceeding 6 percent must be stiff, but not prohibitive, for either the
employer or employees. Where market forces, and the special condi-
tions of the firm or industry, call for a relative wage increase, it is
essential that the firm still be able to exceed 6 percent, though by
less than it would have without TIP.

For example, suppose firm A faces a sharp rise in product demand,
and thus a labor shortage, while firm B faces a decline in demand,
and thus a labor surplus. Without TIP, A might grant 9 percent
and B, 7 percent, for an average of 8 percent. With TIP, A might
grant 7 percent, and B, 5 percent, for an average of 6 percent.

TIP would not replace the market forces working on each firm,
and would not prevent the relative wage increase required by A to
attract additional labor. Both A and B would be free to set their
wage increase without having to seek regulatory approval.

Now contrast the situation of A and B under controls. Under con-
trols, all firms would be prohibited from exceeding the wage target
of 6 percent, unless a firm could prove to a regulatory board that
it deserved special treatment. Under TIP, the employer and em-
ployees at firm A, through collective bargaining, would be free to
set a T-percent wage increase, and accept the tax penalty.

Under controls, the employer and employees at A would not be
free to arrive at their own decision. They would have to submit their
case to a regulatory board. Their collective bargaining agreement
would in effect require Government approval. '

The outcome would not depend on their own assessment of the
particular situation in their industry, but on the assessment of a
board reviewing a large volume of cases, a board which would
therefore be far less informed about the merits of their case.
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The appeal process under controls would be time consuming, costly,
frustrating, and inefficient. TIP would entirely avoid this regulatory
interference in collective bargaining decisions. It would preserve the
freedom of business and labor at each firm to make their own decisions.

TIP differs from controls exactly as the investment tax credit and
accelerated depreciation differ from Government controls over each
firm’s investment. Like these tax incentives, TIP would change the
profitability of particular firm decisions. But each firm would be free
to respond as it wishes, without seeking approval from regulators
or regulations. The IRS would investigate a sample of firms accord-
ing to its usual procedure.

Let me pause here to reply to Mr. Pechman’s comments. I have
great respect for him, and he has raised important and practical
problems which require careful consideration. But we have to keep
the practical problems in perspective.

Suppose today we were considering enacting for the first time an
income tax on individuals and corporations. I have no doubt that if
Mr. Pechman were assigned the task of assessing potential practical
problems, he could leave us quite discouraged by asking the very same
questions he asks concerning TIP. For example, who would be covered
under the income tax? All individuals or households? All businesses?
Couk} small businesses provide adequate records and be expected to
comply.

Hovz would business income be measured ¢ Surely there should be an
allowance for depreciation of capital, but there is no actual transac-
tion. Rules Woulg have to be developed for determining asset lives.
Would only straight-line de]l)reciation be allowed? Again, would we
expect small business to comply ?

For individuals, what about capital gains? When they accrue, or
when realized ? What about artificial gains due to inflation? Capital
gains would depend on events in 2 adjacent years. What about the im-
puted rental income of home owners? For business, what would be the
economic unit. For large conglomerate firms? How would subsidiaries
be treated ¢ What would be the timing of tax payment on the income
tax? What about rules for withholding and estimated taxes? If there
are underwithholdings, won’t taxpayers object when they make up the
difference ? And so on.

My point is not that TIP is immune from difficulties. Rather, T am
arguing that it would be premature to allow a listing of problems to
prevent serious consideration. We must proceed to the next stage,
drafting legislation, and attempting to write IRS regulations and cir-
culate these to tax and collective bargaining experts.

Our income tax to this day has significant unsolved practical prob-
lems, and yet it has been the centerpiece of our tax system. The work
ability of TIP must not be judged against a mythical ideal tax, but
against the other highly imperfect, yet tolerably, feasible taxes that
now exist.

The above TIP package contains both an employer and employee
incentive, and combines both penalty and reward. I want to emphasize
that in my view the most crucial ingredient in the package is the in-
come tax penalty on the employer, the original Weintraub-Wallich
incentive. In a technical paper that will be appearing in the next issue

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



614

of the Brookings Papers on Economic Activity, I present the economic
theory and econometric evidence that I believe leads to this conclu-
sion. I will briefly summarize the central argument.

An employer can ignore the opportunity to earn a tax cut; and em-

loyees can 1gnore either the penalty or reward, provided the penalty
15 not prohibitive. An employer, however, cannot afford to ignore the
imposition of a stiff tax surcharge on its income tax.

If the TIP package, together with proper monetary and fiscal pol-
icy, succeeds in reducing wage inflation to 6 percent, and price infla-
tion to 4 percent, then the dividing line between penalty and reward
under TTP should be lowered to 4 percent, and ultimately—after sev-
eral years—to 2 percent, the average growth rate of labor productivity,
and therefore the rate required to keep inflation near zero.

As disinflation steadily occurs, the unemployment rate can gradually
be brought down perhaps to near 4 percent. Econometric evidence
suggests that without TIP a 4-percent unemployment rate would cause
wage and price inflation to gradually accelerate, so that 4 percent
could not be maintained. With a permanent TIP, exerting permanent
downward pressure on wage increases, it should be possible to keep
wage increases equal to productivity growth at a 4-percent unemploy-
ment rate.

The monetary growth rate prescribed by monetarist economists
would then be essential, on average, to maintain 4 percent unemploy-
ment and near zero percent inflation. It will be easier for the Federal
Reserve to gradually reduce the monetary growth rate to its target
if the full employment budget is brought approximately into balance,
so that pressure on interest rates from fiscal policy is reduced.

At first glance, it might seem natural to suggest tax incentives for
price increases, just as TIP provides tax incentives for wage increases.
Tax incentives for price increases, however, are almost certainly ad-
ministratively unfeasible. Most firms make a variety of produects, with
a variety of quality levels. It is extremely difficult to distinguish a price
change from a quality change.

Fortunately, tax incentives on prices are unnecessary. As explained
earlier, theory and evidence strongly suggest that prices are tied to unit
costs, and a decline in the growth rate of unit costs will automatically
bring down the growth rate of prices. Nevertheless, labor deserves in-
surance.

I would, therefore, suggest that “real wage insurance,” first proposed
by Mr. Okun in 1974, be included in the TIP package. Suppose wage
inflation declines from 8 percent to 6 percent in the initial year under
TIP, but price inflation declines from 6 percent to only 5 percent—
although theory and evidence expect a decline to 4 percent—then Con-
gress would authorize in advance compensatory tax cuts for employees.
to make up the difference.

These tax cuts could be varied with the wage increase at each firm,
so that those who exercised greatest wage restraint would receive the:
largest tax cut. The expected cost to the Treasury of real wage insur-
ance is'zero, because the decline in price inflation should automatically-
match the decline in wage inflation. Nevertheless, it is important to
guarantee protection. Real wage insurance should be enacted as part
of the TTP package, so that the compensatory tax cuts would be as-
sured in advance.
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As in the case of prices, tax incentives for profit restraint at each
firm would have harmful effects. The firm’s incentive to improve its
efficiency, from which consumers ultimately benefit, could be weakened
by reducing the profit reward. The practical experlence with the ex-
cess profits tax has not been encouraging.

Fortunately, as in the case of prices, tax incentives on profits are
unnecessary. As long as price inflation stays approximately equal to
unit labor cost inflation, the ratio of capital income to labor income
must remain fairly constant. If price inflation declines 2 percent when
unit labor cost inflation declines 2 percent, then unit profit inflation
must decline 2 percent. Nevertheless, labor deserves insurance.

I would, therefore, suggest that the following proposal, offered by
Mrs. Lawrence Klein and Vijaya Duggal of Wharton Econometric
Forecasting Associates at the University of Pennsylvania, deserves
careful consideration. According to their proposal, if the ratio of
after-tax profit to labor income for the whole corporate sector rises
above some threshold when wage inflation declines, then the base cor-
porate tax rate can be raised equally for all firms to keep the ratio at
the threshold for that year.

To reassure labor, this adjustment can be enacted in advance and
made automatic. It should be emphasized that their proposal would
not attempt to define and tax “excess” profit at each individual firm.
Only the ratio for the whole corporate sector—or economv—would be
of concern. Their proposal would, therefore, avoid the difficulties of
past excess profit taxes.

In conclusion, I would recommend that a tax-based incomes policy
should be adopted. TIP, together with monetary and fiscal restraint,
can reduce inflation and unemployment simultaneously and perma-
nentlv. Labor, business, and the general public would, therefore, all
benefit greatly from TIP.

Thank you.

Representative Lone. Thank you for a provocative statement.

[The prepared statement of Mr. Seidman follows:]

PREPARED STATEMENT OF LAURENCE S. SEIDMAN

A Tax-Based Incomes Policy

My name is Larry Seidman. I am an Assistant Professor of Economies at the
‘Wharton School, University of Pennsylvania. During the last four years, I have
been engaged in research concerning the theory and design of a tax-based incomes
policy [TIP]. I recently presented a paper on tax-based income policies at
the Brookings Conference devoted to that subject.

This morning, I want to explain why I believe a tax-based incomes policy should
be adopted, and offer specific suggestions for its design. A permanent tax-based
incomes policy [TIP] complemented by proper monetary and fiscal policy, offers
the prospect of permanently reducing both inflation and unemployment. Moreover,
I believe it is the only policy that will enable us to reduce inflation and unem-
ployment simultaneously. Labor, business, and the general public would there-
fore benefit greatly froma tax-based incomes policy.

TIP is fully compatlble with our market economy, its institutions. In contrast
to either persuasion or controls—the two traditional methods of incomes policy—
TIP.would harness. the instrument.that has proved its effectiveness in our mar-
ket economy : fingncial ‘incentives. Business and labor would remsdin free to bar-
‘faimwcollectively, and weigh the particularfeatures of their own situation against
the TIP incentive, arriving at the wage and price decisions they regard as best,
without government interference.
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It must be emphasized that TIP does not seek to blame labor or business for
inflation. Employees, or their unions, who seek higher wages and salari‘es. to
catch-up with inflation, to stay ahead of it, or to improve their standard of living,
are simply reacting to protect their own self-interest, exactly as mans_lgements
do when they seek profits. Since labor is responding to the same incentlyes that
drive all economic agents in our economy, fault-finding is unjustified. Similarly,
when business firms grant wage increases in excess of productivity increases,
and pass the higher unit costs on to consumers through higher prices, they are
protecting their own interest in response to the constraints they face. The aim of
TIP is no to place blame on labor, or business, but to permanently restructure
financial incentives so that the outcome is best for the public, labor, and business.

The logic of TIP can be simply explained. When the average firm grants, and
its employees receive, a wage increase in excess of its productivity increase, the
result is an increase in its unit cost, which the firm must cover by raising its
price. This behavior imposes a cost on society in either of two forms. If monetary
and fiscal policy accommodate such wage-price behavior, the social cost takes
the form of inflation. If monetary and fiscal policy tries to combat such behavior,
the social cost takes the form of unemployment and recession.

Yet today neither the employer nor employees have an incentive to take this
external social cost into account when their own wage increase is set. Many
economists would diagnose this as a standard “externality” problem, and there-
fore recommend the standard remedy: “internalize the externality.” The em-
ployer and employees at each firm should bear a private cost whenever they im-
pose a social cost, in the form of higher inflation or unemployment, on the rest of
society. They should either incur a financial penalty, or forego a financial reward,
when they engage in such behavior. The aim of TIP is to provide such a financial
incentive.

Even advocates of TIP have not yet agreed on the best design. Today, I want
to set out tentatively a TIP package that promises to restrain wages, prices, and
iprofits. It combines elements from the original employer TIP, first proposed by
Drs. Henry Wallich and Sidney Weintraub in 1971; and the recent employer-
employee package suggested by Dr. Arthur Okun. Moreover, it contains specific
guarantees and protections for labor concerning prices and profits, similar to
those that have been offered by Dr. Okun, and Drs. Lawrence Klein and Vijaya
Duggal, among others. I offer this package tentatively, to serve as a concrete
starting point, and as a basis for my analysis this morning. The TIP package
consists of three parts: wages, prices, and profits. I will consider each in turn.

WAGES

When I say “wages” I really mean compensation, including salaries, fringe
benefits, and executive pay. Incidentally, I mean the salaries of university pro-
fessors, as well as the wages of factory workers. Economic theory, econometric
evidence, and common sense all strongly support the conclusion that a smaller
wage increase, and therefore, a smaller unit cost increase, will result in a similar
price increase. Today, the average annual wage increase is 8 percent ; but because
the trend growth rate of productivity-output per manhour—is only 2 percent (and
varies little from this figure), the average unit cost increase is 8 percent. Our
basic inflation rate, therefore, is 6 percent.

The best way to predict the inflation rate is to observe the average wage settle-
ment and subtract 2 percent—the productivity growth rate. Table 1 shows that
over the last thirty years in this country, in most years the inflation rate has
been approximately equal to the difference between the average wage increase
and the average productivity increase. For example, in the early 1960’s, the av-
erage wage increase was 4 percent, the average productivity increase was 3 per-
cent, and the inflation rate was 1 percent. This rule of thumb is one of the most
stable empirical relationships in economics. There is no mystery about this. Every
business must cover an increase in its unit cost by raising its price. Moreover,
the degree of competition in each industry—whether high or low—establishes a
specific relationship between unit cost, and the price firms charge, so that price
and unit costs move together. Both theory and empirical evidence strongly re-
jeet the view that sustained price increases can occur without accompanying in-
creases in unit labor costs. Today, unit labor costs are raising 6 percent per year,
and therefore, so are prices. The only way to bring the inflation rate down to: 0
percent is to stop the advance of unit labor costs, by gradually reducing:the
growth rate of wages from its current 8 percent down to 2 percent, the. grovwth
rate of productivity.
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TABLE 1.—PRICE—UNIT LABOR COST RELATIONSHIP

[Percent change from the previous period]

Output per Compensation Unit labor  Implicit price
Year hour per hour costs deflator
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1 Projected by Bureau of Labor Statistics.
Note: All data are for the private, nonfarm economy.

Source: Bureau of Labor Statistics, Department of Labor. Presented in table B~31 (p. 207), The Economic Report of the
President, January 1976. ’

Suppose TIP sets as its initial target a wage inflation rate of 6 percent (in-
stead of the current 8 percent), and a price inflation rate of 4 percent (instead
of the current 6 percent). Then TIP might consist of the following two incen-
tives.

(A) Employer incentive

A firm that grants a wage increase in excess of 6 percent would receive a sur-
charge on its income tax for that year in proportion to the size of the excess. If
it grants less than 6 percent, it would enjoy a proportionate tax cut; if it grants
6 percent, its tax rate would remain at the base (currently 48 percent for many
corporations). For example, if a firm grants 7 percent, and the TIP multiplier is
6, its tax rate would rise to 54 percent; if it grants 8 percent, its tax rate would
rise to 60 percent.

(B) Employee incentive

Employees at a firm that grants an average wage increase in excess of 6 percent
would receive a tax increase for that year in proportion to the size of the excess.
If the firm grants less than 6 percent, they would enjoy a proportionate tax cut:
if it grants 6 percent, their tax rate would remain at the base. The penalty or re-
ward would depend only on the average wage increase at the firm, so that indi-
vidual promotion is not discouraged.

One method of implementing the employee incentive would be to use the in-
come tax withholding system. If the firm grants a wage increase in excess of 6
percent, it would be required to raise the actual withholding rate; yet employees
would only be credited the standard rate on their W-2 forms. Symmetrically, if
the firm grants less than 6 percent, it would be required to reduce the actual
withholding rate; yet employees would be credited the standard rate on their
‘W-2 forms. In this way, the incentive would be fully implemented by the em-
ployer, so that there is no additional compliance burden on individual employees.
But on each paycheck, and on the W-2 form, employees would be informed of.
the TIP surcharge or credit, so they would know the penalty or reward that has
resulted from the wage increase at the firm.

It is crucial to understand how these TIP incentives differ fundamentally from
controls. For both incentives, the tax penalty for exceeding 6 percent must be
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stiff, but not prohibitive, for either the employer or employees. Where market
forces, and the special conditions of the firm or industry, call for a relative wage
increase, it is essential that the firm still be able to exceed 6 percent, though by
less than it would have without TIP.

For example, suppose firm A faces a sharp rise in product demand, and thus
a labor shortage; while firm B faces a decline in demand, and thus a labor sur-
plus. Without TIP, A might grant 9 percent, and B, 7 percent, for an average of 8
percent. With TIP, A might grant 7 percent, and B, 5 percent, for an average of
6 percent. TIP would not replace the market forces working on each firm, and
would not prevent the relative wage increase required by A to attract additional
labor. Both A and B would be free to set their wage increase without having to
seek regulatory approval.

Now contrast the situation of A and B under controls. Under controls, all
firms would be prohibited from exceeding the wage target of 6 percent, unless a
firm could prove to a regulatory board that it deserved special treatment. Under
TIP, the employer and employees at firm A, through collective bargaining, would
be free to set a 7 percent wage increase, and accept the tax penalty. Under con-
trols, the employer and employees at A would not be free to arrive at their own
decision. They would have to submit their case to a regulatory board. Their col-
lective bargaining agreement would in effect require government approval. The
outcome would not depend on their own assessment of the particular situation
in their industry, but on the assessment of a board reviewing a large volume of
cases—a board which would therefore be far less informed about the merits of
their case. The appeal process under controls would be time-consuming, costly,
frustrating, and inefficient. TIP would entirely avoid this regulatory interference
in collective bargaining decisions. It would preserve the freedom of business and
labor at each firm to make their own decisions.

Dr. Henry Wallich, a respected conservative, has written:

“The essence of TIP is that it differs fundamentally from the usual kind of
wage and price controls. Business and labor are free to bargain for any wage
increase they choose. Only the weight of market forces is changed, with the
tax doing the weighting.”

TIP differs from controls exactly as the investment tax credit and accelerated
depreciation differ from government controls over each firm's investment. Like
these tax incentives, TIP would change the profitability of particular firm
decisions. But each firm would be free to respond as it wishes, without seeking
approval from regulators or regulations. The IRS would investigate a sample
of firms according to its usual procedure. )

TIP would complicate the tax code. But so do the investment tax credit and
accelerated depreciation. For example, IRS must develop service lives for many
classes of assets, often requiring arbitrary judgments. Businessmen clearly do
not regard such tax incentives as controls. Despite their complexity, these
incentives leave each firm free to make its own decisions. It cannot be over-
emphasized that TIP is a tax incentive, to which firms can respond as they wish.

The practical difficulties of implementing TIP have nothing to do with controls,
or the interference by government in the decisions of business and labor. Instead,
they are exactly analogous to those encountered with accelerated depreciation.
IRS must carefully draw up rules that firms must follow in computing their tax
liability. Under TIP, IRS will have to define how the wage increase, including
contributions to fringe benefits, is to be computed for tax purposes.

‘The most serious technical problems that have been raised against some ver-
sions of TIP can be completely avoided if TIP is properly designed. For example,
the question has been raised: Whose estimate of the cost of a labor contract
will be accepted? This problem, however, disappears if TIP is based on the labor
expenses actually paid by the firm in a given year, rather than attempting to
estimate what the negotiated contract implies. Tax liabilities are based on actual
income earned, not on a forecast of prospective income. What must be grasped
is that TIP is a tax incentive, and should be implemented according to standard
principles of taxation, not according to the methods of controls.

Moreover, if a firm actually pays 9 percent more per manhour this year
than last, it should not matter how much of this is the base wage, a cost-of-living
adjustment, or a contribution to health or life insurance, or pensions. The
important fact is that actual total labor expense per manhour has increased 9 per-
cent; this is what counts for the firm’s costs, pricing, and inflation, and is there-
fore the basis on which TIP should be computed.

The most valid objections have been raised against a TIP that would provide
penalties or rewards based on prices or profit margins. These objections will be
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reviewed later. A TIP that provides incentives for wages only avoids these
problems. Later, I will show how prices and profits can be restraitied effectively
without direct tax incentives.

In summary, TIP differs fundamentally from contfrols. Indeed, in my view
TIP is our best hope for avoiding controls.

The above TIP package contains both an employer ahd employee incetitive, and
combines both penalty and reward. I want to emphasiZze that in my view, the
most crucial ingredient in the package is the iticome tax peénalty ot the em-
ployer—the original Weintraub-Wallich incentive. In a téchnicdl paper that will
be appearing in the next issue of the Brookings Pdpers on Economic Activity, I
present the economic theory and econometric evidence that I bélieve léads to this
conclusion. I will briefly summarize the central argument.

An employer can ignore the opportunitfy to earn a tax cut; and employees
can ignore either the penalty or reward, provided thé péndlty is not prohibitive.
An employer, however, cannot afford to ignore the impusition of a stiff tax
surcharge on its income tax. In the above TIP package, the employer incurs a tax
penalty if he grants a wage increase above the 6 percent target. Suppose ihstead,
under a reward-only TIP, he were offered a tax cut for reducing his wage
increase below today’s average of 8 percent—but his tax rate would femain 48
percent if he grants 8 percent or higher. It is possible that the oppottunity for
a tax cut will induce him to reduce his wage increase below 8 pércent. But if
he does not, he will be no worse off than he is toddy. It is therefore uncertain
whether he will respond. Suppose under the penalty proposed in the above
package, his tax rate would rise to 60 percent if he grants 8 percent (6 percentage
points for each 1 percent excess). If he insists on granting 8, he will be signifi-
cantly worse off.

In my view, there is significant econometric evidence that wheén the profit
rate declines below normal, business firms grant below-normal wage increases,
reflecting their reduced ability-to-pay. the income tax pénalty would threaten
a squeeze in after-tax profit if the firm grants the same wige increase. The
evidence suggests that this threat would cause managements to stiffen their
resistance and reduce the wage increase towards the target to avoid the potential
after-tax profit squeeze.

It must be emphasized that if firms respond to the potential penalty by
reducing the wage increase to the TIP target, their tax rate will remain un-
changed, and no after-tax profit decline will actually occur. A central feature of
the employer penalty TIP, in contrast to an increase in the ordinary corporate
tax rate, is that it can threaten a profit squeeze if firms fail to respond ; but will
not cause an actual one if firms respond as expected.

In response to this argument, the following question can be raised: Is it pos-
sible that firms will ignore penalty-TIP, grants 8 percent, accept the tax in-
crease, but pass on the higher tax cost to consumers through higher prices,
thereby avoiding a decline in their after-tax profit? Let me explain why this
possibility will not undermine penalty-TIP.

Since the tax penalty is on the income tax of the firm, in effect “IRS goes
last.” First, the firm raises its price, hoping to increase its before-tax profit
enough to offset the TIP tax increase. Then, IRS taxes a fraction of this gross
profit. If the TIP penalty multiplier is made stiff enough, the firm will be unable
to avoid an after-tax profit decline if it grants 8 percent, no matter how great
its market power. For example, if the TIP multiplier is 6, so that the firm’s tax
rate increases from 48 percent to 60 percent, the firm would have to be able to
raise its before-tax profit by 30 percent. to avoid a decline in after-tax profit
(without TIP, the firm would keep 52 percent, which is 30 percent greater than
the 40 percent it would keep under TIP if it grants 8 percent). If the multiplier
were 13, so that the firm’s tax rate increases from 48 percent to 74 percent, the
firm would have to possess the ability to double its before-tax profit to avoid
a decline in its after-tax profit (since it keeps 52 percent without TIP, but
26 percent with TIP if it grants 8 percent). Finally, if the TIP multiplier were
26, so that the firm’s tax rate increases from 48 percent to 100 percent, it would
be literally impossible for the firm, no matter how great its monopoly power, to
avoid an after-tax profit squeeze if it grants 8 percent. Of course, so extreme
a TIP multiplier is neither desirable nor necessary. The extreme example is
given to illustrate that, regardless of the degree of oligopoly power of the firm,
there is a TIP penalty stiff enough to force the firm to respond by reducing its
wage increase. .

