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DEFICIT REDUCTION PROPOSALS

MONDAY, DECEMBER 12, 1983

U.S. SENATE,
COMMITTEE ON FINANCE,
Wushington, D.C.

The committee met, fpursuant to notice, at 2 p.m., in room SD-
215, “ll)'irksen Senate Office Building, Hon. Robert Dole (chairman)
presiding.

Present: Senators Dole, Danforth, Durenberger, Grassley, Mat-

sunaga, Baucus, and Mitchell.
[The press release announcing the hearing and the prepared

statements of Senators Dole, Mitchell, and Grassley follow:jJ
[Press Release No. 83-200]

SENATE FINANCE CoMMITTEE SETS HEARINGS ON DEFICIT REDUCTION PACKAGE

Senator Robert J. Dole (R., Kans.), Chairman of the Senate Finance Committee,
announced today that the Committee will hold hearings on December 12, 13, and 14,
1988, on the need for prompt enactment of a major deficit reduction package and on
the specific contents of such a package.

The hearings will begin at 2:00 p.m. on December 12 in Room SD-2156 of the Dirk-
sen Senate Office Building and continue on December 13 and 14 starting at 10:00
a.m. each morning.

In aunouncing the hearings Senator Dole stated, “The Congressional Budget
Office currently projects annual Federal budget deficits of approximately $200 bil-
lion or more through 1989. These hearings will attempt to answer three fundamen-
tal questions about these massive projected deficits:

“First, what are the economic consequences if the Administration and Congress
do nothing to address the deficit problem?

“Second, do we need to act in early 1984 or can we afford to wait to address the
deficits until 1985 or thereafter?

“Third, what specific le%ialation would the witnesses recommend that Congress
enact to reduce the deficits?”

Senator Dole cautioned, “In formulating deficit reduction recommendations, I
hope witnesses will present specific practical prggosals that recognize the political
realities that will necessarily shape any deficit reduction package. For example, the
President and Speaker O'Neill have both categorically rejected reductions in Social
Security Cost of Living Adjustments (COLA). Thus, suggestions that we freeze or
reduce Social Security COLAs will not be very helpful to the Committee as it seeks
to develop a bipartisan package.”

STATEMENT OF SENATOR DOLE

The most important domestic problem facing Congress is how to deal with budget
deficits. Ironically there is no issue on which there is a greater bipartisan consensus
than the need to reduce deficits; yet Congress was unable to pass even the very
modest $28 billion budget reconciliation before we adjourned in November.

There is a real danger of political stalemate in the coming year over the budget
issue., Without strong leadership, neither those who favor budget cuts, nor those
who believe in the need for tax increases, will buage. Both the President and the
Speaker of the House will have to give some ground, because the fact is that only a

4))
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g:’lcgnciod ?ackage of spending reductions and revenue increases has any chance of
ming law.

I voted against the fiscal year 1984 budget resolution last June because it relied
almost entirely on tax increases, calling for $78 billion in new taxes but virtually no
restraint on domestic spending. But just because the budget resolution was unbal-
anced, doesn’t mean we can ignore the budiet problem. The budget resolution was
approved by Co , 80 it is my responsibility as chairman of the Finance Commit-
tee to try to produce an alternative. These hearings, and our efforts to write major
deficit-reduction legialation represent an attempt to comply with the reconciliation
instructions of the budget resolution.

FINANCE COMMITTEE PACKAGE .

The Finance Committee has been working to groduce a balanced package that is
big enough to make a noticeable dent in the deficits. The chairman and staff have
been instructed by the committee to draft legislation that would reduce deficits by
$150 billion over fiscal years 1984-1987, and that is evenly split between tax in-
creases and reduced spending. In effect, we are just trying to balance the tax in-
cre:isnets contained in the budget resolution with an equal measure of spending re-
straint.

Further, tax increases in the package will be contingent on the spending cuts
being already in place, similar to the conditions laid out for the administration’s
contingency tax. Reflecting the strong view of the committee that early congression-
al action is essential, the staff is to report by February 15.

We are holding these heari&%: now in response to that instruction. I hope that
these hearings will help main the momentum toward deficit reduction that was
established before last month'’s recess.

I also hope that these hearings will raise the level of debate about budget deficits.
In my view, little is accomplished by pointing fingers about responsibility for defi-
cits. It is obviously true that the deficits would be lower if taxes had been reduced
less in 1981. But it is also true that the current level of taxation would be more
than adequate if Federal spending, with the help of many of today’s harshest critics
of the deficit, hadn’t exploded durini the 1970’s. And while it cannot be denied that
increased defense spending adds to the deficit, given a certain revenue level, current
defense outlays as a percentage of the budget and GNP are well below where they
were in 1969 when the budget was in balance.

SOLUTION NEEDED

We have not called these hearings to assess blame for our current predicament.
The American public doesn’t care how we got here; they want the problem solved so
that they can feel confident about their economic future—not just in 1984, but for
the rest of the decade and beyond.

Another goal of the hearings is to establish how serious the deficit threat is.
There has been much confusion about the economic impacts of deficits. The danger
is that many Americans see the current vigorous recovery and forget about the real,
long-term dangers of deficits.

It is difficult to conceptualize the size of the projected deficits unless it is reduced
to a personal level. The public debt now stands at about $6,000 for every man,
woman and child in the U.S. If nothing is done to reduce the deficits over the next
five years, the debt will grow to over $10,000 per person. At this level, by 1989 it
will take about 50 percent of all Americans' personal income tax payments, or
$1,100 per person, just to pay the Federal Government’s interest bill.

Many Americans will find home-buying more difficult with higher deficits. Con-
sider a family purchasing a home at today’s current interest rate, averaging about
121% percent, with a $55,000 mortgage. If the deficits push interest rates up, total
interest costs over the 30-year term will be $15,500 more for each one percentage
point increase.

At the national level, it is my belief that enormous deficits, extended indefinitely
into the future, could cause real damage to the American economy. As the recovery
matures, Treasury borrowing will compete more with private sector needs, crowdin
out investment, and leading to slower growth in living standards, productivity, an

jobs.

The deficit also feeds upon itself, making the next year's budgeting that much
harder. Each year of $200 billion deficits adds about $15 billion in interest costs to
the following year’s spending levels. This amount is nearly the size of the entire

medicaid program.
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It is my hope that these hearings will add to the weight of opinion favoring swift
action on the deficit. But we have witnesses representing a wide variety of opinion—
the entire political spectrum. Those who expect a unanimous voice will be disap-

pointed.

STATEMENT OF SENATOR GEORGE J. MITCHELL

Mr. President: It would be ironic, if it were not so serious, that these hearings on
the implications of the budget deficit will have the advice of witnesses representing
virtually every facet of economic opinion and interest, with the one glaring excep-
tion of the Administration itself.

We will hear from the non-partisan Congressional Budget Office, from both its
current and former director. We will hear from former members of this and earlier
Republican administrations. We will hear from the academic community, the busi-
ness community and from representatives of the elderly, taxpayers and workers.
Yet the one group whose concern about the deficits should be most obvious—the
Reagan Administration—will not appear.

It is hard to avoid the conclusion that this non-aﬁ)pearance is a politically motivat-
ed decision to subordinate the hard questions of the deficit to the forthcoming elec-
tion campaign. It appears that a conscious risk is beinf taken with the economic
future of our nation. It seems to reflect a hope that so long as the Administration
b.czzn axq(;ligd appearing concerned about the deficit, its economic effects can somehow

avol .

But such a hope is both irresponsible and misplaced.
The economy will not go on hold until November 1984 for the convenience of

anyone. Businessmen will make decisions about investment and inventory. Consum-
ers will make decisions about home purchases based on prevailing mortgage rates.
Investors will make decisions bused on their best judgment of future developments.
All of them will act throughout the year, well before November, 1984. Their actions
will be based at least in part on fiscal policy.

- But taking credit for the good news about unemployment, inflation and economic
rebound does not constitute a fiscal policy. Stiflinfg differing opinions within the Ad-
ministration raises the real fear that no voices of reason will be heard. And having
the Secretary of Defense publicly demand a $55 billion spending increase next year
reaffirms the impression that this Administration is simply not willing to make any
choices whatsoever while the eléction hangs over it.

But the essence of governing and leadership is to make choices. In this instance, a
lack of action will be as much a conscious choice as any other. But it is a choice that
risks the economic recoverz for all Americans, not only those in the Administration.
In past years, even when budget deficits elicited howls of rage in political election
campaigns, they never approached the relative size they are today. The 1983 deficit
approaches 6 percent of GNP. In our postwar history, the highest coinparable defi-
cit—of 1976—was 4 percent of GNP. It took the previous Administration four years
to rack up deficits of $134 million total—deficits which were then said to threaten
our economic survival. In just three years, this Administration has produced deficits
totalling $365 billion.

And in the face of these figures, the only response we hear from the Administra-
tion is that nothing can be done or needs to be done other than to “cut spending’.
Yet the Defense Secretarz demands an additional $55 billion next year.

The reiterated claim that ‘“‘cutting spending” can somehow transform this struc-
tural deformity in the budget has been disproven by the numbers from private, Con-
gressional and Administration sources. They all demonstrate that there is no way to
cut the deficit without taking action on all fronts. All fronts must include revenues,
entitlements, discretionary spending and even discretionary defense spending. So
the Administration’s adamant position that it will accept no tax increases, that it
must have its defense buildup at whatever the cost, and that the cuts have to come
from discretionary spending is simply political posturing of the most misleading

sort. .
When the budget deficit sbeadilfy climbs to equal the amount of net savinﬁgn the
economy, we face the prospect of government borrowing needs virtually absorbing
most of the net new capital available for business investment. If the Federal Re-
serve maintains steady growth in the money supply, the credit requirements of an
expanding business sector create a virtual certainty of hugely higher interest rates
and an end to the recovery. If the Federal Reserve does not maintain a steady mon-
etary course, the inflationary expectations of our investment community will send
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those rates up in anticipation, even though they are at unprecedently high real

levels today.
The opinion of virtually all sectors of economic thought is that a slowdown in the

economic recovery is inevitable—di ment exists only over when it will happen,
not if. And in a slowdown, our deficit can be expected to balloon to even more dra-
matic proportions. But the Administration is apparently willing to gamble that the
slowdown and possible recession will not occur until after November 1984.

It may win its gamble. But at what cost?
The corrective actions needed in 1985 will be far more difficult, painful and costly

to Americans than the actions we can contemplate today. The economic suffering
toward which this gamble is driving us will be very real, whether the gamblers win

their political bet or not.
The current reality of good economic news is being used to mask the future reali-

ty that it will not be sustained. But the future reality will be just as real, when it
comes, as today’'s pleasant news is. The only difference will be then that instead of
credit-taking by one side and another, we will be in for another round of finger-

pointing as to whose fault it all was.
Surely the American people deserve better of their elected officials than this.

At the end of the recent session of Co , the opportunity existed to vote for a
deficit reduction package which had the bipartisan backing of the Budget Commit-
tee leadership. Unfortunately, it was roundly condemned 'll)% the White House, and
failed to gain the bipartisan support of a Senate majority. That same unyielding ad-
ministration opposition hel prevent this Committee developing a package for

consideration as well.
I hope that the outcome of this series of hearing will, on the contrary, mark the

beginning of a realistic effort by all parties involved—the Administration as well as
the Confress—to take a serious apgroach to the deficit problem and join in develoi)-
ing a solution, instead of risking the natior_l’s economic future on a political gamble

yet again.

The CHAIRMAN. Before we call the first witness, if it is all right
with you, Mr. Penner, we will just have brief opening statements. I-
think Senator Danforth has a statement.

Senator DANFORTH. Mr. Chairman, thank you very much. I think
that these hearings promise to be very helpful in focusing on the
problem of the Federal deficit. So often, we in Washington tend to
pay attention to matters of immediate crisis; the difficulties that
we are going to be facing over a period of weeks or months. It's m
hope that during these hearings we will have the chance to loo
not only at short-range conseﬁ;uences but particularly at the long-
range damage that we are inflicting on the country by these huge,
growing deficits in the Federal budget.

Mr. Chairman, in 1981 the national debt for the first time ex-
ceeded $1 trillion. On the current trend line, by 1986, it will reach
$2 trillion; and by 1990, it will reach $3 trillion. It is not only in-
creasing, it is increasing in geometric proportions. The payment on
the national debt, which is called for by these large increases of
payment of interest on the national debt, is and will continue to be
an increasing burden on our country for generations to come.
Every year we will have to pay interest on the increase in the na-
tional debt, which is caused by this year’s deficit.

The American people have a right to know what we in Washing-

ton are doina? to correct this very damagir(xlg situation. And the
answer is really a one word answer: we are doing absolutely noth-

ing.

%Ve tell ourselves that we can’t do anything in 1984 because 1984
is an election year. And most people who think about the size of
the deficit ize that reducing it by any significant amount re-
quires some steps which are generally thought to be politically un-
acceptable. Reducing the deficit calls for increases in tax revenue,
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some moderation of the growth rate of very popular entitlement
progﬁqms, and some trimming of proposed increases in defense
spending.

And so because these are very unpopular, it's thought they
cannot be touched in an election year. And we are even told by
some that we should ignore the problem of the deficit in 1984. Ig-
noring the problem of the deficit in 1984 is somewhat like ignorin
an elephant which haerns to. be in your living room. I don’t thin
that it can be done. And as a matter of fact, just returning from
my home State of Missouri, I find that the problem of the deficit is
the No. 1 item on the minds’ of my constituents.

For those who say that 1984 is not the year to deal with the
roblem, and that we should wait until 1985, I wonder whether
985 is going to be any easier for us.

Let’s assuine candidates for the Presidency and candidates for
the Congress, are durin%_lthe election year asked what they intend
to do about the deficit. How many candidates, if they are true to
form, true to political form, are going to run on a platform of in-
creasing taxes? How many candidates are going to run on a plat-
form of reducing the increase of entitlement programs? :

And my concern, Mr. Chairman, is that in 1985 we might find
ourselves with a Congress and with a President who have commit-
ted themselves to no increase in taxation or no trimming of the
g:owth rate of entitlement frograms. And, therefore, it's going to

very difficult immediately after election for people who have
been successful to do an about-face. In other words, 1985 may not
be any easier to addcess this problem. And, of course, 1986 is an
election year.

I think that the ﬁeople of this country understand the nature of
the problem. I think that they understand that constant and grow-
ing deficits are very serious for America, and will be serious in the
long term as well as in the short term. I think the people of Amer-
ica demand action, and that they are willing to accept the kind of
leadership which has been forthcoming from you, Mr. Chairman,
and from the Finance Committee. .

The CHAIRMAN. Thank you.

Senator Durenberger.

b .Se}nator DURENBERGER. Thank you, Mr. Chairman. I will be very
rief,

I learned a lot in those 3 intense weeks where you kept us all

together so we wouldn’t do other things. And I enjoyed it a lot. I

thought it was a great experience. I do not welcome coming back in

the middle of the longest adjournment, but I compliment you for

bringing us back.

Jack said it was $1 trillion and it is 1&oing to $2 trillion. I think
what I learned from that experience, Mr. Chairman, that bothers
me a great deal is not just the national, Federal governmental debt
problem, but the enormity of the burden that we in this country
are sending to our children. It is the $6 trillion debt that bothers
me a great deal. And it is a fact that the service on that debt has
risen in the last 30 years from something slightly over 1 percent of
our capacity to generate income to pay for it, to over 11 percent.
That is what is bothering me. And it is the fact that it isn’t just
Government spending that’s a problem here. It's all spending.
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And the problem is that it’s the tax policy that generates all that
spending. We are a spending, consumption-oriented society. Our
tax policy has been designed to make us a consumption, spending-
oriented society. It is designed to give all the benefits to borrowing
and utilizing that borrowing in large part for consumption; to
create a demand. So when the chairman says this is the committee
to do something about the problem, he means a lot more than clos-
ing a deficit in the Federal budget of $150 billion. And I will look
forward to the testimony here today in that larger sense that there
are more important things this committee can contribute to the
iSﬂenate as a whole, other than just closing the deficit in the nation-

account. ’

The CHAIRMAN. Thank you, Senator.
We have an associate member today. Would you like to make a

b}‘ief"7 comment on the purpose of this hearing; not on your own
plan?

STATEMENT OF SENATOR RUDY BOSCHWITZ OF THE STATE OF
MINNESOTA

Senator Boscuwitz. I quite understand it. I thank you, Mr.
Chairman. I find myself often here in the Finance Committee.
Today you held a hearin% that had to do with agriculture, so I was
here this morning. And I'm on the Budget Committee, so I'm here
again this afternoon. And I compliment you for holding these hear-
ings. I hope that the witnesses will not just confine themselves to
the consequences of deficits: and the damage that they can create
over a period of time. I hope they will give us an outline of how we
can do something about the deficit, and I hope that outline incorpo-
rates some political realities. I hope their suggestions are not just
generalities but specifics, having in mind the political difficulties
that we have.

Actually, I think, on the Budget Committee we are making a
little progress. Four years ago the budget was growing at an 18-per-
cent rate compounded. And riow it’s growing at 9 ]x:ercent per year.
This is the first time in about 10 or 11 years that we've gotten
under the double digits of growth.

On the other hand, the entitlement programs are still growing
very rapidly, and have grown 850 percent in the last 16 years. The
defense budget has grown about 260 percent during that period,
but is growing more rapidly now. I h?e all aspects of the budget
and also aspects of revenue will be addressed by the witnesses; 1
hope they do more than just tell us how bad things are.

e CHAIRMAN. Thank you.

Senator Baucus.
Senator Baucus. Thank you, Mr. Chairman. Mr. Chairman, I'm

glad you are calling these hearings. I think we all are. I'm not
going to review in great detail the degree to which debts are piling
up, and the degree to which, if we don’t get to work quickly, we are
going to face that big cloud on the horizon much earlier than we

expect.

Efxctt let me try to help illustrate the degree to which the debts
are piling up. We are incurring the deficit, Mr. Chairman, at the
rate of $22 million an hour. That means by the time these hearings
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conclude on Wednesday we will have incurred an additional $1 bil-
lion of national debt, $22 million an hour until Congress and the
President fgfure out some way to reduce that rate.

I hope, Mr. Chairman, that as a result of these hearings, the
American public will begin to understand even more graphically
and dramatically than they already do, the problems the deficit
creates. Unfortunately, during this Christmas season it's difficult
to focus on the importance of getting deficits under control. But the
more we can think about it, the more we can focus on it, the more
there will be pressure on both ends of Pennsylvania Avenue—on
the White House and on the Congress—to get the job done.

There is, too often, the feeling around here that we can wait
until 1985. But I'm reminded of a Japanese poem. And that poems
says that I have always known one day I would travel down this
road, only I didn’t know it would be so soon.

Mr. Chairman, I hope that, through these hearings, we can edu-
cate others about the problem and begin to develop the kind of con-
sensus that will enable us to begin to solve before 1985.

The CHAIRMAN. Thank you, Senator Baucus.

I will just take about 2 minutes, Rudy, and then it is all yours or
partly yours.

I just want to sort of set the stage for these hearings. There has
been a lot of speculation as to why we are here, and whether we
are here for any valid purpose or whether it’s something else. I
think it's well to point out, as has been mentioned by other Mem-
bers of the Senate who are here today, that the deficit must be the
most important domestic issue we are facing. And even though
there is a lot of agreement amonf Democrats and Republicans, we
still haven’t been able to put it all together. I think there is still a
great possibility to do that. But despite all the agreement in princi-
&lae, we couldn’t even do a $28 billion budget reconciliation bill

fore we adjourned. That’s largely because of procedural matters
on the House side, but I think we will be able to address that.

I think also it’s fair to say that we need strong leadership. We
need it from the President; we need it from the Speaker of the
House; and we need it from this committee. I don’t suggest that
that’s not possible in every case.

Many of us on this committee—in fact, there are 20 members—
11 voted against the budget resolution because it called for $73 bil-
lion taxes, and only $12 billion in spending reduction over a 3-year
period. But not withstanding that, we have an obligation on this
committee after Congress takes action to try to put together some
alternatives. And we are working on those alternatives.