"Hven if it is understood that raising prices cannot fully protect the firm, it may
be asked : Won't firms try to cover part of the tax cost by rafsing price, and won’t
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this worsen inflation? The answer is as follows. As long as the average firm re-
duces its wage increase to the target, the average tax rate will remain at the base
(today, 48 percent for most corporations), and there will be no tax increase to
pass on. Suppose, pessimistically, that the average firm exceeds the target, and
incurs a tax increase. The result will at worst be a one-time increase in the av-
erage ﬁg‘m’s mark-up, and price. Once the price is adjusted to the higher tax rate,
price will aga@n follow unit labor cost. The pass-on can only occur once, because
the tax rate will at worst only incregse once. Thus, even under the worst scenario,
Ppenalty-TIP will soon permanently bring down the inflation rate.

Mpreover, i.t is far from certain that firms can raise prices and before-tax profits
significantly in response to TIP. Even under industry-wide collective bargaining,
-wherg, the firms are large oligopolists, import competition may limit the ability
ito raise gross profit by raising price. It is therefore important that if TIP is in-
troduced, firms clearly understand that the government will refuse to protect
them from import competition if they ignore TIP, grant a wage increase above
the target, and try to pass on the tax cost through higher prices. ’
~ The shifting problem just described will not undermine TIP if the penalty is
on the income tax, because in effect, “IRS goes last,” after the firm tries to raise
its gross profit by raising price. If the penalty were on the payroll tax of the
firm, in effect IRS would “go first,” and the shifting problem would be more seri-
ous. After paying the tax, according to the size of its wage bill, the firm could
then try to maintain its after-tax profit by raising price. There would be no guar-
antee that the firm would suffer an after-tax profit squeeze if it granted 8 percent.

The version of TIP that would disallow excess wages as a deduction when the
firm computes its tax liability can be shown to be equivalent to a payroll tax
surcharge. Because it is less vulnerable to the shifting problem, the income tax
surcharge is preferable to the deduction disallowance.

In summary, the threat of an income tax penalty will force firms to respond by
“digging in" at a lower wage increase in order to avoid an after-tax profit squeeze.
Today, the average firm ‘“digs in” at 8 percent. If the TIP target is 6 percent, the
average firm will “dig in” with the same intensity at 6 percent.

The employer penalty is most readily applied to the private, profit sector. I
would suggest, however, that the penalty should also be applied to large firms in-
the non-profit sector, such as universities, to the regulated sector, and to state
and local governments. For the latter, general revenue sharing could be reduced
the larger the wage increase. Both equity and efficiency require as broad a cover-
age for TIP as is consistent with administrative feasibility. In light of the cost
of compliance and administration, small firms might be given the option of in-
clusion or exclusion from TIP.

Some of my colleagues who have suggested tax rewards, instead of penalties,
agree with my conclusion that the employer income tax penalty is likely to be the
strongest, and most reliable ingredient in a TIP package. They have settled for a
tax reward because they fear that the patient will refuse to accept stronger medi-
cine, and that you will not have the political courage to enact a tax penalty.

Our anti-inflation policy has suffered from an unwillingness to recommend any-
thing that may be temporarily unpleasant to the patient. The result of this timid-
ity has been that the disease has grown worse, and the patient feels worse than
before. The time has come to recognize that the best medicine does not always
taste best. It is understandable that the patient seeks to avoid unpleasant medi-
cine. It is the responsibility of the physician, however, to prescribe what will
work.

Your willingness to enact an employer tax penalty will not only provide the key
ingredient for reducing inflation. It will do more to reduce the expectation of
higher inflation than any other single action you can take. The public is justi-
fiably alarmed when it observes political leaders and policy-makers “running
for cover” when some one complains that he will refuse to consider any medicine
with an unpleasant taste. What is required is a TIP package, containing penalties
as well as rewards, together with monetary and fiscal restraint, to restore pub-
lic confidence, reduce the expected inflation rate, and begin to wind down the ac-
tual inflation rate without subjecting the economy to a severe recession.

If the TIP package, together with proper monetary and fiscal policy, succeeds
in reducing wage inflation to 6 percent, and price inflation to 4 percent, then the
dividing line between penalty and reward under TIP should be lowered to 4
percent, and ultimately (after several years) to 2 percent, the average growth
rate of labor productivity, and therefore, the rate required to keep inflation near
Zero.

As disinflation steadily occurs, the unemployment rate can gradually be brought
down perhaps to near 4 percent. Econometric evidence suggests that without TIP,
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a 4 percent unemployment rate would cause wage and price inflation to gradually
accelerate, so that 4 percent could not be maintained. With a permanent TIP,
exerting permanent downward pressure on wage inecreases, it should be possible
to keep wage increases equal to productivity growth at a 4 percent unemployment
rate.

My own analysis suggests that a permanent TIP would cause a significant
structural change in the economy. TIP would permanently reduce the non-
accelerating-inflation rate of unemployment (NAIRU) of the economy—from per-
haps 6 percent to 4 percent. It would then become possible to run the economy at
4 percent, instead of 6 percent, without generating a rise in the inflation rate.
This reduction in the NAIRU would yield large social benefits each year. Accord-
ing to Okun’s Law (a 1 percent reduction in unemployment yields a 3 percent in+
crease in real GNP), if the economy can be run at a 4 percent unemployment rate,
real (inflation-adjusted) GNP, labor income, private investment, and profits, will
all be 6 percent higher each year than if the unemployment rate were 6 percent.

The monetary growth rate prescribed by monetarist economists would then be
essential, on average, to maintain 4 percent unemployment (the new NAIRU un-
der TIP), and near 0 percent inflation. It will be easier for the Federal Reserve
to gradually reduce the monetary growth rate to its target if the full employment,
budget is brought approximately into balance, so that pressure on interest rates
from fiscal policy is reduced. Thus, TIP is a complement to, not a substitute for,
responsible monetary and fiscal policy. Of course, periodic disturbances will move
the economy away from its targets, and flexible, countercyclical monetary and
fiscal policy will remain necessary. Nevertheless, a permanent TIP should sig-
nificantly reduce the frequency, and degree, of stagflation in our economy.

Why can’t we use monetary and fiscal discipline alone? Why must we also
adopt TIP? Monetary and fiscal discipline, if applied long enough, and severely
enough, can eventually cause enough unemployment and low profits to reduce
wage increases, until cost increases, and therefore price increases. Those who
advocate a balanced budget and slow monetary growth as a substitute for TIP
seldom indicate, specifically, the process by which wage increases are eventually
to be brought into line with productivity increases. They leave the impression
that there is a mysterious link between such discipline, and prices firms set.
But firms will raise prices as long as unit costs increase; and unit costs will
increase as long as wage increases exceed productivity increases. So the issue
becomes : How can we bring down the growth in wages?

Monetary and fiscal restraint, alone, can only do it in one way: By causing
a severe enough recession. This is precisely the policy that was tried in 1974 and
early 1975. Tight monetary and fiscal policy helped cause a sharp decline in
aggregate demand, and the most severe recession since the 1930’s. The impact on
wage inflation, and therefore, price inflation, was meager. Wage inflation was
reduced from just above 10 percent to 8 percent ; therefore, price inflation declined
no further than 6 percent. Despite the loss to our society of billions of dollars
worth of output, the inflation rate declined only a few percentage points to 6
percent. Sole reliance on monetary and fiscal discipline is not a new approach
‘waiting to be put to the test. It was just tried, with dismal results. Let advocates
of discipline-only tell us what went wrong in 1974 when their experiment was
attempted. How long, and severe, a recession do they recommend to bring down
the inflation rate?

This traditional method of reducing wage inflation is indirect, ineffective, and
enormously harmful. TIP provides a direct incentive to reduce wage increases,
and therefore, cost increases and price increases, instead of relying on a severe
recession to do it. Monetary and fiscal discipline are then required to reinforce
TIP, so that its disinflation effect is permanent. It is true that TIP cannot
succeed in the absence of monetary and fiscal restraint. But who asserts that it
can? The real choice is between TIP plus monetary and fiscal restraint; vs.
monetary and fiscal restraint alone. The choice is therefore between reducing
inflation and unmployment together; vs. reducing inflation through high, pro-
longed unemployment.

Moreover, even if restraint, after years of recession, eventually brings down
the inflation rate, it will not change the NATRU—the unemployment rate re-
quired to keep the inflation rate from accelerating. We would have to accept an
unemployment rate of 6 percent or higher to prevent a rise in the inflation rate.
Thus, the traditional approach asks us to endure years of high unemployment
to reduce inflation, and a permanent unemployment rate of perhaps 6 percent
in order to maintain low inflation. In contrast, TIP offers the prospect of reduc-
ing the NAIRU perhaps to 4 percent. Thus, in the longer rum, the choice is
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between running the economy at a 4 percent unemployiiiént raté without infla-
tion, vs. running the economy at a 6 percent unemployment rate without inflation.
TIP therefore deserves to be regarded as an anti-unemployment, as well as anti-
inflation poliey.

PRICES AND PROFITS

At first glance, it might seem natural to suggest tax incentives for price
increases, just as TIP provides tax incentives for wage increases. Tax incentives
for price increases, however, are almost certainly administratively unfeasible.
Most firms make a variety of products, with a variety of quality levels. It is
extremely difficult to distinguish a price change from a quality change.

The key practical distinction between wages and prices is that the manhour—
the unit of labor input—is well defined, while the unit of output is not. To
compute the wage, total compensation can be divided by total manhours, where
the latter can in principle be measured unambiguously. Price is revenue per unit
of fixed output; but the latter is not well defined. For example, support Mc-
Donald’s keeps the nominal price of a Big Mac constant, but somewhat reduces
the quantity of beef, while changing the sauce. Has the true price of a Big Mac
increased? Similiarly, suppose it keeps the quantity of beef the same, but im-
proves its quality, and also improves the quality of the sauce. If it raises the
nominal price of a Big Mac a dime, is this a price increase, or simply a quality
improvement? If it were regarded as a price increase under a tax incentive,
quality improvements would be discouraged.

Furthermore, a guidepost for prices is less justified than for wages. Although
wage increases are not identical for all firms, most increases are not too far
from the average, because labor mobility and perceptions of equity force most
wage increases to stay close to the general pattern. Wide disparities in produc-
tivity change, however, across firms-caused by diverse rates of technological inno-
vation and capital formation—cause wide disparities in unit cost changes, and
therefore, price changes. Although ‘the average price increased 6 percent in 1977,
some prices were cut sharply, while others increased sharply. These disparities
serve a vital function. They signal consumers where costs are falling, and where
costs are rising, so that consumers are encouraged to shift towards products
with falling costs, and away from products with rising costs.

Fortunately, tax incentives on prices are unnecessary. As explained earlier,
theory and evidence strongly suggest that prices are tied to unit costs, and a
decline in the growth rate of unit costs will automatically bring down the growth
rate of prices. Nevertheless, labor deserves insurance. I would therefore suggest
that “real wage insurance,” first proposed by Dr. Okun in 1974, be included in
the TIP package. Suppose wage inflation declines from 8 percent to 6 percent
in the initial year under TIP, but price inflation declines from 6 percent to only
5 percent (although theory and evidence expect a decline to 4 percent). Then
Congress would authorize in advance ecompensatory tax cuts for employees to
make up the difference. These tax cuts could be integrated with employee-TIP,
and implemented through withholding at each firm. Moreover, the withholding
tax cut could be varied with the wage increase at each firm, so that those who
exercised greatest wage restraint would receive the largest tax cut. The expected
cost to the Treasury of real wage insurance is zero, because the decline in price
inflation should automatically match the decline in wage inflation. Nevertheless,
it is important to guarantee protection. Real wage insurance should be enacted
as part of the TIP package, so that the compensatory tax cuts would be
assured in advance.

As in the case of prices, tax incentives for profit restraint at each firm would
have harmful effects. The firm’s incentive to improve its efficiency, from which
consumers ultimately benefit, could be weakened by reducing the profit reward.
The practical experience with the excess profits tax has not been encouraging.

Fortunately, as in the case of prices, tax incentives on profits are nnnecessary.
As long as price inflation stays approximately equal to unit labor cost inflation,
the ratio of capital income to labor income must remain fairly constant; if
price inflation declines 2 pereent when unit labor cost inflation deelines 2 percept,
then unit profit inflation must decline 2 percent. Neverless, labor deserves in-
surance. I would therfore suggest that the following proposal, offered by Drs.
Lawrence Klein and Vijaya Duggal of Wharton Econometric Forecasting Asso-
ciates at the University of Pennsylvania, deserves careful consideration. Ac-
cording to their proposal, if the ratio of after-tax profit to labor income for the
whole corporate sector rises above some threshold when wage inflation declines,
then the base crporate tax rate can be raised equally for all firms to keep the
ratio at the threshold for that year. To reassure labor, this adjustment can be
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enacted in advance and made automatic. It should be emphasized that their
proposal would not attempt to define and tax “excess” profit at each individual
firm. Only the ratio for the whole corporate seetor (or economy) wounld be of
concern. Their proposal would therefore avoid the difficulties of past excess
profit taxes.

CONCLUSIONS AND BRECOMMENDATIONS

(1) A tax-based incomes policy (TIP) should be adopted. TIP together with
monetary and fiscal restraint can reduce inflation and unemployment simultane-
ously and permanently. Labor, business, and the general -public would therefore
all benefit greatly from TIP.

(2) TIP differs fundamentally from controls. It would harness the instrument
that has proved its effectiveness in our market economy : financial incentives.
It would leave business and labor free to make their own deecisions without
government interference.

(3) The employer and employees at a firm that grants a wage increase above
the TIP target should both incur a tax penalty ; the employer and employees at a
firm that grants a wage increase below the target should both receive a tax
reward. The tax penalties must be stiff, but not prohibitive. Where market
forces, and the special conditions of the firm or industry, call for a relative
wage increase, it is essential that the firm still be able to exceed the TIP
target, though by less than it would have without TIP.

(4) The most crucial ingredient in the TIP package is the income -tax penalty
on the employer who grants a wage increase above the target. It is most likely
to be effective. The best medicine does not always taste best.

(3) Although TIP focuses on wage increases, this does not mean that employees
(or their unions) who seek wage increases in excess of productivity increases, or
employers who grant such increases, should be blamed for inflation. Both labor
and business.are trying to.protect their own position in .response to the incentives
they now confront. The aim of TIP is not to place blame, but to restructure
incentives, so that the outcome is best for labor, business, and the public.

(6) Bconomic theory and econometric evidence strongly suggest that the price
inflation rate approximately equals the wage inflation rate minus the produc-
tivity growth rate (2 percent). Thus, if TIP reduces the -wage inflation rate
gradually to 2 percent, it will automatically reduce the inflation rate to zero.
Tax incentives for prices or profits are therefore unnecessary. Moreover, they
would have harmful effects.

(7) Labor should be protected by “real wage insurance,” which would guaran-
tee automatic tax cuts for employees if the decline in price inflation fails to
match the decline in wage inflation for the whole economy ; and possibly by an
automatic upward adjustment of the corporate income tax rate for all firms
should profit irflation fail to decline with wage inflation.

(8) A permanent TIP may be able to reduce the non-accelerating-inflation
rate of unemployment [NATRU] of the economy. If 80, it would be:possible to run
the economy at perhaps a 4 percent unemployment rate without caunsing a rise in
the inflatior rate. TIP should therefore be regarded as an anti-unemployment, as
well as an anti-inflation policy.

Representative Lone. What is your thinking about the adminis-
trative feasibility of a plan such as this, Mr. Gordon?

Mr. GorooN. I would defer to Mr. Pechman on administrative de-
tails, since that is something he has done a lot of thinking about and
T haven’t. I would perhaps perform some service by emphasizing the
points that he made that I think are the most important.

The first is the possibility of having a carrot .or rewards scheme
without giving it to everyone. Of course, the small firm will holler
bloody murder if it isn’t given a-subsidy.

Second, the penalty schemes. I think those are perhaps imaginable
if you do it after the fact, as he said, But then the horse is out the barn
door, because as I emphasized in my statement, we are stuck with the
3-vear wage contracts. That is a unique problem we have.

What good is it going to do if a firm finally figures out in 1980 that
its wages went up too much in 1979 and it has to pay a big tax? It has
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already negotiated its 10-percent wage increase, which Mr. Bosworth
objected to so strongly. So what ¢ All 1t is left with is a higher tax bill.

What is that going to do? Two things in some combination.

It will try to recoup that through higher prices, or the profits will
be squeezed and will have an effect on investment. Using Mr. Seidman’s
own scheme and numbers, he makes the penalty sound pretty modest
by giving an example of a firm which, with a 6-percent norm, actually
negotiates a 7-percent agreement.

What happens with the coal mining firm that already is stuck with
a 3-year agreement with a 10-percent average rate of wage increases?
His corporate income tax goes up from 48 to 72 percent; 72 percent is
a wartime type of confiscation, and it is bound to cause a crisis in coal
mining or raise coal prices, and I suspect it would mainly raise coal
prices.

I think this is something Mr. Seidman’s scheme continually evades,
because of a hope that when the coal miners come up next time and
they see the poor struggling coal mining firm, which has been forced
to pay a 72-percent tax rate the last time, they are going to feel sorry
for it and they are going to be very modest.

They are going to be modest after the teamsters got 10 percent and
the railroad workers got 10  percent and the auto workers got 10.5
percent ? I don’t think that is the way the world works.

The unions are looking at what the last guy got, and it is the
staggered set of wage contracts. One guy expires in March and the
next guy who expires in May is trying to get as much as the guy who
expires in March. That is one of the reasons our inflation is so hard to
slow down. It would create a revolution if Congress tried to do some-
thing about that.

That is where the heart of the problem lies, and we might as well
put it on the table and begin to grapple with that. I hate to say this,
because it is conventional in political circles. We always say we have
big business and big labor, but the consequences of Mr. Bosworth’s
testimony this morning—his problem is big labor, finding a way to
‘get labor to slow down its wage demands.

Mr. PeceMAN. I didn’t know my friend, Mr. Gordon. had latent
abilities as a tax expert. It is clear that his analytical abilities in these
areas are very good.

I did want to respond to what Mr. Seidman said about the analogy
between the tax-based incomes policy and the income tax. Unfortu-
nately, the analogy is just not correct. The analogy should be to a tax
based upon events that occurred in two different years, and that is a
very different thing.

If you had asked me in 1918 whether the United States should
introduce an excess income tax, I would have said “no,” but I would
have said that an income tax based on a single year would have been
possible.

-As I indicated before, in the case of excess profits taxation, we have
done it during wartime and every time it was used, it was agreed that
it was messy. The litigation extended over a period of 20 or 25 years
after World War II, and perhaps over 10 years in the Korean war. I
was in the Treasury Department at that time, and we tried hard to take
care of the abnormal cases. However, the litigation extended for a long
time after the Korean war.
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Another example of this approach was a proposal to provide a carrot
for firms that had a larger amount of investment than the amount of
investment in the base period. Congress rejected that out of hand in
the early 1960’s even though economists were unanimous in saying that
a differential investment credit would be more effective than a flat
credit.

The only part of the income tax that I can remember that relates to
2 different years was the capital gains tax, and the committee will rec-
ognize right away that that part of the code is the most complicated
and has given us the most headaches. ) .

Most economists would say that the realization principle that is
used for capital gains taxation is wrong, that what you should do is
base the tax upon changes in the value of assets between two periods of
time. Every country in the world has rejected that approach on simple
practical grounds, because it is extremely difficult to value assets
between two periods of time, and even if you could, you wouldn’t want
to impose a tax, because there would be a payment problem.

So if you want analogies, you should take the correct analogies. I
submit to you that, on the basis of the history of taxation in this
country and abroad, experience does suggest that this kind of approach
is extremely difficult to implement.

Representative Lone. Mr. Seidman, you have stimulated some
thought, as I can see, through the economic circles. Do you have any-
thing you would like to add at this time?

%r. SemMaN. Let me briefly respond, first, to what Mr. Pechman
said.

I agree with his point about the two separate events and ‘the 21 dif-
ferent year comparisons involved, but most of his statement involved
the other reasons I was addressing. If you look back on his statement,
the first issue was coverage. That would have been an issue if we were
issue under the income tax.

The second is the economic unit. That would be an issue under the
income tax. Timing the penalty or subsidy. That would have been an
issue under the income tax. ,

So a good part of the problems he is raising—I think they are impor-
tant problems—would also be problems if we were sitting here con-
templating whether we should enact an income tax. Only one of the
problems he-is raising is different, although not completely different,
because there is the analogy of capital gains. »

Again, I am not a tax expert. My only point is this: Up to this point,
there is not unanimity of the tax experts who have looked at this. Rich-
ard Slitor, who did a careful study of TIP at the request of Henry Wal-
lich, came to much more positive conclusions, concerning the feasibil-
ity, and I would urge you to read his comments in the Brookings
volume on TIP.

Emily Sunley and Larry Dildine at the Treasury raised a number of
problems. I don’t know if you would say they are more positive or less
positive than you. I think it depends on which part. What we need is to
go further. We must go to the next stage of having legislation drafted,
to write regulations, and have a larger sample of tax and collective
bargaining experts, begin to scrutinize the points and see.

The only point I am making is that the accumulation of a list of
potential problems should not let us become overly discouraged. There
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are few taxes that we have enacted that you couldn’t have gotten pre-
maturely discouraged about as well. That is my only point.

With respect to Mr. Gordon, the first point is on the phasing in.
There is certainly no consensus among advocates of TIP to apply the
tax rate to previously negotiated deferred wage increases if we hbegan
TIP at the beginning of the next year. Obviously we have to think
carefully of the phase-in problem and what do you do about contracts
already negotiated, but certainly I am sure most advocates of TIP
would not say that you should simply impose a tax penalty on them
because they had already negotiated the contract and then let them
have to bear that high penalty.

So we need to think about the phase-in, and not assume that that is
what we would do.

Also, the other implication you draw that puzzles me is that, cer-
tainly, the penalty version of Weintraub-Wallich does not depend on
unions feeling sorry for management’s profit squeeze.

My basic view is that the clash of the push of labor and the resistance
of management determines the wage outcome. Today that average
comes out at 8 percent. There are very few workers who do not believe
sincerely that they deserve more than what they get, and they press for
more and would like to have more.

At some point management’s resistance, because of the consequence
for after-tax profit, becomes greater than the push for labor and some
equilibrium point is reached. Today the average is 3 percent.

What the TTP penalty is trying to do is make the point where man-
agement digs in, and became, say, 6 percent, instead of 8 to change-
the push-resistance balance point. But it surely does not depend on
saying that workers are now supposed to feel sorry for management.
If we depended on that, it wouldn’t work.

Representative Long. Congressman Brown.

Representative Brow~ of Ohio. Thank you, Congressman Long.

I am impressed with a couple of suggestions mage by Mr. Gordon,.
and I want to pursue those.

You talked about the cost of regulation. Mr. Bosworth talked about
the cost of regulation. We have had some figures presented to the:
committee by ﬁlr. Murray Weidenbaum where he quantified the cost
of regulation in total dollar amounts. They may be debatable, and
they may or may not be close to the mark, but they represent the first
definitive study on the subject.

The question is, what kinds of supply-side impacts would be made
in terms of termination in some of these regulations or even holding-
the line in the development of regulations? Do you have any figures
or statistics on that? '

Mr. Goroon. Yes, I can give you a specific example of the kind of’
research that needs to be done on a broader scale. This is in the area
of how much regulation has increased the.cost of operating
automobiles.

Now, the figures, as I read them in the press, Mr. Weidenbaum re-
ferred to the extra devices required by the Government to be placed
on an automobile. There is something else that turns out to be even.
more important over the last 10 years that has been done to the auto-
mobile by Government regulations, and that is the lost fuel economy-
of antipollution regulations.
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Now, we have done a study of the whole question of gasoline econ-
omy from 1949 to the present, and we found out something that is
really hidden in the statistics entirely. That is, it looks, in the crude
data, like gasoline mileage didn’t improve at all between the Jate 1940’s
and the late 1960’s. That is because cars were getting bigger.

If you correct for the quality of automobiles, we had an almost 30~
percent improvement in fuel economy, and then almost a 20-percent:
decline as the antipollution laws took effect. ‘

If you take the difference between what we could achieve and what:
we did achieve, it turns out to be $300 per automobile, and that is
more than the BLS figures for the actual cost of devices placed on the
automobiles. s

Now, we have a whole new set of regulations essentially trying to
counteract that by trying to force the cars to become smaller. The fact
is that that is a measurable cost, and something that could be undone
by loosening the regulations. I am not saying we don’t need regula-
tions, but I think the American public has no idea of the operating
costs and the capital costs in the case of the automobile that is being
imposed on them.

I think the choice put to them is that the error you have enjoyed,
and it is a very hard question to ask, is, is it worth that much ¢ Would
you vote for—well, we know that diminishing réturns are reached at
the wells. Each dollar produces less and less in the form of better air
as you tighten regulations.

So maybe only 80 percent effective regulations instead of 99 per-
cent effective would give you a tremendous payoff. It would come out
in improved gas mileage, and so forth. That would go right into the
CPI in the year it happened. .

Representative BrownN of Ohio. Would you have any suggestions
as to specific legislative approaches that might be taken in this area?

Mr. Gorpon. I think there has been a lot of testimony by economists
dating back to the economic summit in the fall of 1974 when Mr.
Houthakker had his 41 points, which I thought of as Martin Luther
nailing the theses on the door of Congress.

Since I have a particular interest in the airline industry, I have
been astonished to see how airline executives, who thought the demand
elasticity for air travel was very low, suddenly found the Government
forcing them to reduce fares and putting a gold mine in their hands.
This kind of effect of creating a more competitive economy, which
economists are all lecturing Congress about, could go into numerous
other areas, whether it is truck transportation or maritime transporta-
tion.

You have to realize you have lobbies down in the corridor that have
something to lose and the whole competitive economy, the consumer-
at-large has something to gain, but they are not out there in the
corridors. . .

I wanted to stress one more thing which I think I said briefly in
the testimony. If you look at the energy bill, for instance, there are a
number of Congressmen who are against raising prices because they
worry that that would aggravate inflation. Look at how much infla-
tion has been aggravated by the decline in the dollar. The turnaround
in.the dollar tgl{mt would occur with an energy plan that cuts con-
sumption will give us a bonus in the slower increase in the price of
imports.
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I was reading an advertisement by the Government of Japan in
Business Week magazine, and they point out their GNP in real terms
has gone up more than ours has, and yet they are using no more
energy now than they were in 1973, That is, of course, because they
have allowed the price to go up with world prices, whereas we have
not.

Representative Brow~ of Ohio. I want to pursue a comment Mr.
Gordon made, and I am having difficulty finding it here, about the
fact that we have had very low productivity increases, and in recent
years employment has gone up without a substantial increase in pro-
ductivity. I don’t find the statement.

Representative Long. That is the essence of the statement.

Mr. Gorpox. Yes.

Representative Browx of Ohio. My question is: How do you put that
together with the political

Mr. Goroox. You are referring to the structural change that I said
was better known ?

Representative Brown of Ohio. Yes. Industrial production grew at
a rate three times faster than employment in 1970-73, but currently
we are improving our production not as fast as employment.

Mr. Gorbon. Over the last 12 months production has gone up 5 per-
cent and employment has gone up 4 percent. So it has barely stayed
ahead.

Representative BRowN of Ohio. What do you do with that when we
still seem to have more unemployment than we like? There is a political
difficulty in suggesting that we ought to put a premium on improving
the productivity of plants by tax incentives or real cost depreciation
systems, or enhancing savings at a time when we have unemployment.

Mr. Pecuaman. It indicates that public policy should bend in the
'dli)rection of stimulating additional productivity. I am not sanguine
about

Representative Brow~ of Ohio. Even at the cost of increased un-
employment? Wouldn’t that result in increased unemployment? Or
would it ?

Mr. Pecuman. Noj; not if your demand policies are geared to pro-
vide enough demand for the workers. I don’t fear productivity. A fter
all, if productivity rises

Representative Brow~ of Ohio. But if we have increased produc-
tivity, aren’t we likely to wind up with more goods than we have de-
mand for?

Mr. Prcaman. Not if aggregate monetary and fiscal policies are
geared to clearing the shelves at the higher production level. The im-
portant point you are raising is whether we now should use tax policy
or any other policy to promote increased productivity and more
investment.

The answer is yes. I don’t think there is any economist who would
disagree that in the next tax bill, and I do hope you will have a tax
bill this year

Representative Brown of Ohio. That could be said about so many
bills. [Laughter.]

’Mr.. Prcryman [continuing]. And that a substantial portion of the
tax bill should go to business in the form of rate cuts or investment
credits to promote investment.
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T am still a little conservative, I must say, about the proposal that
has been made to index taxes. It is the same story that I mentioned
earlier. Indexing the tax system means that you are trying to undo
something that happened between two periods of time, and, once you
get into that area, you are inamorass. ) . .

Take the question, for example, of indexing capital gains. If you
did that, you would be generating real losses in many cases where the
taxpayer reports a nominal gain. A taxpayer might report a $50,00(f)
capital gain, which in the end might turn out to be a real loss o
$25,000. What do you do with that $25,000% )

Representative Browx of Ohio. Please explain that to me.

Mr. Pecaman. Well, suppose he bought the asset for $100,000 and
sold it for $150,000. That is a nominal capital gain of $50,000. Suppose
in the same .period prices increased 75 percent, so that the real cost
of the asset was $175,000. So his real gain is negative; actually, it 13
minus $25,000. One would think the answer is that we should not tax
the $50,000 gain. But what do we do with the losses ? .

There are many other taxpayers in the system who report gains and
have real losses. Take the saving and loan depositor who has been
receiving a 5-percent rate of return on his deposits in a period when
inflation is 7 percent. He has been taxable on the 5 percent in full, yet
he had a real loss averaging 2 percent a year. .

Representative Brow~ of Ohio. You might even mention the steel
industry, which had shown a nominal profit for some years, although
its plants has deteriorated.

Mr. Pecamax. That is right. That is a comparable situation.

The point is that, trying to adjust part of the system, as some people
want to do—say adjust for capital gains alone, or provide some meas-
ure of replacement costs for depreciation—is not the answer, because
1Zou will create a great many more inequities that will come back to

aunt you. -

I think the answer is either stick with the present system and try
to combat inflation. That is my preferred answer. Alternatively,if you
go to the full indexing system, you will incur the many administrative
problems.

Representative BRow~ of Ohio. But you mentioned the administra-
tive problems in your testimony, and I was impressed with the point
that the administrative problems are just overwhelming.

Mr. Pecaman. I agree, and I also think the administrative prob-
lems of indexing are very difficult.

Representative BrowxN of Ohio. I get terribly concerned about.the
fact that we now have two categories of natural gas and in the pro-
posed natural gas pricing arrangements there will be 23 different cate-
gories of natural gas, and I don’t have a gas well in my district. I don’t
know what Congressman Long here has. He must get hysterical.

How is the Federal Government going to determine all those differ-
ent things?

Mr. PecaMmAan. I agree that the sooner we get out of regulated prices,
the better. But there is a problem with how to get them from here
to there, as I indicated in my discussion of the problem of how to
get to indexing.

Representative Brown of Ohio. Let me pursue that, and I am not
trring to entrap you, but, if we don’t regulate prices of commodities,
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and we don’t regulate prices of labor, and we don’t in effect regulate
the taxes through indexing—and I think tax indexing is a form of
regulation of taxes—then the Federal Government is saying that you
keep your taxes down there where they belong; there seems to be no
other solution.

Mr. Pecaman. There are only two solutions, and I think the econo-
mists are agreed on that. One solution is simply to run a tight enough
monetary fiscal policy and put the economy through a wringer to in-
hibit demand and pay no attention to how much unemployment you
create, but wring the inflation out of the system.

There are people who honestly believe that it would be better to run
an economy with 8 or 9 or 10 percent unemployment for 5 years than
to keep unemployment down at 6 percent and have a 7-percent inflation.

Representative BRown of Ohio. Can I throw in a paragraph there?

It occurs to me that that is a little bit like what Mr. Seidman
has proposed, because what he has said is that we are not going to
inhibit demand by holding the money supply down. We are going
to, if they get a 7-percent increase, but should they only have a 6-per-
cent increase—we are going to take it away from them in taxes. I
think it has something.of the same impact, doesn’t it ?

Mr. PecaMaN. Mr. Seidman’s proposal comes in the class of the
second alternative, which is also difficult and unpalatable to many
people; that is, to do something about the wage- and price-setting
process.

If we had competition in industry and labor markets, the effect of
the first policy would be more immediate, and you wouldn’t have to
go through the course I refer to to stop inflation.

The people who believe the second point of view argue that the cost
of stopping inflation by traditional methods is just too high and, there-
fore, would somehow get into the wage and price setting process so
that labor and business conduct their affairs in the public interest,
which would wind down the wages and prices. These are the two
alternatives.

‘Representative BRown of Ohio. You had me all excited, because
I thought you were going to give me a solution, and you gave me two
alternatives, both of which seem to be unacceptable, and I am now
depressed again.

Mr. Pecaman. T regret it, but the two alternatives are depressing.

Representative Brown of Ohio. You don’t think there are any
other alternatives?

Mr. Pecamax. No.

Representative Loxe. Which one would vou choose ?

Mr. Pecaman. I would choose general income policies which would
not be tax based.

Mr. GorpoN. I think my statement states alternatives three and four,
which I think should be laid out on the table for some discussion.

At a given amount of demand we can produce the wedge of taxes
and other things which will force up prices in relation to what the
worker gets. That is the minimum wage, payroll taxes, regulations,
and the other things T mentioned.

The final thing is that T don’t think any of these three alternatives
fo+ dealing with inflation demanding restriction, controls, or subply-
side measurement is going to have an immediate drastic effect. We are
not going to go from 7 percent inflation this year to 2 percent inflation
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this year. We might go from 7 to 6.5 to 6 percent. That is still a 6-
percent inflation that the small saver has to cope with.

Representative BRown of Ohio. In the same way that we don’t
jump from 3 percent inflation to 100 percent inflation. We jump from
3 to 10, and then we get used to 10, and then we jump to something
else. Is that what you are suggesting ? Does it work the same way going
downasup?

Mr. GorpoN. I think I suggested why we have found ourselves with
7 percent, whereas in 1970 or 1971 we had 5 percent, and that is
cumulative——

Representative BrowN of Ohio. And we put on wage and price
controls to cure 5 pereent and wound up with 7 percent.

Mzr. Gorpox. That is right.

Representative Brown of Qhio. We cured 5 percent, anyway.

Mr. GorpoN. I have seen almest 10 studies on wage and price con-
trols which agree with the conclusion I reached asearly as 1972, which
is that price controls squeeezd profits temporarily and the moment
they were lifted, prices came back to where they would have been.

Anyway, to get back to the train of thought, if we are going to be
stuck with the 6 percent, I think there is every reason to go into the
areas of living with inflatien which I mentioned, and I do not think
that the administrative obstacles of simply upgrading the exceptions
and the tax brackets with CPI are onerous at all. They are already
doing it in Canada.

The question -of capital gains is tougher, because, as Mr. Pechman
says, any kind of capital gains taxes have some of the same adminis-
trative problems.

I was thinking how you could ‘write a tax rule to prevent me from
deducting all my interest payments, or the portion that is due to the
increase in the eost of living. In other words, I go out and borrow,
and buy now because things would cost more next year, because the
Federal Government encourages me to do that. That is, encourages
borrowing and discouragessaving. =~

We could start out as an approximation by letting people deduct
ongli};alf of the amount they borrow. That would be better than doing
1o 2

Repxge,senbative Browx of Ohio. If T had a 4-percent mortgage on
my house, or 514 percent on my house, versus the guy who has a 10.5-
percent mortgage on his house—— , v

Mr. GORDON. %’eou are making a killing and he is net.

Representative Brown of Ohio. But he gets a bigger tax break
than Ido.

Mr. Goroon. That is right; but you have essentially a windfall
which now is not being taxed at all.

Revresentative BRown of Ohio. You mentioned alternatives three
and four?

Mr. Gorpon. Three is dealing with inflation directly by trying to
reduce cost-raising items, both those introdueed b})lv the Federal Gov-
ernment and those that are not, particularly taxes that are inflationary,
like the payroll tax, minimum wage, and so on. That is what I call
supply-side solutions to the inflation problem.

Representative Brown of Ohio. In other words, don’t raise the mini-
mum wage and don’t add to social security taxes.
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Mr. Goroon. And what I said before you came in, that the timid,
politically acceptable solution is to postpone the increases for 1 year.

The second is that I said ignore George Meany and have a two-tier
system and get rid of the minimum wage for people under 25.

The fourth category is living with inflation. That is the fact—let’s
realize nothing is goingto work immediately and let’s try to minimize
the burden and impact on society in terms of reduced investment and
the reduced savings. ‘

That is where the indexing comes in, and it includes an indexed
bond, by the way.

Representative BRown of Ohio. I thought you might come up with
a fifth choice, or maybe I have mistaken this in three and four, and
that is to provide some long-range stimulation for greater production
of goods which, you know, in the old Henry Ford sense, we seem to
have lost track of. That is, build a better mousetrap and the world will
beat a path to your door. Instead of raising the automobile prices 8
or 10 percent a year to keep up with inflation, we should encourage in-
vestment in cost-saving techniques, because it reduces the price.

That seems to me to be a lost art in this country, and perhaps abroad.
I am not sure.

Is there anything cheaper than it used to be? ,

Mr. Goroon. Let me tie this together a little bit and show how
a number of these measures can deal with productivity, which is the
direct method of coping with inflation. ,

The entire regulation discussion means that a steel firm is putting
money into smokestacks and filters which could be put into more pro-
ductive steelmaking. 4

Mr. Bosworth mentioned this morning, at about 10:30, that he was
struck by the fact that there were virtually no “greenfield,” as he
called them, investment projects going on, people setting up new steel
plants, which is the best way to increase productivity.

Representative Browx of Ohio. In this country that is not happen-
ing. It is happening in other places.

Mr. Gorpon. That is part of the problem. The reason it'is not hap-
pening comes from two sources. We were doing-it 10 years ago. Why
not now ¢ L

In the first place, the tax system itself has created these distortions
which we referred to that means that firms are being taxed on a phony
basis. Your steelmaking firms would have made losses in the years if
they had had true inflation costs and depreciation. ;

Representative Brow~ of Ohio. Or if they had, getting to the subject
o}f j awilboning, from every President from Eisenhower right on
throug

Mr. Goroon. That is true. T am against any controls and jawboning.
I think you end up with distortions.

The Government has made it expensive to build a new steel plant.
That is the second point. You put that together, and the uncertainty,
the worry about whether controls are going to be put on, that makes
steel presidents say no, whereas otherwise they might say yes.

Representative Brown~ of Ohio. I just came from a hearing on
nuclear powerplant licensing. In the testimony, it was conceded to be
10 to 12 years from the time you decide you are going to build a plant
until you get a plant on line, and that has killed nuclear power in
this country because of the economics of it. A utility cannot afford to
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carry that financing for that long and pass it onto its consumers, be-
cause it does not work out economically.

In fact, the recent figures are not 10 to 12 years, but between 12 and
16 years. It seems to be getting worse.

Mr. Goroox. If I could interject there. o

Living in Chicago, where almost half of the electricity comes from
nuclear power, we have been beneficiaries on two occasions, and we
looked at the problems of New York and felt somewhat smug, and we
looked at the problems of Ohio.and felt somewhat superior. We had a
certain built-in capacity which is not heavily resource using, which for-
tunately was built at the low prices of years ago. It is too bad that we
have this very strong political movement in this country that is anti-
nuclear. That is not my specialty. .

Representative Brown of Ohio. Would you make a brief reply, Mr.
Seidman and Mr. Pechman ?

Mr. Semuman. I agree with the way Mr. Pechman characterizes the
choices as being fundamentally two.

Three and four, that Mr. Gordon puts forward, let’s look at them.

No. 4 isliving with inflation.

Representative Brown of Ohio. But our country has, for years and
years, with some aberrational jumps and some low points, lived with
3-percent inflation. Is that much-different from living with a 10-per-
cent inflation, or 40-percent inflation ?

You know, it strikes me that it is a little like Bernard Shaw’s con-
versation with the actress. It is not really what you are; you are just
haggling about the price. We have lived with inflation in the past at
3 percent. It seemed not to be oppressive. Couldn’t we live with 7 or
10 percent ? A

Mr. Seipman. Sure. We may have to if we don’t do something about
it.
My only point is that policies to reduce inflation, there are basically
two choices.

As a matter of fact, some of the fine studies that Mr. Gordon himself
has done on the relation of prices and wages reinforce this general
empirical relationship. If you have wages going up at 8 percent a
year, but productivity going up 2 percent, then unit labor costs are
going to rise 6 percent, and there is no business that can avoid raising
its price 6 percent to cover it.

You have got to get wage increases down to the level of the increase
in output per worker, or you are not going to be able to get inflation
under control. It is one of the necessary conditions.

I I axl? not saying it is the only thing to fight inflation, but it is central.
t 1s key.

Representative Brown' of Ohio. Now you have answered why we
can’t live with 7- to 10-percent inflation. We could live with it if we
had a 7-percent increase in productivity.

Mr. SerpmaN. Which we are not going to have.

Representative BrownN of Ohio. Or maybe we could live with a 2-
percent increase in productivity and a 7-percent increase in inflation
if nobody else had a higher productivity rate than we do. But, if some-
body else does, then we get impacted by their ability to produce more
rgp}ild%y than we, and tend to lose our employment to them. Is that
right ?
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Mr. SeiomaN. Let me repeat my point. My point is that if we have
money wage increases, wage and salary, and I am talking about execu-
tives and university professors, as well as factory workers, at a rate of
8 percent, when we are only producing in real terms 2 percent more
per year, then what happens is that the unit costs go up by the differ-
ence, 6 percent, and businessmen will raise prices to cover that, and
we will have an inflation rate of 6 percent, which is basically describ-
ing the current situation. '

There is no way that we can get the inflation rate down unless we
bring wage and salary increases down into line with productivity
increases, which are roughly in the neighborhood of 2 percent. If
we can get productivity increases up to 3 percent, then we would only
have to bring it down to 3; but basically the question is how do we
bring it down to get it into line.

There are only two ways. Mr. Pechman said you can slow the whole
economy dowh by tight monetary and fiscal policy, for example, throw
enough people out of work and lower profits so that workers won’t
press as hard for wage increases and businesses won’t be able to afford
to give them.

The strategy of zero-balanced budget and tight monetary policy
alone must work that way.

If you press any of the economists advocating that course, they will
concede that the scenario requires a rise in unemployment which they
feel will be temporary, but when pressed will admit is could be 4 or 5

ears.
Y The only ether althernative would be an incomes policy. There are
only three kinds of incomes policies. One is voluntary persuasion. The
current administration policy is that. The other extreme is controls.

Representative Browx of Ohio. Curing inflation with the jawbone
of Mr. Strauss? ‘

Mr, SemmAN, That is right.

The intermediate one, the one I am suggesting, is to use tax incen-
tives. That is the only approach to incomes pelicy that hasn’t been
tried yet. It is more flexible than controls on the one hand, but tougher
than persuasion on the other.

Mr. Pechman is right. There are practical problems with a tax in-
eentive approach, but there are also great difficulties with the other two.
Persuasion doesn’t have the teeth to work; and controls, on the other
hand, have all the rigidities and administrative difficulty that I say are
much greater than under a tax-based incomes:policy. 4

As Mr. Okun said, we don’t arrive at TTP because we think it is a
perfect, beautiful policy. We support it because it is the least worst
of all the other feasible alternatives.

Representative Brown of Ohio. But why would you ignore the
other side of the problem? I feel obliged to raise a question which
I am sure Senator Javits would raise if he were here. That is, why
don’t you increase productivity ?

That seems to me to be the other side of the problem that you say
is unaddressable. One of the things we worried about at the end of
World War IT was that we didn’t have the jobs for all the men and
women who were coming out of service, and suddenly we realized that
we had the productivity and the pent-up demand, and when they all
came out of the service, instead of making jeeps, they were making
€hevrolets.
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It seems to me that if you have that productivity increase through
the capacity to get investment into modernization of plant, which we
talked about a minute ago, that you would then have the jobs for the
young, the blacks, and the people who are now not employed. You
could also say to the working man, “More power to you. Ask for more
money next year because we will be producing more and will be able
to give you more money next year.”

Mr. SemnmaN. One reason you have had such poor productivity per-
formance is that because of the concern about inflation we have used
tight monetary and fiscal policy several times in the last decade to slow
the economy down.

Representative Brown of Ohio. Maybe that was a mistake.

Mr. Seioman. No, I think given the lack of an effective incomes
policy, there was no other choice.

Representative Brown of Ohio. The Germans haven’t had this prob-
lem because the Germans have had a savings rate much higher than
ours. Therefore, they have stimulated the produetion of more goods,
more efficiently, by the fact that they had high savings and therefore
a high investment 1n the increase of plant and capacity.

Mr. Seipman. Everybody is for increasing plant and capacity and
productivity, but there is no one who thinks you can get our produc-
tivity growth rate up to 8 percent, which is the growth rate of wages
and salaries.

Even in the 1960’s, when we were doing much better, we were grow-
ing 3 percent in productivity per year. .

Representative Brown of Ohio. I understand that our productivity
has been as high as 5 percent. Is that right ?

Mr. Pecaman. No. ‘

Mr. Gorpon. Only in cyclical recovery.

Mr. Semman. Let’s do the things we can to raise preductivity, but
let’s not use that as a convenient escape from the problem. It is polit-
ically easy to say, “Let’s raise productivity.” It is politically difficult to
say, “Let us restrain our wage and salary increases to get them into
line with whatever productivity we have been able to achieve.”

We can’t ignore that difficult issue by trying to focus on the thing
that is popular. ‘

Representative Brown of Ohio. Let me go back to Henry Ford.
When you had an inflation rate of, say, 3 percent, and the cost of the
automobile is going down, didn’t you have a rather peculiar circum-
stance there because you had productivity in that industry at a rate
in excess, certainly, of 8 percent ?

Mr. Gorbown. The cost of IBM computers has gone down 20 per-
cent over the past few years.

Representative Browx of Ohio. But the industry created the—

Mr. Gorpon. That allows them to cut prices even if their wages are
going up with Mr. Seidman’s 8 percent.

Representative Long. GGentlemen, we have about 2 minutes.

Mr. Gorpox. The third solution, which Mr. Seidman is attempting
to rule out, comes very neatly into his own numbers. With his 8-per-
cent wage increases and his 2-percent productivity, he gets 6-percent
inflation. If we get productivity up to 2.5, inflation goes to 5.5 percent.

Next year, the workers would have their wages held down by the
contracts. The inflation will slow down gradually.

If the employer gets a payroll tax cut, he can raise prices less.
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Congressman Brown, you came in late so you missed a reference T
made to Germany which is of some interest to you, and why they were-
able to hold down their inflation and slow it down by tight monetary
policy, and we weren’t.

The big difference between the two countries does not have to do-
with the %igh savings rate, but rather with the labor market institu-
tions, where they have renegotiation of contracts every year; and, if’
we could have all the unions of this country come into a room with
Chairman: Miller of the Federal Reserve and work out a deal once:
a year where labor is going to promise them stability——

Representative BRown of Ohio. The difference is that Germans ac--
cept productivity advancement and modernization of plants.

Mr. Gorbon. And lower wages.

Representative Lone. Gentlemen, thank you for a provocative dis--
cussion.

The hearing is recessed.

[Whereupon, at 12:53 p.m., the committee recessed, to reconvene at.
9:30 a.m., Tuesday, July 25, 1978.]
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THE 1978 MIDYEAR REVIEW OF THE ECONOMY

TUESDAY, JULY 25, 1978

LOCAL DISTRESS, STATE SURPLUSES, PROPOSITION 13: PRELUDE
TO FISCAL CRISIS OR NEW OPPORTUNITIES?

Concress oF THE UNITED STATES,
"SuBcoMmMITTEE ON THE CrTy OF THE HoUsz BANKING,
Finance AND UrRBaN AFFATRS COMMITTEE
AND THE J 0INT EcoNnomic COMMITTEE,
Washington, D.C.