That alternative, I think, was stimulated by the efforts of Sena-
tor Danforth, Senator Wallop, and Senator Boren who suggested a

lan that we looked into, and I think led to the adoption of a reso-
ution the in agency of the problem, leading to the next step in this
rocess, and that’s trying to Iput together this package. Senator
aucus and others—in fact, I think Senator Baucus almost in-
sists—we vote on something when the members come back in Feb-
ruary. In fact, the full committee by a vote of 15 to 1 has instructed
us by February 15, 1984 to bring back to the committee some pack-
age of balanced spending and revenue changes. So just to make the
record clear, we are under some obligation. We are not trying to
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point the finger of blame. There’s enough of it for everyone. Those
who say we ought to raise taxes only, you know, they have their
constituency. Those that say cut spending have their constituency.
In my view, it will take a more balanced approach to do the jog.

So we are acting in response to the instruction. I also believe, as
Senator Danforth pointed out, that it’s our hope that these hear-
ings will raise the level of debate about budget deficits. We have
some outstanding witnesses. And we believe there is a lot of inter-
est. I visited my State recently. Cattle loans are still 14 percent.
Mortgage interest loans are still 18% percent. And as Senator
Baucus indicated, there are some who believe that it may start to
deteriorate earlier than others believe.

There are all kinds of figures, but in addition to the one that
Senator Baucus pointed out, it’s difficult to conceptualize the size
of the projected deficits unless it is reduced to a personal level. The
public debt now stands at about $6,000 for every man, woman, and
child in the United States. If nothing is done to reduce the deficits
over the next 5 years, that debt is going to go to about $10,000 per
person. And at this level, by 1989, will take about 50 percent of all
Americans’ personal income tax payment or $1,100 per person just
to pay the Federal Government’s interest bill. I think it’s obvious
that we must do something.

Many Americans will find home buying more difficult ~With
higher deficits. Consider a famil{opurchasing a home at today’s
current interest rate, averaging ahout 121 percent with a $55,000
mortgage. If the deficits push interest rates up, total interest costs
over the 30-year term will be $15,000 more per each 1 percentage
point increase. So it’s a matter that ought to affect consumers, and
it's my hope that we can have some discussion. I know there -will
be some good questions.

It is now my pleasure to welcome for the first time since you
have assumed your new responsibilities as Congressional Budget
Office Director, Dr. Rudolph Penner to the Finance Committee.
.You may proceed in any way you wish, Rudy. Either summarize
your statement or read it in its entirety, but it will be made a part

of the record.

STATEMENT OF DR. RUDOLPH G. PENNER, DIRECTOR,
CONGRESSIONAL BUDGET OFFICE, WASHINGTON, D.C.

‘ Dr. PENNER. Thank you, Mr. Chairman. I will just summarize it
or now.

I am pleased to have the opportunity to testify on the economic
and budgetary outlook. As you know, economic conditions have im-
proved greatly since the end of last year. The economic recover{]is
proceeding at a ra;fid pace, about in line with past recoveries. Un-
emgloiyment has already declined substantially though it remains
high. Inflation was greatly reduced during the recession, and while
it has not declined further in recent months, the recovery has not
generated any significant acceleration in the rate of price in-
creases. The near-term economic outlook also looks favérable. Al-
though economic growth is not likely to proceed at the brisk pace
of the last two quarters, most forecasters expect it to be substan-

tial.
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The horizon is clouded, however, by large Federal deficits, which
have not yet been dealt with decisively. The first budget resolution
for fiscal year 1984 took an important step toward reducing future
deficits, but the resolution has not yet been fully implemented.
Consequently, many fear the deficits will not decline significantly
as the recovery proceeds. -

Nevertheless, the short-run forecast that we published in August
looks pretty accurate with real economic growth and prices close to
their projected paths. The one inaccuracﬁ is a happy one. Unem-
ployment has fallen much more quickly than expected, and has al-
ready reached 8.4 percent, a level that we earlier did not expect to
reach until well into 1984.

To the extent that the very large deficits have caused crowding
out, it seems to have focused on the trade sector, and to some
extent on housing, which is-absorbing less of the GNP than would
normally be expected at this stage of the business cycle. Otherwise,
the recovery is proceeding normally, aided in no small part by bor-
rowing from abroad with funds attracted by our abnormally high
real interest rates.

As usual, a number of uncertainties cloud the short-run outlook.
Four risks in particular are noteworthy. The interest rates in the
CBO forecast were based on the assumption that the deficit reduc-
tion program of the budget resolution would be implemented. How-
ever, whether that will actually occur is an open question today,
and, thus, higher rates are a real possibility.

Prices could be more sensitive to economic growth than assumed
in the CBO forecast. Also, the prospect of large Federal deficits
could have more serious effects on inflationary expectations. In ad-
dition, the forecast assumes no inflationary shocks such as another
bad harvest, a serious interruption in oil supplies, or a very rapid
depreciation of the dollar in foreign exchange markets.

The debt problems of a number of developing countries seem to
have eased at least temporarily, but remain serious. Even a small
increase in interest rates or a further delay in the recovery of the
industrial countries could tip the balance with serious conse-
quences for U.S. exports. A loss of confidence in the dollar because
of dismay over U.S. fiscal policy or other factors could significantly
raise interest rates and inflation.

The longer run economic projections shown in table 3 in my pre-
pared statement were originally prepared for the House Budget
Committee staff to show what might happen if productivity re-
bounded to its historical growth rate. The figures for 1985 through
1989 are thus not a forecast. Rather, they are noncyclical projec-
tions that assume the economy moves gradually toward higher em-
ployment levels without price shocks.

The growth implied in this projection may be optimistic. Econom-
ic growth has become slower in advanced economies generally, and
some economists believe that the conditions that gave rise to the
rapid growth in the fifties and sixties are no longer present. The
heavy debt burdens of some developing countries endanger the
short-run forecast, but they are a long-run problem as well. In ad-
dition, current U.S. monetary and fiscal policies are unusual and
may not be consistent with the projected growth path.
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~ _Finally, if recovery should threaten to spark renewed inflation,

the Federal Reserve might take anti-inflationary steps that could
temporarily slow economic growth. Perhaps the greatest uncertain-
tls; is in the interest rate projection. It was made on the assumption
that the Congress would take deficit reducing measures in the last
session. A serious prospect of permanently large deficits would in-
tensify pressures on U.S. capital markets, and risk a loss of confi-
dence in the dollar, which could raise interest rates and inflation
rates above those in the projections. . ~

Using the CBO August short-run economic forecast, and the
longer run economic assumptions in table 3, we recently prepared
some preliminary baseline budget projections for fiscal years 1985-
89. With real defense growth assumed to continue at 5 percent per
annum, table 5 in my complete testimony shows the assumed
budget picture through 1989. Under our preliminary-baseline as-
sumptions, both revenues and outla&s keep pace with projected
GNP growth. Revenues as a share of GNP remain slightly under 19

rcent, and outlays hover around 24 percent. As a result, the

udget deficit remains at about 5 percent of GNP through 1989.

The composition of spending, however, is likely to change sub-
stantially over the next 5 years. As shown in table 6, defense, med-
icaid and medicare, and net interest all grow faster than GNP
while other items grow at a slower rate.

The risk associated with these baseline deficits are hard to assess
accurately because the ratio of the deficit to GNP will be far
higher for a sustained period than anything experienced since
World War II. When policy variables move outside the range of his-
torical experience, analysts can no longer assume with confidence
that empirical relationships estimated on the basis of past data will
remain relevant to analyses of the current situation.

Clearly, however, unless current taxing and spending policies are
changed, the budget deficit will grow and add to interest rate pres-
sure. The CBO projections assume that interest rates will decline
graduall:- in part as I already noted, because we assumed the im-
Elementation of the budget resolution. High interest rates could

ave serious adverse effects. For example, as the recovery contin-
ues, business capital formation may experience more crowding out
than has occurred thus far in the cycle. The potential for economic

owth will then be reduced, and standards of living will be lower
in the long run.

Conversely, growing capital inflows from abroad may offset to
some extent the reduction in U.S. capital formation. But this im-

lies an increasing commitment to pay interest and dividends to
oreigners which likewise will reduce future U.S. living standards.
As noted earlier, heavy reliance on foreign capital also leaves the
United States vulnerable to changes in the psychology of foreign
investors.

While controversy will undoubtedly continue regarding the mag-
nitude of the risks described above, one effect of large deficits is
almost inevitable. The net interest bill on the national debt will
grow and grow. Table 6 shows the net interest bill under baseline
assumptions. Even with declining interest rates, the net interest
bill grows by $73 billion between fiscal years 1984 and 1989 or by
70 percent. If instead we assume that interest rates remain con-
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stant at the levels of October 1983, the net interest bill would rise
about $131 billion between 1984 and 1989, or by $58 billion more
than the baseline projections.

A further 1 percentage point rise in interest rates would raise
the 1989 net interest bill by still another $31 billion. These num-
bers show, Mr. Chairman, that the debt has just %otten so large out
there that even small changes in your interest bill can significantly
alter the outlook.

In other words, the large, current deficits limit your future
spending options. More important, large, current deficits have a
way of generating increased future deficits. Even with the interest
rates assumed in this analysis, the net interest bill grows faster
than the GNP in our projection. The tax increases or other spend-
ing cuts necessary to offset this rise become more and more ardu-
ous as time passes. Eventually, financing the U.S. debt could
become so burdensome that some would urge that the Federal Re-
serve absorb a portion of the deficits in order to avoid the neces-
sary budgetary actions to reduce the debt burden.

But if the Federal Reserve succumbed to such pressures, and
Chairman Volcker has strongly stated that it will not, the money
?’t(l)ICk would grow rapidly and sharply higher inflation would

ollow.

While large deficits may create major risks, abrupt or poorly de-
signed measures to reduce deficits can also be a threat to economic
efficiency and to the health of the economic recovery. Ideally,
major spending cuts and tax changes should occur gradually or
with long advance notice so that individuals and firms dependent
on current tax and spending policies have time to adjust. Moreover,
those affected must have some confidence that the changes will not
be revgrsed at the last minute or soon after they have been imple-
mented.

The first budget resolution attempted to invoke such a gradual
strategy by putting off major tax increases until 1986. Any analysis
of the potential for reducing deficits in a major way by cutting
spending must start with the fact that a large portion of Federal
outlays is devoted to only a few budget categories, as is shown in
table 6. Defense, entitlements, and net interest constituted 86 per-
cent of outlays in 1983, and that proportion is expected to grow to
88 percent by 1989.

In turn, social security and medicare and medicaid constituted 63

rcent of entitlements in 1983, growing to 73 percent by 1989.
Note that by 1989 defense, social security, medicare, and medicaid,
and the net interest will absorb almost 100 percent of the revenues
that we project for that year.

The possibility of cutting other programs should not be ignored,
but since they have already been declining relative to GNP, it
seems reasonable to believe that major changes in defense, social
security or medicare will be required if the course of total spending
is to be altered significantly.

If changes in spending laws are deemed desirable, they should be
undertaken soon. Cuts in defense procurement, for example, show
up in reduced outlays only after a long time lag. Cuts in social se-
curity and medicare ought to be phased in gradually so that
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beneficiaries and providers of health care services have time to
adjust.

y complete testimony goes into a number of gossible spending
options.in some detail. I won’t do that here. But the basic message,
I repeat, is that if spending is to reduced significantly in t%xe
future, like Willie Sutton, you have to go where the money is. And
that is defense, social security, and medicare.

Other areas should not be ignored, but cuts there could not be
expected to contribute in a major way to deficit reduction.

CBO has started its annual review of possible strategies and op-
tions for reducing spending, and will present the results to the Con-
gress within a few months. We are also taking a close look at the
major recommendations of the President’s private sector survey on
cost control, known as the Grace Commission, and will publish a
separate analysis of these with the assistance of the General Ac-
counting Office.

On the revenue side, there are basically three broad classes of
options. One can raise tax rates; one can broaden the base of the
existing tax system; or introduce new taxes. .

Again, my testimony looks at some of these things specifically. I
would be glad to discuss them in more detail, if you like.

The CHAIRMAN. Thank you.

[The prepared statement of Dr. Penner follows:]

L
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StaTEMENT OF RUDOLPH G. PENNER, DIRECTOR, CONGRESSIONAL BupnGET OFFICE

Mr, Chairman, | am pleased to have the opportunity to testify on thé
economic and budgetary outlook. As you know, economic conditions have
improved greatly since the end of last year. The economie recovery is
proceeding at a rapid pace, about in line with past recoveries. Unemploy-
ment has already declined substantially, thbugh it remains high. Inflation
was greatly reduced during the recession and, while it has not declined
further in recent months, the recovery has not generated any significant
acceleration in the rate of price increases. The near-term economic outlook
also looks favorable. Although economic growth is not likely to proceed at
the brisk pace of the last two quarters, most forecasters expect it to be
substantial.

The horizon is clouded, however, by large federal deficits,‘which have
not yet been dealt with decisively. The first budget resolution for fiscal
year 1984 took an important step toward reducing future deficits, but the
resolution has not yet been fully implemented. Consequently, many fear

that deficits will not decline significantly as the recovery proceeds.

In a report issued last August entitled The Economic and Budget

Outlook: An Update, the Congressional Budget Office (CBO) provided the

Congress with revised economic and budget estimates based upon the
policies of the first resolution. My testimony today will summarize and
update that report and comment on the risk that may arise if the Congress

and the Administration fail to implement the policies of the resolution.

30-228 O—84——2



Recent Economic Developments

While the combined effects of the 1980 and 1981-1982 recessions led
to the highest unemployment rate in the post-World War II period, the
recovery has since been vigorous. Real gross national product (GNP)
increased at an average annual rate of 8.7 percent in the last half year, and
industrial production increased at a 20 percent annual rate (see Table 1). As
a result, the civilian ‘unemployment rate, which was 10.8 percent last
December, had declined sharply to 8.4 percent by November. In terms of
aggregate growth, the recovery now appears to be proceeding at a rate near
the average of other postwar recoveries (see Figure 1 at the end of this
statement). At the same time, inflation rates remain very moderate
relative to the high rates of the past several years. In the last half year, the
GNP fixed-weight deflator, a broad measure of price behavior, has increased
at about a 4 percent rate, only slightly higher than the low point in inflation
last winter. While inflation certainly has not been cured, the improvement
since 1980 and 1981 has been dramatic. Productivity growth, while not
quite as high as typical for a recovery period, has also been encouraging
after a decade of very poor productivity performance.

In one respect, however, this business cyele is not typical. As shown in
Figure 3, interest rates remained at remarkably high levels in the recession
and continue so in the recovery. Interest rates also appear to have remained
high in real terms (that is, adjusted for inflation). Most analysts believe

that the very large increase in the actual and projected deficits has




16

TABLE |. RECENT ECONOMIC INDICATORS (Percent change from previous period at
seasonally adjusted annual rates, unless otherwise noted)

1982 1983
1981 1982 Q3 Q QI Q2 Q3

Real GNP 2
Final sales 1
Consumption 2
Business fixed investment )
Residential investment 5
Government purchases 0

Inventory Change

(billions of 1972 dollars) 8.5 -9:.4 -1.3 -22.7 -15.4 -5.4 3.9
Net Exports (billions of 1972 dollars) 43.0 28.9 24.0 23.0 20.5 12.3 10.4
Industrial Production 2.6 -8.2 -3.4 -8.4 9.9 18.4 21.5
Payroll Employment (millions) 91.2 89.6 89.3 88.8 88.8 89.5 90.2
Civilian Unemployment Rate (percent) 7.6 9.7 10.0 10.7 10.3 10.1 9.4
Inflation Rate

CPI-U 10.3 6.2 7.7 1.9 -0.4 4.3 4.7

GNP deflator (fixed weight) 9.5 6.4 5.9 4.7 3.4 4.3 4.4
Productivity a/ 1.9 -0.1 2.3 1.3 3.7 6.6 3.1
Interest Rates (percent)

Treasury bill rate 14.0 10.6 9.3 7.9 8.1 8.4 9.1

Corporate AAA bond rate 14.2 13.8 13.8 11.9 11.8 11.6 12.3

a/  Output per worker hour, nonfarm business sector.
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contributed to the high rates. The federal deficit was about 108 percent of
net private saving during fiscal year 1983, a record for the postwar period,
Of course, deficits increase automatically in recessions and this is thought
to retard the fall in economic activity. But in 1983 there was a sharp rise in
the structural deficit—that is, the deficit that would be experienced at high
levels of employment. (Putting this in techhical terms, the standardized
employment deficit rose from 0.9 percent to 2.8 percent of potential GNP.)
It is this increase in the structural deficit that is worrisome.

Attempting an explanation of the evolution of economic activity this
early in the recovery is somewhat risky. Certain patterns are emerging,
however, and they may give us some insights into the "erowding-out" effects
of high interest rates resulting from unusually high deficits.

Thus far, business fixed capital formation is following a normal
cyclical pattern and does not seem to be adversely affected by the high
level of interest rates (see Figure 4). This might suggest that the negative
impact of high real interest rates on investment is being offset by the net
favorable effects of the tax acts of 1981 and 1982—the Economic Recovery
Tax Act (ERTA) and the Tax Equity and Fiscal Responsibility Act (TEFRA).
Housing has also recovered at a normal rate, even though owner-occupied
housing received little in additional tax benefits. However, the housing
industry started at such a low trough that residential investment still
constitutes an unusually low share of GNP for this stage of the business
cycle (see Figure 5). In addition, there are growing signs that housing

activity may have reached a plateau.
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Net exports have declined dramatically (see Figure 6). This implies
that a significant portion of the budget deficit is being financed, directly
and indirectly, by foreign capital inflows. High real interest rates here and
political and economic uncertainties abroad are making the United States a
relatively attractive place to invest. Foreigners must acquire dollars to
purchase U.S. securities, and in doing so they bid up the exchange value of
the dollar. This makes it harder for our export industries to compete abroad
and for our domestic industries to compete with imports. In other words,

our trading industries are bearing a significant portion of the crowding-out

effect of feder_al defieits.

The CBO Short-Run Forecast

The CBO August forecast, made under the assumption that the first
budget resolution would be implemented, shows real GNP growing at a rate
of 5.8 percent in the current calendar year (fourth quarter to fourth quarter)
and 4.3 percent in 1984 (see Table 2), The civilian unemployment rate is
proje'cted to average 9.7 percent in 1983 and 8.4 percent durling 1984.
Prices, as measured by the GNP deflator, are projected to rise by 4.6
percent this year and by 5.0 pércent in 1984. The small increase in inflation
next year results from increases in Social Security taxes and an assumed
decline in the value of the dollar in international exchange markets, as well
as some tightening of labor markets and restoration of profit margins.

Treasury bill rates are projected to average about 8.8 percent in 19838 and

close to that in 1984.
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TABLE 2. THE CBO SHORT-RUN FORECAST

Actual Projections
1982 1983 1984

Fourth Quarter to Fourth Quarter (percent change)

Nominal GNP 2.6 10.6 9.5

Real GNP -1.7 5.8 4.3

GNP Implicit Price Def.lator 4.4 4.6 5.0
Calendar Year Average (percent)

Civilian Unemployment Rate 8.7 9.7 8.4

Three~Month Treasury Bill Rate 10.6 8.8 8.6

The economic information that has become available since this fore-
cast was prepared in early August is consistent with the short-term story
told in the forecast. The unemployment rate has declined considerably
faster in recent months than expected and we have already attained the
average rate expected earlier for 1984, but prices and real GNP, seem likely
to be very close to the forecast for 1983. Both consumption and federal
spending in the third quarter came in a little lower than CBO had expected,
but inventor'y investment and investment in producers' durable equipment
were a little stronger thaﬁ anticipated. Some interest rates have fallen a

little faster than forecast, But the main lines of the economic situation are

much as eéxpected in early August.
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As usual, a number of uncertainties cloud the short-run outlook., Four

risks in particular are noteworthy:

The interest rates in the CBO forecast were based on the
assumption that the deficit-reduction program of the budget
resolution would be implemented. However, whether that wiil
actually occur is an open question today and thus higher rates are

a real possibility.