The committees met, pursuant to recess, at 9:35 a.m., in room 2128,
Rayburn House Office Building. Hon. Henry S. Reuss (chairman,
House Subcommittee on the City) and Hon. William S. Moorhead
(member of the Joint Economic Committee) copresiding.

Present from the Subcommittee on the City: Representatives Reuss,
Pattison, Cavanaugh, Mattox, Watkins, Kelly, McKinney, and Fen-
wick. Present from the Joint Economic Committee: Representatives
Moorhead and Long ; and Senators McGovern and Javits.

Joint Economic Committee staff present: Deborah Norelli Matz
and Paul B. Manchester, professional staff members; Louis C. Kraut-
hoff I1, assistant director ; Allen Stone, assistant to Senator McGovern;
and Charles H. Bradford and Mark R. Policinski, minority profession-
al staff members.

OpPENING STATEMENT OF REPRESENTATIVE REUSS, COPRESIDING

Representative Reuss. Good morning. The joint session of the Joint
Economic Committee and the Subcommittee on the City of the House
Committee on Banking, Finance and Urban A ffairs will be in order for
its consideration of “After Proposition 18, What ?”

I am honored to be joined by Representative William S. Moorhead
of Pennsylvania, who will share with me the chairmanship of today’s
joint hearing. We have until noon, or a little after noon, today, to do
an awful lot of work, so I want to fet right to it.

The antitax sentiment that surfaced recently in California is sweep-
ing across the Nation posing challenges to Government at all levels.

The message from Proposition 13—opinion polls, and the campaign
that brought President Carter to the White House—is that Americans
want to halt wasteful and ineffective programs. -

Economizing, as the President has discovered, is easier said than
done. The fat and frills decried by some, are defended by others as
essential. So what services to cut or which agencies to consolidate are
tough decisions, and taxpayers need more credible and persuasive
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explanations of the trade-offs. Yet the choice is clear: Officials must
find orderly ways to cut costs, or await the day when irate citizens im-
pose crude and insensitive instruments of their own. '

The prospects aren’t all dismal. Some States use their revenues to
provide local tax relief. A number have made property taxes more
acceptable through such devices as circuitbreakers and abatements
for rehabilitation.

When the library in the California town of Ojai was slated to be shut
down recently for lack of funds, citizens rallied with volunteer staffing
and donations. This approach may have limited applicability, but it
indicates the resourcefulness and creativity of Americans that com-
munities can capitalize on.

We two committees are meeting today, concluding the Joint Eco-
nomic Committee’s Midyear Review of the Economy. When Congress-
man Moorhead and I learned that we were separately planning to
touch on closely related issues, we agreed, in the spirit of economy and
efficiency to combine forces.

. I'm happy that Representative Moorhead will be cochairing this
earing.

Today’s hearing comprises three panels of witnesses. The first will
discuss the rationale of measures such as Proposition 18 and how they
will affect cities, counties, and the States.

The second will examine the fiscal status of State and local govern-
ments, how extensive their surpluses are, and what it implies.

The third will look at the prospects for curbing local government
spending, developing new revenue sources, and devising more efficient
governmental structures.

Tomorrow, the Subcommittee on the City meets again to focus on
local government productivity and how to cut costs without sacrificing
essential services. Further hearings and reports on these vital issues
will be scheduled in the months ahead.

The first panel will focus on the subjects of why the taxpayers are in
revolt, and what are the consequences for local government and their
citizens. The panel consists of Professor Neil H. Jacoby of the Gradu-
ate School of Management at UCLA, and a former and réspected mem-
ber of the Council of Economic Advisers: the Homnorable Jason Boe,
president of the Oregon State Senate and National Conference of State
Legislatures; Stephen B. Farber, who is director of the National
Governors’ Association; and Fred F. Cooper, county supervisor of
Alameda County, Calif.

Congressman Moorhead, would you like to make an opening state-
ment now ¢ Or would you like to wait until the second panel ?

Representative Moorutap. Thank you, Mr. Chairman, I would like
to proceed now, if I may.

OPENING STATEMENT OF REPRESENTATIVE MOORHEAD, COPRESIDING

First, T would like to thank you for the courtesy you have extended
us in joining forces.

Tt is fortunate that we both serve on the Joint Economic Committee
and the House Banking, Finance and Urban Affairs Committee, of
which you are, of course. the chairman. There is a slightly different
thrust to these studies of our respective subcommittees, but I would

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



639

agree with you, Mr. Chairman, there is so much overlap that we would
have to call some of the witnesses twice if we held separate hearings.

The focus of the Joint Economic Committee’s hearings is the fiscal
condition of State and local governments. The future of many State
and local governments is at a critical threshold. I have seen estimates
that in 1978 direct aid, as a percent of own-source general revenue, will
be on the order of 53 percent in Philadelphia, 60 percent in Cleveland,
and 58 percent in Phoenix, and as high as 76 percent in Detroit.

More than 40 months into the recovery, many localities are still faced
with reduced levels of employment, reduced capital expenditures, and
great reliance on Federal aid.

Those chronically ill municipalities have experienced reductions in
1e}mployment and population which have resulted in declining revenue

ases.

The situation is further exacerbated by a capital stock which is in
disrepair. Unfortunately, the list of such problem localities is all too
long. At the same time—and this is our dilemma—the National Income
Account data indicating large surpluses in the State and local sectors
tend to reorient the focus of national attention away from the problems
of fiscal distress.

The media, in particular, have used the surplus to suggest that
municipal fiscal strains are now part of history; that we can turn our
attention to other national problems.

I regret that I cannot share in this opinion. The NTA data indi-
cate that in 1977, the State and local sector had a surplus of $29 bil-
lion. I am extremely concerned about what this surplus really means.
Can the mere existence of a surplus be equated with a healthy local
economy ¢ Are the surpluses widespread ? Are local units of government
in surplus States sharing its wealth ¢

I hope the witnesses today—particularly in the second panel—can
shed some light on these important questions.

In the coming months, we in Congress will begin to consider a host
of intergovernmental assistance proposals. This task is never easy, but
at this point in time it is particularly difficult because of the confusion
the State and local government budget surplus data has generated.

Congress will have to grapple with and ultimately decide whether
States themselves should be eligible for additional assistance. Or
should it, in fact, be required to  assist their own localities? And more-
over, whether Federal fiscal assistance should-be eontinued ; and, if so,
what form it should take. ,

I hope that the testimony today will help to clarify the fiscal needs
of our municipalities, as well as the meaning and extent of the budget
surplus.

I believe that these joint hearings can be of great benefit to future
considerations of the Congress.

Thank you, Mr. Chairman.

Representative Reuss. Thank vou, Congressman Moorhead.

We are privileged to have with us a distinguished member of the
Joint Economic Committee from the other body, Senator Jacob K.
Javits. Would you like to make an opening statement, Senator

Senator Javirs. Yes, I would, Mr. Chairman. Thank you for the
privilege.
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OPENING STATEMENT OF SENATOR JAVITS

First, Mr. Chairman, I thoroughly approve of the joint hearings, and
I compliment the Chair, the chairman of the Joint Economic Commit-
tee, and Representative Moorhead, your cochairman, for arranging
this hearing. .

It seems to me that you are serving a very critical purpose here. That
is—and perhaps I am coining a word—to “demythify” Proposition 13.
I don’t think the voters of the United States have lost their marbles.
They gave us a message, but they didn’t intend to dismantle the
country.

And T think that it is critically important that this be put into focus:
that we share our problems with the people.

My own city of New York, for example, we’ll literally collapse from
lack of maintenance if you try to apply any standard of what the
citizen wants to pay in taxes relative to what it takes to pay for his de-
sired level of mintenance of city facilities, when those costs are com-
pared with what it costs to pay for his home and an environment which
he and his family can live a reasonable life.

So I think you are performing a great service, within the limits
of our other problems, and in the Senate I will do my utmost to
participate.

I thank you very much.

Representative Reuss. Thank you, Senator.

Are there other members who at this time would like to make an
initial statement? If not, let’s straightaway get to work.

All the witnesses have turned in compendious and very helpful
prepared statements, and under the rule and without objection they
will be printed in full in the record. _

That will enable the witnesses to proceed in their own way, either
elaborating, magnifying, or whatever suits them best.

We will hear first from Mr. Neil H. Jacoby, of the University of
California Graduate School of Management.

Mr. Jacoby.

STATEMENT OF NEIL H. JACOBY, DEAN, GRADUATE SCHOOL OF
MANAGEMENT, UNIVERSITY OF CALIFORNIA, LOS ANGELES

Mr. JacoBy. Thank you, Mr. Chairman.

You have invited me to speak about the meaning of California’s
Proposition 13, and the legal limits on government spending in
general. o

I should like to take the brief time allotted, if I may, to elaborate
briefly on five points. v

First, that there is a systemic bias toward, or structural flaw in
our democratic political system that leads to overspending by govern-
ment, in the strict sense that the total of government spending is
more than the citizens would approve if they had a chance to vote
on the total. S

Second, that the two major causes of this bias are: Pressure-group
politics and unbalanced collective bargaining, with the increasingly
nowerful public employees’ unions. And these are, I think, causes of
increasing strength and power.
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My third point is that effective legal limits on spending can help
to correct the bias by giving people a chance to vote on aggregate
spending, by making collective bargaining with public employee
unions less unbalanced, by simulating market pressures on govern-
ment for efficiency, that 1s to say, we have lacked, in the field of
government, pressures for efficiency which the market brings to bear
on business. Spending limits can function as a substitute. I believe
these points are all borne out by the experience of California, so
far, with Proposition 13.

My fourth point is that the long-run effects of Proposition 13
spending limits in California will prove to be favorable. They are and
will produce, in California, economic expansion, with less inflation.
What is even more important, they have, T think, revived the faith
of the people in the democratic process; giving them a feeling that
they can effectively participate in and control their government. There
has been no special sacrifice visited on the poor. In fact, their private
job opportunities are being, and will be enhanced.

Which leads me to my fifth point: That we need, now, limits on
Federal spending to stimulate investment and to restore world con-
fidence in the dollar, which is, as we see in the morning press, con-
tinuing to hemorrhage in value. We need to strike a decisive blow
against inflation.

Let me now just comment briefly on each of these points.

It is clear that our political processes contain a strong systemic
bias toward overspending by government. The basic causes of this,
I believe, are numerous, but two factors stand out: The first is
pressure-group politics. Our political representatives naturally re-
spond to the strong demands of small groups for spending programs
that benefit them greatly, because those demands are only weakly
opposed by the majority who benefit little, or not at all.

Every spending proposal has a small group of organized supporters,
and a large and inarticulate group of unorganized opponents. The
payoff to the politician of meeting the demands of the.strong minor-
ity outweighs the political cost of flouting the will of the weak
majority.

Add to this the familiar phenomenon of “log rolling” for reciprocal
political benefits, and it is easy to understand why spending mounts
ever higher, even though the majority of voters, including members
of favored pressure groups, would oppose a higher total if given
achance.

Without a legal limit on aggregate government spending, the public
is never able to vote directly on the total size of the budget.

The second favor is unbalanced collective bargaining by powerful
unions of public employees. The case of New York City is illustrative.

To operate in the public interest, collective bargaining requires
approximately equal bargaining power on both sides of the table.
In business, the union’s power to strike is opposed by management’s
imperative to hold down costs and stay competitive in the market.
This make for tough bargaining. The manager who fails loses his job.

In government, history shows that politicians normally accede to
the demands of employee unions because a docile electorate shoulders
the higher cost of government, and there is no competitive market
to penalize the manager of a high-cost government. Hence, unbalanced
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bargaining power has become a central cause of overspending by
government.

Now, effective legal limits on spending can, I believe, help to cure
this serious fault in the political process. It does give the people a
chance to decide how large their government should be in relation to
the private sector; it increases the bargaining power of the public offi-
cial ; and it simulates market pressures for efficiency that operateiin the
business field.

In the private sector, as I have noted, market competition forces the
business firm to stay reasonably efficient if it is to survive. In the pub-
lic sector, there is no counterpart to the market to compel public offi-
cials to engage in housecleaning. And for some 40 years, public spend-
ing at all levels has grown almost continuously, and there has never
been an occasion to houseclean.

Meanwhile, budgets have become laden with unnecessary positions,
spending programs continue after they are obsolete, there is no pres-
sure to modernize methods and equipment, civil service rules protect
the inefficient while foreclosing rewards to the efficient, and the evi-
dence shows that productivity, motivation, and morale in the public
sector are low.

I think California’s experience under Proposition 13 shows that a
legal limit on government spending can be a substitute for the market
in forcing efficiency.

What has happened in California was that tough priority-setting
decisions that had been avoided for many years by public officials,
while revenues were rising, began to be made. Unﬁﬁed and unneces-
sary jobs were struck out of budgets; marginal and obsolete programs
were eliminated ; moratoria were put on hiring and on increases in pay
and benefits; and to date, less than 9,000 government employees have
been laid off, although it had been predicted that 45,000 would lose
their jobs.

California governments will cut their spending about 10 percent
under budgeted levels during this fiscal year. Now this leaves about an
equal amount of economizing for future years, assuming no new taxes,
which Governor Brown has said he will not approve.

Because public budgets in California have been expanding 10 per-
cent or more a year, adjustment to Proposition 13 merely means stop-
ping government’s growth for about 2 years. It has not meant massive
lavofts as were earlier predicted.

The long-run effects of Proposition 13 will be salutory. And I may
point to the fact that the Congressional Budget Office has confirmed
my own forecast: That Proposition 13 will have a positive effect upon
California employment and income in 1980 and beyond, and will re-
duce inflation by cutting housing costs, whichis a material factor in
the Consumer Price Index.

Now let me come to the lesson for the Federal Government. I think
the California experience, to date, indicates that legal limits on govern-
ment spending would be beneficial in all American States, but most
of all they are needed in Federal Government.

The persistence of a $50 billion Federal deficit in an economy now
close to full employment is a root cause of inflation and dollar depre-
ciation. Ending inflatien is our primary national problem, and it calls
for bold action, now, on the fiscal front as well as on the energy front.
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The imperative need, I believe, is to end the Federal deficit by cut-
ting spending. That will release savings now used to finance govern-
ment for productive investment in the private sector, and by restoring
confidence in the dollar it will induce an inflow of foreign investment.

I commend the anti-inflationary proposals of Federal Reserve
Chairman G. William Miller, who proposed to cut the deficit from an
estimated $50 billion in the present fiscal year to $30 billion in fiscal
1980, to $17 billion in fiscal 1981, to zero 1n fiscal 1982; and over the
same period, he would cut Federal spending from 22 to 20 percent of
the gross national product. .

These spending limits that I suggest—which Chairman Miller sug-
gested—are liberal. California governments are cutting spending by
10 percent in 1 year; whereas, we are proposing here a 10-percent cut
over 3 years. Nor does 10 percent, by any means, measure the amount
of fat on the body politic. We have estimates that there is 20-percent
fat in California government.

I propose, gentlemen, that these limits be written into law by a
joint resolution of the Congress; and that that resolution would man-
date a proportional cutback of all Federal programs whenever the
total exceeded the prescribed limits.

I believe that Proposition 13-type effects would soon follow. The
opportunities for billion dollar savings, without sacrifice of national
security or essential services, are legion.

Examples are food stamps, farm subsidies, pork barrel water proj-
ects, redundant military bases, and nonproductive Health, Education,
and Welfare programs.

HEW itself recently acknowledged $7 billion of discovered annual
waste through fraud, and I suggest there must be twice as much
through maladministration.

The expansionary effects of a congressional action of this kind I be-
lieve would be dramatic. Private investment would boom. Confidence
in the dollar would surge upward around the world. I fear most for-
eigners think we’ve lost control of our fiscal affairs. Interest rates would
stay at moderate levels, encouraging housing and other private invest-
ment. The inflation that is undermining American society and weak-
ening our economy would be brought under control. And what is more
important is the shaken confidence of Americans in their Government
would be restored. '

Mr. Chairman, the times call for decisive action.

Thank you very much. '

Representative Reuss. Thank you, Mr. Jacoby.

[ The prepared statement of Mr. Jacoby follows:]

PREPARED STATEMENT OF NEIL H. JACOBY

California Proposition 13 and Legal Limits on Governmeni Spending

You have invited my comments on the causes and probable effects of Proposi-
tion 13, which was overwhelmingly approved by the voters of California last
June 6th. It immediately cut property taxes by 60 percent and total state-and-
local revenues by 21 percent, and it rigorously limits the future growth of prop-
erty tax revenues. Governor Brown and the California Legislature subsequently
agreed that the $6.5 billion state surplus should be allocated to the local govern-
ments to ease the burdens of adjustment, that there should not be any new state
taxes, and that the State government should share with the local governments
the tasks of fiscal austerity. Proposition 13 is now reducing State-and-local spend-
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ing in California. It is functioning as an effective legal limit on government ex-
penditures. Such an explicit limit is likely to be adopted by the voters of California-
next November.

THE SYSTEMIC BIAS TOWARD GOVERNMENTAL OVERSPENDING

Events of recent years have demonstrated that legal limits on government
spending are needed to correct the bias toward overspending in our political sys--
tem. Government spending has boomed. It is shocking that, after three years of
economic expansion, the federal government continues to run an estimated $50-
to $60 billion annual deficit. Powerful public employees unions have exacted pay
levels that much exceed those in the private sector for equivalent jobs. They have
gained retirement benefits that threaten the solvency of our governments. Govern--
ment spending at all levels is excessive; in the federal government it seems to
be out of control.

It is now clear that our political processes contain a strong, systemic bias to-
ward overspending by government. They do not produce an optimum allocation.
of income as between governmental and private expenditures. Californians voted
for Proposition 13 because they believe they are getting smaller benefits from the-
marginal dollars collected from them and spent by government than they would-
derive from the opportunity to spend those dollars themselves. They are con--
vinced that government is trying to do too much; and what it is doing is done
inefficiently.

‘What are the basic causes of systemic overspending by governments? Although
the reasons are numerous, two factors stand out: pressure group politics and un--
balanced collective bargaining in the public sector.

PRESSURE GROUP POLITICS

Democratic governments generally suffer from a disease that can be fatal if
not checked. Total government spending expands irrationally as a result of “pres-
sure group” politics. Our political representatives naturally respond to the strong
demands of small groups for spending programs that benefit them greatly, because
those demands are only weakly opposed by the majority who benefit little, or not
at all. Every spending proposal has a small group of organized supporters and
a large and inarticulate group of unorganized opponents. The payoff to the politi-
cian of meeting the demands of the strong minority outweighs the political costs of”
flouting the will of the weak majority. Add to this the familiar phenomenon of
“log rolling” for reciprocal political benefit, and it iS easy to understand why
spending mounts ever higher, even though the majority of voters—including
members of favored pressure groups—would oppose a higher total if given a
chance, Without a legal limit on aggregate government spending, the public is
never able to vote directly on the total size of the public budget.

UNBALANCED COLLECTIVE BARGAINING

The second important factor in explaining the systemic bias toward govern--
mental overspending is unbalanced collective bargaining by powerful unions of
public employees. As the case of New York City illustrates, excessive pay -and
benefits for public employees has emerged as a dominant cause of municipal fiscal
distress. The problem of unfunded pension obligations looms menacingly over:
our heads. Public employees unions have wrested excessive compensation from
public officials through the collective bargaining process, on threats of slow-downs,
“sick-outs” and strikes.

One must question the validity of transferring to the public sector—where em-
ployees already enjoy the job security of civil service—the institutions used in
the private sector to determine wages, hours and fringe benefits. To operate in the
public interest, collective bargaining requires approximately equal bargaining
power on both sides of the table. In business, the union’s power to strike is op-
posed by management’s imperative to hold down costs and to stay competitive
in the market. This makes for tough bargaining. The manager who fails loses
his job. In government, history shows that politicians normally accede to the
demands of employee unions, because a docile electorate shoulders the higher
costs and there is no competitive market to penalize the manager of a high-cost
government. Pay and benefits for employees make up the bulk of government
expenditures. Hence, unbalanced bargaining power has become a central cause
of government over-spending.
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EFFECTIVE LEGAL LIMITS CAN REDUCE.THE OVER-SPENDING BIAS

Effective legal limits on government spending can help to cure defects in the
-political process. Such limits give the people a chance to decide how large their
government should be in relation to the private sector. The people can determine
‘what proportion of their income should purchase public goods and services, and
‘what part should remain for private allocation. As a result, incomes are allocated
more effectively. The benefits derived by the public from a given level of income
‘increase.

Effective legal limits on government spending also increase the bargaining
power of public officials. As has been observed, “There is no way in which the
‘politicians could be pursuaded to stand up to (public employees’) unions without
something like Proposition 13 to provide the necessary backbone.”* It put their
political futures on the line.

Legal limits on government spending must be effective if they are to correct
‘the overspending bias. They must actually reduce the budgeted growth of gov-
-ernment spending. Merely nominal formulae for limiting expenditures, that do not
compel public officials to take economizing actions, are worse than nothing. Cali-
fornia voters decisively rejected Proposition 8 at the last election. It would have
limited the annual percentage increase in State government spending to the infla-
tion rate plus 1.2 times the percentage increase in California income—a formula
that would have permited the State to grow as fast as it had been growing.
Although the politicians and bureaucrats feel comfortable with this limit the
people did not. Two-to-one, they endorsed Proposition 13 instead.

The reason why the legal limitation on government spending in California took
the form that it did was that California has been over-zealous in taxing and
spending. Furthermore, it has been collecting 50 percent more property tax rev-
enue than the nationwide average percentage. It has used this revenue to finance
welfare medical and school costs, as well as the costs of property-related services.
Over-reliance on property taxation, combined with booming assessed valuations
of property as a result of inflation, was threatening the ability of many citizens—
both owners or renters—to keep their homes. Any democratic government that
threatens the tenure of people in their homes is courting disaster. Proposition 13
therefore killed two birds with one stone : It stabilized property taxes at a reason-
able and predictable level, and it forced state and local governments to economize.
States that now tax property moderately do not need Proposition 13. Butall states
share with California the problem of streamlining governments that have grown
fat.and flabby during years of rising revenues. They do need legal limits on gov-
ernment spending.

EFFECTIVE SPENDING LIMITS SIMULATE MARKET PRESSURES FOR EFFICIENCY

History teaches that all human organizations need to “clean house” periodi-
cally—to streamline their organizations and processes—in order to stay vital and
efficient. Over time, organizations tend to accumulate deadwood personnel, obso-
lete programs, out-moded methods and unproductive expenditures. In the private
sector, market competition forces the business firm to stay reasonably efficient if
it is to survive. A firm with slack management loses market share and profitabil-
ity, and new management comes in to eliminate unproductive products, plants and
personnel, and to restore efficiency. Remedial action is'usually swift aud certain.
because the alternative is bankruptey.

In the public sector, there is no counterpart to the competitive market to com-
pel public officials to engage in house cleaning. For more than forty years—since
Franklin Roosevelt’s New Deal—government spending has risen almost con-
tinuously. Public officials have grown accustomed to an ever richer diet of rev-
enue to finance more public spending. They have never had to clean house. Mean-
while, governmental manpower has become redundant. Budgets are laden with
unnecessary positions. Spending programs continue long after they have become
obsolete. There is no pressure to modernize methods and equipment. The bureau-
cracy opposes labor-saving changes. Civil gervice rules protect the inefficient while
foreclosing rewards to the efficient. The evidence shows that productivity, moti-
vation and morale in the public sector are abysmally low.

Effective legal limits on government spending can be a substitute in the public
sector for the market competition that enforces efficiency in the private sector.

1 Irving Kristol in the Wall Street Journal, June 28, 1978.
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California’s experienee under Proposition 13 offers convincing proof of this propo-
sition. Faced for the first time in their political careers with the prospect of less
money to finance public services, California’s public officials at first reacted with
a dismay that approached panic. They predicted “chaos,” announced “doomsday”
budgets, propesed massive layoffs of government employees, and threatened
drastic cuts in essential public services. Initially, none proposed that spending
should be trimmed by higher productivity and tighter management. Years of dis-
use had attenuated their capacities for economizing.

Soon, however, hard necessity worked to rejuvenate these capacities. The
tough, priority-setting decisions that had been avoided in the years of “easy
come” began to be made. Unfilled and unnecessary jobs were struck out of budgets.
Marginal and obsolete programs were eliminated. Moratoria were put on hiring
and on increases in pay and benefits. More efficient methods were introduced.
Hitherto unknown surpluses and reserve funds were discovered. To date, less than
9,000 government employees have been laid off, although it had been predicted
that 450,000 would lose their jobs. No essential public service has been elimi-
nated. More than one public official has told me privately : “Proposition 13 is the
best thing that has happened in this state in years. We can now get rid of waste
that was politically impossible to eliminate before. We can say “no” to the pres-
sure groups.”

California’s adjustment to the sharp revenue cuts of Proposition 13 is not over.
The house-cleaning proeess will continue for several years. Overall, California
governments will cut spending 10 percent under budgeted levels during this fiscal
year. This leaves an equal amount of economizing for future years, assuming no
new taxes. Because their budgets have been expanding 10 percent a year, adjust-
ing to Proposition 13 merely means stopping government’s growth for two years.
Meanwhile, Governor Brown has appointed a Commission on Government Reform
composed of 11 prominent citizens from various walks of life to recommend
efficiency-promoting reforms in the organization and in the revenue and expendi-
ture structures of the state. He has expressed the wish to make California gov-
ernment “a model for the nation.”

LONG-RUN EFFECTS OF PROPOSITION 13

How will Proposition 13 affect California in the long run? Let us first dispose
of adverse criticisms that have been made of the measure—social, political and
economic.

Throughout the nation the measure has been attacked by the Liberal Left. To
this group it is an article of faith that Amerieca’s social salvation lies in an ever-
expanding government. They interpreted the overwhelming public support of
Proposition 13 as a signal that the public would no longer tolerate rising govern-
ment spending. Predictably, their reaction to this unexpected change in public
sentiment bordered on the hysterical.

Senator George McGovern insulted two-thirds of California voters by describ-
ing their action as “degrading hedonism” which was “metivated by racism” and
which would impose heavy burdens on the poor.? Professor J. K. Galbraith de-
seribed Proposition 13 as a “disguised attack on the poor.”® Henry Fairlie, a
British journalist, branded it “an irresponsible use of the initiative,” which he
wrote has been “peculiarly the brainchild of the Western states with their primi-
tive fascination with the forms of democracy.” * Adverse economic consequences
have also been predicted. Business Week stated that “Californians have threat-
ened the strength and stability of the boom, and have raised serious-doubts about
the state’s ability to accommodate future growth.”

Not one of these criticisms is valid. The effort to distort Californians’ legiti-
mate complaints about governmental inefficiency and inequitable property taxa-
tion into racism and class warfare is reprehensible. It comes with poor grace
from the Senator of a state which spends only $20 per $1,000 of personal income
on public welfare, versus an average of $25 by the natior and $33 by “hedonistic”
Californians! Proposition 18 has not caused any essential public service to be
curtailed, nor any legitimate welfare payment to be cut.

2 See Los Angeles Times, July 2, 1978.
8 See Los Angeles Times, July 9, 1978.
¢ See Los Angeles Times, July 2, 1978.
s Business Week, July 17, 1978, p. 54.
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Mr. Fairlie should be reminded that it was not their “primitive fascination"
with the referendum that led Californiars to support Proposition 13. It was the
failure of the California legislature for three years to resolve the problem of prop-
erty taxation which was threatening peoples ability to keep their homes while
mountainous surpluses were piling up in the State treasury. The referendum
bridged a breakdown in representative government.

The doleful economic predictions of Busicess Week have been contradicted by
the Congressional Budget Office and by Chase Econometric Associates. Both
agencies confirmed my own forecast that Proposition 13 will have a positive effect
upon the California and national economies in 1980 and beyord, and will reduce
inflation.® It will prolong and expand the present level of construction in Cali-
fornia, with all of the multiplier effects this industry has upon income and
.employment. No investor in residential real estate, no businessman seeking to
build a factory, warehouse, office building, hotel or shopping center, will ignore
the inducement of California’s stabilized low-rate property tax. It has raised the
prospective rate of return to investmert. Both economic theory and history dem-
onstrate the powerful influence of higher prospective rates of return upon the
volume of investment.

If tax reduction by a state really produced economic recession and unemploy-
ment, then the road to prosperity must be ever-higher taxes! Economic reasoning
that leads to such an absurd result must be rejected. The stimulative economic
-effects of a tax reduction are well established.

The political and social effects of Proposition 13 may prove to be even more
beneficial than its economic consequences. Californians feel that they have
recovered control of their goverrment. They have a revived faith in democracy.
They feel more secure in their homes. Proposition 13 has put in motion changes
that are making California a better state. It is bringing more efficient govern-
ment, more equitable taxation, less social tension, and an improved climate for
busiress.

PROPOSED FEDERAL SPENDING LIMITS

The California experience indicates that legal limits on government spending
would be beneficial in all American states. Most of all, however, spending limits
are needed in the federal government. The persistence of huge federal budget
deficits, in an economy now close to full employment, is a root cause of inflation
and dollar depreciation. Ending inflation calls for bold actions on many fronts.
But the imperative need is to end the federal deficit by cutting spending. This
will release savings now used to finarce government for productive investment in
the private sector. By restoring confidence in the dollar, it will induce an inflow
of foreign investment. At this time the U.S. economy would benefit far more from
spending reduction ard budget balance than from tax reduction.

The anti-inflationary proposals of Federal Reserve Chairman G. William Miller
merit strong endorsement. He proposed to cut the deficit from $50 billion in fiscal
1979, to $30 billion in fiscal 1980, to $17 billion in fiscal 1981 to zero in fiscal 1982.
Over the same period, he would cut federal spendirg from 22 percent to 20 percent
of the GNP.”

These spending limits are liberal. California governments are cutting spending
by 10 percent in one year, whereas we propose a 10 pereent cut in federal spend-
ing over three years. Nor does 10 percent by any mears measure the amount of fat
on the body politic. Nathan Shapell, Chairman of California’s “Little Hoover”
Commission on Government Economy and Efficiency, has evidence that Cali-
fornia government sperding can be cut at least 20 percent without impairing any
;asse;:tial service. Who will contend that the margin of fat in federal government is
ess?

‘Why not write these limits into law by a joint resolution of the Congress? The
resolution would mandate a proportional cutback of all federal programs wher-
ever the total exceeded the legal limits. Proposition 13-type effects would soon
follow. Opportunities for billion-dollar savings without sacrifice of national secu-
rity or essential services are legion. Examples are food stamps, farm subsidies,
pork-barrel water projects, redundart military bases, and unproductive HEW
programs. HEW itself recently acknowledged $7 billions of annual waste.

The expansionary effects of such an action would be dramatic. Private invest-
ment would boom. Confidence in the dollar would surge upward around the world.

6 1,08 Angeles Times, July: 7, 1978. Wall Street Journal, July 12, 1978.
7 Reported by Time, July 17, 1978, p.
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Interest rates would stay at moderate levels, encouragirg housing and other
private investment. The inflation that is undermining American society and
weakening our economy would be brought under control. The shaken confidence
of Americans in their government would be restored. The times call for decisive
action. Political cynics may say this proposal is visionary. I would remind them
of the words in the Scriptures—Where there is no vision, the people perish.”

Representative Reuss. We are fortunate in having with us in the
hearing room Representative Robert Blackford Duncan of the Third
Congressional District of the State of Oregon.

Congressman, we would be honored to have you introduce your
colleague, State Senator Jason Boe.

STATEMENT OF HON. ROBERT BLACKFORD DUNCAN, A U.S. REP-
RESENTATIVE IN CONGRESS FROM THE THIRD CONGRESSIONAL
DISTRICT OF THE STATE OF OREGON

Representative Duncan. Messrs. Chairmen, Senator, and members
of the committees, I know that those on the House side at least are
aware of the total and complete modesty with which those of us from
the State of Oregon view the accomplishments of our State and of our
favorite sons.

Accordingly, it is an honor for me today to be able to introduce one
of our Oregonians who has been honored and whose abilities have
been recognized by his election to president of the National Confer-
ence on State Legislatures.

Senator Boe and I have known each other for many years. We have
campaigned up and down the Umpqua River, Mapleton, Reedsport.
We have been up at the Florence. I have known him since before he
got in the State legislature where he quickly distinguished himself,
moved into a leadership position in the House of Representatives;
moved over to the Senate; was elected president of the Senate after
one term; and has since been successively reelected three times.

That is an unprecedented event in the State of Oregon. Jason and
his supporters attribute it to be a recognition of brains and diligence
and hard work and ability ; some of his detractors attribute it to the
irrationality which some of us in the House of Representatives—with
apologies, Senator Javits—sometimes attribute to the actions of the
Senate whether at the State or the Federal level.

" I count myself as one of Mr. Boe’s friends. I’'m not sure what he is
going to tell you today. Perhaps he will tell you to cut Federal spend--
ing, but increase aid to the States. If he says that, I know that he will
say much more and I commend to you what he says. o

I’'m honored to be able to introduce him as he participates in this
panel. ’'m a former member of the legislature; I was a former member
of the Counsel on Intergovernmental Relations; I’'m one who believes
strongly in the federal system. .

I commend the committees for inviting this testimony and the testi-
mony of the panel to the committee.

Thank you.

Representative Reuss. Thank you, Congressman Duncan.

Senator Boe, with a Golden Fleece Award like that you may pro-
ceed. We are grateful to have you here.
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STATEMENT OF HON. JASON BOE, PRESIDENT OF THE OREGON
STATE SENATE AND PRESIDENT OF THE NATIONAL CONFER-
ENCE OF STATE LEGISLATURES (NCSL)

Senator Bor. Mr. Chairman, I have lied about Congressman Dun-
can for years, and it is only fair he return the honor today.
[Laughter.]

Mr. Chairman and Cochairman, Senator Javits, members of the
House Subcommittee on the City, and Joint Economic Committee, it
1s a pleasure to appear before you to discuss the impact of proposition
13 and the structure of fiscal federalism in our country today.

I serve as the president of the Oregon Senate. I am also president
of the National Conference of State Legislatures, the NCSL, which is
the official representative of the country’s 7,600 State legislators and
their staffs, now representing all 50 of the States.

NCSL works to help lawmakers meet the challenges of our complex
federal system through a variety of State and State-Federal services
provided by our headquarters office in Denver and our State-Federal
relations office in Washington, D.C.

The NCSL, for those of you who are not familiar with it, is a non-
partisan organization funded by the States and governed by a 43-
member executive committee. We have three basic objectives:

One: To improve the quality and effectiveness of State legislatures.

Two: To assure States a strong, cohesive voice in the Federal de-
cisionmaking process.

Three: To foster interstate communication and cooperation.

I have been asked to speak today about the effects of the taxpayer
revolt on State and local governments. I believe the causes of the tax-
payer revolt extend far beyond State boundaries. I believe those of
you at this table—and the rest of your colleagues in Congress—must
assume at least a large part of the responsibility for the passage of
proposition 13 in Cali%ornia.

To further qualify my statement, just recently an identical copy of
the Jarvis-Gann proposition, only with a 1-percent limitation, it con-
tains a 114-percent limitation, but other than that, is a Xerox copy of
Jarvis-Gann, was recently placed on the November ballot through
the initiative process requiring only 63,000 signatures, but it went on
the ballot with well over 200,000 signatures of Oregonians.

So while we are looking at California, I want you to remember that
we in Oregon are facing some of the same problems, and perhaps some
of the same opportunities that are presented by proposition 13.

I believe that the taxpayer revolt is a loaded gun, and that loaded
gun is pointed directly at Congress. The first bullet has hit local gov-
ernments, and the second bullet may hit State government. But the
Federal (fovernment is the ultimate target, and I believe that the third
bullet is already on its way toward Washington, D.C.

Unless you act, and act quickly, the voters will not only take the mat-
ter out of our hands, but out of your hands. And I must tell you it is
my considered opinion, Mr. Chairman—and this is a complete reversal
of an opinion I have held for many years—that I firmly believe that
within the next 5 years, we will see a constitutional convention called

37-250—T79——9
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in this United States. I firmly believe that. I did not, but I do now, be-
cause the mood of the people out there is to grab hold and grab hold
wherever they can. As they see the initiative referendum process work-
ing in the 23 States that have that today, there is going to be increased
pressure on those rest of the States that do not have the initiaive refer-
endum to move in that direction.

And that is happening right now. There will be over 6,000 State leg-
islators up for election or reelection this year. Every one of those legis-
lators are going to have the finger pointed at them saying “Where do
you stand on Jarvis-Gann?” And I suspect you and your colleagues
who are up for reelection this year, and those In the Senate who are up
this year, are going to be asked that same question, and you are going
to be having to respond to those same types of questions.

We in the State legislatures are at the battlefront of the war on high
taxes, and we have been so for many years.

Let me go now into the effect on State governments, In the Califor-
nia situation and possibly the Oregon situation, the passage of proposi-
tion 13 has attracted widespread popular attention. It reminds us once
again that most people believe in the American tradition of limited
government and that when government becomes too expensive or too
luxurious for public taste, voters can find ways to sen(f) a message to
their elected officials about scaling back government outlays and
progras.

The California legislature was able to temper the effects of proposi-
tion 13 through quick, decisive action. But most of the rest of the States
don’t have the large budget surpluses that were available in California.

I’ll let Mr. Farcber, representing the Governors Association, go inta
the fallacy of some of your statisticians in the Federal Government who
have been claiming that there is a $36 billion surplus out there, and
we’ll commend to you an article from the Wall Street Journal this
morning pointing out the fallacies of some of your statisticians’ basic
assumptions.

But most of the States don’t have the large surpluses that were avail-
able in the State of California. The passage of a measure like proposi-
tion 13 would result in immediate and widespread financial hardships
in almost all other States.

The 1-year emergency relief plan devised by the California legis-
Jature makes effective use of that State’s $5 billion surplus, since over
$4.4 billion of that surplus is returned to provide relief to that State’s
counties, cities and school districts.

But I would hasten to add that there are many States like Oregon
who have used whatever resources they have to develop homeowner
and renter property tax relief programs. And, by the way, one of the
great faults with Jarvis-Gann among other things, is the fact that the
renter is absolutely left out. In California today they are in the throes
of coming to grips with that by some voluntary rental controls or roll-
back of rentals which in my opinion are not going to be terribly success-
tul, and will be for a limited time only.

The 1-year emergency relief plan devised by the California Legisla-
ture does make good use of their money. Among the special provisions
in the relief plan in California are State assumption of the county
public assistance costs and the like. Other significant aspects of the Cal-
ifornia legislation include the provision that most cities and counties
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will operate at 80 percent of the previous budget levels, and the provi-
sion that most school units will have about 85 to 91 percent of last year’s
expenditures, which may mean that regular programs will not suffer if
certain extracurricular and summer programs are reduced in school
budgets.

Delegation of greater authority to California counties to allocate
over $125 million annually, and assurance that cities and counties main-
tain such essential services as police and fire protection at levels exist-
ing prior to Proposition 13 were included.

All State legislatures are going to be watching California closely
over the next few years, and also in Oregon, if it passes, as it appears.
that it might—to see the long-term impacts of Proposition 13. It is-
apparent the California legislature has been largely successful in meet-
ing many of the measures’ immediate challenges. But the real effects of
the Jarvis-Gann meat-ax approach to tax reform might not be known
for several years.

I don’t think anybody, no matter how distinguished they are as econ-
omists, can ultimately see what the ultimate effect of Proposition 13
may be when the surpluses have dried up and are no longer available. I
believe that the California legislature was right in not looking to Con-
gress for a Federal “bailout”. I don’t believe that many States, if any,
will look for Federal assistance should measures like Proposition 13
make it on the ballot.

They are not looking to fill the sock up from outside sources. They
‘are looking for ways to cut, cut severely, and cut all types of waste. I
want to give just a brief history on State limits on spending.

Proposition 18 is the latest in a rather long and extensive history of
State limitations on local government budgets beginning in the 1930’s
when citizens were seeking relief from depression troubles, and again
in the late 1960’s and early 1970’s when they felt the strain from rising
property taxes and continuing in 1978 because of the increases in all
forms of taxes.

I'll skip through a good deal of this because I know your time as
well as ours is somewhat limited.

Let me point out that despite the tremendous publicity given to
Proposition 13, most States have had considerable experience with
limitations on State and local spending, that the States are acutely
aware of the fiscal problems of the property value inflation and are
moving almost universally to develop property tax assessment and
relief programs to reduce the burdens of rising taxes.

It is clear to me that Proposition 18 is ushering in an era of fiscal
restraint for State and local governments throughout the country.
This is a new era of fiscal prudence that I think will produce several
major events in State financial policies in the years ahead.

States will continue to experiment with several imposed limits on

State and local spending rather than have such limits approved
through popular initiative.
_ Tennessee’s recent enactment of the constitutional limit on increases
in State spending, and the various types of fiscal limits that other
States have imposed on local school districts in the course of school
finance reform are ample indication that legislatures often need little
prodding to curtail State and local spending, especially during these
times of double-digitinflation.
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As T said earlier, Congress must assume certain responsibilities as
a result of the taxpayers’ revolt. I don’t make this statement lightly.
I sincerely believe that much of the anger behind the taxpayers’ revolt
is aimed at inflation, and is aimed at Federal spending practices that
appear to be fueling this inflation.

Forty-eight of the 50 States operate on a balanced budget, by con-
stitutional mandate. We cannot print additional money or operate on
a deficit. This is wise, and the Congress would do well to follow the
lead of the States in this matter.

My home State of Oregon is just one of the many States that have
passed a resolution calling for a constitutional convention to require
the Federal Government to live within a Federal budget except in
times of war or true national fiscal emergencies.

The voters view your current $51 billion deficit as one of the main
reasons for today’s skyrocketing costs and they appear to be right.

Mr. Chairman, T am going to have the rest of my testimony entered
in the record, but in conclusion, let me state, Proposition 18 has pro-
vided both State and Federal governments with what I think is a
rare opportunity. With all the bad things that can be said about it, it
has provided State and Federal governments with a rare opportunity
to reassess the structure of fiscal federalism in this country.

Both the Federal and State governments will have to better balance
their revenue and expenditure structures. The State and Federal gov-
ernments most certainly will have to address the impact of continued
Federal deficits, and their impact on inflation. They will have to apply
the same scrutiny to the economic impact of their regulations, and
other preemptive measures that unduly raise the cost of government.

‘We in the States are terribly concerned with the increasing intrusion
of the Federal bureaucracy in literally, by bureaucratic edict, ripping
pages from the State lawbooks of every single State in this Nation,
not by an act of Congress duly signed by the President of the United
States and enacted into law, but by bureaucratic edict from the Fed-
eral Trade Commission, from the Federal Communications Commis-
sion, and others who are without the benefit of passage by Congress,
writing, rewriting, and ripping up State laws in all 50 States today as
we sit here.

This is a dangerous thing, and I must communicate to vou the con-
cerns of the States with regard to what is happening on this level. The
Federal Trade Commission, gentlemen, and ladies, is your responsi-
bility. They are an arm of the Congress, and you must watch them
carefully. As both the Federal and State governments begin to revise
their fiscal policies, in light of Proposition 13, we must have a more
constructive and fruitful dialog between the State legislatures and the
Congress on such matters as the Federal tax reform, welfare revisions,
general revenue sharing, and regulation reform.

As president of the Oregon Senate and president of the National
Conferences of State Legislatures, T will assure you that State legis-
latures will help in steering a course of fiscal prudence for this Na-
tion’s intergovernmental fiscal system.

..T urge the members of this committee, and your colleagues, to do
likewise in order to assure the American public that their Government
1s one that can responsibly live up to the challenges and to the oppor-
tunities that are presented to us today by Proposition 13.
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Thank you very much.
Representative Reuss. Thank you very much, Senator Boe.
[The prepared statement of Mr. Boe follows:]

PREPARED STATEMENT OF HON. JASON BOE
Proposition 13 and the Future of Fiscal Federalism
INTRODUCTION

Chairman Reuss and Chairman Moorhead and distinguished me{nbers 'of.bhe
House Subcommittee on the City and the Joint Economic Committee, it is a
pleasure to appear before you today to discuss the impact of Proposition 13 on
the structure of Fiscal Federalism in our country today.

My name is Jason Boe, and I serve as the President of the Oregon Senate
I am also the President of the National Conference of State Legislatures (NCSL)
which is the official representative of the country’s 7,600 state legislators and
their staffs. NCSL works to help lawmakers meet the challenges of our qomplex
federal system through a variety of state and state-Federal services provided by
our headquarters office in Denver and our state-federal relations office in Wash-
ington, D.C.

g’].‘he NCSL is a non-partisan organization funded by the States and governed
by a 43 member executive committee. NCSL has three basic objectives:

To improve the quality and effectiveness of State legislatures.

To assure States a strong, cohesive voice in the Federal decision-making
process.

To foster interstate communication and cooperation.

I have been asked to speak today about the effects of the taxpayer revolt on
State and local governments. But I believe the causes of the taxpayer revolt,
extend far beyond State boundaries. I believe those of you at the table—and the.
rest of your colleagues in Congress—must assume a large part of the responsi~
bility for the passage of Proposition 13 in California. I believe the taxpayer
revolt is a loaded gun pointed directly at Congress. The first bullet has hit local
governments and the second bullet may hit State government. But the Federal
Government is the ultimate target, and the third bullet is already on its way to
Washington, D.C. unless you act—and act quickly—the voters will take the
matter completely out of your hands.

State legislatures are at the battle front of the war on high taxes—and have
been for many years.

PROPOSITION 138: ITS EFFECT ON STATE GOVERNMENTS

The California situation—The passage of Proposition 18 in California has
attracted widespread popular attention. It reminds us once again that most people
believe in the American tradition of limited government and that when govern-
ment becomes too expensive or too luxurious for public taste, voters can find
ways to send a message to their elected officials about sealing back government
outlays and programs.

The California legislature was able to temper the effects of Proposition 13
through quick, decisive action. But most of the rest of the States don’t have the
large budget surpluses that were available in California. The passage of a
measure like Proposition 18 would result in immediate and widespread financial
hardships in almost all other States.

The one year emergency relief plans devised by the California legislature
makes effective use of the State’s $5 billion surplus since over $4.4 billion of that
‘slt.lrtpl.ug is returned to provide relief to that State’s counties, cities and school

istricts.

Among the special provisions in the relief plan are: State assumption of the
cqunty public assistance, the subordination of previously independent special
districts to their respective counties, and a freeze on State employee salaries
and benefits for public welfare recipients. '

Othere significant aspects of the California legislation include :

Provision that most cities and counties will operate at 80 percent of previous
-budget levels. )

Prov'ision that most school units will have about 85-91 percent of last year
expenditures which may mean that regular programs will not suffer if certain
extracurricular and summar programs are reduced in school budgets.
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Delegation of greater authority to California counties to allocate over $125
million annually for the operation of special districts within their jurisdiction.

Assurance that cities and counties maintain such essential services as police
and fire protection at levels existing prior to Proposition 13.

All State legislatures will be watching California closely over the next few
years to see the long-term impacts of Proposition 13. It is apparent the Cali-
fornia legislature has been largely successful in meeting many of the measures’
immediate challenges. But the real effects of the Jarvis-Gann meat ax approach
to tax reform might not be known for several years.

The California legislature was right in not looking to Congress for a Federal
“Bail-out”. I don’t believe that many states—if any—will look  for -Federal
assistance should measures like Proposition 13 make it on the ballot. You in
‘Congress have your own responsibilities in this siutation, and I will get to them
shortly.

State limits on spending: A brief history.—Proposition 13 is the latest develop-
ment in a rather long and extensive history of state limitation of local govern-
ment budgets, beginning in the 1930’s, when citizens were seeking relief from
depression troubles, and again the late 1960’s and early 1970’s when they felt
the strain from rising property taxes, and continuing in 1978 because of the in-
creases in all forms of taxes.

Over the last decade the impetus for states to play a more extensive role in
local fiscal affairs has been derived from the following factors :

(1) A greater public demand for property tax relief.