(o]

o Prices could be more sensitive to economic growth than assumed
in the CBO forecast. Also, the prospect of large federal deficits
could have more serious effects on inflationary expectations. In
addition, the forecast assumes no inflationary shocks, such as
another bad harvest, a serious interruption in oil supplies, or a
very rapid depreciation of the dollar in foreign exchange markets.

o The debt problems of a number of developing countries seem to
have eased at least temporarily, but remain serious. Even a small
increase in interest rates, or a further delay in the recovery of
the industrial countries, could tip the balance—with serious

consequences for U.S. exports.

A loss of confidence in the dollar because of dismay over U.S.
fiscal policy or other factors could significantly raise interest

rates and inflation.

Longer-Run Economic Projections

The longer-run economic projections shown in Table 3 were originally
prepared for the House Budget Committee staff to show what might happen
if productivity rebounded to its historical growth rate. The figures for
1985-1989 are thus not a forecast; rather, they are noncyelical projections
that assume the economy moves gradually toward higher employment levels
without price shocks. Economie recovery continues at a moderate and
gradually slowing pace in the projections. Productivity growth moves close
to historical norms, with a trend growth rate approaching 2 percent annually

by the end of the period—a rate viewed as optimistic by some economists.
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TABLE 3. LONGER-RUN ECONOMIC PROJECTIONS

Economic Variable 1983 1984 1985 1986 1987 1988 1989

GNP (billions of current
dollars) 3,313 3,644 3,972 4,307 4,651 5,028 5,425
Real GNP (percent change,

year over year) 3.1 5.0 4.0 3.5 3.4 3.4 3.3
GNP Implicit Price Deflator

(percent change, year over year) 4.5 4.8 4.8 4.8 4.4 4.6 4.4
Consumer Price Index, CPI-U

(percent change, year over year) 3.2 4.7 4.7 4.7 4.5 4.6 4.4
Civilian Unemployment Rate

(percent, annual average) 9.7 8.4 7.9 7.5 7.1 6.9 6.6

3-Month Treasury Bill Rate

(percent, annual average) 8.8 8.6 7.7 7.4 6.9 6.9 6.7
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The unemployment rate declines gradually, to near 6% percent for 1989,
Inflation declines very slowly after 1986, to about a 4% percent rate by the
end of the period. The three-month Treasury bil! rate declines to about 64
percent by the end of the period.

How would this economic growth performance compare with historical
experience? One perspective on this question is provided by data on the
average annual rate of growth for seven-year periods following the trough
quarters of postwar recessions (see Table 4). The projected growth would be
about average. (The average for the six postwar recoveries is 4.0 percent,
and for the projection is 3.9 percent.) There is a substantial variation in the
averages for different periods, however, ranging from near 5 percent in
some to near 3 percent in others.

TABLE 4. AVERAGE REAL GNP GROWTH DURING POSTWAR CYCLICAL
RECOVERIES (In percents)

Average Growth During Seven

Trough Quarter of
Years Following Trough

Recession
1949:4 4.7
1954:2 3.1
1958:2 4.6
1961:1 5.0
1970:4 3.6
1979:1 3.1
4.0

Average recovery
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The growth implied in this projection may be optimistic. Economie
growth has become slower in advanced economies generally, and some
economists believe that the conditions that gave rise to the rapid growth in
the 1950s and 1960s are no longer present. The heavy debt burdens of some
developing countries endanger the short-run forecast, but they are a long-
run problem as well. In addition, current U.S. monetary and fiscal policies
are unusual and may not be consistent with the projected growth path.
Finally, if recovery should threaten to spark renewed inflation, the Federal
Reserve might take anti-inflationary steps that could temporarily slow
economie growth,

Perhaps the greatest uncertainty is in the interest-rate projection. It.
was made on the assumption that the Congress would 'take deficit-reducing
measures in the last session. A serious prospect of permanently large
deficits would intensify pr‘égsures on U.S. capital markets and risk a loss of

confidence in the dollar, which could raise interest rates and inflation rates

above those in the projections.

Preliminary Baseline Budget Projections

Using the CBO August short-run economic forecast and the longer-run
economic ass. .ptions in Table 3, we recently prepared some preliminary
baseline budget projections for fiscal years 1985-1989. These projections
show that, under current taxing and spending policies, the federal budget

defieit will remain around 5 percent of gross national product, or higher, for

the foreseeable future.
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_Table 5§ depicts the budget outlook under current taxing and spending
policies through fiscal year 1989, Although these preliminary baseline
projections do not reflect all of the Congressional actions taken in the last
session, subsequent developments have not changed the situation
substantially. On the one hand, cuts in Medicare and delays in cost-of-living
adjustments for federal retirees were not enacted in a reconciliation bill,
but on the other hand, appropriations for both defense and nondefense
discretionary spending were less than assumed in the first budget resolution.
Also, the slowdown in spending that occurred in 1983 is expected to continue
to hold down outlays in 1984, As of today, we estimate that 1984 outlays
will total about $850 billion and that the unified budget deficit will be about
$185 billion with an additional $15 billion of off-budget financing.

Our baseline projections for 1985-1989 assume no changes in current
law; governing taxes and entitlements and other mandatory spending. The
outlay projections for national defense assume 5 percent real growth in
annual appropriations, as contained in the first budget resolution, and zero
real growth for nondefense discretionary appropriations.

Under our preliminary baseline assumptions, both revenues and outlays
keep pace with projected GNP growth. Revenues as a share of GNP remain
slightly under 19 percent, and outlays hover around 24 percent. As a result,

the budget deficit remains at about 5 percent of GNP through 1989.
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TABLE 5. PRELIMINARY BASELINE BUDGET PROJECTIONS (By fiscal

year)
1983 1984 CBO Projections
Actual Est. 1985 1986 1987 1988 1989
In Billions of Dollars
Revenues 601 665 733 796 857 928 998
Outlays 796 850 925 993 1,084 1,177 1,278
Deficit 195 185 192 197 227 249 280
As a Percent of GNP
Revenues 18.6 18.7 18.8 18.9 18.8 18.8 18.17
Outlays 24.6 23.9 23.8 23.5 23.8 23.9 24,0
Deficit 6.0 5.2 4.9 4.7 5.0 5.1 5.3
Reference:GNP
($billions) 3,230 3,562 3,890 4,222 4,563 4,930 5,325

The composition of spending, however, is likely to change substantially
over the next five years. In our preliminary projections, domestie spending
(entitlements and nondefense discretionary spending combined) declines
from 15.2 percent of GNP in 1984 to 13.9 percent by 1989. Certain
programs, notably Medicare and Medicaid, are an excention to this
generalization, Spending for national defense, however, grows from 6.6
percent of GNP to 7.4 percent, and net interest outlays increase from 2.9

percent of GNP to 3.3 petcent. These spending trends are displayed in

Table 6.
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TABLE 6. COMPOSITION OF BUDGET OUTLAYS (By fiscal year)

1983 1984 CBO Projections
Actual Est. 1985 1986 1987 1988 1989
In Billions of Dollars
National Defense 211 235 265 295 328 360 396
Entitlements and Other
Mandatory Spending
Social Security 169 177 189 202 215 230 246
Medicare and Medicaid 76 86 98 108 123 140 158
Other 142 124 126 131 135 140 148
Nondefense Discretionary
Spending 143 154 164 169 179 186 194
Net Interest 88 105 116 128 144 160 178
Offsetting Receipts -33 _-31 34 -40 -39 -40 -42
Total 796 850 925 993 1,084 1,177 1,278
As a Percent of GNP
National Defense 6.5 6.6 6.8 7.0 7.2 7.3 7.4
Entitlements and Other
Mandatory Spending
Social Security 5.2 5.0 4.9 4.8 4.7 4.7 4.6
Medicare and Medicaid 2.3 2.4 2.5 2.6 2.7 2.8 3.0
Other 4.4 3.5 3.2 3.1 3.0 2.8 2.8
Nondefense Discretionary
Spending 4.4 4.3 4.2 4.0 3.9 - 3.8 3.6
Net Interest 2.7 2.9 3.0 3.0 3.2 3.2 3.3
Offsetting Receipts -1.0 -0.9 -6.9 =-0.9 -0.9 -0.8 _-0.8
Total 24.6 23.9 23.8 23.5 23.8 23.9 24.0
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Consequences of High Defieits

The risks associated with these baseline deficits are hard to assess
[ becaus; the ratio of the deficit to GNP will be far higher for a sustained
period than anything experienced since World War II. When poliecy variables
move outside the range of historical experience, analysts can no longer
assume with confidence that empirical relationships estimated on the basis

of past data will remain relevant to analyses of the current situation.

Clearly, however, unless current taxing and spending policies are
changed, the budget deficit will grow and add to interest-rate pressures.
The CBO projections assume that interest rates will decline gradually, in
part because we assumed implementation of the budget resolution. But so
far, full implementation has not occurred, and without further deficit
reductions a8 somewhat higher interest-rate path may be likely.

High interest rates could have serious adverse effects. For example,
as the recovery continues, business capital formation may experience more
créwding out than has occurred thus far in the cycle. The potential for
economic growth' will then be reduced, and standards of living will be
lowered in the long run. Conversely, growing capital inflows from abroad
may offset to some extent the reduction in U.S. capital formation, but this
implies an iﬁcreasing commitment to pay interest and dividends to foreig-

ners, which likewise'will reduce future U.S. living standards.
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Heavy reliance on foreign capital also leaves the United States
vulnerable to changes in the psychology of foreign investors. If, for one
reason or another, confidence in the U.S. economy fell and foreign capital
inflows were reduced, real interest rates would rise, all else equal, so that
the crowding out of U.S. eapital formation would be intensified. In addition,
higher real interest rates would aggravate the already fragile debt situation
in the developing countries.

While controversy will undoubtedly continue re.garding the magnitude
of the risks described above, one effect of large deficits is almost
inevitable: the net interest bill on the national debt will grow and grow.
Table 6 shows the net interest bill under baseline assumptions. Even with
declining interest rates, the net interest bill grows by $73 billion between
fiscal years 1984 and 1989, or by 70 percent, If instead we assumed that
interest rates remain constant at the levels of October 1983, the net
interest bill would rise by $131 billion between 1984 and 1989 or $58 billion
more than the baseline projections. A further one-percentage-point rise in
interest rates would raise the 1989 net interest bill by still another $31
billion. Thus, large current deficits limit future spending options.

More important, large current deficits have a way of generating
increased future deficits., Even with the interest rates assumed in this
analysis, the net interest bill grows faster than the GNP in our projections.
The tax increases or other spending cuts necessary to offset this rise

become more and more arduous as time passes. Eventually,
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financing the U.S. debt could become so burdensome that some would urge
that the Federal Reserve absorb a portion of the deficits in order to avoid
the necessary budgetary actions to reduce the debt burden, But if the
Federal Reserve succumbed to such pressures—and Chsirman Volcker has

strongly stated that it will not—the money stock would grow rapidly and

sharply higher inflation would follow.

Major Options for Reducing the Deficit

While large deficits may create major risks, abrupt or poorly designed
measures to reduce deficits can also be a threat to economic efficiency and
to the health of the economie recovery. Ideally, major spending cuts and
tax changes should occur gradually or with .long advance notice so that
individuals and firms dependent on current tax and spending policies have
time to adjust. Moreover, those affected must have some confidence that
the changes will not be reversed at the last minute or soon after they have
been implemented. The first budget resolution attempted to invoke such a
"gradualist" strategy by putting off major tax increases until 1986.

Any analysis of the potential for reducing deficits in a major way by
cutting spending must start with the fact that a large portion of federal
outlays is devoted to only a few budget categories, as is shown in Table 6.
Defense, entitlements, and net interest constituted 86 percent of outlays in
1983, and that proportion is projected to grow to 88 percent by 1989. In

turn, Social Security and Medicare and Medicaid constituted 63 percent of
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entitlements in 1983, growing to 73 percent by 1989, Note that by 1989,
defense, Social Security, Medicare and Medicaid, and net interest will
absorb almost 100 percent of revenues under current laws. The possibility
of cutting other programs should not be ignored, but since they have already
been declining relative to GNP, it seems reasonable to believe that major
changes in defense, Social Security, or Medicare will be required if the
course of total spending is to be altered significantly.

If changes in spending laws are deemed desirable, they should be
undertaken soon. Cuts in defense procurement show up in reduced outlays
only after a long time lag. Cuts in Social Security and Medicare ought to be
phased in gradually so that beneficiaries and providers of health care
services have time to adjust.

If the Congress wishes to restrain the growth in spending for Social
Security, it could restrict the automatie cost-of-living adjustments (COLAs)
for current and future recipients, limit eligibility for certain types of
benefits, or reduce benefits for some recipients. For example, delaying
Social Security COLAs for three months would save about $2.1 billion in
1985, and reducing them by one percentage point would savé about $1.3 bil-
lion in 1985 and an additional $3.2 billion in 1986. Eliminating certain
benefits—such as those paid to the children of early retirees—or reducing
the maximum benefits paid to survivors and to families of retired workers to

the maximum now allowed for disabled-worker families are examples of the

30-228 0—84——3
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other two approaches. They would, however, save only relatively small
amounts compared to modifying the COLAs,

Spending for Medicare and Medicaid has been growing rapidly, largely
because of rising hospital costs, Three broad strategies are available within
the Medicare program to reduce the federal deficit. First, significant
spending reductions could be achieved by enacting further limits on pay-
ments to providers of medical care services. Options of this type include
restraining growth in payments to physicians by freezing current reimburse-
ment rates or establishing a fee schedule, Savings from this approach might
range up to $900 million in 1985, Over the longer run, substantial savings
also could be achieved by reducing the growth in recently established
prospective hospital payment rates. Second, several approaches could be
used to require beneficiaries to assume a greater share of their health care
costs. These include raising premiums and increasing deductibles—both of
which were recently recommended by the Advisory Council on Social
Security—as well as increasing coinsurance. Federal savings would depend
on the extent to which costs were shifted to-beneficiaries. A third deficit-
reduction strategy would be to raise the Hospital Insurance (HI) payroll tax,
which finances almost 70 percent of total Medicare costs. Increasing the
payroll tax rate in January 1985 by 0.25 percent for both employers ‘and

employees would raise trust fund revenues by about $6.5 billion in fiscal

year 1985, for example,
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The national defense projections shown in Table 6 aré derived from the
first budget resolution for 1984. 'i‘he resolution provided for 5 percent real
growth in budget authority for 1984-1986 and our projections assume the
same rate of growth for 1987-1989. Past Administration budgets have asked
for more; last year's budget, for example, asked for real growth averaging
8.7 percent a year for 1984-1986. Thus, the Congress will probably have to
cut t‘rom- the Administration's defense budget substantially just to keep
defense spending to the resolution level. A further slowdown would be
needed if defense is to contribute to reductions in the baseline deficits
discussed earlier.

‘The nondefense discretionary programs will continue to be a focus of
attention as a source of savings, but the likely reductions in this area will
not suffice in themselves to balance the budget.

CBO has started its annual review of possible strategies and options
for reducing spending and will present the results to the Congress within a
few months. We are also taking a close look at the major recommendations
of the President's Private Sector Survey on Cost Control, known as the
Grace Commission, and will publish a separate analysis of these with the
assistance of the General Accounting Office. ‘

On the revenue side, there are basically three options: to raise tax
rates, to broaden the base of existing taxes, or to introduce new taxes. The
first option would be to raise rates under the existing corporate and personal

income tax system—for example, by means of a surtax raising rates across
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the board, or by modifying the indexing of the personal tax rate structure.
These options are simple and could raise substantial revenue, but they would
mean an increase in marginal tax rates on the current tax base, which would
magnify existing inequities and inefficiencies in the tax system.

Broadening the base of existing taxes would hold marginal tax rates
down and so might reduce some of the inefficiencies inherent in the tax
system, while at the same time making taxes more equitable and simple in
the eyes of the taxpayers. But the transition to a broader-based tax system
could be disruptive for particular groups or sectors of the economy that
have made plans based upon present tax laws. Moreover, in order to raise
‘ sufficient revenues through this device alone, the special treatment that
the Congress has given in the past to activities it deemed to have special
social significance—such as health care and homeownership~—~would have to
be reconsidered.

Finally, introducing new taxes could raise substantial revenue. One
approach would be a proportional tax on consuinption in the form of a
national sales tax or a value-added tax. An excise tax on oil, such as tha't
proposed by the Administration on a contingency basis last January, could
also be considered, as could a fee confined to imported oil. Another
alternative would be an excise tax on energy regardless of source. The
advantage of such taxes is that they would encourage saving and the
conservation of energy. However, they might have an adverse effect on

prices, at least temporarily. Many also object that the burden of such taxes

tends to fall less on high-income individuals than on lower-income groups,
but if this is deemed a problem it could be approximately offset by

modifications in the personal income tax and welfare system.
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The CHAIRMAN. I just have one question before I yield to Senator
Danforth under the earl{ebird rule. Is it fair to assume that based
on your testimony you believe that we should take some action,
and the sooner the better?

Dr. PENNER. That’s exactly right, Mr. Chairman. I think speed is
important really for two reasons. As I said, sometimes there is
quite a lag between when you enact the law and when it actually
affects the outlaﬁrs and receipts. Second, as 1 also pointed out, the
longer we wait the harder it 1s because that interest bill is accumu-
lating out there.

The CHAIRMAN. Senator Danforth.

Senator DANFORTH. Mr. Penner, some have said that we are un-

dergoing an economic recovery now and that we can grow out of
our deficit problem; that if the recovery expands, tax revenues in-
crease, the cost of various welfare programs and so are reduced,
that will pretty well take care of the problem for us. Is that a very
strong reed to lean on?

Dr. PENNER. Not very strong at all, Senator. On page 9 of my tes-
timony, I look at the average growth rate experienced during 7
years following each trough of the business cycle. You will see
~ there that it varies quite a bit, but the average recovery since

World War II is 4 percent. Now that, in essence, is what our projec-
tions assume as well—something very close to an average long-
term recovery. We assumed no business cycle in the intervening
years, which itself is gretty courageous given the average length of
a recovery is only 3 years. But, nevertheless, that's what we
assume.

Now if you look there, the most robust recovery over in the post-
war period occurred in the 1960’s at a 5-percent rate. If you re-
member, that recovery also ended in accelerating inflation in the
late sixties. But even were we to assume a 1 percentage point in-
crease in our growth rate, the deficit in 1989 would be reduced b
$100 billion, which is a lot. But it would still leave us with the defi-
cit only slightly below $200 billion, which would be nothing to
cheer about. Moreover, it is very difficult to conceive of attainin
that kind of growth rate if you have deficits over that period equa
to something like 30 percent of gross private savings.

Senator DANFORTH. A lot of people would like to believe that we
can cut the deficit simply by cutting waste out of the Federal
budget; that the Government does a lot of things which are gener-
alliy viewed as being silly; that if we cut out the silly things that
will have a very substantial impact on the size of the deficit; that
we can therebﬁr reduce the deficit in a painless way; that we can do
so without either an increase in taxes, or doing anything to reduce
the growth rate of the entitlement programs, or to reduce the
growth rate of national defense. Do you think that we can base a
strategy of reducing the deficit largely on aggregating lists of
wasteful Government spending, and cutting back on that spending?

Dr. PENNER. I think if we could, Senator, it would have been so
easy that we would have done it long ago. That is not to deny that
there isn't a lot of waste in the Federal Government. Obviously,
there is. I should note that rooting out waste also costs money in
terms of hiring auditors, and investigators, and so on to do the job
for you. But even though, for example, the Grace Commission has
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produced some verg large numbers which some have interpreted as
showing how much could be saved b[\; reducing waste and ineffi-
ciency in the Government, in fact the vast bulk of the savings
would come from real policy changes. That is, from things like
changing military retirement. That would be a policy decision, not
just a matter of efficiency.