(2) Court-mandated upgrading of assessment practices to encourage equaliza-
tion.

(3) The assumption of an increasing share of state/local expenditures re-
sponsibilities by the state.

{4) An effort by the state to control and equalize school district expenditures.

The use of property tax and expenditure limitations originated in the late 19th
«century. Nine states had such limitations before 1940. Since 1970, fourteen states
:and the District of Columbia have enacted some form of tax and/or expenditures
‘limitations.

Currently state tax and expenditure controls on local governments are directed
primarily at limiting the use of property taxes in an effort to bring relief to
the taxpayers in the state.

The two most common tax relief methods used by states to effect a decrease
in citizen property tax burdens are homestead exemptions and circuit-breaker
programs. A homestead exemption reduces the assessed value of a property by
a specific dollar amount. A circuit-breaker program extends a rebate or credit
to families whose property tax exceeds a state determined percentage of the
family’s income. Circuit-breaker programs are usually administered through the
state.income tax system but can be administered separately.

Both programs have generally been targeted to elderly or disabled homeowners
and renters; however, within the last two years several states have revised
«eligibility requirements so that a larger number and a broader range of their
taxpayers are eligible to receive some relief. Indeed, state appropriations for
circuit-breaker reached close to $1 billion in FY 1977. This is not an indication of
the growing concern among the states about ever increasing property taxes and
the citizen responses to these increases.

Finally, since 1976 five states have passed tax or expenditure limitation legis-
Jation to check the growth in state spending. Eight states deliberated on such
‘measures in their 1978 sessions. At least six states are attempting to get such
legislation on the ballot in their states this fall. Many other states are actively
involved in drafting legislation on these matters for consideration in the near
future. As more citizens in each state continue to express their concern about
-the rising costs of services and ever increasing property taxes, legislatures will
«continue to respond promptly, but responsibly.

Scohool finance pressures.—Part of this strain from rising property taxes has
‘been reflected in the widening gaps in local spending for public education. Sev-
eral state courts in the 1970’s mandated that education outlays could not depend
directly on real estate values unless states equalized the yield from local prop-
erty tax effort, Laws prohibiting uncontrolled local spending have, therefore,
‘been put on the books over the last decade.

State limits on local school operating budgets are common to every region of
the country, with exception of the northeast. No New England state except
‘Maine imposes limitations on local education budget authority (see table 1).
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Elsewhere in the northeast, the only statewide controls on school budgets are
confined to Pennsylvania, with New York and New Jersey applying limits only
to large cities.

Limits are generally imposed in three ways: On property tax rates, property
tax levies, and expenditures. Rate limits are used in 26 states; levy limits in
6; and expenditure controls in 4. Rate limits set the maximum percentage of the
local property tax base that may be used annually for school revenues; although
the real meaning of the rate limits depends in part, however, upon whether state
property assessment practices are standardized. While rate limits are the most
popular form of budget control, levy and expenditure controls have been increas-
ingly accepted. School districts are permitted to raise local tax revenues equal
only to a lump sum pupil or percentage amount. In states with expenditure limits,
school districts are permitted to increase their expenditures annually by a leg-
islatively determined percentage ; expenditure limits can also function on a lump-
sum basis that permits each school district to increase its outlays only by a cer-
tain dollar amount for each pupil.

Although only very sparse information on actual fiscal results have been doc-
umented, the evidence indicates that State controls on local budgetary authority
have minimally affected education. States which limit local school district ex-
penditures spend an amount comparable to schools in States without limits. Like-
wise, States with limits raise approximately the same share of educational rev-
enues from local sources as do States without limits. Moreover, there is insuf-
ficient evidence conclusively to support the findirg that expenditure limitations
depress educational quality.

But, limits have had these effects: States rely less on the local property tax
as_a source of educational revenue, and especially so when limits are part of
major reform in school finance legislation. Limits often assist low-wealth, low-
expenditure districts which can justify budget increases that would otherwise
be suppressed in the name of holding down rising educational costs.

Federal aid polices and spending limits.—Increased Federal funds, together
with increased latitude in the use of these funds, can undermine State legislative
control of expenditures. Federal funds now make up an average of 21 percent of
States’ budgets, for a fiscal year 1978 total of $80 million on its official civilian
payroll. These persons include the swelling numbers of workers who receive in-
direct Federal mories through Government contracts, researeh grants and Federal
matching payments for local government officials. Indeed, State executive agen-
cies-often use Federal grants to support programs and functions which the legis-
lature has expressly denied budgetary authority. Thus, the State’s responsibility
for sound fiscal planning and management is critically at stake.

Scant consideration has been given to the fit between Federal and State pro-
grams. For example, some States which have enacted school finance reform laws,
consider Federal impact and payments as part of the basic State aid contribution
to local school finance budgets. Yet, for the most part, Federal ard State-local
monies operate independently. Often the Federal Government provides marginal
monies for educational programs the later become major State-local fiscal
burdens. In the absence of general aid support, this burden strains the ability of
a State to adequately fund its own equalizing general aid formula.

Additional problems will be generated when States which may pass spending
Jlimits find difficulty in meeting Federal requirements prohibiting supplanting
of State monies. Whether California will be able to meet this requirement after
current State surpluses dry up, remains to be seen. Because States passing
limits may not be able to maintain outlays in the long run, many programs,
particularly disadvantaged and bilingual educatior. and manpower programs may
be severely jeopardized. )

At this point, it is fair to point out that despite the tremendous publicity
given Proposition 13:

Most States have had considerable experience with limitations on State and
local spending.

States are acutely aware of the fiscal problems of property value inflation and
are moving almost universally to develop property assessment and relief pro-
grams that will reduce the burden of rising taxes.

Considerable unrest with rising State and local taxes must in part be laid at
the door of the Federal Government which has contributed to the expansion of
the State-local sector through the increases in Federal aid, particularly categori-
cal aid which promotes higher State-local spending.
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FUTURE STATE RESPONSES TO PROPOSITION 13

It is clear to me that Proposition 13 is ushering in an era of fiscal restraint
for State and local governments throughout the country. This new era of fiscal
prudence, I think, will produce several major developments in State finance
policy in the years ahead.

First, States will continue to experiment with self-imposed limits on State
and local spending rather than have such limits imposed through popular initi-
tive. Tennessee’s recent enactment of a constitutional limit on increases in State
spending and the various sorts of fiscal limits that States have imposed on local
school districts in the course of school finance reform are ample indication that
the legislature often needs little prodding to curtail State and local spending,
especially during these times of double digit inflation.

In a related vein, States are also examining their revenue structures quite
closely to determine ways in which they can be made more equitable during
these troubled times. Colorado, for example, has recently indexed its income
tax to prevent undue fiscal surpluses during times of inflation. Several States
cut various taxes during this current year (see table 2). The Arizona legislature
recently enacted a constitutional amendment which will be submitted to the
voters which will limit tax revenue to 7 percent of income. Similar proposals on
limiting revenues have recently been enacted in New Jersey and will be con-
sidered in upcoming legislative sessions in such diverse States as Maine, Florida,
Minnesota, and Pennsylvania. Tax limitation legislation will be a major item in
upcoming legislative sessions.

In that context, let me remind this committee that State governments moved
vigorously in this past session of the legislature to make many important changes
in a variety of State-local fiscal policies. For example :

Seventeen States adopted or expanded their property tax circuit-breaker or
homestead exemptions. )

Ten States either made major cuts in their State taxes or enacted major ex-
emtpions in their broad-gauged taxes (see table 2).

A large number of States are conducting comprehensive iterim studies of their
overall State-local tax structure to develop new policies aimed at reducing State-
local tax burdens or making them more equitable for businesses and individuals.

Finally, States are increasingly active in scrutinizing Federal aid in their own
budgets. More and more States are following Pennsylvania’s lead in reappropri-
ating Federal aid in their own budget. Thirty-seven States have developed regula-
tion review capabilities that may ultimately be applied to analysis of Federal
regulations that increase State and local governmental costs. In these two areas
and many others, it is clear that State governments are going to examine the
terms and conditions of the Federal aid dollar more closely than ever before
to prevent against distortions of State taxing and spending policies. It most
certainly means that State legislatures throughout the country will be promoting
the concept of having the Federal Government deliver more of their intergov-
ernmental aid through general revenue-sharing and block grants that give broad
State discretion in allocating Federal aid.

PROPOSITION 13 ; THE FEDERAL ROLE

As I said earlier, Congress must assume certain responsibilities as a result of
the taxpayer revolt. I do not make this statement lightly. I sincerely believe that
much of the anger behind the taxpayer revolt is aimed at inflation and the Fed-
eral spending practices that are fueling inflation.

Most States operate on a balanced budget. We cannot print additional money
or operate on a deficit. This is wise, and Congress would do well to follow the lead
of the States in this matter.

My home State of Oregon is just one of many States that have passed a
resolution calling for a constitutional convention to require the Federal Govern-
ment to live with a balanced budget, except in times of war or true national fiscal
emergencies. The voters view your current 51 billion dollar deficit as one of the
main reasons for today’s skyrocketing costs—and they are right.

But the quick, across the board budget cuts now being considered by Congress
are not appropriate. The House recently voted to cut 6.4 billion dollars from
warious appropriations bills. This move tremendously increased the power of the
executive branch by giving the President the final responsibility to determine
which programs get trimmed. It is Congress’ responsibility to prioritize spend-
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ing and determine where cuts are to be made—and to do otherwise is just
plain “chicken.”

Congress would do well to take a ‘long, hard look at all existing Federal pro-
grams. Whether this is accomplished through a formal “sunset” review or a less
formal Ways and Means Committee review is up to you. But Congress had better
find some effective way to cut waste and eliminate outdated programs before
the voters find a way to do it themselves—as they did in California.

I believe the issue of Federal preemption is central to understanding the origins
of the taxpayer revolt. Congress must take a closer look at the mounting eco-
nomiec costs of Federal Government regulation.

One of the President’s inflation counselors, Dr. Barry Bosworth, has indicated
to the NCSL that increasing Federal regulations in the environmental and occu-
pational health area may be costing this country as much as $100 billion per
year—an amount that may be considerably in excess of the benefits of such
regulations. Moreover, these regulations may be adding nearly a full percent
to the current inflation rate.

In the same context, the Federal Government must consider the cost of the
various mandates and preemptive Federal regulations that are increasingly
being issued from Washington. The Vocational Rehabilitation Act of 1973,
for example, may cost State and local governments as much as $9 billion to
implement. Not one cent of Federal money is yet forthcoming to help meet this
mandate. Mandating programs without the promise of some fiscal support to
implement a program is an outmoded notion. More and more States, such as my
own State of Oregon, are developing policies that will provide local governments
with adequate support for any State mandated program. The Federal Govern-
ment should follow the lead of progressive States in this field.

Congress should also take a close look at the manner in which it sends funds
to the States. Legislatures are going to need budget flexibility to meet the wishes
of the voters. General revenue sharing dollars are a must, and I would urge
that the administration and Congress even now reaffirm its commitment to
early passage of general revenue sharing in the 1980 session of Congress.

Unconditional general revenue sharing represents one of the most funda-
mental changes in the operation of our Federal fiscal system. With a minimum
of strings and with due regard for the budget responsibilities of State and local
government, the program has provided welcome assistance for State and local
governments in the past several years. This program should be continued and
expanded in 1980. Any cutbacks or conditions placed on the program will un-
doubtedly be opposed by State and local governments and their national organi-
zations such as NCSL. Therefore, to preserve comity among all levels of Gov-
ernment, we will appreciate your early support in revenue-sharing renewal.

CONCLUSION

In conclusion, let me state that Proposition 18 has provided both State and
Federal Governments with a rare opportunity to reassess the structure of Fis-
cal federalism in this country.

Both State and Federal governments will have to better balance their revenue
and expenditure structures. The Federal government most certainly will have to
address the impact of continued Federal deficits and their impact on inflation;
they will have to apply the same scrutiny to the economic impact of their regula-
tions and other preemptive measures that unduly raise the cost of government.

States will be revising their revenue structures to create more fiscal equity for
the business and individual taxpayer. They will also be continually analyzing
their many local aid programs to prevent undue disruption in essential local
publie services and to prevent overreliance on the local property tax.

As both levels of government begin to revise their fiscal policies in light of
Proposition 13, we must have a more constructive and fruitful dialogue between
state legislatures and the congress on such matters as Federal Tax Reform,
welfare revisions, general revenue sharing, and regulation reform. As president
of the Oregon Senate and the president of the National Conference of State
Legislatures (NCSL) you may be assured that state legislatures will help in
steering a course of fiscal prudence for this nation’s intergovernmental fiscal
system. I urge members of this committee and your other colleagues to do likewise
in order to assure the American public that their government is one that can
responsibly live up to the many challenges brought about by Proposition 13.

Thank you.
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TABLE 1.—STATE LIMITS ON SCHOOL DISTRICT OPERATING BUDGETS, 1976

Limitin
State force

Refer-
endum
override
possible

Limit imposed on— Limit coverage

Expend/

Millage levy Universal  Classified  Partial

New England:
- d

Maine...-.....-..- X
M s

X cmmmmcmenn X

New H

Rhode Island

Vermont.

Mideast:
oy

Maryland.. ...

New Jersey.
New York_

XXX

X

X XXX

XXXXX

Mississippi._. ...
North Carolina

X

RN 4

e X X
X R 4

South Carolina
T

Virginia

West Vlrgmla .....
Great La

X

Wisconsin_..______
Plains:
lowa_ .. ...
Kansas. ..
Minnesota

Nebraska. __
North Dakota.
South Dakota_...._.
Southwest:

XXXX XXXXXXX XXXXX

X
X SRR
X

e X
X S oS

R X

e X

X

X

X

X

X X

X X e K PR,

X X X

- X (SRS S memmeeeeee X e X

Nevada.-..-.---.-. X D S, X
Oregon..._ - X cmmmemmmmmee X X
Washington__....... X X cmmmcceeee X R 4

Source: See appendix A.
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TABLE 2.—SELECTED STATE TAX ACTIONS, 1978

Circuit-
breaker/
X o homestead
State State tax cuts/revisions  State tax exemptions State spending limits exemptions
California. . y — Proposition 13__..__.___ X
Colorado, Indexation of state in-
come tax. X
C ticut. .. Elderly r ts of SSI
can receive direct
grant in refund of
utility and rent bills
paid. X
Idaho X
1ltinois - f— X
Indiana Increased i limits
on property tax ex-
emptions for elderly, oo vocemceeeeeeee X
lowa.... X
Kansas X
Maine. Reduced personal in-
come tax rates. X
Maryland.. . . y e X
M husett Extended income limits
on income tax exemp-
tions. cemcmcecemcemem -
Michigan
Mi t Reduced State i
tax rates.
Mississippi Doubled standard deduc-
tion all
Nebraska. _. X
New Jersey. X
New Mexico_-____ Redl:ced State sales tax
‘New York Reduced State i
tax rates, increased
investment tax credit,
increased amount
standard deduction
allowable, N
Rhode Island X
South Dakota..__..._. Increased property and
sales tax re unds for
elderl y and disabl - - X
T Limited state spending
to the rate of eco-
) nomic growth in state. X
Vermont............. Repealed State income
surtax.

Representative Reuss. Our next witness is Mr. Stephen B. Farber.

STATEMENT OF STEPHEN B. FARBER, DIRECTOR, NATIONAL
GOVERNOR’S ASSOCIATION

Mr. Fareer. Chairman Reuss and Mr. Cochairman Moorhead, mem-
bers of the House Subcommittee on the City, and the Joint Economic
Committee, it is a great pleasure for me to appear before you today
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on behalf of the National Governors’ Association, the policy instru-
ment of the Nation’s Governors. .

Your hearings today are timely and important. The issues which
you are examining require less heat and more light. These hearings
can help achieve this result.

My prepared statement, which you have seen, addresses several ques-
tions that are of fundamental importance to the debate over tax and
expenditure limitations. One key question is the extent to which State
assistance to local governments has increased to enable those govern-
ments to restrict growth of their local property taxes.

Our analysis at the National Governors’ Association shows that
State support of local governments now totals $73 billion and has
virtually doubled in the last 12 years even after the impact of inflation
is discounted. ,

Two-thirds of all State revenues go to support local governments.
State discretionary grants to local governments have increased twice as
fast as overall State aid. As a result local property taxes have steadily
declined both as a percentage of State and local revenues and as a
percentge of personal income.

During the past 12 years State assistance to local governments in
welfare has grown by 450 percent ; in revenue sharing, by 409 percent ;
in education, by 240 percent; in highways, by 103 percent; and in
health and hospitals, by 259 percent.

I would like to emphasize the growth in revenue sharing, 409 per-
cent, because we strongly believe that the Federal Government would
also be making more effective use of its funds through continued and
cxpanded use of mechanisms for revenue sharing.

Sometimes in Washington, D.C., Mr. Chairman, the magnitude and
the significance of State assistance to local governments are under-
estimated. But T can assure you that in the capitals of all the 50 States,
both State and local officials have a full appreciation of the meaning of
the {73 billion figure that I quoted, a figure that looms even larger in
importance when tax and expenditure limitations are discussed or
projected.

A second key question deals with actions States have taken, and are
taking, to limit taxes and expenditures. On the tax side. almost every
State has acted in the past 8 years to limit State and/or local taxpayer
liability through increased credits, deductions, or exemptions. State
circuitbreaker programs, for example, now operate in 30 States.

In 1977, they returned $932 million to just over 5 million households
for an average rebate of $184. On the expenditure side, tax expendi-
ture limits of different kinds have been set in Tennessee, New Jersey,
Colorado, and Michigan, and they are pending in other States.

In short, Mr. Chairman, the past several years have seen extensive
State action to limit taxes and expenditures.

The need now, as States consider new approaches in the wake of the
passage of proposition 13, is for programs that are well considered and
precisely targeted. '

A third key question deals with the impact of tax limitation efforts
on the State and national economies, and on the delivery of services.
You are familiar with the recently completed CBO analysis of the ef-
fects of proposition 13. That report is sobering in its conclusions.
Whether or not one fully agrees with the report’s conclusions, the
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message, it seems to me, is quite clear: We must all insist on knowing
the full impact of programs to limit taxes and expenditures on the
economy of the States and of the Nation, and on the delivery of serv-
ices, before and not after they are adopted.

The question to which my statement devotes the most substantial
attention, Mr. Chairman, is the actual fiscal condition of the States.
There has been widespread, and I believe quite damaging, error and
confusion on this question, and these hearings can perform a great
service by helping to set the record straight so that sound and well-
informed public policy can be made. ;

The prevailing myth in some quartters is that there is a massive
surplus in the States in the range of $30 billion.

Cochairman Moorhead alluded to these figures in his opening pres-
entation. I'm glad that you did, Mr. Cochairman, because it’s time
to nail hard, and nail precisely, what the facts are.

The reality, as opposed to the myth, of the State surplus, or more
accurately, the States’ general fund operating balance, is quite differ-
ent. The $30 billion figure often heard is actually a combination of
what the Commerce Department calls “social insurance funds,” and
“other funds” for both State and local governments.

The social insurance or pension funds are not available to State
and local governments to pay their operating costs. Yet these funds
currently represent nearly two-thirds of the so-called surplus.

The aggregate State government general fund operating balance, as
of the first quarter of 1978, was projected at $6 billion by our best
analysis, and that figure reflects sound budgeting practices.

During the first quarter of 1978, local governments, as opposed to
State governments, appeared to have an operating balance of approxi-
mately the same size as State governments; that is, in the range of
$6 billion. These are data that we have compiled painstakingly with
3}% excellent assistance of the National Association of State Budget

cers.

The aggregate State operating balance represents less than 6 per-
cent of the operating budgets of all States. Sound budgeting experience
suggests that such a contingency fund is necessary to offset unexpected
emergencies or financial difficulties, and in all of the States which you
represent, Mr. Chairman and members of the subcommittee and com-
mittees, you know that these emergencies, whether floods or disasters
of other kinds, or fiscal difficulties, can and do arise and must be
budgeted for.

The bulk of the aggregate State operating balance is found in just
a few States, and in those States, such as California, where Governor
Brown and the legislature have acted decisively to deal with the
impact of proposition 13, the balances have already been largely
committed.

The fact is that most States—such as New Jersey, Mrs. Fenwick,
which has a $23 million surplus in a massive State budget—have a
modest or marginal balance at the very best.

In short, the reality of the State financial situation is significantly
different from the myth. The surplus, as Barron’s magazine concluded
in its May issue of this year, is “vanishing,” and “phantom.”

The aggregate operating balance for State governments is about
$6 billion, or one-fifth of the commonly cited $30 billion figure, and
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it is projected to be proportionately smaller, perhaps 30 percent
smaller, by the end of fiscal year 1979.

The balances in most States are small, and represent sound financial
management, and far from acting as a drain on the economy, these
balances will either be returned to citizens to reduce property taxes, or
reinvested in economic growth.

This morning’s Wall Street Journal, on page 3, has this leadline:
“U.S. Finds State, Local Budget Surpluses Evaporating, Trims Third,
Period Estimate.”

I commend this excellent story to your attention. The impact of this
information on the tax limitation debate and on fiscal federalism can-
not be overstated.

Misinformation on the fiscal condition of the States could well con-
fuse, and even inflame, the tax limitation debate. And as the night fol-
lows the day, inaccurate data will lead to unsound public policy.

It is frankly high time to consign the myth of the massive State sur-
plus to the oblivion it deserves. As Gov. William G. Milliken, chairman
of the National Governors’ Association, has said, “Anyone who claims
that there are massive State surpluses 1s not familiar with the facts.”

As the administration and Congress consider the fiscal 1980 Federal
budget, and as you examine the longer-term issues, such as continued
State participation in general revenue sharing, it is extremely im-
portant for options to be considered, and decisions made, on the basis
of the reality, not the myth of the States’ fiscal condition.

It is time to note with precision the tremendous growth in State
assistance to local governments, and the enormous size of that assist-
ance, and time to note as well, with equal precision the fact and not
the fiction about the States’ fiscal condition.

Finally, Mr. Chairman, it seems to me that on this question, as on
the others I have just discussed, the stakes for responsible government,
and for fiscal federalism, are extremely high.

The National Governors’ Association will continue to address all
these questions, just as fully and forthrightly as we can. We look for-
ward to a continued close working relationship with the administra-
tion, and with the Congress, in this effort.

Thank you.

Representative Reuss. Thank you very much, Mr. Farber.

) [The prepared statement of Mr. Farber, with an attachment, fol-
ows:
] PREPARED STATEMENT OF STEPHEN B. FARBER

Chairman Reuss, Cochairman Moorhead, and members of the House Subcom-
mitee on the City and the Joint Economic Committee, I appreciate the opportu-
nity to appear before you today on behalf of the National Governors’ Association,
the policy instrument of the Nation’s Governors.

Your hearings on efforts to limit taxes and expenditures, and their implica-
tions for fiscal federalism, are timely and important. Since the passage of Propo-
sition 13 on June 6 by the voters of California, taxpayers and public officials in
every State have been grappling hard with the problems and the opportunities
created by efforts to limit taxes and expenditures. The issues involved are in
great need of less heat and more light. These hearings can help develop the sound
and reliable base of information required for a better informed consideration of
the issues.

In my statement today I would like to address four fundamental questions:

1. What is the actual fiscal condition of the States?

2. What constructive steps have states taken in the past, and are they now
taking, to provide greater financial assistance to their local governments?

’
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3. What constructive steps have states taken in the past, and are they now tak-
ing, to limit taxes and expenditures?

4. What effects will tax limitation efforts have on the state and national econ-
omies and on the delivery of services?

The first question—what is the actual fiscal condition of the states?—is of cru-
cial importance. I regret to say that there is widespread error and confusion on
this point—despite the best efforts of the National Governors’ Association, the
National Conference of State Legislatures, the National Association of State
Budget Officers, and others—and it is high time to set the record straight.

Notwithstanding the data contained in the NGA-NASBO Fiscal Survey of the
States, the prevailing myth in some quarters is that there is a massive “surplus”
in the states in the range of $30 billion. This figure has been taken out of context
from the President’s Economic Report of last January and from the national in-
come and product accounts of the Commerce Department’s Survey of Current
Business which have preceded and followed it.