The same would be true of cutting food stamp benefits, and cut-
ting fringe benefits for civilian employees, and so on. As I say, we
will be looking at options like that in our study, but one shouldn’t
fool one’s self—those will involve not waste and inefficiency but
policy changes that would hurt somebody.

Senator DANFORTH. Do you believe that there is a significant
likelihood that we can reduce the deficit below $150 billion

Dr. PENNER. Because of the numbers that I gave you, Senator, it
would be an extraordinarily difficult thing to do. One, in theory,
obviously, one could do it. One could look at defense. It would take
a radical change in our defense posture. One should not ignore the
?];mentitlement part of the budget. But there is just not a lot left

ere. -

I had noted that defense, entitlements, net interest goes close to
90 percent of the budget out there. Well, that means that you could
- do away with the whole rest of the Government without really bal-

ancing the budget.

The CHAIRMAN. Senator Durenberger.

.. Senator DURENBERGER. Thank you, Mr. Chairman. The Secretary
of the Treasury was of the opinion that it is better for the economy
for us to borrow to finance our spending over the next 18 months
than it is to tax the economy. I have a two-part question, which is,
No. 1, is he correct in that? And, second, part of his premise is an
article that appeared in the Wall Street Journal that says Ameri-
can businesses are awash in cash and can’t use all of it for rein-
vestment so there is an available market for Treasury bonds. The
second lgrart of my question then, is whether, in American business
today there is a two-tiered economg? Is there is a part of American
business that is awash in cash and ready to invest for example, in
.Treasury bonds, and another part of our economy that because of
high interest rates is in relatively difficult shape? This second part
of our economy would include the basic industries or those that
come to Congress for IDB’s and MRB’s and a variety of other tax
breaks. Do you understand the two parts of my question?

Dr. PENNER. Yes; well, sir,.if you look at the total supply of sav-
ings and investments over the period through 1986, at least, it does
not look bad in the following sense. That is to say the deficit, the
Federal deficit, though at astounding levels compared to past histo-
ry during peacetime recovery is not predicted to rise a lot so I
would personally associate the high level of real interest rates with
that high level of the deficit. But given that is not expected to in-
crease a lot, I would not expect further big increases due to that
source alone.

State and local surpluses also have been growing very rapidly
during the recovery. Our own forecast, however, thinks that they

i teriorate as spending catches up with the inflows of revenue.

As fi/ou point out, corporations are experiencing a very heavy
cash flow right now. And that would be expected to recover. I guess
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the part of your statement I might not agree with is that they can’t
figure out anything to do with it. In other words, I think very
clearly if we could cut the Federal deficit and provide even more
credit flows out there it could be put to good purposes. I mean we
can hardly be pleased at the level of real interest rates that we are
experiencing right now, which are just far out of line with the level
that we have experienced in the typical postwar recovery.

So while I'm not one that is predicting doom and gloom in the
short run—indeed, I think the problem with the deficits, as Senator
Danforth hinted, is in the longer run. That does not mean that one
should be pleased with the current situation at all.

Senator DURENBERGER. Could you address yourself to my con-
cerns about a two tiered business economy. Businesses with access
to capital and those without it. Is that a reality?

Dr. PENNER. Well, obviously, some firms have a lot more trouble
than others in raising capital. It is often said that the smaller
firms experience particular difficulties. That is something of a

roblem. And now, of course, firms that have a lot of debt are a
ittle shakey because of the very level of interest rates. I think the
basic point, however, is that if we could figure out a way to get
these interest rates down, they would be down to the benefit of all
small and large alike.

Senator DURENBERGER. That reality gets to the immediate ques-
tion. I mentioned IDB’s as only one example of U.S. corporate and
individual tax expenditures that totaled $273 billion in 1983 alone.
Now, among your choices of increasing rates, broadening the base,
or introducing new taxes, is it fair to make the assumption that in-
creasing rates is the easiest because there are some less obvious
ways we can do that? Introducing new taxes is a little more diffi-
cult because it involves finding the right one. And broadening the
base is probably the most difficult. Is that a correct assumption?
And what would you say to us about the need to broaden the base
and the components of the base to which the present rates in this
countr% are applied, and what that says about fairness and equity
in the business system or any other part of this country?

Dr. PENNER. Well, sir, I think you are making a series of political
judgments there. And, luckily, I don’t have to make political fore-
casts. I think basically that is your job.

But in terms of the economics of it, it is—I think 90 percent of
the economists would agree with this statement—that the single
most serious problem with our tax system today is that we have
over the years invented such a long strin% of deductions, credits,
exemptions, et cetera, that we are taxing less and less of the Na-
tion’s income all of the time. And, therefore, to get our revenues
we have to apply a higher and higher marginal rate of taxation to
what is left over.

And it is, of course, the marginal rate of taxation that causes
economic inefficiency. That's what discourages work efforts, sav-
ings, et cetera. Even worse, we tax very similar activities very dif-
ferently; particularly, capital investments where we have tax rates
ranging ai)l over the place, depending on the type of investment, de-
pending on the way it is financed, debt of equity, more generally
depending on the industry and so on.
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So this is a serious efficiency problem. On the other side, .of
course, each of these special provisions of the tax law had advo-
cates at one time. Those advocates were persuasive. In large meas-
ure, they attempt to achieve some social or redistributed purpose.
And I guess that’s what makes them so tough politically.

The CHAIRMAN. Senator Baucus.

Senator BaAucus. Thank you, Mr. Chairman.

Mr. Penner, you sta generally that you believe Congress
should act sooner rather than later. Could you explain the de%ree
to which we should act in this upcoming year? That is, by how
much should we try to get these deficits reduced. As you know, the
committee is very generally talking about a package of $150 billion
deficit reduction over the next 3 years. In your judgment, is that
too high, too low? What are the numbers?

Dr. PENNER. Well, Senator, it's a bit hard to respond to your
question because I think one of the problems we face today is the
lack of any sensible rules governing these matters. In the good old
days we used to think it was a good idea to balance the budget at
least over the business cycle. We are so far from that that we can’t
even raise that flag any more in a practical way.

I would suggest as a more limited and perhaps practical goal the
notion that we should at least during this recovery attempt to get
the debt to gross national product ratio falling. And I'm afraid that
we are very, very far from that.

Senator BaAucus. What would that take over say, the next 2 or 3
years? How many dollars in deficit reduction would it take to turn
the ratio around

Dr. PENNER. Well, I'm afraid the bad news is that by 1987, that
single year, it would take about $150 billion of deficit reduction.
Not quite that much given our projections. But to have some
margin, that’s the order of magnitude that we are talking about.
Between $100 and $150 billion.

That is the debt in the hands of private investors. That’s the key
thing in determining the interest bill. So what that implies to me
is that we should be on that track anyway. It may not be necessary
to achieve that by 1987, but that should at least be our limited
goal. And if we reach that, we can then talk about how much far-
ther should we go.

I think the point is, as the Finance Committee proposed package
suggests, is that when you do make these policy changes they do
work gradually on the outlay and the receipt side. So that’s why I
say it is very important to get them in place quickly, though it's
not quite as important to have the actual deficit reduction as
quickly. But some fear I guess for Keynesian-type reasons that a
very abrupt change in the deficit might abort the recovery, I cer-
tainly don’t see any problems in that regard with the package, say,
about the size. : :

Senator BAucus. Let me ask you another question, one about the
composition and the mix of the deficit reduction. Your tables show
essentially that revenues as a percent of GNP are roughly con-
stant, constituting about 18.8 or 9 percent through 1989. Outlays as
percent of GNP roughly constitute about 24 percent. But the deficit
as a percent of GNP rises slightly.
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How do we get the deficit down? That is, do we do it only by re-
ducing spending? Or do we also do it by raising revenues? If rev-
enues and outlays are basically constant, but if deficits are going
up as a percent of GNP, doesn’t that argue that the way to reduce
the deficit is by an evenhanded reduction in spending and increase
in outlays?

Dr. PENNER. Well, before answering your question——

Senator Baucus. In other words, an evenhanded decrease in out-
lays and increase in revenues.

Dr. PENNER. Before answering your question, I should point to a
very important assumption underlying these tables. And that is
that defense continues to grow at 5 percent per year in real terms.
That we interpret as the intent of the budget resolution, though
the appropriation is lower than that.

The question as to how much you should take from outlays and
how much you should add to revenues is really in mﬁ view a very
political question about how big the Government should be and
what should it do, a question that can only be answered on value
grounds. I think as an economist I feel fairly secure in saying that
in current circumstances whatever we decide government should
do, it should be paid for up front in the tax system. I think from
the point of view of economic efficiency it matters as much as to
what your mix of spending cuts or tax increases is as does the
global picture. For example, if you cut all public investment spend-
ing, and R&D spending from the Federal budget, that would have
an implication for longrun efficiency. If you, on the tax side, chose
to raise your taxes in a way that increased marginal rates terribly
on this shrunken base, particularly as focused on capital income,
for example, that, too, would have effects on longrun efficiency dif-
ferent than certain basebroadening effects.

I don’t think you can generalize about these matters. And, of
course, economic efficiency is a small part of the question. I mean
the Government is always trading off between economic efficiency
ﬁnd certain social and political goals, redistributive goals that it

as. :
Senator BAucus. So, looking only at the economic consequences,
does it matter whether the deficit reduction package consists en-
tirely of spending cuts or instead consists of half spending cuts and
half revenue increases? -

Dr. PENNER. Well, as I said, I think the mix of both is more im-
portant. If you were talking about across-the-board cuts in spend-
ing, to the extent that’s practical—which it isn’t very as we know—
but to the extent that is practical, or just increases in marginal tax
rates on this shrunken base—increasing marginal tax rates does
tend to lead to some economic efficiency. Base broadening, if you
included base broadening in your tax increases, that would have
some efficiency effect, but not in my judgment as much as just in-
creasing the tax rates.

Senator Baucus. A quick question here as followup, Mr. Chair-
man.

As I hear you Dr. Penner, you are saying that, from an economic
int of view, it doesn’t make that much difference whether half of
the deficit reduction is achieved through revenue increases.
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Dr. PENNER. While it makes some difference, the political value
judgment——

Senator Baucus. I'm not talking about politics. I'm talking about
economics. :

Dr. PENNER. In terms of reasonable options, in terms of the
affect of the longrun growth rate, I'd say the difference is small.

Senator Baucus. Is what?

Dr. PENNER. Is small.

Senator Baucus. Thank you.

The CHAIRMAN. Senator Mitchell. '

Senator MrrcHELL. Well, thank you, Mr. Chairman. I was not
here at the outset so I did not have the opportunity to make a
" statement. I would like to insert a statement in the record. I also
want to commend you, Mr. Chairman, for your continuing effort in
this important area and to note with regret that we will not be
hearing from any representatives of the administration. I under-
stand the reason. from the newspapers, but I think it's ironic that
we will hear from the current and former director of the CBO,
former members of this and earlier Republican administrations,
the academic community, the business community, representatives
of the elderly, taxpayers and workers, and }Yet the one organization
or institution whose concern about the deficit should be the most
obvious and perhaps the highest, the present administration, will
not be represented. And I regret that even while understanding the
reason for it.

The CHAIRMAN. Just let me say they will have an o§portunit
later on. I think we will be having a hearing on our package itself
as a bill. And at that time we will have the administration.

Senator MrtcHELL. I think that’s very wclcome news, Mr. Chair-
man.

Mr. Penner, I would like to ask about a SK:cific proposal in the
package that is now before the committee. you know, the pro-
posal currently has a 2-percent enerfy tax and reduction in tax in-
dexing. My own preference, which I have previously expressed to
the Chairman, is to substitute for those a further modification in
indexing; that is a CPI minus 38 percent, for brackets only. That
would produce almost exactly the same amount of revenue. And 1
would ask you to assess those two proposals against the criteria
that have commonly been used to judge taxes in our society, and
any others you choose. And the three I'm specifically asking you to
judge it by are the fairness of the tax, the economic impact, par-
ticularly in its relationship to possible inflation, and the ease of ad-
ministering the tax.

Dr. PENNER. You were talking, sir, about a 3-percent reduction in
the CPI adjustment of the width of brackets and the basic exemp-

tions.
Senator MITcHELL. Yes; which would produce an almost identical

amount of revenue to the proposal now before us. ,

Dr. PENNER. Well, the modification of indexing is a way of rais-
ing tax rates on the tax base that we have today. It does that in
terms of percentage increases in the tax burden. It does that—the
highest percentagé increases are on the lower income groups. And
then, of course, they diminish as you get on. One of the nice things
about being in the top bracket of the income tax is that inflation
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can’t put you into higher brackets anymore. So, in terms of the tax
burden way out there, it has not very large effects in percentage
terms. In absolute dollar terms, obviously, it’s different.

Senator MITCHELL. Is it fairer if {ou compare a 2Y%-percent
energy tax which applies equally to all consumers as opposed to a
modification of indexing, which is, in effect, an across-the-board
income tax? Which would you say is fairer?

Dr. PENNER. Well, just continuing on the income tax for a while,
it may be better to T;::dge it from the point of view of the change in
after tax income. Their modification of indexing affects the upper
middle classes somewhat more.

An energy tax, as you say, increases the burden on consumers of
energy, obviously. That over the longer haul tends to vary pretty
much with income. I don't have the exact distributional effects of
that as compared to indexing. We could do some work on that for
the record, if you like.
~ Senator MITcHELL. Well, doesn’t commonsense tell you that a tax

which is applied uniformly on all consumers is regressive in the
sense that it is disproportionately higher for persons in the lower
income brackets?

Dr. PENNER. Well, in the very short run that can be right. In the
longer run, consumption as a proportion of income tends to be
more uniform across the income classes. But the important point
here is the consumption of energy intensive commodity with re-
spect to income, presuming it was shifted forward in the price. And
that I don’t have good data on right now as compared to propor-
tionate changes in the tax bill resulting from the indexing.

Senator MrrcHELL. Is it possible for ¥0u to give me an answer of
ggs or no? Is the energy tax more or less fair than an across-the-

ard income tax increase?

_Dr. PENNER. In terms of fairness, you have to judge that yourself,
sir.
Senator MiTcHELL. Let me ask you a second question. Ease of ad-
ministration. Would it be easier to administer the energy tax as
protp&s;d or to make the modification in indexing that I have sug-
ges '

Dr. PENNER. The change in indexing would, at first sight, be very
easy to administer because, obviously, it would just be increasing
the rate on the existing tax base. Some people think, however, that
increases in marginal tax rates do increase evasion, tax evasion. I
don’t really have a good judgment as to how much. It’s a very hard
thing to track down, obviously. That, on the other hand, could in-
crease administration.

I guess I'm not absolutely certain I understand the full details of
all of the 2Vz-¥ercent tax, energy tax. I gather it is essentially a
BTU tax, is it? Any new tax would have to, obviously, involve a
whole new set of laws and regulations and so on.

Senator MrtcHELL. Doesn’t commonsense really tell you that ease
of administration would be much simpler, much less expensive
than t:;r?ply changing the indexing, than to implement an entire
new

Dr. PENNER. Well, you would have a big front-end cost with a
new energy tax. And then I think once you got it established, I
think it would be fairly easy to administer.

30-228 O—84——4
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Senator MircHELL. Could I ask the final question?

The CHAIRMAN. I would just say in that regard that we have
made some other changes to offset some of the concerns reflected
in the questions, very good questions, raised by Senator Mitchell.
We are going to increase the zero bracket amount to offset some of
the energy costs for low income. And, again, we are still fine
tuning or whatever we are doing to our own efforts. But I think
there are some other factors you might want to consider. If you are
gi)ing tto make an analysis, maybe we could give you all the materi-
al on it. -

Senator MiTcHELL. Mr. Chairman, I agree. I would like that. As

ou know, while I think you are doing an outstanding job in rais-
ing this issue, I simply do not agree on all of the components of the
package. And I understand that is the purpose of this hearing—to
explore the relative merits. And I would like to have that kind of
an analysis because I detect some reluctance on Mr. Penner’s part
to get out too far here before the committee.

I would like to ask finally on the economic impact of the tax—

thag has a potential effect on inflation. Could you evaluate the
two! :
Dr. PENNER. Normally, one would expect the energy tax to create
a jump in the price level which might have some reverberations
through COLA clauses to other wages and so on which would tend
to make it more inflationary. It would be wrong, however, to
assume that none of it would be borne by producers of energy, and
so have some effects on them as well.

Senator MrrcHELL. However, is it fair to say that effect would not
be the same with respect to the modification of the indexing? .

Dr. PennNEr. That is the usual assumption. Though, again, it
would be not fair to say that it would not have any effect on wages.
There is some evidence of minor affects of income tax changes on
wage settlements.

nator MITcHELL. I think I'm zero for three, Mr. Penner.

Dr. PENNER. I told you what I know. I don’t want to pretend to
know more than I do.

Senator MiTcHELL. Thank you, Mr. Chairman.

The CHAIRMAN. Senator Matsunaga.

Senator MATSUNAGA. Thank you, Mr. Chairman.

Mr. Penner, the current Chairman of the Council of Economic
Advisors, Dr. Martin Feldstein, has estimated that the net savings
rate to the United States is only 6.7 percent of GNP, which is
roughly half of the average of other major industrial countries.
Now, according to Dr. Feldstein, large budget deficits are absorbing
virtually all net private savings and are outweighing the favorable
effects of tax incentives for greater savings and investment. Do you
foresee the same connection between budget deficits and private
savings? And what suggestions, if any, do you have toward encour-

ing private savings and investment in our economy in the light
of our large budget deficit?

Dr. PENNER. Well, sir, the numbers are correct. That is to say
that if we run deficits equal to very corruptly speaking 5 percent of
the GNP, that is a very, very large proportion of what we had
saved domestically traditionally between net bases between 6 and 7

percent.
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On a gross basis, closer to 15 percent. Now not all of that money
comes from domestic savings sources. As I noted in my testimony,
we are relying on foreign sources of savings as well.

In terms of altering the savings behavior of the American people,
that is no easy trick. We have implemented a number of savings
incentives into recent law as compared to the past. I think it’s too
early to say how those things will work out. They, obviously, if you
look at the numbers, have not had an overwhelming effect in the
short run.

The studies of the effects of the changes in after tax rates of
return on savings behavior are all over the map. The highest show
a small positive effect, which means that it's very hard to change
this behavior in an important way, but it doesn’t mean that it isn’t
necessarily wrong to try to reduce the burden on the rate of return
to savings.

I guess my bottom line is that we have moved the tax system in
that direction quite a bit over the last number of years. I think we
should take a good careful look at how that has worked, and see if
there are good reasons for doing more in that regard.

Senator MATSUNAGA. What about incentives for investments? It
appears that this administration for some reason is solidly set
against tax incentives for development of alternative energy. Do
you feel that—and perhaps this is the thinking on the part of the
administration that tax incentives in this area will mean less reve-
nue. Do you see it that way? ‘

Dr. PENNER. Well, Senator, I think to step back and look at the
question a little more broadly, as I noted before, one of the great
problems with our tax system today is that it is so complicated, and
1t taxes things so differently, that one has to look very carefully at
new complexities and new incentives. It’s not to say that they
should alwag's be ruled out. But I think one wants to be very sure
:hat one is doing the right thing, if one wants to invent new incen-

ives.
With regard to energy incentives, in particular, do I think they
would lose revenues? Yes; I would think they would lose revenues.

Senator MATSUNAGA. In what way? When you provide incentives,
you provide for additional investments, more business, which
means Freater base for taxation. The experience, I think from your
office, from your CBO, is that for every dollar of tax incentive
given for the past 3 years we have experienced a $9.50 revenue in-
crease. How could we lose? It's an investment on the -part of gov-
ernment by providing tax incentives. Meaning, of course, bigger in-
vestments.

Dr. PENNER. I'm not sure which numbers you are referring to,
Senator. I will have to go back and check on that.