The reality, as opposed to the myth, of the state “surplus”—or more accurately,
the states’ general fund operating balance—is quite different.

First, the general fund operating balance of State and local governments is not
30 billion. The $30 billion figure is actually a combination of what the Commerce
Department calls “social insurance funds” and ‘“other funds.” The President’s
Economic Report notes that “a large part of the aggregate surplus represents
accumulations of pension funds for the 13 million emplovees of State and local
governments.” The social insurance funds are not available to state and local
governments to pay operating costs.

The most recent figures from the Commerce Department—for the first quarter
of 1978—show $19.9 billion in “social insurance funds” and $11.5 billion in “other
funds”. These figures are significant for at least two reasons. First, they reflect
the increasing efforts by State and local governments during the past three years
to put their pension funds in order. Second, they show that of the total State-
local “surplus”, nearly two-thirds is unrelated to the current State-local fiscal
condition as measured by operating balances.

Second, even the “other funds” category is misleading because it includes a
significant amount of restricted revenues—for highways, parks, and other pur-
poses—not available for general fund expenditures. The aggregate state govern-
ment general fund operating balance, as of the first quarter of 1978. was projected
at six billion dollars, and reflects sound budgeting practices. Commerce Depart-
ment figures released in May indicate that the local share of “other funds” has
generally been larger than the State share since 1970. In 1976, for example, “other
funds” for local governments were $2.6 billion and for State governments, $1.2
billion. During the first quarter of 1978 local governments appeared to have an
operating balance of approximately the same size as State governments—that is,
in the range of $6 billion.

The aggregate state operating balance represents less than 6 percent of the
aggregate operating budgets of all States. Sound budgeting experience suggests
that such a contingency is necessary to offset unexpected emergencies or financial
difficulties. The 6 percent aggregate figure represents a slimmer margin for
emergencies than many States normally seek to budget. Moreover, since nearly
every State is required by its constitution or statutes to have a balanced budget.
such operating balances are imperative.

Third, the bulk of the aggregate State operating balance is found in just a few
states, and in those States—such as California, where Governor Brown and the
legislature have acted decisively to deal with the impact of Proposition 13—the
balances have already been largely committed. Most States have very modest or
marginal balances. The balances reflect strong economies in energy- and food-
producing States, the effects of more progressive revenue systems in an improv-
ing national economy, and inflation-induced revenue growth.

Fourth, the States’ fiscal 1979 budgets will further reduce current balances. A
substantial percentage of the balances which are reported by the States in our
surveys will be spent in the fiscal year which began in most states on July 1. A
preliminary survey of 29 States indicates that by the end of fiscal year 1979, next
June 30, operating balances will decline to four to five percent of general fund
expenditures. The revenues will be used to support property tax relief programs,
recession-delayed projects, inflation-caused cost increases for labor and materials,
and hard-pressed local governments. Also requiring increased State financial sup-
port will be such needs as underfunded pension liabilities, equalization of school
‘support, services for the handicapped, and maintenance and upgrading of the pub-
lic infrastructure.
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These demands will put existing balances quickly and efficiently back into the
State economies. Moreover, far from acting as a “drain” on the economy—as the
President’s Economic Report suggests—these resources will enable States to sup-
plement Federal efforts to further expand economic growth.

In short, the reality of State finances is significantly different from the myth.
The surplus, as Barron’s Magazine concluded in its May issue, is “vanishing” and
“phantom.” The aggregate operating balance for State governments is about §6
billion, or one-fifth of the commonly cited $30 billion figure, and is projected to be
proportionately smaller—perhaps by 30 percent—Dby the end of fiscal year 1979.
The balances in most States are small and represent sound financial management.
And far from acting as a drain on the economy, these balances will be either re-
turned to citizens to reduce property taxes or re-invested in economic growth and
development.

It is imperative that the current misunderstanding of State fiscal data be
clarified. We have urged Chairman Schultze of the Council of Economic Advisers
to work with us to improve reporting and data collection techniques for State
government finances and to incorporate these data into the federal budget reports
and the annual Economic Report of the President. And because many Federal
policy makers have seemed to interpret the State-local “surplus” figure in the
national income and product accounts as the definitive measure of the fiscal con-
dition of State and local governments, we have urged Secretary Kreps to include
in the Survey of Current Business a short explanation of the “surplus” figure and
its limitations as an indicator of fiscal condition. A copy of our letter to Secretary
Kreps is attached for the record.

The impact of this information on the tax limitation debate, and on fiscal fed-
eralism, cannot be overstated. Misinformation on the fiscal condition of the States
could well confuse, and perhaps even inflame, the tax limitation debate. And as
the night follows the day, inaccurate data will lead to unsound public policy. It
is frankly high time to consign the myth of the massive State surplus to the obliv-
ion it deserves. As Governor William G. Milliken, Chairman of the National
Governors’ Association, has said, “Any one who claims that there are massive
state surpluses is not familiar with the facts.”

As the Administration and Congress consider the fiscal year 1980 Federal
budget and examine longer-term issues, such as continued state participation
in general revenue sharing, it is extremely important for options to be con-
sidered and decisions made on the basis of the reality—not the myth—of the
States’ fiscal condition.

B Le_t me turn briefly to the three other fundamental questions before these
earings.

The first question is what constructive steps have States taken in the past,
and are they now taking, to provide greater financial assisance to their local
governments? Precise information about this increased State assistance, which
has helped to restrict the growth of property taxes, is essential to informed
debate over tax limitation strategies.

A report just completed -by the NGA Center for Policy Research entitled
Allocation of State Funds to Local Jurisdictions indicates that State support
of local governments now totals $73 billion and has virtually doubled-in the
last 12 years, even after the impact of inflation is discounted. The report also
shows that two-thirds of all State revenues go to support local governments
and that State discretionary grants to local governmens have increased twice
as fast as overall State aid. As a result local property taxes have steadily
declined both as a percentage of total State-local revenues and as a percentage
of personal income.

During the past twelve years, the report shows, state assistance to local
governments in welfare has grown by 450 percent; in revenue sharing, by
409 percent; in education, where many States have acted dramatically to over-
haul their school finance systems, by 240 percent; in highways, by 103 percent;
and in health and hospitals, by 259 percent.

A related and equally important question is what constructive steps have
States taken in the past, and are they now taking, to limit taxes and expendi-
tures? On the tax side, almost every State has acted in the past three years to
limit state and/or local taxpayer liability through increased credits, deductions,
or exemptions. State circuit breaker programs, for example, now operate in 30
Sta_tes and in 1977 returned $932 million—an increase of 108 percent over 1974—
to just over five million households—an increase of 68 percent over 1974—for
an average rebate of $184. On the expenditure side, tax expenditure limits of
different kinds have been set in Tennessee, New J ersey, Colorado, and Michigan
and are pending in other States.
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In short, the past several years have seen exteqsive state action to.hnut
taxes and expenditures. The need now, as States consider new approaches in the
wake of the passage of Proposition 13, is for proposals that are we}l considered
and precisely targeted. To assist in this effort the NGA Center of Policy Research,
in response to a suggstion made by Governor Ella Grasso and at the request of
Governor Milliken, will serve as a clearinghouse to advise Governors on ghﬂferent
approaches to tax and expenditure limitation and their impact on services.

A final question of basic importance is what effects will tax limitation efforts
have on the State and national economies and on the delivery of services. The
Congressional Budget Office has just completed a report on the impact of. Prop-
osition 138 on the national economy, Federal revenues, and Federal expenditures.
That report is sobering and instructive. It argues that Proposition 13 will cause
an employment loss of about 60,000 jobs by the end of 1978; a reduction in the
national Consumer Price Index of 0.2 percent by the end of 1978 and 0.4 percent
by mid-1980; an increase in Federal revenues of $600 million in fiscal year
1979 and $900 million in fiscal year 1980 ; and a potential reduction in California’s
participation in Federal grant programs that have matching requirements, par-
ticularly in welfare, employment and training, education, and transit. The
report further argues that “if such actions spread to a significant number of
States, the impact on the Nation’s economy and the Federal budget could become
significant. Unless the reductions in taxes are at least twice as large as the
accompanying slowdown or cut in expenditures, the net effect is likely to be a
slowdown in economic activity and employment growth.”

Whether or not one fully agrees with the report’s data and conclusions, the
message here is clear. We must insist on knowing the full impact of proposals
to limit taxes and expenditures on the economy of the States and the Nation,
and on the delivery of services, before, not after, they are adopted.

On this question, as on the others I have discussed, the stakes—for responsible
government and for fiscal federalism—are extremely high. The National Gov-
ernors’ Association will continue to address these questions as fully and forth-
rightly as we can. We look forward to a continued close working relationship
with the Administration and Congress in this effort.

Attachment,

NATIONAL GOVERNORS’ ASSOCIATION,

Washington, D.C., July 24, 1978.
Hon. JUANITA M. KREPS,

Secretary of Commerce,
Washington, D.C.

DEAR MADAM SECRETARY: As you may know, the National Governors’ Associa-
tion and National Conference of State Legislatures have expressed concern on
several occasions about what appears to be a widespread misunderstanding of
the meaning of the state-local “surplus” figure reflected in the national income
and product accounts prepared by the Commerce Departments’ Bureau of’
Economic Analysis. Enclosed are some of the materials in which we have: con-
veyed our concerns to members of the Administration, Congress, and the press.

Regrettably, the misunderstanding has persisted despite our efforts, and it
appears to have the potential to influence public policy. This letter is to ask your
assistance in a small matter that could go a long way toward clearing up this
misunderstanding.

The heart of the problem is that many federal decision-makers have inter-
preted the state-local “surplus” figure in the national income and product ac-
counts as the definitive measure of the fiscal condition of state and local gov-
ernments. We are sure that your economists would agree that the national
income and product accounts were not intended to measure the absolute fiscal
condition of state and local governments and that they should not be used for
this purpose.

‘We believe that it would be helpful if the Commerce Department would publish
in the Survey of Current Business a short explanation of the precise meaning
of the surplus figure and of its limitations as an indicator of fiscal condition.
By way of example, the following language addresses the main points with
regard to the figure’s limitations:

The size of state and local government surpluses, as reflected in the national
income and product accounts, has attracted significant public attention in recent
months. The following technical points should be kept in mind in interpreting
this statistic:

1. The national income and product accounts are not a definitive measure of
the fiscal condition of state and local governments. The accounts measure flows
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.among sectors of the economy that generate income or product. The accounts thus
provide income and expense information but do not show state and local govern-
ment balance sheets, which would be necessary to make informed judgments
about fiscal condition. The accounts do not show, for example, the debt position
of state and local governments nor do they reflect the condition of assets with
regard to maintenance and replacement.

2. The accounts.cover more than 80,000 governments, and aggregate trends can
:mask:contrary conditions for even a majority of these governments.

3. The accounts show the net flow of social insurance funds as part of the
state-local surplus although these funds are not available to state and local gov-
-ernments to pay operating costs.

4. The vast majority of state and local governments are required by constitu-
tional provision or statute to operate on a balanced budget and are prohibited
from borrowing to meet operating costs. In these governments, the ability to
‘deal with contingencies may dictate the deliberate budgeting of a surplus.

5. A significant portion of state and local revenues is restricted by constitu-
.tional provision or statute to specific and narrow uses and is therefore not rele-
vant to the fiscal condition of state and local government general operating funds.

6.- The size of the state-local surplus as reflected in the national income and
product accounts may be influenced by changes in the rate at which state and
local governments spend for capital construction. These changes may be caused
by external factors not significantly related to the fiscal condition of the govern-
ments.

An explanation along these lines in the highly respected Survey of Current
Business would help ensure that the state-local surplus figure is not misunder-
stood and would therefore contribute to better-informed public policy.

Sincerely,
WritLiAM G. MILLIKEN,
Governor of Michigan;
Chairman, National Governors Association.
JasoN BoE,
President, Oregon Senate;
President, National Conference of State Legislatures.

Representative Reuss. We will now hear from Mr. Fred F. Cooper.

STATEMENT OF FRED F. COOPER, COUNTY SUPERVISOR, ALAMEDA
COUNTY, CALIF.

Mr. Coorer. Thank you, Mr. Chairman. I would like to, of course,
refer to my prepared statement as well, as T have submitted a resolu-
‘tion adopted by the National Association of Counties at their annual
convention in Atlanta 2 weeks ago today.

Representative Reuss. Without objection, those will be included in
the record at the end of your oral statement.

Mr. CoopEr. In my prepared statement, I attempted to look at what
I see as some of the reasons for passage of Proposition 18 in Cali-
fornia. I am a county supervisor in Alameda County, which has a
population of 1.1 million people. It is across the bay, east of San
Francisco, has 13 cities running from the core urban cities of Berkeley
and Oakland in the north to suburban cities of Freemont, Livermore,
and Pleasanton in the south.

So we have both the urban and the suburban problems, and are, of
course, at the core of the problem of Proposition 13, the problems and
the solution.

I think one of the key factors that I think has been overlooked in
passage of Proposition 18 and the reason why voters—many voters—
seem to be angry with Government is that for 30 years, in the forties,
fifties, and sixties, we had inflation, but we still had people’s purchas-
ing power increase. In the past 5 years, the purchasing power has been
eroded, and we are continuing to have inflation, but people’s purchas-
ing power does not keep up.
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I think Congress needs to look at the impact of the actions of the
Arab oil countries and the impact of the environmental and consumer
movements on purchasing power in this country.

Those three things have all substantially increased the cost of goods
and services in the country without adding anything to the value of
the goods and services, and I think have resulted in the purchasing
power of many people being eroded.

Inflation, of course, is a contributing factor, but as I have indicated,
we have had inflation for a number of years without purchasing power
being diminished. And when people see their purchasing power erod-
ing, they look for somebody to blame. They tend to blame the unions,
business, and now these days, following Watergate, it is big govern-
ment, and I think it is important to focus on the reasons for the ero-
sion of purchasing power and get people to understand better what is
happening.

Obviously, when they get angry, they look for something to do
semething about ; the property tax with Proposition 13 gave them that
opportunity to express their dissatisfaction and cut at least one major
cost item that they could have an impact on. Another major factor is
mandates to local government passed without providing the funds.
Those mandates come from the Congress, they. come from the State
legislature, they come from the courts.

I have outlined in my prepared statement some of the mandates
from the courts, some of the mandates from the Congress, and some
of the mandates from the State legislators that our county has to live
with that increase in our costs, that require us to increase our property
tax much faster than just the cost of living, and it seems to me that
Congress needs to look at the effect of those mandates, and some of
them come from laws you pass and are implemented by regulation.

As T pointed out in my prepared statement, the same newspapers
and television stations and voters complain about Alameda County
increasing the property tax 114 years ago, and they were also report-
ing disabled people sitting in Senator Cranston’s office in San Fran-
cisco, and coming back to Washington and asking that Secretary
Califano adopt regulations, and those regulations resulted in costs
of $10 to $20 million. They are based on the law you passed, based
on the law Secretary Califano signed.

Everybody was in favor of them 115 years ago, and nobody looked
at the cost, and now we in local government are being blamed for
the fact that to implement those regulations takes money. And we
are being blamed for the fact that you have imposed those regula-
tions on us without giving us a dime to fund the cost. And, I think
you need to look at some way of requiring economic impact statements
when you adopt regulations, and when you adopt legislation that has
an impact on local government.

Finally in my prepared statement, I point out that California has
rejected three similar propositions to Proposition 13 over the past
15 years, and this one was passed even though three prior ones had
been rejected.

T think two key factors that resulted in the passage of the fourth
one, when three had been rejected were: One, the substantial increase
in the market value of single-family homes, partly due to inflation, and
partly due to the environmental and no-growth movements that have
resulted in the assessed valuation of the average home in California
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doubling over the past 5 years, and has resulted in a substantial shift
of the property tax burden from commercial and industrial property
to homeowner. ‘

The second factor that did not exist when California rejected similar
programs three times previously was the substantial State budget sur--
plus—which has passeg $5 billion—and, of course, a substantial amount
of that budget surplus was accumulated by the State passing on costs:
to local government through regulations and through State legisla-
tion without providing the dollars.

So, at the same time the State legislature and the Governor have
increased the property tax through mandates, they have been ac-
cumulating a substantial surplus, and their inability to keep their
commitments which they have been making for 2 years to use the
surplus to fund some property tax relief for the homeowners also
added to people’s anger, and by the time they adopted the program
under the threat of Proposition 13, the voters had lost confidence
in their sincerity.

So those two factors did exist this year in California. They do not
necessarily exist throughout the rest of the country, but they do-
explain to at least a great extent the reason why Proposition 13 passed
when three prior measures failed.

I think Congress could assist the States by studying the impact
of the environmental movement on increased cost of housing, by
looking at what is happening to the purchasing power in this coun-
try, and helping people understand what is happening before youw
adopt the mandates, and you might leave it open to the possibility-
of requiring that whenever you insist on expenditures through your
laws or regulations that we do something new, or we expand the
program, that to send the money on to fund them.

Local government in California, through the passage of Proposi-
tion 13, has become almost totally dependent upon the State and’
Federal Governments for the funds with which to operate. This
erosion of local control over local government is a dangerous thing-
because it will result in the inabilitv of local officials to adjust local
programs to meet local needs, it will mean that only programs ap-
proved in Sacramento and Washington will be funded. and it means-
that the most vital decisions for local government will be made by
State and Federal employees adopting and modifyine regulations
in Sacramento and Washington, rather than by people responsible-
to their local voters.

That is the real danger of Proposition 13, and if that is true
throughout the country, local government throughout the country-
will become less and less responsive to the local voters.

Thank you.

Representative Reuss. Thank vou. Mr. Cooper.

[The prepared statement of Mr. Cooner, together with a resolution
adopted by the National Association of Counties, follows:]

PREPARED STATEMENT OF FRED F. CoOPER

Members of the subcommittee: I appreciate this opportunity to appear and
testify before you on what I see as some of the causes for the passage of Propo-
sition 13 in California and several of the problems that led to its passage.

Perhaps the biggest single factor is the fact that the cost of local govern-
ment, and county government in particular, is going up faster than the cost of
living at the same time that individual taxpayers see their purchasing power-
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eroded away through actions of the Arab oil countries, the consumer movement
.and the environmental movement. While we have had thirty years of inflation,
throughout most of that period people’s purchasing power has increased more
rapidly than their expenses, but in the last five years that has not been the case.
People see their purchasing power each year being reduced, they look for some-
-one to blame, and the tendency is to blame labor unions and business for raising
prices, and to complain about property tax going up rapidly since it is one thing
where they have some control. I do not think adequate attention has been paid
‘to the fact that a major portion of the erosion in purchasing power is due to
:actions of the Arab oil countries, the environmental movement, and the consumer
movement since all three result in our having to pay higher prices for products
‘without the products being improved or being made more valuable in any way.
Perhaps your committee can focus on the erosion of purchasing power in this
.country and the basic causes, since inflation is often blamed, but inflation in the
.1950’s and 1960’s did not result in lower purchasing power.

A more direct cause of voter dissatisfaction with the property tax is the fact
that it goes up substantially faster than the cost of living. Partly this is due to
the fact the cost of some things that counties purchase go up faster than the
«cost of living, particularly utilities and gasoline due to the oil crisis. But of
-course higher oil prices are built into the cost of every item of goods and services
_purchased by counties just as substantially higher medical costs are built into the
price of every item of goods and services. Every time you go to a grocery store and
buy a bag of potatoes you are contributing to the medical care of the grocer and
‘his staff, the people who process and deliver the items, etc. Higher medical care
-costs should be added to my previous discussion of increased costs from Arab oil
-countries, and the consumer and environmental movements.

A major factor causing the county property tax to increase much faster than
‘the cost of living is governmental mandates. These include the United States
‘Congress, the California legislature, and both state and federal courts as follows:

1. The average length of a felony trial in Alameda County has tripled in the past
fifteen years, from just over two days to over eight days. Mostly the increased
length is due to decisions of the United States Supreme Court, and a substantial
amount is due to decisions of the California Supreme Court, which require the
courts to provide attorneys, provide time for hearings on a great many different
things such as search and seizure, past records of police officers, discovery of
evidence, ete. The increased length of trials requires more judges, more district
-attorneys, more public defenders, more clerks, more courtrooms, etc.

2. Mandates by the federal government increase local costs. Passage by Congress
of unemployment insurance is increasing our costs, and even though the Fair
Labor Standards Act application to local government was suspended by the
‘Supreme Court, many jurisdictions including my own are continuing through
Jabor negotiations to apply portions of that act to county operations at higher
«costs. The adoption by HEW of regulations for the disabled and handicapped a
vear and a half ago will eventually result in increased cost to local government,
probably more than one-half in the schools, of $10 billion to $20 billion. In this
area it is significant that the same taxpayers and newspapers that are criticizing
local government in California for the high property tax were, a year and a half
-ago, quite sympathetic to the demonstrations by handicapped people in Senator
Cranston’s office in California and in Washington, when they were asking Secre-
tary Califano to sign the regulations. The same people who urged that.the
regulations be signed are now complaining about having to pay the cost. It might
‘be useful to require an “economic impact report” before Congress passes legisla-
tion affecting local government, and before federal agencies adopt regulations
that require changes in the operations of local governments.

3. A large portion of the increased property tax for Alameda County has been
due to mandates by the legislature of the State of California. We have been re-
.quired to fund increasing amounts each year for Medi-Cal, AFDC, and adult
welfare. State law and state regulations frequently require improvements and
.expansions in county programs, without supplying any funds. At the same time,
when the State provides partial funding for local programs the State frequently
provides no cost of living increase in their share of the program. For example,
the state has been paying the same $95 per month for the care of juveniles in
juvenile camps since 1953, leaving the county to pick up all increases in costs over
the past 25 years.

I believe the above listed factors of reduced purchasing power and increasegi
mandates by the courts and the state and federal governments apply fairly uni-
formly throughout the country. although I suspect that the state mandates are
less of a problem in states with low overall tax rates than they are in California.
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I would urge the Congress to look at the erosion of purchasing power over the-
past several years associated with the oil erisis, and the consumer and environ:-
mental movements, and to consider some sort of economic impact report on local
government whenever Congress, or state legislatures, or the courts, mandate new-
programs or mandate improvements in existing programs.

If we look specifically at California and Proposition 13 we need to recall that
over the past fifteen years the voters in California have rejected three similar
measures to proposition 13—two proposed by the former Assessor of Los Angeles'
County and one proposed by former Governor Ronald Reagan.

It is my feeling that three factors existed in 1978 that were not present when:
the voters rejected the three similar measures previously as follows :

1. The erosion of purchasing power on the part of most people has gotten most
severe in the past two or three years, and results in frustration since inadequate:
attention has been paid to the problem and inadequate explanations given. People
get frustrated when their purchasing power goes down, but the frustration is
compounded by the fact that they are not sure who to blame, and is compounded’
further when they see their taxes increasing rapidly to provide additional services:
and benefits to people whom they feel are not carrying their full weight. So far,.
that frustration has not extended to dramatic increases in the Social Security tax
to fund  dramatically increased benefits to senior citizens, but unless there is:
better public understanding of what is happening I think we can anticipate in the"
next few years the same frustration directed at senior citizens as is presently-
directed at recipients of welfare.

2. The cost of housing, and particularly single family housing, has doubled in
California in the past five years. This seems to be partly due to general inflation.
and partly due to the environmental movement, which has kept the supply of
housing down at the same time the demand has increased, thereby causing market
values to sky-rocket. Since property tax assessments are based on market value..
the assessment of the average home has doubled over five years and therefore even:
with the same tax rate the amount of tax being paid has doubled. Because single:
family homes increase in market value much faster than commercial and indus-
trial property, this has resulted in a shift of part of the property taxes from com-
mercial and industrial properties to homeowners. It should be noted that the
opinion polls in California show equal numbers of people against Proposition 13 as
those in favor of it up through March of this year. When the increased assess-
ments came out in April, public opinion shifted dramatically in favor of the
proposition.