Senator MATSUNAGA. I wish you would because I think here is an
area where the administration has misconceived and where we—
there is a great possibility for increase in revenues. If I may pro-
goeed on this point, Mr. Chairman, since all of us have been allowed

The CHAIRMAN. We are going to try to work that out for you. As

long as it doesn’t unbalance the budget. :
Senator MATSUNAGA. The trade deficits which we today suffer,

and we never did until 1974, has come about as a result of the in-
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creased amounts we have been paying for energy. In 1974, gou will
recall, we paid $7.6 billion for foreign imports of oil. In 1978 up to
1980, that jum}aed up to $90 billion because of the price increase of
?9%?)”91 of oil from $2.40 in 1972 to $48.00 a barrel in 1978 through
Now if we had through tax incentives had gotten private indus-
try to produce even one-half or one-third of that amount which we
were paying to foreign countries for energy, we would have wiped
out our trade deficit.

Dr. PENNER. Well, let me point out, Senator, that that invest-
ment in energy production is not a virgin birth. It doesn’t come
from nowhere. It has to come from somewhere, given the level of
economic activity. So that if the economy is at full employment or
even in a situation where we are at now where there is constraint
on an expansion path by the Federal Reserve for reasons of want-
ing to keep this recovery under control, anything you do to in-
crease economic activity 1n one sector of the economy has to come

out of some other sector.

Senator MATSUNAGA. Is that necessarily true?

Dr. PENNER. I would say it is essentially necessarily true; yes.
Now you might be able to rig it very cleverly so that it comes out
of consumption or something like that, but it would be quite a trick
to pull that off.

nator MATSUNAGA. Well, I tell you, I'm not an economist, but I
can agree with you. It's not necessarily true. We have proven that
in Hawaii. Unfortunately, we had a change in administration, but
if it hadn’t been for that change, we would well be on the way to
energy self-sufficiency. See, we pay about $1%2 billion for energy
annually, practically 100-percent dependent upon foreign imports.
We have reduced that dependency. On the Island of Hawaii, for ex-
ample, from 100-percent electricity being produced by burning im-
ported oil now to 41 percent being produced by burning sugarcane
waste. On the Island of Kauai, 56 percent. And we were well on
our way, but then comes the new administration and it does away
with tax incentives, which canceled out wind energy programs, and
solar energy programs, et cetera, which had been on the planning
boards. And we could have saved ourselves, we figure, by 1990 as
much as a half a billion dollars in the purchase of foreign imports.

I'm sorry I exceeded the time.

The CHAIRMAN. I'm not certain Mr. Penner is the best one to ad-
dress that specific question. But I think you raised it with Secre-
tary Regan, and we are trying to pursue it because I think it
should be resolved. - :

Senator MATSUNAGA. One short question on the complexity of
our tax system. Would you go for a graduated growth income tax?

Dr. PeNNER. That has different meanings to different people—
that term. If you mean essentially a transaction tax on individual
firms, I would have some trouble with that. That existed in Europe
before World War II. If Iglou are talking about just a simple base
broadening of the type Bradley-Gephart, not a gross income tax,
but a tax that focuses on economic income after the costs of doing
business are taken out, it does have a great deal of appeal. You
lose the—the very thing you lose is the ability to do exactly what
you were trying to do in your previous question, and that is to



49

move production into something like energy or oil or timber or
what have you. So it’s at exact variance with your other intent.
The CHAIRMAN. Well, I think we are going to have to move on
because we have four outstanding witnesses and Senator Grassley
wants to ask questions.
Senator GrassLEY. First of all, Mr. Chairman, I would like to
submit a record for the statement.

The CHAIRMAN. Hzaxpﬁvl to.
Senator GrassLEy. And you have been asked a lot of political

questions. I would like to avoid those that you had to plead there
was a political answer for, and that you could not or did not want
to answer. That’s our problem and I can appreciate that.

I would like to bring up the technical aspect of being able to pre-
~ dict a little more accurately the future or at least if we can’t pre-

dict it more accurately as we would like to at least being less
~ wrong than we have in the past. And I speak not only about the

long-term but the short-term as well. It was only probably on the
part of the administration less than 6 months ago that they were
suggesting that in 1985 they would be presenting a budget with a
$170 billion deficit. It is my understandinﬁ now from newsiJaper re-
ports that it’s going to be in the neighborhood of a $190 billion defi-
cit. And as a member of the Budget Committee as well as a
member of the Finance Committee wrestled with trying to get ac-
curate projections.

And I'm not talking about where there is a Ylanned policy within
a department having inaccurate figures, as I would suggest very
adamantly that is the case with the Defense Department that the
have a planned policy of low-balling just to get programs started,
and then coming in with more accurate figures as the years evolve,
but in the case of government generally or even the ability of your
staff to guess into the future.

Now I don’t have charts with me, but if I had charts showing
what we predict over the next 5 years as we have done each year of
the 3 years I have been on the Senate Budget Committee, we would
always show spending to trend lower in the outyears. We would
always show spending as a percent of GNP to decline. And we
would show revenues increasing. And we would show deficits
shrinking as a result of all those factors working together.

And then if we had a chart showing what actually happens, in
almost all cases we would show that spending has superceded our
expectations. We'd show that spending as a percent of gross nation-
al product has actually gone up. We would show that revenues
have fallen below projections. That's the most obvious one. And as
a end result, we would show deficits expanding.

You could almost say that it's a predictabl&(fattem that things
are going to work out worse than we anticipated they would. As an
example with deficits, all of our outyear projections—we would
show them declining and the opposite exactly happened. All future
spending is underestimated. Almost all revenue projections are
overestimated. And all projections of outlays as a percent of the
gross national product decline, and exactly the opposite happens.

And what we are doing is we are making present day decisions
based upon the predictions of very unrealistic figures, or at least
an unrealistic future. And our present day decisions, therefore, as a
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result of the figures we are working with, are very unsound deci-
sions. And yet we have to make decisions. And these result from
time to time in larger and larger deficits. So my question is: What
can we do about it? It's a technical question. Just so we are doing
what we say we are going to do.

Dr. PENNER. Well, I understand your frustration with this, Sena-
tor. It's a very difficult problem. The situation is one in which our

roirams are extremely sensitive to economic events out there.
ith entitlements taking a growing %ortion of the budget—well, let
me backtrack. I mean growing over the longer haul; not necessarily
in these projections. With the debts getting so large out there that
a small change in interest rates changes your costs a great deal,
any projection of the outlaﬁrs is bound to be subject to the vagaries
of economic forecasting, which we all know we don’t do very well.

Moreover, we also know that we have had a tendency over the

ast—not last year—but over the past to be overoptimistic. And,
rankly, as I noted, I worry some about the projections that I just
gave you because those projections do assume a steady growth rate
through over almost a 9 year period when we know that the aver-
age recovery lasts only 3 years.

But there is no way that we can look into the 1980s and forecast
the exact path of the business cycle. That is simply beyond our
knowledge.

Senator GRASSLEY. Is it unrealistic for me to think in terms,
though, that a projection of a $170 billion deficit 4 or 5 months ago
shouldn’t be showing up as a $190 billion deficit today? That’s only
3 or 4 months.

Dr. PENNER. Well, I, unfortunately, have ljust had the newspaper
accounts of that. I suspect some of it—well, I just don’t know the
root of those changes.

The one thing that we can do for you, sir—it doesn’t help you an
awful lot—but the one thing that we can do for you is to provide
you with the sensitivity of the budget to changes in the various eco-
nomic variables, and we do that as a matter of course in our
annual report. So if you don’t trust our particular projections of
the economy, you can take these tables we give you and reat}iust
them, and you can get some good sense of the risks that you face.
There are some risks that aren’t covered by that. We make no at-
tempt to give you sensitivity tables to the affects of hurricanes,
droughts, things of that type which impinge on the budget. We
don’t make any attempt to look at crop yields although that has
been a very important element of uncertainty in the very last
budget projections. That is wh{vwe, for example, were—in ?art, :
overstated spending in August. We didn’t get the full effects of the
drought in there. Those sorts of things are very difficult, but the
fact of the matter is that we have built a set of laws on the spend-
ing side and obviously on the tax side where the numbers are just
very sensitive to an extraordinary array of events that is beyond a
human’s capability of forecasting.

Senator GRrassLEY. I guess I'm not frustrated because we are
wrong occasionally, because I would expect that in predicting. But
it seems to me like over these last several years we have been so
consistently wrong in what we have been predictinﬁ in the way
that I demonstrated. And I think you would agree with that.
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Dr. PENNER. Certainly, we have made some very large mistakes.
Now there is a tendency, it has to be admitted, to be overoptimis-
tic. And we have to t?' and resist that.

Senator GrassLEy. Is that a political decision or is that a techni-
cal decision?

Dr. PENNER. I think that as far as we are concerned it's a techni-
cal. That is we, as the CBO, it's the technical.

Senator GrassLEy. Have you been encouraged by politicians ap-
pointed and elected to trend in that direction so that your techni-
gia.x?xs are overly influenced by the optimism that politicians wish
or
Dr. PENNER. There is always a lot of discussion back and forth on
these matters. We try to carry it on at a purely technical level.
And we get technical help from staffs all over the place. I think,
frankly, sir, we try very hard to follow a middle course, and to
avoid strong biases in either direction. Some people have argued
that we should try and bias the projections purposely in the nega-
tive direction, in a pessimistic direction. I'm not sure that that
would be sensible either because that could mislead your decisions
as much as being too optimistic.

The CHAIRMAN. Let me ask just a couple of questions. I want to

et the other panel on within just a few minutes, and Senator
chwitz, unless there is some objection, would like to make an
observation or two.

I just want to make it clear for the record that we are trying to
ﬁ%'ure out what we can do under the present limitations. We are
told on the one hand by the President we can’t or shouldn’t touch
defense, although I think the suggested 22-percent increase for
next year’s budget is going nowhere. And we are sort of told again
by the President and the Speaker that we shouldn’t touch social se-
curity. And, of course, we can’t touch interest on the debt. Now
that doesn’t leave very much, and we are trying to put together a
$150 billion package over a 4-year period. So we are trying to keep
within that framework. I don’t expect you to comment on that, but
it does—it would be fair to say that does reduce our options.

Dr. PENNER. Yes, sir. Rather exglicitly.

The CHAIRMAN. Takes about 78 percent of the budget, I think.
And so we are criticized for not cutting spending in the Congress,
but we are told that most of it is off limits. And maybe that is
something we can figure out.

Are xYou going to raise your interest rate assumptions because of
. our failure to act on the last budget resolution?

Dr. PENNER. We are vivust discussing that now, sir. You've caught
us at a very bad time. We are just absolutely in the middle of redo-
ing our forecast now.

e CHAIRMAN. That would be helpful. And I must say that was
the administration’s concern. If they came up here now, we would
be looking at next year’s budget. We wouldn’t really be addressing
the problem.

, i8 it fair to assume that all these—you mentioned $58 bil-
lion is going to be added to annual interest costs by 1986—all those
assumptions ﬁlus the $200 billion deficit assumption is based on the
assumption that things are going to be pretty good. Isn’t that cor-
rect? I mean if we have a little down turn, that $58 billion is going
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to be higher and the $200 billion is going to be higher. Is that cor-

rect? .
Dr. PENNER. Very certainly. This assumes continued recovery -

through our forecast period.

The CHAIRMAN. I don’t want to frighten people by talking about
$200 billion deficits, but I think when we are doing that we are
suggesting the economy is going to stay fairly stable. And if it
" should change, if interest rates go up, or something happens on in-
flation, then we have another problem altogether.

Another area that I think we haven’t looked at and don’t have
any jurisdiction in our committee would be in the credit areas. A
lot of the budget now is Federal credit policies. It seems to me that
it is just as important to address Federal credit policies as it is Gov-
ernment spending. I'm not certain whether you are doing that in
your analysis, but it seems to me that many Federal credit activi-
ties are just an elaborate way to get around the budget process.

Dr. PENNER. Well, sir, we have argued that a lot of those things
that have become off budget, most in particular the activities of the
Federal financing bank in buying loan guarantees, should be
brought into the budget one way or another.

The CHAIRMAN. I think we have to address that.

Of course, we can’t do all the spending reduction, this committee.
If we do the revenues and the $40 billion and the $75 billion in
spending reduction over 4 years we believe that there are other
areas in defense, agriculture, where other committees can come up
with the remainder.

I have other questions I will submit for the record because I do
want to get to the next panel, but I do have one more question
now.

How would you gut the deficit problem in terms which can be
readily understood? There may even be things reported on this
hearing. And they can sair, well, we are going to have a $200 billion
deficit. How can you explain that to my mother-in-law or someone

like that?
Dr. PENNER. I think that is one of the greatest challenges. To try

and convey how big a number——

-The CHAIRMAN. You don’t know my mother-in-law. gLaughter.]

Dr. PENNER. Don’t know your mother-in-law. That’s right. That
is certainly one of the biggest challenges to conver what a large
number $200 billion is. It’s a metaphysical concept. I think one way
to do it is to start looking at the radical nature of the policy
changes that would be necessary to get to a balanced budget. You
know, you are talking about 5 percent of the GNP, and I know a
lot of people don’t know what the GNP is. :

The CHAIRMAN. Just hope it’s not catching.

Dr. PENNER. But roughly speaking if you were to solve the whole
E;oblem on the tax side, and we could say that that wouldn’t have

havioral effects, which, of course, is prettg ridiculous all by itself,
you are talking about roughly between a 2 dpercent and a third in-
crease in tax burdens across the board. And I think people do un-
derstand what that is. That’s an enormous policy change. Or, con-
versely, if you think of doing it all on the spending side, you are
talking about between the 20- and 25-percent cut in everything.
And we know you can’t cut everything. You can’t cut interest.
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The CHAIRMAN. I think there are other areas. If we talk about
just interest on the new debts, say it’s $15 billion a year in new
interest payments, that exceeds the cost of the foodstamp program.
It's almost as much as the cost of the medicaid program. I think
people must understand it is a serious problem. And it’s not a
matter of politics, supply side economics versus something else, or
that we shouldn’t do anything on the revenue side, or we do it all
on the sPending side or vice versa.

But it's not going to go away—I would hope it would, but then I-
think we are going to have to act on it.

The CHAIRMAN. Senator Boschwitz, ,

Senator BoscHwirz. Thank you, Mr. Chairman. I will just make
an observation because Mr. Penner will come up to our committee,
the Budget Committee, I presume fairly shortly.

The cuts, Mr. Penner, are not 20 or 25 percent. If we could cut 25
percent from the budget, we could balance it. If we cut 5 percent a
year for a few years, then we could also balance it.

But let me observe, Mr. Chairman, that I hope Mr. Penner is
more specific when he comes to the Budget Committee. His testi-
mony is 21 pages long, and on page 14 he is still talking about gen-
eralities of projections. He said that high interest-rates could have
serious adverse effects. That’s about as specific as we get in this
testimony. How much will be taken from outlays and how much
added to revenues, he was asked. He said that was a political ques-
tion. And it is, but I hope that when Mr. Penner comes to the
Budget Committee he will be specific, and tell us what the options
are; I hope he will not just give us a whole bunch of economic pro-
jections. Those could be found, as the Senator from Iowa suggests,
at every corner. What we need is a series of suggestions of what
can be done with respect to slowing the growth or cutting various
programs. We need to know what can be done, and what the op-
tions are with respect to raising revenues.

I note on page 19 you spend about two pages in a very general
way saying what could be done about cutting expenses. But on
page 19 you say you have started your annual review of possible
strategies and options for reducing spending, and will present the
results to the Congress within a few months. I hope that that will
be done quickly because as I understand the CBO, you should help
us, bring to us, some of the tools for bringing the budget into bal-
ance. And I hope that’s the kind of things that you will address
when you come before the Budget Committee. )

Dr. PENNER. Well, sir, at the beginning of February you will
have a very thick book called Budget Reduction Options which look
at a great number of options on the spending side, and options for
broadening the base of the tax side. As I say, it’s a very thick book.
There is one from last year as well. The numbers are out of date,
but the ideas are not necessarily obsolete now.

In addition, this year, as I pointed out, we are looking at about
200 of the options that were presented by the Grace Commission so
a little later in February you will have that at your disposal as

well.
The CHAIRMAN. Thank you.
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Senator MATSUNAGA. Incidentally, Mr. Chairman, the figures
which I quoted—§1 tax incentive bringing in $9.50—is from a joint
economic committee study, I am told.

The CHAIRMAN. We will also check into that.

I wanted to thank you, Mr. Penner. And, of course, we under-
stand this is not an easy task you have, and we appreciate your
willingness to come.

I also want to put in the record—there are some who say we are
not cutting spending in the Congress—this committee alone en-
acted spending reductions in fiscal years 1982 to 1985 totally about
$66 billion over a 4-year period. It's $91 billion dollars. Trade ad-
justment assistance, social security, unemployment compensation,
AFDC, social services grants, supplemental security income, medi-
care, medicaid, and then we get a little credit for debt service of
$1.8 billion.

But, again, to make the record complete, this shows that we are
willing in this committee to make some hard choices, and we have
already made a number. Second, in the case there may be addition-
al questions from other Senators in writing, if that is satisfactory.

And T would like to now call on the following distinguished
economists. We are going to hear from 18 economists in the next 2%
days, and if they don't confuse each other, we will try to help.

Our panel is: Benjamen M. Friedman, professor of economics,
Harvard University; Lawrence Klein, professor of economics and fi-
nance, University of Pennsylvania; Alan Meltzer, John M. Olin
professor of political economy and public policy, Graduate School of
Industrial Administration, Carnegie-Mellon University, Pittsburgh;
and our friend Murray Weidenbaum who has been before this com-
mittee a number of times—director of Center for the Study of
American Business, Washington University.

Unless someone has a plane to catch, we will go down in the
order they were called. Mr. Friedman, then Mr. Klein, Mr. Meltzer,
and Mr. Weidenbaum. I would ask that if you can to summarize
your statements so we can get to questions at the earliest time. I
know a number of members have questions for this distinguished

panel.
Mr. Friedman.

STATEMENT OF DR. BENJAMIN M. FRIEDMAN, PROFESSOR OF
ECONOMICS, HARVARD UNIVERSITY, CAMBRIDGE, MASS.

Dr. FriepMAN. Thank you, Mr. Chairman. It is an honor to be
here today to present my views to this committee. I have submitted
a lengthy statement with a substantial amount of——

The CHAIRMAN. Could you pull that mike up? You have to be
very close.

Dr. FriEDMAN. I have submitted a lengthy statement with a sub-
stantial amount of supporting materials for the record. I would
like, very briefly, to summarize the highlights of that statement.

The main conclusion is that there is a very serious problem
today, and that we should not let the current euphoria over the
economic recovery now in process to detract our attention from
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fvyhz:\t today’s economic policies are doing to the Nation’s economic
uture.

I believe that under a continuation of current Federal tax and
spending policies the effects of Government deficits in the financial
and the forei exchanie markets will pose a major threat to the
economic well-being of the United States.

The specific problem is that we will have unprecedently large
Federal deficits; not just as a percent of gross national product, but
even on a full employment basis. The fact that these deficits will
represent a structural or fundamental imbalance between the Gov-
ernment’s taxing and spending even calculated at full employment
is the mgjor point. And I think that many of the confusions in the
current debate over whether Government deficits are harmful or
not represent the failure to take account of the unprecedented situ-
ation into which we will now be moving, with some 4 percent of the
gross national product being absorbed year after year into Govern-
ment deficits, even after we get back to full employment.

The chief reason why this is such an unfortunate situation is the
effect of this government deficit on our country’s ability to under-
take fixed capital formation. By that I mean both business invest-
ment in plant and equipment, which after all is what delivers the

roductivity and eventually the higher standard of living that our
ation’s citizens expect, but also residential construction which
provides housing for a growing population,

The basic wa{ to think about this problem is that the Govern-
ment deficit will be absorbing well in excess of half of the Nation’s
net private saving. If we did not have Government deficits, we
would be able to invest about 7 percent of our gross national prod-
uct every year in building our Nation’s business and residential
capital stocks. That is small by comparison with other countries. -
But we would at least be able to do that.