3. The other major factor present this year in California that was not present
previously was the fact that the State was sitting on a budget surplus of $3 to
$4 billion at the same time that the State legislature and Governor were unable:
to provide the property tax relief that they had been promising for more than a
year. Voter frustration inereased as the taxes went up, as dramatically higher
assessment notices were sent out in April, and yet the legislature and Governor
were unable to keep their promises to distribute the surplus to solve the problem,.
at least until some time after Proposition 13 qualified. The fact that the legis-
lature finally passed an alternative measure some months after Proposition 13
qualified for the ballot made many voters feel that the legislature would not
have done anything except under the threat of Proposition 13. It is, of course,
significant that substantial portions of the State surplus were developed as a
result of state mandates by both the legislature and administrative mandates:
from the Governor that increased the property tax. If, instead of accumulating
a large surplus, the State had used the money to fund the many mandates to
local government which increased property tax and to provide adequate funding
for the State’s share of partnership programs, the property tax would not have
increased so dramatically and Proposition 13 might not have passed.

Congress could assist the states by studying state surpluses, by studying the
impacts of the environmental movement on increased cost of housing, by attempt-
ing to help control inflation in housing costs, and by encouraging the use of state
surpluses to fund state mandates, thereby reducing the need to increase local
property taxes.

Local government in California, through the passage of Proposition 13, has
become almost totally dependent upon the state and federal governments for
the funds with which to operate. This erosion of local control over local govern-
ment is a dangerous thing because it will result in the inability of local officials to
adjust local programs to meet local needs, it will mean ‘that only programs ap-
proved in- Sacramento and Washington' will' be funded, and it means that ‘the
most vital decisions for local government will be made by state and federal em-
ployees adopting and modifying regulations in Sacramento and Washington,
rather than by people responsible to their local voters.

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



671

[Resolution adopted by the membership of NACo, the National Association of Counties,
July 11, 1978, in Washington, D.C.]

TAX REFORM AND RESPONSIBLE GOVERNMENT

Be it Resolved, upon the initiative of President William O. Beach, that NACo.
adopts the following statement on tax reform and responsible government, to
have the effect of a resolution :

The adoption of Proposition 13 in the state of California constitutes a con-
firmation from the voters of that state of what has been a NACo position of
longstanding—that the property tax levels at the local level are often intolerable,
and the property tax itselt has been asked to carry far too many of our govern-
mental burdens. In addition to the traditional property-related services, it also
now often must pay for our expensive modern educational systems, health and
social services, and many other programs. Too often this over-loading of the
property tax is not the result of votes by, local elected officials, but rather than
mandates of Federal and state government. NACo has long held that the major
burden of property taxes frequently arises from Federal and State policies
mandating the conduct and financing of Federal and State programs from local
resources principally, and-in many cases exclusively, from the property tax.

NACo is acutely aware of the public concern and reaction to the crushing
burdens of property taxes placed upon property owners not only in California,
but elsewhere in the nation. We support the roll-back of property. taxes if they
reach confiscatory levels, and the adoption of property tax levels which accurately
reflect the costs to local governments to provide essential local governmental
services.

While the implementation of such roll-backs may, in many cases, cause initial
severe economic and programmatic dislocations, a direct result of such imple-
mentation ean be to put into clear public perspective the impact of Federal and
state mandate programs and policies upon the local governments’ principal
source of revenue—the property tax.

NACo calls upon the President, the Congress and each state’s executive and
legislative leaderships to recognize the clear and compelling principle of the
need for equitable reallocation of cost burden sharing now placed upon the prop-
erty tax used by many of our nation’s counties and other local governments.

NACo further calls upon Federal and state governmental leadership to review,
with sensitivity to the unacceptable tax burdens of all kinds upon the people of
this nation, all aspects of governmental spending to reduce waste, duplication and
unnecessary governmental spending—an objective which NACo and its individual
members have long advocated, and to which we re-commit ourselves.

In order to more clearly re-state where NACo and its member counties stand,
we hereby rededicate ourselves to the following long-held principles and
objectives:

Delivery to the best of our abilities a wide variety of important and essential
public services to our citizens, including vital human services to the poor, aged,
disabled, mentally and physically ill and those otherwise disadvantaged who are
least able to care for themselves ;

Operation of the delivery of those services with the confines of a balanced
budget that the taxpayers can afford ;

Maintenance of a vigilant watch in order to maintain only essential positions in
county.government and otherwise to eliminate all unnecessary expenditures from
our public budgets;

Continuing efforts to increase efficiency and productivity of both management
and the rank and file of county employees ; and
. Fs;ir and equitable administration of the property tax, together with all other
ocal taxes.

We also, individually and as a national organization, pledge our best efforts,
in cooperation with our state associations of counties and our fellow state, city
and Federal officials, to encourage and work at all levels of government:

To resist all state and Federal mandates to local government unless there is a
provision for funding by the state of Federal government ; and

To control inflation, by vigorously urging the President and Congress to balance
the Federal budget at the earliest possible date and we pledge to assume our
share of that responsibility.

Finally, we pledge ourselves to the following specific actions and commitments:

Establish priorities
In the interests of economy, we ask each of our twelve steering committees to

establish priorities among their various functional areas. We ask the Board of
Directors to establish priorities among those submitted by the committees. Fi-
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nally, we as the policymaking membership pledge ourselves to the difficult but
necessary task of developing each year an American County Platform which
combines a balance of necessary programs and fiscal responsibility.

In establishing priorities, we ask each of our steering committees to give
full consideration to actions in their respective subject areas which are calcu-
lated to increase economy and efficiency by such devices as caps -on medical
expenses, removing much of health and welfare costs from the property tax base,
and bring Federal, State and local regulations to a minimum.,

Maintain NACo’s taz revolt action center

Provide factual information to public officials, media and the citizens in gen-
eral, on the various methods and devices for tax reform and expenditure con-
trol. In particular, we will endeavor to better educate voters on the real problems
concerning the property tax, the roll of mandated programs in driving the prop-
erty taxes to often near confiscatory levels, and the need for basic tax spending
reforms at the state and Federal levels.

Strengthen NACo’s new county center

Top association priority should be given to the New County Center, which
provides information to the public officials and citizens in general on ways and
means of improving county administration, finance management, planning, orga-
nization, staffing, budgeting and public reporting. Special emphasis should be
placed upon the following: consolidations of elimination of special authorities
and distriets; functional consolidations ; joint governmental contracting; volun-
tary regional cooperation; increased management and labor productivity ; and
improved general public administration.

Provide Federal budget input

At the earliest date, the leadership of NACo should meet with the director of
the Office of Management and Budget and the Congressional Budget Committees
to determine a responsible county role in aiding the President and the ‘Congress
in determining Federal budget priorities and limits.

Improve financial management

NACo will continue to help county governments improve their financial man-
agement practices. Our Tax and Finance Conference in Los Angeles, Septem-
ber 18-20, 1978, will focus on tax reform activities and fiscal management.

Urge tax and welfare reform

Funding of welfare and certain health costs from the property tax is a major
concern to citizens and is strongly opposed by NACQO. All efforts should be made
to secure Federal action to remove these costly items from the property tax.

Representative Rruss. In order to conserve time, cochairman
Moorhead and I have suggested that the next three witnesses, consist-
ing of Mr. Edward Gramlich, of the University of Michigan, Public
Finance Director George Peterson of the Urban Institute, and Her-
rington Bryce of the Academy for Contemporary Problems, take their
seats at the table so that after their testimony, we may examine the first
eight witnesses, and withhold the final three witnesses until later.

So, if you three gentlemen will just remain at ease where you are,
we will hear these three witnesses I have just named.

Representative KerLy. Mr. Chairman, I have a brief statement
that I would like to make at this time, if the committee has no
objection.

Representative Rruss. Of course, Congressman.

STATEMENT OF HON. RICHARD KELLY, A U.S. REPRESENTATIVE
IN CONGRESS FROM THE FIFTH CONGRESSIONAL DISTRICT OF
THE STATE OF FLORIDA

Representative Kerry. Mr. Chairman, and Mr. Cochairman, Prop-
osition 13 represents government by volunteers, where the people en
masse have turned away from their duly elected officials—the constitu-

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



673

tional government—and have looked to volunteers to lead them and to
establish government that is satisfactory to the public.

Recently, a poll in my district showed that the Congress of the
United States has a minus-51 job rating, which means that the rest of
the people, 49 percent, either didn’t have an opinion, or thought Con-
gress was doing all right. But I think that accommodation of these
two considerations indicates a very serious significance regarding
Proposition 13.

Mr. Chairman, the threat that is being made by the elected official-
dom is that if the people try any shenanigans like Proposition 13,
that there is going to be reprisals, massive layoffs among the public
employees; that a lot of people are going to get fired, and pablic
services are going to be reduced. But nowhere does there seem to be any
suggestion that government, as a matter of economy, might cut salaries
as a way of retaining employment of everybody and also maintain-
ing the level of public service.

The other suggestion seems to be that, well, we will just shift the
burden of spending from local governments to the Federal Govern-
ment, and in that way some miracle will be wrought. Of course, that is
just going to shift the burden on the taxpayers from one pocket to
another, and really will not accomplish anything.

So I see merit in two major areas: the idea of cutting salaries and
trying to cause government officials who are elected, according to our
constitutional processes, to start functioning in the way that Propo-
sition 13 suggests that thev should, rather than run the risk of chaos
in our Nation and destruction of our constitutional form of govern-
ment by forcing the people to turn to volunteers rather than the es-
tablished government.

Representative Reuss. Thank vou Congressman Kelly.

Congressman Moorehead will introduce our next panel.

Representative MoorerEAD. Thank you, Mr. Chairman.

The leadoff witness, for panel No. 2 before the Joint Economic Com-
mittee and the Subcommittee on the City, is Mr. Edward M. Gramlich.

STATEMENT OF EDWARD M. GRAMLICH, PROFESSOR OF
ECONOMICS, UNIVERSITY OF MICHIGAN

Mr. Gramrica. Thank you, Mr. Chairman and committee members.
T have a statement of about five or six pages here, which I will submit
for the record. What I would like to do is just make five points that
I make in the statement much more briefly than I do there.

As Congressman Moorhead said, we are addressing in this panel
the question of the high current-day national income account data
and the State and local budget surplus, and what it means.

The first point is a factual point. Is the surplus really all that it is
cracked up to be: there are a couple of reasons whyv it is not. The first
is that, as Mr. Farber in particular mentioned earlier, one really must
deal separatelv with the pension fund surplus. In the latest full-year
numbers that I have available, the overall surplus of $29 billion, $15.5
was pension funds, so that the appropriate general government sur-
plus is more like $13 billion.

There are a lot of reasons why the pension fund surplus doesn’t
mean anything about even the financial health of pension funds. Cer-

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



674

tainly it is true that the money is not available for general government
purposes and must be left out of these kinds of discussions. )

Now, even the general government surplus of $14 billion has in-
creased $20 billion in the past 2 years. There has been a sharp turn-
around even in that number. So a second question that I deal with in
my testimony is what has caused that. Basically, there are three
causes:

The first is that there has been a very sharp drop in State and local
construction that accounts for about one-third in the change in sur-
plus. There are a number of fairly, at this peint, mysterious, reasons
for that. I have some thoughts about that, but I didn’t go into them in
my testimony.

In any case, the construction budget is again not part of the operat-
ing budget of most State and local governments. So probably a better
number to focus on is more like the $13 billion change in the operating
surplus over the past 2 years.

Now, what has caused that? I think that you can attribute that
mainly to two sources. The first is that the aggregate economy has re-
covered sharply from the recession of 1975, and in the.recession of
1975 State and local budgets were in a precarious budgetary situation.
Thev have recovered now because the economv has recovered.

That is a welcome improvement. We shouldn’t regret it, and we
probably shouldn’t chance our views about aiding State and local
governments because that has happened.

The second thing is that there has been an increase in some Federal
grants in the past 2 years, mostly in CETA grants. Many people feel
that there is a lot of so-called displacement with CETA, and if that
is so, that could also explain at least some of the rise in the operating
budget surplus in the past 2 years.

Now, the next point refers to the composition of the surplus. Ts it
held by State governments, or is it held by local governments? One
thing that I should say this morning is that anybody who talks about
this is talking in a little bit of a factual vacuum, because as a matter
of fact we don’t have very good figures in the most recent period
which governments have the surplus.

The Department of Commerce has just published a breakdown of
the State and local accounts between the State governments and local
governments through 1976. These figures don’t cover 1977, which is
the year when a lot of the change in the surplus has taken place.

So it is very hard to tell at this point where the surplus actually is,
by State governments or local governments. But if you look at the 1976
numbers, what you find is that, indeed, the State governments have
received a little bit more of the year-to-year change, but that the
State government budgets are always more cyclical than local govern-
ment budgets. If you compare the budget position now with the 1960’s,
that in fact local-governments are doing slightly better now than- they
were in the 1960’s, and State governments are doing the same or a
little bit worse.

So, while it is true that State governments have received a little more
of the latest rise in the surplus than local governments, local govern-
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ments have received some and local governments are still better off
relative to the 1960’s.

It is very hard to go beyond that and talk about individual govern-
ments.

Now, the next point is the relevance that these surpluses for overall
macropolicy. These surpluses are saving in the overall national ac-
counts: They are revenues that are not met by expenditures. This does
mean that other things being equal it is going to be harder for the
Federal Government to cut its own budget deficit without causing an
increase in unemployment.

And it may be that, as some of the speakers have said this morning,
it is a top priority for the Federal budget to come more into balance.
But what 1s liable to happen is either the State surpluses, State and
local surpluses, will disappear more rapidly than they otherwise would
have, or we will observe a worsening in unemployment. I think those
risk in the Federal budget policy should be confronted directly.

The final point regards the relevance of these surpluses for longer
term, questions about Federal grant policy, aiding urban governments,
or aiding various functions at the State and local levels. And there I
think the answer is that the revelance is not much; that is, that one
can look at Commerce numbers and observe these numbers bouncing
about always, and there are good reasons for the rise in the surplus in
recent times.

The surplus probably has a very high transitory component—it
certainly always has—and if you are considering more permanent
things such as, let’s say, aid to urban governments or supporting
various social goods such as antipollution expenditures, or roadbuild-
ing, or whatever, those decisions ought to be made on more permanent,
longer run grounds. You should not be observing a State and local
surplus which bounces up and down according to short-term changes in
income and, also, in the Federal grant policy.

Thank you.

Representative MooruEeap. Thank you, Mr. Gramlich.

[The prepared statement of Mr. Gramlich follows:]

PREPARED STATEMENT OF EDWARD M. GRAMLICH

State and Local Budget Surpluses and Federal Grant Policies

Thank you for inviting me to testify this morning. In my remarks. I'd
like to focus on an astounding fact that is lately affecting fiscal and grant policy
decisions : the $29 billion budget surplus run by state and local governments in
1977. How can this number be true when we keep reading of urban fiscal crises?
‘What will happen to it? What does it mean for federal fiscal policy and federal
grant policy? Why should there be yet more aid from the biggest debtor govern-
ment, the federal government, to those large creditor state and local govern-
ments?

Before getting into the substance, a brief look at the facts. The aggregate
state and local surplus, the number that is causing all the commotion; is given
in<the left column of table 1. There it can be seen that this surplus never exceeded
$4 billion before 1972, took a brief rise in 1972-73, fell back down in 1974-75, and
lately has soared back to $29.2 billion by 1977. What is going on?
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TABLE 1.—STATE AND LOCAL BUDGET SURPLUS, NATIONAL INCOME ACCOUNTS BASIS

[In billions of current dollars]

Equals: General Equals:

Overall  Less: Pension government Plus: Net Operating
Calendar year surplus fund surplus surplus capital items  budget surplus
0.1 2.3 —2.2 6.2 4.0
—.4 2.4 —2.8 6.9 4.1
.5 2.6 —2.1 7.0 4.9

.5 2.8 —2.4 7.4 5.0

1.0 3.2 —-2.2 7.7 5.5
............... 3.4 3.4 9.2 5.8
.5 4.0 -3.5 10.5 7.0
-1.1 4.8 -5.9 12.7 6.8
.3 5.3 -5.0 14.0 9.0

2.1 5.9 -3.7 14.1 10.4
2.8 6.8 —4.0 12.3 8.3
37 7.5 -3.8 13.3 9.5
13.7 8.1 5.6 13.3 18.9
13.0 8.9 4.1 13.7 17.8
1.6 10.5 -2.9 16.5 13.6
5.9 12.1 —6.2 15.1 8.9
18.4 14.5 3.9 10.4 14.3
29.2 15.5 13.7 8.9 22.6

Source: Survey of Current Business, various July issues.

A first thing that is going on is that this overall number, recorded in the na-
tional income accounts statistics of the Department of Commerce, includes the
surpluses of employee’s retirement funds. For macroeconomic purposes this sav-
ing is relevant, and does imply that the federal government must dissave more
to maintain a high level of overall spending demand. But in trying to examine
the financial health of state and local governments, it should be recognized that
pension funds must run a surplus to pay for larger pensions for greater numbers
of employees in future years. Whether the surplus is large enough to maintain
the actuarial standing of the funds is still questionable—many observers think
not. But whether it is or is not, at least this component of the surplus is not
available for normal governmental operations, must be deducted and leaves the
smaller general government surplus in the third column. To be sure, it has still
risen almost $20 billion in two years time, but $13.7 billion is less dramatic than
$29.2 billion.

A second thing that is going on is that even the general government surplus
does not measure the true operating budget for most states and localities because
it includes capital expenditures. The fourth column in the Table gives the ad-
justments necessary to go from total budgets to current operating budgets—
construction expenditures are not considered expenditures and are added back,
debt retirement (a better proxy for how much capital is ‘“used up”) is deducted,
and grants for construction deducted. Since normally net capital expenditures
as so defined are positive, the operating surplus in the fifth column is always
more positive than the general government number. Perhaps more relevantly,
however, we should focus on the change in this value, and there we see that the
change is less dramatic than before because of a recent mysterious drop in
construction that has caused at least part of the recent rise in the NIA surplus.

A last factual question is to inquire into the breakdown of this surplus or its
change into that received by states and localities. Because certain necessary data
are not yet published, we cannot do this for 1977, but we can for 1976, and there
we find that states have received slightly more of the recent rise than localities.
But not much more : localities have shared in the recent improvement too. More-
over, state budgets are recently more cyclical than localities, and their recent
gains in surpluses merely restores losses in the recession of 1975. If we were to
compare the average fiscal position in the seventies with that in the sixties, locali-
ties are the governments that are doing better.

The result of all these adjustments is then to take much of the pizzazz out of
the recent changes in the state and local surplus. Not only is a realistic indica-
tion of the fiscal health of state and local governments not as high as the gross
NIA number, but its recent change is also less dramatic—only $13.7 from the low
point in 1975 to the high point in 1977. This is a change, and perhaps a welcome
indication that things are better for state and local governments, but certainly
not as much to get excited about.
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Since even the adjusted surplus shows a recent rise, we might inquire further
about what it means. Basically the surplus records changes in the stock of buffer
assets possessed by state and local governments, and as say income rises, in the
short run governments are likely to put much of this change into their stocks and
run a temporary surplus. As time goes on, this behavior makes less and less
sense, because once stocks get built to a sufficient level, there is no point in further
saving. So over the cycle the surplus will rise temporarily in an upswing, fall
temporarily in a downswing, and average out to some normal level over time. A
brief look at the numbers in either column three or column five indicates strong
traces of this behavior over the seventies. The surplus was up in good years
1972, 1973, 1976, 1977 and down in bad years 1974, 1975. An ironic side effect of
this is that if the recently passed Jarvis Amendment can be interpreted as fore-
ing the State of California to get rid of its surplus, that is exactly what past
relationships say the state would have done anyways (even as far as saying it
would mainly result in tax reductions).

Economic fluctuations are only one of the causes of possible changes in the
surplus, however : the other might be federal aid. Just as in the short run a rise
in income might pad surpluses before there are inclinations or plans to spend
the money, so might also be the case for federal aid. In some statistical work I
have done on state and local budgets I have indeed found this to be the case.
‘With general revenue sharing, I find that only one-third of the money is used
for. expenditure increases or tax reduction after one year and about sixty per-
cent after two years—broadly in agreement with some studies commissioned by
the Treasury. If there is displacement of public service employment grants, the
same will be true—much of this money will not result in higher expenditures or
lower taxes, but will simply be saved by local governments. Hence an additional
reason for changes in the surplus is changes in federal aid policy, with big rises
in the early years of general revenue sharing (1972-73) and CETA (1975-76).

It seems to me that the lessons that can be drawn from all this are as follows:

‘(a) At least part of the level and change in the state and local surpluses are
illusory, caused by pension fund surpluses and by a mysterious drop in con-
struetion.

(b) In any case the surplus always moves about in an erratic manner in the
short run, rising when income rises and aid is increaged, and falling in the reverse
situations. We should expect some abnormal ‘surpluses right now, and we can
alco expect they will disappear in a year or s0, even without Jarvis Amendments.

(c) The high surpluses are relevant for macro policy. State and local govern-
ments are saving, and the federal government must dissave accordingly to main-
tain spending demands. This is one reason why it is now difficult to cut the fed-
eral deficit without generating unemployment.

(@) The high surpluses may or may not be relevant for grant policy. If the aim
of grant policy is to stimulate the overall economy in a recession, the surplus
changes. impede this aim because they imply that the grant money will not get
spent. But if the aim of grant policy is a more permanent one of counteracting
the economic decline of certain areas, transitory changes in the budget surplus
are not very relevant and certainly not sufficient reason to limit the aid.

Representative MooruEAD. The two committees would now like to
hear from Mr. George E. Peterson, director of public finance, the
Urban Institute, Washington, D.C.

Mr. Peterson.

STATEMENT OF GEORGE E. PETERSON, DIRECTOR, PUBLIC FINANCE
PROGRAM, THE URBAN INSTITUTE, WASHINGTON, D.C.

Mr. PerERsoN. Thank you very much, Mr. Cochairman. T have been
asked to concentrate on the current fiscal condition of the large cities,
especially those that are fiscally distressed. In my prepared statement,
T follow recent developments in seven of those cities, Boston, Buffalo,
Cleveland, Detroit, Newark, Philadelphia, and Pittsburgh, which 2 or

3 years ago appeared to be in nearly as precarious a financial position
as New York City.
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The financial recovery of these cities has been impressive. Although
their long-term tax base prospects have not improved greatly, most
have recovered from immediate financial strain; this fact changes the
character of the choices to be made about Federal aid policy.

I would like to emphasize five themes in my paper which I think
relate closely to the comments of the other panelists.

First, there is now underway a fundamental reversal of city spend-
ing, employment, and wage trends, Until 1975, city government spend-
ing had increased steadily year in and year out relative to the gross
national product as illustrated by the charts on the right hand side of
the room. This trend has now come to a halt. Congressman Kelly men-
tioned public sector wages. Wages in the majority of large cities 1n fact
have declined in real terms during the last 3 years, in some cities quite
substantially.

In this sense, Proposition 13 is a confirmation rather than a har-
binger of the movement to restrain public spending. Viewing this
period a decade from now, the last 3 years may well stand out for halt-
ing the postwar trend of persistent growth in the share of national out-
put spent by State and local government.

This reversal has been most visible in the older cities. During the dec-
ade preceding 1975 the Nation’s older cities, those that were losing pop-
ulation, jobs, and tax base, not only spent more per capita than other
cities, had more public employees per thousand residents, and paid
igher wages to those employees, but all of these costs of public sector
operations were growing more rapidly than elsewhere and had been
growing more rapidly for the past decade.

Table 1 of my prepared statement shows how greatly things have
changed since 1974. Since®1974, public sector wages in those cities losing
population have grown at about one-half the rate of wages in other
cities. Public employment actually has declined in these cities at a
faster rate than population has been lost, with a consequent decline in
the number of workers per thousand residents, especially if you exclude
Federal employment trainees.

These trends are in sharp contrast to those visible in the newer, more
prosperous cities.

In short, we are in the midst of a strong reversal of fiscal course.
Budget difficulties have forced the large cities to cut back on their his-
toric spending growth.
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