In the current climate and the climate that we face in the bal-
ance of the 1980’s if we do not make major policy changes, more
than half of that available 7 percent of our Nation’s output will be
drained off year after year into funding the Government deficit. It
therefore will not be available to finance new investment.

Another way of looking at exactly the same problem is to consid-
er the ratio of Government debt to GNP, which a number of Sena-
tors on the panel have already mentioned. In a chart which follows
page 9 in my prepared testimony I have tried to exhibit exactly
what our problem is in terms of the rising Federal debt.

This chart goes back only to the end of the Korean war, but I
could well have drawn it much further back. The basic point is
that in peacetime in the past we have always had a Federal deficit
small enough that the outstanding Federal debt shrank in relation
to a growing economy. To be sure, in many years there was a posi-
tive deficit so that the amount of debt outstanding grew, but
always by less itx(le)ercentage terms than the economy grew. This is
no longer true today. It is not likely to be true next year, and it is
not likely to be true during the balance of the 1980’s in the absence
of a very substantial restructuring of our policies.

We are now headed for a distinctly rising Federal debt to GNP
ratio in the United States. I believe that that will cause the avail-
ability of financing to the private sector to diminish. And in the
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absence of that private financing, we can only look for a further
detezt'ioration in both business investment and residential invest-
ment.

The largest part of the ;;repared remarks I have submitted focus-
es on three answers that I consider to be easy, but wrong answers
to the problem we face. Whenever a problem is as serious as this
one, it is almost inevitable that people will suigest that the prob-
lem will take care of itself through one or another painless mecha-
nism. I have devoted some substantial material in my prepared re-
marks to attempting to rebut three of these answers that I label as .
easy but wrong answers. I will enumerate them very quickly, and I
will be happy to answer questions on them later.

.Easy answer No. 1 is that the lower tax rates legislated in the
Economic Recovery Act of 1981 will sufficiently stimulate personal
saving to enable the economy to finance both enlarged government
deficits and an increase in net capital formation. That would be
nice if it were true, but the sad fact is that the Economic Recovery
Tax Act contained fairly little in the way of actual saving-stimula-
tive measures in comparison with the overall amount of revenue
foregone.

Easy answer No. 2 is that the larie amount of business profit
generated during the recoverg, together with liberalized depreci-
ation allowances, will enable the business sector to finance its ex-
pansion without turning to the credit markets. Again this would be
nice if it were true. The fact is that there is no one for one rela-
tionship between business cash flows and business investment. And
in the absence of being able to raise external funds, the outlook for
business investments is poor.

Easy answer No. 3 is that the United States can finance both its
Government deficit and substantial net capital formation by selling
securities to foreigners. It is true that this solution would work in
part, but the problem here is that a capital inflow from abroad is
simply the mirror image of a current account deficit. It makes no
sense to be pleased that next year we will finance an amount of
our Government deficit equivalent to 2 percent of GNP by borrow-
ing from abroad, and at the same time to bewail the fact that our
merchandise trade deficit next year will approach $100 billion.
Those are exactly the same phenomenon and it makes no sense to
be lzE)leased at one and displeased at the other.

inally, what should we do? I believe that the right approach to
the policy problem that we face is to make sufficient adjustments
in our budget policy to stabilize the Government debt ratio, that is
outstanding Federal Government debt as a share of GNP, at ap-
gzoximately 30 percent. Thirty percent is the recent high mark
fore the 1980’s. Doing so will call for reducing the Government
budget deficit to the range of $80 to $85 billion on average over the
next 5 years. If we believe that that is too ambitious a goal——

The CHAIRMAN. What was it over the next 5 years?

Dr. FRIEDMAN. An average of $80 to $85 billion deficit each year
over the next 5 years would result in returning the Federal debt to
GNP ratio to 30 percent by the end of that period.

If we believe that that is too ambitious a goal, we might then, at
the very least, try to stabilize the Government debt to GNP ratio at
34 percent which is where it is today, again well above anything in
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our recent experience. That objective would require reducing the
deficit to the range of $110 to $115 billion per year in each of the
next 5 years.

I think it is very clear that no one deficit-reducing measure is
capable even of achieving this more modest objective, and therefore
I favor an approach which combines three elements: First, further
reductions in the growth of Federal domestic spending, especially
in the major entitlement programs; second, a defense build-up
which proceeds less rapidly than what the administration has pro-
posed, and, finally, a tax increase designed in ways least likely to
reduce savings. The specific tax increase I would propose would be
simply to reverse the third notch of the tax reduction legislated in
1981, which became effective only this past July.

Thank you very much, Mr. Chairman. I am grateful to have been
here to express my views.

[The prepared statement of Dr. Friedman follows:)
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Mr. Chairman:

I am grateful for the opportunity to present my views to this
committee as it assesses the prospects for the U.S. Government's budget
deficit in the years immediately ahead and considers ways of narrowing
that deficit. Under a continuation of current federal tax and spending
policies, the effects of the government deficit in the financial and
foreig;‘exchange markets will pose a major threat to the economic well-
being of the United States. This committee's search for a solution to
the problem is an effort well undertaken.

Widespread concern, even alarm, over the U.S. Government's budggt
deficit has become one of the leading public policy issues of the decade.
Talk about large federal defjcits that will persist throughout the 1980s
now dominates discussions otherwise intended to focus on specific spending
needs — defense, for example, or medical care supports —— or on tax
restructuring. It also now dominates discussions about the proper course
for monetary policy, about the effect of the dollar's international
exchange rate on U.S. competitiveness, and about the outlook for the U.S.
economy's continued expansion.

These fears are warranted, at least in part. To be sure, much of
the discussion has not been carefully put, and some of the ideas expressed

have been simply wrong., The chief problem in this regard has been the
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failure to distinguish clearly between passive deficits that emerge as
a result of depressed levels of economic activity and fundamental deficits
that persist even when the economy's labor and capital resources are
fully employed. Many of the most frequently expressed criticisms of

the U.S§. Government's deficit during fiscal yunkwsl-ea, vwhen economic

weakness accounted for much of the deficit that the governmsnt then ran,

were either largely or wholly misguided. By contrast, the deficits in

prospect for fiscal years 1964-88 are indeed cause for concern.

The basic problem is that, under current policies or most of those
now under active consideration, during 1984-88 the U.S. Government will
continue to run budget deficits at or nea;' the recent unprecedented levels,
even if the economy returns to a fully employed condition. (This prospect
actualiy extends well beyond the next half-decade, but official estimates
are available only through fiscal‘year 1988.) 1Increasingly during these
years, the deficit will reflect a fundamental imbalance between the
government's revenues and expenditures at full employment, rather than
a passive response to economic weakness as was the case during the past
several years. 1If for some reason the U.S. economy continues to fall
well short of full employment of its resources, then the average deficit
realized during 1984-88 will be all the greater.

The principal reason why this indefinite continuation of unprecedented-
ly large U.S. Government budget deficits is a problem is that, by sharply
curtailing or even eliminating altogether the economy's net investment
in new plant and equipment, it will cut deeply into the economy's ability
over time to achieve improved productivity and hence a higher general
standard of living. The U.S. economy's net capital formation rate is

already low in comparison either with the economy's own past experience
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or with that of major industrial economies abroad. A further erosion,

of the magnitude likely to accompany the government deficits now in

prospect for the balance of the 1980s, will be a step in the wrong direction.
A second important reason why the deficits now in prospect

represent so great a problem is that their effects in the foreign exchange

markets will continue to keep the dollar at a value highly disadvantageous

to U.S. businesses either exporting goods abroad or competing at home .

against foreign imports. The recent sharp rise in the dollar's real

exchange rate is almost surely the chief reason (although there are others

as well) underlying the flagging international competitiveness of the

U.S. economy. All current signs indicate that this problem will become

worse, rather than better, in the near term. Continued large federal

budget deficits as the economy expands will further exacerbate the

already serious difficulties of the economy's international sector.

what is the Problem?

Even after the recent improvement in the U.S. economic outlook,
there appears to be little prospect for a significant reduction in the
U.S. Government's budget deficit during the remainder of the 1980s unless

tax and spending policies change sharply (see Table l). Current services

baseline projections show an increasing deficit until 1988, The alternative
policy proposals advanced either in the Administration's Budget message

or in the Congressional Budget Resolution, once adjusted to eliminate

new tax plans as yet commanding uncertain support, preclude further

deficit growth but provide little shrinkage either. Further adjusting
either set of proposals to allow for a realistically likely amount of

slippage in holding to the stated spending targets would only worsen the
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TABLE 1

PROSPECTS FOR THE U.S. GOVERNMENT DEFICIT, 1984-88

CQurrent Services: Budget Proposal
Midsession Review

Reagan Budget : Budget Proposal

Midsession Review

AMjusted Reagan: Budget Proposal

Midsession Review

Congressional Resolution

Adjusted Congressional Resolution

Notes: Dpeficits in billions of current dollars.

1984

$249
217

203
194

203
194

200

212

Deficit totals include "off-budget” outlays.

Years indicated are fiscal years.
Source :

1985

$267
220

205
181

205
181

190

205

1986

$284
233

157
139

203
182

157

203

Office of Management and Budget, Congressional Budget Office.

1987

$308
244

152
128

201
177

1988

$315
224

126
91

177
144

19
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corresponding deficit prospects. The deficits projected today are also

extraordinarily large even in comparison to the U.S. economy's expanding

total size (see Table 2). None of the projections that are most relevant

shows a deficit materially below 4% of gross national product before 1988.
Sustained government deficits of this magnitude, either in dollars
or in relation to gross national product, will be unprecedented in U.S.
peacetime experience. Despite the often expressed claim that the
governmant's budget has "always" shown a large deficit, in fact petsisﬁent
deficits larger than 1/2 % of gross national product have been a feature
of U.S8, fiscal policy only since the 19708 (see Table 3). Until 1982
the deficit had exceeded 3% of gross national product only during 1975
and 1976, in the wake of the severe 1973-75 business recession. Analogous
effects of the 1981-82 recession have now swollen the deficit to more than
47 of gross national product in 1982, and more than 6% in 1983. Unlike
these relatively isolated episodes of larée deficits in the past, which
largely reflected the shortfall of tax revenues and increase in transfer
payments due to declining employment, incomes and profits in times of
recession, the deficits now projected for the balance of.the 1980s will
increasingly represent a budget that will be unbalanced even at full
empldyment. By contrast, economic weakness has accounted for some
three—-quarters of the total cumulated deficit run during the last
three decades, leaving only one-quarter as a result of expenditures and
revenues that would have been unequal at full employment (see Table 4).
This difference between the actual and high employment budget

concepts is especially important in detétmining what magnitudes constitute

the outer limits of the U.S. economy's prior experience. 1In 1975 and



TABLE 2

PROSPECTIVE DEFICITS AS PERCENTAGES OF GNP, 1984-1988

1984 1985 1986 1987 1988
Current Services: Budget Proposal 7.1% 7.0% 6.9% 6.8% 6.4%
Midsession Review 6.1 5.7 5.5 5.3 4.5
Reagan Budget: Budget Proposal 5.8 5.4 3.8 3.4 2.6
Midsession Review 5.5 4.7 3.3 2.8 1.8
Mjusted Reagan: Budget Proposal 5.8 5.4 4.9 4.5 3.7
Midsession Review 5.5 4.7 4.3 3.9 2.9
Oongressional Resolution 5.6 4.9 ‘ 3.7 — —_—
Ajusted Congressional Resolution 6.0 5.3 4.8 _— —

Notes: Deficits as percentages of projected gross national product.,

Deficit totals include "off-budget” outlays.
Years indicated are fiscal years.

Source: Office of Management and Budget, Congressional Budget Office.
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TABLE 3

HISTORICAL U,S. GOVERNMENT DEFICIT, 1951-1983

, Deficits in Billions Deficits as
of Current Dollars Percentages of GNP
Average, 195160 - $ 1 0.0%
Average, 1961-70 6 0.5
Average, 1971-80 3l 2.4
s 23 2,2
1972 23 2.1
1973 15 1.2
1974 6 0.4
1975 53 3.6
1976 73 4.5
1977 54 2.9
1978 59 2.8
1979 40 1.7
1980 74 2.9
1981 78 2,8
1982 128 4.2
1983 ' 195 6.1

Notes: Deficit totals include "off budget" outlays.
Years indicated are fiscal years.
Source: Office of Management and Budget.
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TABLE 4

HISTORICAL DEPICITS ON A HIGH EMPLOYMENT BASIS, 1955-1983

Deficits in Billions Deficits as Percentages

of Current Dollars of potential GNP
Average, 1955-60 -$ 6 ~-1,08
Average, 1961-70 -0 -0.1
Average, 1971-80 13 0.8
1971 9 0.9
1972 10 0.9
1973 14 1.1
1974 5 0.3
1975 15 1.0
1976 21 1.2
1977 19 1.0
1978 20 1.0
1979 2 0.1
1980 18 0.7
1981 -7 -n,2
1982 19 0.6
1983 n.a, n.a.

Notes: Deficits are on a national income and product accounts basis.
Negative values indicate surplus.
Years indicated are fiscal years.
Source: U.S. Department of Commerce,
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1976, for example, the actually realized deficits of $53 billion and

$73 billion corresponded to high employment deficits of $15 billion and

$21 billion, ilé;poctiwly. In 1981 the budget would have shown a small
surplus if the economy had been fully employed, and in 1982 the actually
realired deficit of $128 billion would have been only $19 billion at

high employment, ' Ln comparison to the economy's size, the largest high
employment deficits run during the last three decades were 1.5% and 1.9%
of potential gross national product in 1967 and 1968, respectively. It

is clear that prospects for the remainder of the 1980s are well outside

this prior experience.

what is extraordinary about the U.S. Government deficits now projected

for 1984-88, therefore, is not just that they will be large but, more

importantly, that they will represent a fundamental imbalance between the

government's revenues and its expenditures. It is not possible to dismiss

them simply by assuming that rapid growth will quickly restore the economy

to full employment. The projected deficits are increasingly deficits

at full employment, and in the absence of a return to full employment the

deficits that actually emerge will only be larger. The issue now facing

U.S. fiscal policy is not the familiar one of the role of automatic
stabilizers, or even the desirability (or lack thereof) of temporary

active deficits as discretionary stabilizers, but rather the effects of

sustained deficits at full employment as a permanent feature of the

economy's ongoing development. Among the most important of those effects

is the impediment that such deficits will place in the way of the economy's

ability to undertake capital formation.
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Why Deficits Matter: Saving and Investment

The economy's net private saving, consisting of personal saving
plus ccrporate retained earnings, represents the share of total output
that the private sector as a whole makes available to finance new
investment beyond what is necessary simply to replace depreciating stocks
of business and residential capital. Despite substantial variation since
World war II in such factors as tax rates, price inflation, real rates
of return and income growth trends — all of which could in principle
affect saving behavior — the U.S. economy's net private saving rate has
remained very steady throughout this period (see Table 5). Its post-war
mean has been 7.2%, with a standard deviation around the mean of only 1%,
and it has displayed no significant time trend during this period (once the
data are corrected for cyclical variation). It has varied in a modestly
prqcyclical pattern, however, which accounts for the-slightly higher
than average saving rate during the 1960s and (in part) for the distin;tly
lower than average saving rate thus far during the 1980s,

If government budgets were always balanced (and if the foreign
account were balanced too), the share of the economy's output available
for net capital formation would simply be the share set aside as net
private saving. Given the experience since World War II, that would mean
a relatively steady 7% of gross national product over time. In the presence
of government surpluses or deficits, however, what is available for net
investment is net private saving plus any government surplus, or less any
government deficit.

In recent years public sector saving and dissaving has played an
increasingly prominent role in affecting the U.S. economy's overall

saving and investment balance (see again Table 5). Since the 1970s state



TABLE S

U.S. NET SAVING AND INVESTMENT, 1946-83

1946-50 1951-55 1956-60 1961-65 1966-70 1971-75 1976-80 1981 1982 1983

Total Net Saving 10.3% 6.8% 6.9%

7.4% 7.6% €.4% S.7s 5.1s 1.5% 1.1s

Net Private Saving 7.6 7.2 7.1 7.8 8.1 7.6 6.5 6.1 5.3 5.1
Personal Saving 4.0 4.7 4.7 4.3 5.0 5.6 4.2 4.6 4.1 3.3
Corporate Saving 2.6 2.5 2.4 3.5 3.1 2.0 2.3 1.5 1.2 1.8
State-Local Govt. Surplus 0.1 -0.1 -0.2 0.0 0.1 0.6 1.2 1.2 1.0 1.4
Federal Govt. Surplus 2.6 -0.3 0.0 -0.4 -0.6 -1.8 -2.0 =-2.2 -4.8 -5.4
Total Net Investment 9.6% 7.4% 6.6% 7.6% 7.3% 6.7% 5.8% 5.0% 1.5% 1.0%
Net Foreign Investment 1.4 0.1 0.5 0.8 0.2 0.3 -0.2 0.1 -0.3 -0.6
Private Domestic Investment 8.2 7.3 6.1 6.8 7.1 6.4 6.0 4.9 1.8 1.6
Plant and Equipment 3.8 2.8 2.6 2.9 4.0 3.1 2.9 3.0 1.9 n.a.
Residential Construction 3.3 3.4 3.0 2.9 2.0 2.6 2.4 1.2 0.7 n.a.
Inventory Accumulation 1.2 1.0 0.6 1.0 1.1 0.7 0.7 0.6 -0.8 -0.8
Memoranda: Capital Consumption 7.7% 8.5% 9.3% 8.5% 8.4% 9.3% 10.5% 11.2% 11,78 12.8%
Gross Private Saving 14.4 15.7 16.4 16.3 16.4 16.9 17.0 17.2 16.9 16.7

Notes: Data are averages (except for 1981-83) of annual flows, as
Data for 1983 are for first half only.
Total net saving and total net investment differ by statistical discrepancy.
Detail may not add to totals because of rounding.
Source: U.S. Department of Commerce.

percentages of gross national product.
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and local governments, in the aggregate, have run ever larger budget
surpluses on a consolidated basis, as current pension surpluses have

grown faster than operating deficits. By contrast, during this period
the budget deficits run by the federal govarﬁment have grown progressively
larger in relation to gross national product. These two trends have

been in part offsetting, but increasingly unequal. By the early 1980s the
federal government's deficit had grown far beyond the aggregate surplus

of state and local governments. Under any currently relevant projections,
it will remain so.

The U.S. economy's total net saving, consisting of the relatively
steady net private saving plus government saving or dissaving, has therefore
declined sharply since the low-deficit days of the 1950s and 1960s.

The economy's total net investment (which differs from total net saving

only by a fairly small statistical discrepancy) has, of course, declined =

in equal measure (see again Table 5). Because of a change from positive

net foreign investment on balance before the mid 1970s to negative net
foreign investment on balance thereafter, the deterioration of net
domestic investment has been less severe than that of total net investment.
Even 50, net domestic investment has declined from 6.9% of gross national

product on average during the 1960s to 6.2% on average during the 1970s,

and only 3.0% thus far during the 1980s. All components of net domestic

investment — business plant and equipment, residential construction, and
business inventory accumulation — have shared in this decline.

In the context of this his;orical experjience of the U.S. econémy's
balance of saving and investment, the implications of the current outlook

for the U.S. Government deficit are clear enqugh, 1If the deficit remains in
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the range of 4-6% of gross national product, as now seems likely, it will

absorb substantially in excess of half of the private sector's normal

net saving. 1In the absenze of a vast expansion in government saving at

the state and local level, which appears highly improbable (indeed, the

opposite is more likely), tte federal government's deficit will therefore

keep the U.S. net capital formation rate depressed throughout this period.
Once the economy returns to (or nearly to) full utilization of

its resources, this problem will bear little resemblance to the decline

in U.s. capital formation experienced during 1981-83. With ample

unemployed resources available throughout the economy, and the budget

nearly balanced on a full employment basis, it is implausible to suppose

that the federal deficit was responsible for the low rate of capital

formation during these years. The opposite is a better description, as

weakness in the investment sector both fed upon and added to weakness

elsewhere in the economy, and therefore caused tax revenues to fall and

transfer payments to rise. Even larger deficits., representing an active

fiscal response to the 1981-82 recession, would probably have led to more

capital formation rather than less in the preponderance of industries in

which inadequate product demand constituted the chief impediment to investment.
As the economy now recovers toward full employment, however, the

situation will change. Fewer unemployed or underemployed resources

will be available. Product demand will not be weak. The source of the

budget deficit will be not economic slack but a fundamental imbalance

between the government's expenditures and its revenues. In the absence

of some breuk from historical experience that is now difficult to foresee,

the continuation of large government deficits under these conditions will

then constitute a substantial impediment to capital formation. -
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why Deficits Matter: Public Versus Private Debt

An alternative way of considering the threat posed for U.S. capital
formation by these prospective federal deficits is to focus on
relationships involving the economy's stocks of assets and liabilities
outstanding. The chief regularity that stands out in the U.S. economy in
this reégard is the close relationship of the total debt outstanding, issued

by all U.S. borrowers other than financial intermediaries, to U.S. gross
national product. The U.S. economy's total debt ratio has displayed
essentially no trend, aud only a limited amount of cyclical variation,
throughout the post World War II period, More importantly for the purpose
at hand, the stability of this relationship between outstanding debt and
nmﬁnaﬁcial economic activity has not merely represented the stability
of a sum of stable parts. Neither private sector debt nor government
debt has borne a stable relationship over time to economic activity,
but their total has.

The heavy solid line at the top of Figure 1 shows the total credit
market indebtedness of all U.S. nonfinancial borrowers as of the end of
each year since the Korean War, measured as percentages of fourth-quarter

gross naticnal product, as well as the corresponding total indebtedness

as of midyear 1983, measured as a percentage of gross national product

in the second quarter of the year. The lines below divide this total into

the respective indebtedness of each of five specific borrowing sectors:
the federal government, state and local governments, nonfinancial business
corporations, other nanﬁnanciall businesses, and households.

The strong stability of the total nonfinancial debt ratio stands

out plainly in contrast to the variation of the individual sector components
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shown below. Although the total debt ratio rose sharply during the most
recent business recession, as gross naﬂoml product in the denominator
weakened while substantial credit expansion continued, data for the first
half of 1983 already show the beginning of a return toward the historical
norm of about $1.45 of debt for every $1 of gross national prodict. Tha
experience of a similar, though less pronounced, cyclicality in prior
recessions also suggests that the 1982 bulge does not represent an
interruption of the basic long-run stability. Moreover, the stability o .
the U.S. economy's total debt ratio is of longer standing than the three
decades plotted in Figure 1. With the exception of a sharp rise and
subsequent fall during the depression of the early 1930s (when much of the
debt on record had defaulted de facto), and to a lesser extent during

World War II, the total debt ratio in the United States has been roughly
constant since the early 1920s.

By contrast, the individual components of the total debt ratio
have varied in diverging ways both secularly and cyclically. In brief,
the post World War II secular rise in private debt has largely mirrored
a substantial decline (relative to economic activity) in public debt, while
cyclical bulges in public debt issuance have mostly had their counterpart
in the abatement of private borrowing. Most importantly, except only
for 1975-76 and 1980-83 — years marked by large deficits due to
recession and its aftermath, as Tables 3 and 4 show — the federal
government has reduced its debt ratio in every year to date since 1953,
although this relative debt reduction has also been slower in years

when even milder recessions have temporarily inflated the government's

deficit.
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Given the long-standing stability of the U.S. economy's total
dabt ratio, tﬁq svolution of the federal government's deabt ratio provides
8 useful perspective on the magnitude and import of the federal budget
dsficit. During the post World War II period as a whole, the federal
debt rativ has declined not just from 62.9% in 1953 but from 103.4% in
1946. 1Indeed, the 24-;29\ range in vhich the federal debt ratio fluctuated
during the 1970s, and until 1982, corresponded favorably to the 27.4%

value in 1918, The past decade has already marked an important departure

from prior experience, however. The years 1975 and 1976 were the first

since 1953 in which the government debt ratio rose, and the renewed decline
during 1977-79, which was subsequently reversed by the recession years
1980-82, was not sufficient to reduce the ratio to its 1974 low, The
government debt ratio rose still further during 1983, and current deficit

projections indicated that it will continue to do so for the foreseeable

future.
This increase in the federal government's debt ratio is relevant

to the implications of fiscal policy for private capital formation because,
in the context of a stable economy-wide total debt ratio, it represents

a useful summary measure of the net impact of federal deficits on the

environment for private financing. If the government deficit were

sufficiently small, or if either real economic growth or price inflation
were increasing the gross national product sufficiently rapidly, then

the government dsbt ratio would be falling — as it was, almost continuously,
throughout the first three decades following World War II, COonversely,

ut.mn the deficit is sufficiently large in relation to the economy's size

and growth, then the government debt ratio will be rising — as it was during

1975-76, and has been during 1980-83. Moreover, the nature of this stock"flqw
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nlatiomhi;: is that, by comparing the nominal stock of outstanding
government debt to the nominal gross national product, it implicitly allows
not only for economic growth but also for the real capital gain that the
government earns by inflating away its prior debt obligations. (An
incidental, but also helpful, result of focusing on the government debt
ratio measure is that it also readily illustrates the lack ‘of fundamental
importance to be attached to a precisely balanced government budget in a
growing economy.)

1f the economy's total outstanding debt remains approximately
stable in relation to gross national product over time, then a sustained
movement in the government debt ratio implies an offsetting movement
in the aggregate debt ratio of the private sector. A falling government
debt ratio like that experienced during 1946-74 implies a rising private

debt ratio, while a rising government debt ratio like that during 1975-76

and 1980-83 implies a falling private debt ratio. The relevance in turn

of a rising or falling private debt ratio for the economy's ability to
undertake capital formation stems from the traditionally close connection
in the United States between debt financing and net private investment,
including both homebuilding and investment in new plant and equipment,

In the absence of a major change in financing patterns, therefore,
the economy's ability to achieve a greater capital intensity — that is,
to increase its capital stock in relation to total output -— depends at

least in part on the private sector's ability to increase its debt in
relation to gross national product. Over time, however, the private

sector's debt ratio moves inversely with the government debt ratio., 1In

the end, the rise or fall of the government debt ratio is therefore likely

to be an important factor shaping the relationship between growth of the
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capital stock and growth of the economy's total output.

The shaded extensions to the "Federal Government" line plotted in
Figure 1 indicate the respective implications for the government debt
ratio associated with several familiar projections of the U.5. Government
deficit for 1984-88. Under the Administration's current services
projection, the U.S. Governme;mt's outstanding debt will rise from
33.4% of gross national product as of midyear 1983 to between 44.5% and
51.0% at the end of fiscal year 1988. Under the budget proposals
submitted by the Administration in February, "adjusted" only by
removing the "contingency tax plan" which has lately received so much
attention, the projected deficits imply increases in the government
debt ratio to between 39.5% and 42.4% at the end of fiscal year 1988.

The main point of this set of comparisons is that the ranges
for both the current services and the "adjusted Reagan" deficit projections
will continue to carry the government debt ratio further upward,
instead of returning it toward the 24.8% post-war low reached in 1974,
or stabilizing it at the 1982 level of 30.1% or even the midyear 1983
level of 33.4%. These projected further increases will raise the
government debt ratio to levels last experienced two decades or more
ago — the early 1960s under the "adjusted Reagan" projection, or the
1950s under the current services projection.

A sustained increase in the government debt ratio of anything like
tﬁese magnitudes will be unprecedented in the U.S. economy 's post-war
experience. If the economy's total dabt ratio continues to remain near
its historicel norm, this increase in the government debt ratio therefore °
implies a comparably unprecedented decline in the private sector's debt

ratio. As of midyear 1983, the debt ratios of the household and combined
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(corporate and unincorporated) nonfinancial business sectors were 53.2%
and 53.0%, nnpcctivoiy = already down from 53.9% and 54.5%, respectively,
at yearend 1982, A decline of 15-25%, applied either to households or
businesses alone or to both together, will represent a substantial re-
adjustment., The market forces (chiefly high real interest rates) which
constrain the private sector to limit its debt expansion to a slower

pPace than that of nonfinancial economic activity — and not as a temporary
retrenchment in recession, but on a sustained basis at full employment —
will probably also affect private sector capital formation,

Although a renewed depression of residential construction could
perhaps be sufficient to reduce household mortgage borrowing by enough to
absorb the entire required decline in the private sector's debt ratio,
especially under the smaller "adjusted Reagan" deficits, even that
extreme outcome would probably not permit any growth at all in the
business sector's debt ratio — nor would sacrificing homebuilding to
such an extent be desirable anyway. More probably, business debt
relative to income will also have to decline in order to make room for
the ballooning federal government debt.

. Without th; ability to raise external funds in the credit market,
the business sector will largely have to forego taking advantage of
the recently legislated investment incentives unless it tums
massively to equity financing — an unlikely prospect in light of
long-standing U.S. business financing patterns. 1In terms of the factors
directly confronting business investment decisions, the problem will
be that the increased real cost of financing (and, for some companies,

reduced availability) will outweigh the added attractiveness of new

30-228 O~—84——6
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investment due to the large favorable tax changes. After the early

stages of the current economic expansion, business net capital
formation will probably begin to decline once again.
The conclusion of this analysis from the perspective of stock-flow

relationships therefore matches the conclusion reached above on

the basis of flow~flow relationships. 1In the absence of some break from

historical patterns of economic behavior that is now difficult to
foresee, the continuation of large government deficits now projected even
for after the economy's return to full employment will constitute a

substantial impediment to the U.S. econory's net capital formation.

Some Easy But Wrong Answers

When problems are as serious as this analysis indicates

that the U.S. Government deficit problem will soon be, there are rarely

any easy answers. If there were, they would already have baen adopted

and the problem would not be so serious after all. Nevertheless, hard

problems that are resolvable only by hard policy choices almost ‘inevitably
elicit suggestions that no such tough choices are necessary, either because
some easy solution is readily available or because the ordinary course
of events will provide one on its own.

The threat to American business capital formation posed by the U.S.
Government deficit in the 1980s is no exception in this regard. Three
supposedly easy ;nswen have dominated much of the public policy discussion

of this issue to date, All are unsatisfactory,
Easy Answer #1 is that the lower tax rates legislated in the Economic

Recovery Tax Act of 1981 will sufficiently stimulate personal saving to

enable the econamy to finance both enlarged government deficits and an

increase in net capital formation.
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Such an outcome is conceivable, of course, but it is unlikely for
‘several reasons. To begin, >a priori reasoning alone cannot even
indicate the direction of the effact of higher after-tax returns on
personal saving. The reason for this seemingly startling result is
that higher after-tax yields affect the incentive to save in two

potentially offsetting ways. Higher yields increase the reward, in

terms of spending made possible later, for not spending today. This

change in the terms on which consumers may substitute future for

current spending increases the relative attraction of future spending,

and hence unambiguously encourages saving out of current income. Higher

yields also increase the rate at which savings grow, however, thereby

making it possible to maintain desired spending levels in the future

on the basis of less put aside today. This increase in lifetime total

spending possibilities enables consumers to spend more both currently

and in the future, and hence unambiguwously discourages saving out of

current income. Which of these two opposing effects is predominant can

be determined only by resort to empirical evidence. .
The problem here, however, is that the evidence on this question

is ambiguous to say the least, Many important economic relationships

have theoretically undetermined directions as well as magnitudes, but in

the case of the effect of after-tax yields on saving the available evidence

still provides essentially no ground for confidence about even the sign,

much less the magnitude, of the net effect., Some studies have shown

positive effects of a magnitude that would be meaningful in the context of
the prospective deficit probleni, while many others have shown no noticeable
effect at all. At best, relying on a large saving response to the 1981

tax changes is hardly a prudent basis for sound public policy.
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Purther, despite the rhetoric that accompanied it, the 1981 tax
bill contained few specifically targeted saving incentives, The reduction
from 70% to 508 in the maximum marginal rate applicable to "unearned"”
income applies to relatively few taxpayers, Thc.new IRA and expanded
Kesogh aecount_ provisions are potentially more important, but for many
individuals they will only affect infra-marginal rather than marginal
saving flows (and hence, by the reasoning outlined above, will unambiguously
reduce those individuals' total saving). By far the greatest part of the
persanal tax reduction enacted in 1961 and implemented during 1981-83
has ccnsisﬁed of general across-the-board rate cuts, which are unlikely
to hase much impact on saving behavior even on the wost optimistic rendering
of the available evidence.

Finally, because the projected government deficits for the balance
of the 1980s are so large, even a doubling of the personal saving rate —-
from the 1951-80 average of 4.8%, to 9,6% — would merely finance the
likely deficit, without léavinq anything in addition to increase the
economy:s net capital formation. Only an extraordinary increase in
personal saving, to magnitudes approximating that of several countries
abroad, would meet both needs. Although the reasons why the U.S. personal
saving rate is so low in comparison to that of some other countries remain
imperfectly understood, they almost certainly involve some fairly
fundamental aspects of societal arrangements vather than just marginal
tax rates. Indeed, the simple cross-country correlation of gr;wth rates
and marginal tax rates is more often positive than negative (see Table 6).

Easy Answer #2 is that a combination of large profits during the

economic expansion and the liberalized depreciation allowances legislated

in 1981 will still provide business with a sufficient internal cach flow
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TABLE 6

TAX RATES, ECONOMIC GROWTH, AND CAPITAL PORMATION

Overall Effective Average Growth Average Growth

Marginal Tax of Real Capital of Real Gross
Rate on Corporate Stock in the Domestic
Sector Incoms Corporate Sector Product
Germany 48.1% 5.1% 3.7%
United States 37.2 3.7 3.5
Swaden 35.6 4.7 3.2
United Kingdom 3.7 2.6 2,3

Notes: Growth rates are averages, per annum, for 1960-80.
Effective tax rates are based on average 1970-79 inflation rates.

Source: M.h. King and D. Fullerton, The Taxation of Income from
Capital: A Comparative Study of the U.S., U.K., Sweden
and West Germany -~ Comparisons of Effective Tax Rates,
(National Bureau of Economic Research, 1983).
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both to boost the historically small corporate saving rate and to enable
business to undertake increased net capital formation despite the likely
reduction in its relative indebtedness.

The problem here is that there is no one-for-one correspondence
between increased business cash flow and increased net investment. At
the most immediate level, the typical corporation is likely to pay out
some fraction of the increased after-tax cash flow, either by raising
dividends or by buying shares in other corporations in the course of
mergers and acquisitions. There has already been some evidence of
such activity, although corporate dividend payouts usually respond to
changes in cash flows only with a lag.

Further, even that part of the increased cash flow which corporations
retain still does not bear any direct correspondence to overall business
investment. Net private saving in the United States is quite stable as
a share of gross national product (see again Table 5). This relative
constancy suggests that, on balance, respective fluctuations in corporate
saving and in personal saving about offset one another, as shareholders
adjust their own direct saving for the saving that corporations do in .
their behalf. More sophisticated statistical analysis confirms this result,
typically indicating a personal saving respoﬁse great enough to offset
more than half of whatever variations occur in corporate saving. The
basic point is that what constrains net private investment (apart from
government and foreign deficits) is net private saving, and rearranging the
composition of net private saving is not the same as raising its total.

A closely related line of reasoning is that, because price inflation
raises the effective tax rate on business investment, the recent slowing

of U.S. inflation will reinforce the effect of liberalized depreciation
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allowances and hence boost business cash flows (and after-tax rates of
return) still further. In fact, however, recent studies have shown that
the overall effective marginal tax rate on income generated in the U.S,
corporate sector is relatively insensitive to inflation. Inflation
clearly distorts the allocati n of capital by widening the dispersion
among the different marginal tax rates applicable to different forms

of corporate sector investment. At the average inflation rate prevailing
in the United States during 1970~79, for example, the range of marginal
tax rates on income generated in the U.S. corporate sector extends from
-105% (that is, a 105% subsidy) on machinery financed by sale of debt
to pension funds and used in the commercial sector, to +111% (that is,
more than full confiscation of proceeds) on buildings financed by sale
of equity to households and used in commerce or industry. Nevertheless,
inflation does not much affect the overall tax rate in a way that would
plausibly reduce the total amount of capital formation.

Easy Answer #3 is that the United States can finance both its

gove:nmeﬁt deficit and its net capital formation with foreign capital
inflows, as investors abroad increasingly see both high U.S., interest
rates and the stable American political and economic environment as
strong attractions for their saving.

Further increases in foreign capital inflows (corresponding to a
negative net foreign investment position in Table 5) will no doubt occur.
Indeed, for 1984 it is likely that such inflows will increase to 2% or more
of U.S. gross national product — enough to finance one-half to one-third

.

of the government deficit. Morecever, such inflows do constitute a direct
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addition to the internally generated net saving available to
finance both government deficits and private domestic investment.
why, then, are still further increases in for;ign capital inflows not
the most straightforward way to deal with the problem?

Especially in the context of concerns about the U.S. economy's
international competitiveness, foreign capital inflows score points
only by giving away the game. An inflow of capital from abroad is
simply the mirror image of a balance of payments deficit on current account,
Foreigners hold an increasing amount of dollar assets (net of U.S.
holdings of foreign currency assets) because Americans are buying
more from abroad than foreigners are buying from the United States. The
resulting imbalance of payments on current account inevitably makes foreigners
net investors in dollar assets and, correspondingly, inevitably produzes

a negative U.S. net investment flow.

The direct coﬁntorpart to these capital inflows, therefore, is
exactly the deterioration in U.S. net exports which has produced such
widespread concern about American business competitiveness in recent
years. ‘The U.S. balance of merchandise trade has deteriorated from a
seenmingly invincible surplus before 1971, to a mixed pattern of relatively
small surpluses and deficits during 1971-76, to continual deficits of
$25-35 billion per year during 1977-82, to a likely deficit of $60 billion
in 1983, Because of a positive balance in services, together with substantial
net investment income, the U.S. current account balance is typically
more positive than the merchandise trade balance by $30-40 billion per
A current account deficit equal to 28 of gross national product,

Y’u.
or more than $60 billion, as is likely for 1984, therefore means merchandise
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imports in excess of exports by about $100 billion. In fact, the U.S.
merchandise trade deficit will almost certainly set a new record again
in 1984. cCapital inflows and current account deficits in the range of
5% of gross national product, as would be necessary to finance the entire
U.8. Government deficit during the remainder of the 1980s, would imply
merchandise trade deficits of $250-300 billion per annum throughout this
period — an enormous sum in comparison with the $250 billion of imports
and only $217 billion of exports traded last year.

The chief market mechanism by which these large capital flows would
hav? such devastating effects on U.S, net exports is the effect of real
cmh}nge rates on product demand and market share. If foreigners were
willing to invest in the tnited States in such volume — and, just as
improbably, if their governments were willing to permit it — their actions
would further raise the international exchange value of the dollar after
.ll.owanco for cross-country inflation differentials. The yesulting higher
real dollar exchange rate would in turn further erode the ability of
U.S. exporters to compete in world markets, and a wide variety of
other U.S. businesses to compete against foreign produce.r's for domestic
sales. In large part, this process has already accounted for much of the
accelerated decline of U.S. competitiveness since 1980.

In addition, if a policy of large foreign capital inflows were
maintained for very long, it would sharply change still further aspects
of the U.S. economy's international economic balance, like the positive
net flow of investment income, After all, borrowing from foreigners is
fundamentally different from borrowing from ourselves, The Unjted States'

total net international investment position — that is, U.S. holdings

.
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abroad less foreign holdings here — officially stood at $200 billion as

of yearend 1982, (After allowance for relevant “errors and omissions,”

the actual total was probably more like $100 billien,) Only a year or so

of net capital inflow equal to the government deficit would entirely wipe
out this net position, and subsequent inflows would increasingly make the
United States a net debtor nation.

Solving the government deficit problem with foreign capital inflows
would merely substitute a crowding out of the economy's fbreign sector,
via high real exchange rates, for the crowding out of the investment
sector that would otherwise occuar via high real interest .ntes. From the

perspective of the economy's internationl competitiveness, that would

hardly represent a satisfactory development.
In sum, none of thesa three “"easy answers” represents an adequate

response to the threat to American business capital formation posed by

the U.S. Government deficit in the 1980s. A hard problem requires harder

choices.

Tough Choices for Public Policy

what options are available, then, for preventing the U.S,
Government deficit in the 1980s from having the adverse effect
on business cap:';tal formation, and the economy's productivity and
competitiveness, that is likely under a continuation of current tax
and spending policies? The time has come — to be accurate, it is well
past due — to search seriously for ways to reduce the deficit.
To be successful, such an effort will probably require a willingness

to compromise on other objectives also valued by important constituencies.
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In terms of the balance of saving and investment, what is
required is, at the least, to reduce the deficit to 2% of gross
national product — in other words, some $84 billion on average
during fiscal years 1984-88. Deficit reduction of that magnitude
would at least restore the availability of net private saving as it
stood in the 1970s. Alternatively, in terms of the outstanding stock
of U.S. Government debt, returning the government debt ratio to its
midyear 1983 level of 33.4% by the end of fiscal ;eat 1988 would require
shrinking the deficit to $118 billion on average during 1984-88,
while returning the government debt ratio to an even 30.0% (the upper
limit of its range during the 1970s) would require shrinking the
deficit to $83 billion on average during this period. Either cutting
the absorption of net private saving to its 1970s level or
stabilizing the government debt ratio at the upper end of its 1970s
range would therefore require very majpp changes, even in comparison
with the Reagan Administration's budget proposals, not to mention
currently existing tax and spending legislation. The important question
is what changes.

The standard trio of suggested ways to reduce the federal
deficit in the medium-run future includes cutting entitlement program
benefits, slowing the scheduled acceleration in defense spending, and
eliminating either the reduction in individual income tax rates which
took effect in 1983 or the indexation of the tax code scheduled to
take effect in 1985. The magnitude of the change involved in reducing
the average 1984-88 deficit to the $84 billion level (or even $118 billion)

is such, however, that no one among these three steps would by itself be
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sufficient. On the contrary, some combination involving major elements
of all three is almost surely necessary.

Table 7 shows a decomposition of the U.S. Government budget
position (including off-budget outlays) into components roughly
corresponding to these three policy options, plus an additional expenditure
category for net interest payments, measured throughout as percentages
of gross national product. The table applies this decomposition to
the actual outcomes for fiscal year 1970 (arbitrarily selected as a
convenient benchmark), 1979 (the last in which the federal deficit did
not exceed 2% of gross national product) and 1983, as well as to the projected
average annual outcomes for 1984-88 on both the current services and
the "adjusted Reagan™ budget bases.

This decomposition shows that the substantial swelling of the
U.S. Government deficit as a percentage of gross national product during
the 1984-88 period reflects a combination of (1) a reduction in revenues
of about 1% in comparison to either 1970 or 1979; (2) an increase in
defense spending of about 2 1/2% in comparison to 1979, but not 1970;

{(3) an increase in net interest payments of about 1 1/2% in comparison
to either 1970 or 1979; and (4) an increase in all other spending of

about 4% in comparison to 1970, but not 1979. Such comparisons can

never serve to resolve issues that depend so heavily on value judgments,

of course, but they at least help to place in perspective the nature of

the policy choices to be made.
Finally, difficult as it would be to reduce the federal deficit to

$83-84 billion on average during 1984-88, even this magnitude of budgetary
change would still provide not zero absorption of private saving and a .

falling government debt ratio, as in the earlier postwar decades, but



TABLE 7

COMPOSITION OF U.S. GOVERNMENT BUDGET AND BUDGET DEFICIT, 1970-1988

Actual 1970 Actual 1979 Actual 1983 Projected 1984-88

Revenues

Historical/Current Services 19.9% 19.7s 18.6% 18.6-18.8%

Adjusted Reagan Budget - - - 19.2-19.4
pefense Expenditures . °

Historical/Current Services 8.1 5.0 6.5 7.5-7.7

Adjusted Reagan Budget - - - 1.5
Net Interest

Historical/Current Services 1.5 1.8 2.7 3.0-3.3

Adjusted Reagan Budget - - - 2.9
Other Expenditures

Historical/Current Services 10.6 14.5 15.4 14.2-14.6

AMjusted Reagan Budget - - - . 13.4-13.6
Daficit

Historical/Current Services 0.3 1.7 6.1 5.5-6.8

Adjusted Reagan Budget - - - 4.4-4.8
Notes:

pData are annual flows (for 1984-88 averages of annual flows), as percentages of annual gross national
product .

Military retired pay is included in “other expenditures,” not in defense expenditures.
Other expenditures include off-budget outlays.

Source: Office of Management and Budget, U.S. Department of the Treasury-

68
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merely a 2% abgorption of saving and a stable government debt ratio
as in the 19708 — hardly an enviable era for federal budgets,

corporate finance, net capitul formation, productivity growth, and the

U.S. economy's international competitiveness. Setting the stage for

a restoration of the more favorable pre-1970 environment is almost

- certainly beyond reach in the foreseeable future.

* *

Mr. Chairman, thank you for the opportunity to present my views
to the committee.

The CHAIRMAN. Mr. Klein.

STATEMENT OF DR. LAWRENCE KLEIN, PROFESSOR OF ECONOM-
ICS AND FINANCE, UNIVERSITY OF PENNSYLVANIA, PHILA-

DELPHIA, PA.

Dr. KLEIN. Thank you, Mr. Chairman, for asking me to come. I
would like to join the other sentiments and congratulate you on
undertaking these hearings because the issues are, indeed, very im-

portant. ,
I've submitted a statement for the record, and I simply want to

summarize some of the points made there.

There are two reasons why the deficit is a serious issue. The first
is that the deficit really is the bottom line of Government activity,
and it's a terrible bottom line that we are being presented with. I
think personally that that reflects somehow on economic efficiency
or inefficiency, and we would say that the Federal Establishment
just isn’t being run well if it’s generating a $200 billion deficit.

To some extent, the previous discussion which dealt with the
Grace Committee reports attacks that problem, but that, I think, is
on%la part of the issue.

e second reason why the deficit is very serious is that there is
great fear about crowding out of private-investment activity. Now I
presented in my report a table on what has just happened, as far
as sources and uses of funds in the economy are concerned and
what my own group, the Wharton Econometrics Group, have pro-
%ectgg for the next 2 years with regard to the sources and uses of

unds.

I think that there is an issue, and it is very important to try to
. get the facts straight. A great deal of the difficulty of the last year

has been the making of poor forecasts on the part of some people
and just using slogan words that there will be crowding out, with-
out looking at the numbers. : _

There are three reasons why there hasn’t been crowding out so
far and why we don’t expect to see crowding out in the immediate
future. The first reason is that—and it has already been mentioned
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to some extent—there is a ﬁfeat increment in retained earnings of
corporations. We expected that, and it is coming on stream. There
is also a great increment in capital recovexg lowances. That, in
articular, is due to the 1981 tax provision. But, in general, we are
aving some very big gains in funds. Those to some extent offset
the need for the Federal Government to come into the capital
market and borrow.

A second way in which we could avoid crowding out is through

accommodation, obgl the monetary authorities. There has been sig-
nificant accommodation over the last year and a half, at least com-
pared with what it was before. And we can only surmise that there
will be some continuing accommodation at least to the extent of
not letting interest rates get back to the kinds of levels that we
saw in 1981 and 1982, until the end of the summer of the latter
year.
The third reason is that there is an inflow of foreign capital.
That is primarily attributed, in many discussions, to the relatively
higher interest rates or attractiveness of interest rates in the
United States compared to other countries. But I think that view
neglects looking at the extent to which a great deal of that money
has come into the United States—as a safe haven. We can’t do any-
thing about that. We shouldn’t make ourselves an unsafe haven,
but there it is.

Just to give you some numbers, this year we should see corporate
savings up by §12 billion, and next year by about $25 billion before
it levels off. But as the increments to corporate savings level off,
then we find corporate capital consumption allowances growing
very stronglg at $20 billion this year, $28 billion estimated next
year, and $30 billion in 1985.

If the Federal Reserve authorities stick to their stated targets, as
far as monetary growth is concerned, if we have the projection of
recovery that we are making with about a 9-percent increment in
business investment and 7 percent the following year, 1985, then I
would say that there will be some slight upward growth in interest
rates, but not enough to cut off the recoverK.

Nevertheless, it 18 worthwhile asking what can you do to make
the situation better. What can you do by way of policy to bring
down the deficits?

Senator Danforth asked a question earlier—will the growth in
the economy make the problem fade away? I made calculations of
the following sort: Modeling exercises of the economy to attain 6
percent unemployment rates by 1986 through a combination of

olicies, at best could be expected to yield a deficit as low as $100

illion.
You might consider that an enormous achievement, but it still

leaves us with a very big deficit figure.

Formerly, say 5 years, 10 years ago, in undertaking such studies,
we went into strong surplus with that kind of a calculation. But
the tax system has been so weakened and cut back in the last 2 or
38 years that now an enormous effort in getting to a very favorable
figure of unemployment by 1986 still leaves us with a very signifi-
cant deficit.

Now that says that we can’t just sit back and watch it go away.
We are not necessarily likely to get to that favorable point. And
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even if we did, we would still have a very significant deficit. In my
recommendation, I would say the obvious thing to do is to change
the policy mix. The policy mix should change toward an easier
monetary policy, and a stricter fiscal policy, which would mean
some tax increases. I'm not going to take time at this moment to
recommend one particular tax increase over another. And, also,
there should be expenditure cuts. it's simple arithmetic. You've got
a difference between revenues and expenditures. You cut expendi-
tures, you increase revenues, and it's as easy as that.

But at the same time we don’t want to do that—cut expendi-
tures; increase revenues and spoil the level of economic activig:;
That would call for a compensating move on monetary policy.
an easier monetary policy with a stricter fiscal policy, would,
indeed, improve the budgetary situation, and one could find mix-
tures that would leave the level of growth where it is. ,

I think a more fundamental issue, if you are not just looking at
what you can do today or tomorrow—but the more fundamental
issue is to improve American productivity and competitiveness.
Particularly we must lower the enormous merchandise deficit that
we are faced with, externally. That balance should never be in the
neighborhood of $100 billion or $70 billion—in that range. We
~ should try to get the merchandise deficit down to about $30 billion
thrcugh, in my terminology, industrial policies that would improve

our competitiveness.
Thank you.
The CHAIRMAN. Thank you, Dr. Klein.
[The prepared statement of Dr. Klein follows:]
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The Deficit and Economic Performance
L.R. Klein

The public have been conditioned to accept a large federal deficit as an

ordinary part of the economic landscape. At first, the prospect of a $100

billion deficit and subsequently a $200 billion deficit was contemplated with
great horror and fear. The unwillingness of policy makers to do anything
about this enormous gap and the apparent economic recovery have led peovle to
accept the present deficit numbers as something that they can accept, however
reluctantly,

Since the deficit is a simple arithmetic balance between receipts and
expenditures it is clear that the only way to change the situation is to
increase revenues or decrease expenditures or have some combination of both;
it is as easy as that.

Of course, receipts or expenditures may change automatically, as a
congequence of overall economic performance, but it is surely wishful thinking
to expect that the deficit will simply wither away without our doing something
about it.

When the deficit is in the neighborhood of $200 billion, we recognize
and applaud great achievement {f it could be brought to the neighborhood of
$100 billfon, but this would be a poor target that can only be accepted in a
state of despair.

Will the deficit cause harm to the economy, perhaps even choking off the

recovery that many are relying upon to hring the deficit down? There are two

senses in which the existence of a large deficit brings harm to the economy.
In the first place, the deficit is a "bottom=line” on the books of the federal

government establishment. A good bottom~line near zero indicates that the

establishment 13 being run efficiently, much as a private company's bottom=

30-228 O—84——7
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lir~ {s used as an indicator of efficliency in the orivate sector. By forcing
adherence to overall budget balance in department after department, the chief
executive can monitor econoﬁic efficiency, for this is the executive's only

accounting measure of how well the management job is being done in the federal

establishment. We are now witnessing the worst imbalance in our peacetime

hiscory, and there is a painful lack of response to the prevailirg
inefficiency in the faderal government bureaucracy. Budgets are for the
management of enterprise in either the public or private sectors and the
failure to adhere to budgetary discipline, allowing the imbalance to soar,

must be laid at the foot of the administration.

The second source of economic harm of the deficit is its possible
“crowding out” of private investment activity in the present recovery. It is
motre than one year since the recovery began, and private investment has not
been crowded out, it is still recovering briskly and expected to continue;
therefore, we lack concrete evidence that the existence of the large
imbalancer does indeed crowd out private investment threaten the choking off
of the present recovery. Nevertheless, we still have the future to contend
with; the recovery has not yet run its full course, especially the course that
would be normal for business cycle experience, which 13 what we should
rightfully expect.

The crowding out scenario runs as follows: Large credit demands by the
federal government for the purposes of deficit financing absorbs large amounts
(some $200 billion) of funds from the money market. In order to induce
lenders to part with this sum, with due allowance for risk in an ervironment

where default has become a fact of 1ife, high interest rates must be vaid.

This will drive up the cost of capital to investors, who will then retrench

and send the economy into a relapse.
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The Wharton Forecast does not accept this scenario. It fully recognizes

the hugae borrowing requirements of the federal government -- now, as well as
from the very beginning of the present admistration's fiscal/monetary program
-~ and projects a sources and uses statement of funds flows that permit the

racovery to continue with only moderate increases in interest rates and a

steady revival of capital spending. The latter is absolutely necessary for

confirmation of the second stage of recovery. The first stage having just

been completed,

There are three factors that enable the economy to abgorb the large

credit demands of the federal government:

(1) large increments in gross national private savings, providing
corporate liauidity, especially through retained earnings and

capital consumption allowances.
(11) monetary accommodation by the Federal Reserve System

(111) an inflow of foreign capital.

All three items can be seen in the statistical summary of the sources and uses

statement as projected in the latest Wharton Forecast.

Table 1. Sources and Uses of Cross Savings
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Corpor;ic luvi;gs are moving up smartly now because overall profits are
strong in this environment of wage moderation. In the recession, this figure
declined. Now we look for increments of $12 billion this year and $25
billion next year, before leveling off in 1985, Simultaneously, capital
recovery comes alive as a result of the favorable rates of capital write-off,
that were introduced in the tax legislation of 198l. We exvect to find an
increment of $20 bdbillion this year, $28 billion next yeaf, and $30 billion in
1985. This source of funds begins to take over when the increment in
undistributed profits begins to falter.

The federal deficit is but one component of national savings. It is
inadequate to analyze the capital market situation in terms of this item

alone; the whole savings picture must be pieced together. People tend to look

e -

primarily at ﬁersonal savings flows. These afe important but pitifully small
in this country, and we make up for this deficiency by providing corporate
cash flow on a large scale. We would like to see households spend now, in any
case, in order to stimulate aggregate demand. Thre is also some increment in
the stat./local surplus, which helps a bit in 1983.

The Wharton Forecast factors in moderate growth in money aggregates
permitted by the overall policy of the Federal Resarve System. On a yearly
basis, we are looking for Ml and M2 growth within their stated bands. This is
prudent accommodation. For the near term, we see no reason why the monetary
authorities would want to jeopardize our national recovery; it is crucial to
the whole world recovery movement, and all our partners are depending on it.
Moreover, a monetary squeeze that would generate higher rates would 61ace such
an excrutiating burden on heavily indebted countries that it would put the

whole world monetary system in a state of panic, and I am sure that our

suthorities do not want to make this mistake a second time.
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Finally, there has been a large flow of foreign funds into the United
States, an increase of some $26 billion are estimated to have crossed our

shores (net) in 1983, Wharton projects an increment of $16 billion in 1984

before the total stops growing significantly., Some of these funds come in

search of high interest rates, but a great deal come in search of a safe
haven, to earn potential profits in business ventures, and to set up
production on our land in order to forestall movements towards protectionism.

This 1is the Wharton picture of the near term. We are looking for real
gains in business investment of more than 9 percent in 1984 and 7 percent in
1985. These contribute to continuing overall (estimated) cyclical recovery
rates of 5.9 percent (year-over-year) in 1984 and 3.7 percent in 1985,

The economy can move forward despite the ludicrous deficit figures. It
is an unhealthy situation inspired by the excesive tax cuts of 1981-83 and the
large scale spending programs. Again it has been a simple matter of
arithmetic == too few revenues; too much spending. ‘Hhat can be done to bring
down the deficits to more manageable levels?

Apart from the obvious techniques of raising taxes and cutting inending
we can’ seek policies that attempt to achieve a better fiscal/ monetary mix,
stimulate activity and affect the revenue/expenditure balance. Prudent tax
increases and expenditure cuts c;n do some good, but they do restrain economic
activity and thus make only limited contributions to deficit reduction.

It used to he the case, some five t ten years ago that stimulative
policies (scenarios) applied to the Wharton Model generated high employment
activities and quickly brought the federal budget towards balance. The fiscal
structure has been so severely changed since 1981 that the Model no longer has

that resiliency. Policies that aim to bring the economy to about 6 percent

unemployment by 1986 reduce the deficit from its present level of about $200
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billion to figures near $100 billion. This is no mean achievement, in the

eircumstances; although it leaves us far from balance, as in the éood old

days.

A combined monetary and exvort expansion program that would lowar
interest rates by about 200 basis points and close the merchandise deficit by

about $40 or $50 billion would be the msin ingredients of a policy mix that

would provide better growth, less unemployment, and a smaller deficit. The

deficit would fall, on the expenditure side through lower interest and

personal transfer outlays. It would expand on the revenue side through the

orovision of a better tax base.

It would not be inflationary because interest costs would fall, and
because the primary way to promote exports is through the pursuit of policies
to raise productivity by our becoming more cost effective in the world market

place. Appropriate introduction of industrial policies would be an important

measure for progress along this line of developuwent.

The CHAIRMAN. I will next call on Dr. Meltzer. And I'm hoping
when we finish the panel we might get into such questions as
whether we ought to do it in 1984 or wait until after the election.
Now maybe that’s not a judgment for you to make, but do you
think we are better off doing it earlier than later. And, second, if
we could do something in the neighborhood of $150 billion debt re-
duction package over a 4-year period, which would take effect in
1}?85,k1w%uld that have any impact on interest rates. Questions of
that kind.

Dr. Meltzer, last time you had a story about supply siders, which
I have used, which has now been attributed to me. Have you any

update on that bus accident?

STATEMENT OF DR. ALLAN MELTZER, PROFESSOR OF POLITI-
CAL ECONOMY AND PUBLIC POLICY, GRADUATE SCHOOL OF
INDUSTRIAL ADMINISTRATION, CARNEGIE-MELLON UNIVERSI-

TY, PITTSBURGH, PA.
Dr. MELTzER. I think the bus, Senator, is still in the ravine and

your committee is trying to get it out.
The CHAIRMAN. Still three empty seats?
Dr. MeLTzER. I think that’s right. There are still three empty

seats. In fact, there may be a few additional. Many of the people
who have talked so much about supply side tax cuts don’t want to
understand that a tax cut that gives the public more savings,
which are then borrowed to finance consumption in the spending
part of the budget, hasn’t really incre the net amount of
saving available to finance capital spending at all. But I don’t have
as good a story to illustrate that, I'm sorry to say, this time.
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I join all the others who have applauded you and the members of
your committee for continuing to focus attention on this very im-
portant issue. People invariably describe fiscal deficits by using
words like “unprecedented,” “massive,” “unsustainable.” It's im-
portant to continue to think about what are the options that are
available to us for reducing the fiscal deficit. :

The policies that we have pose a challenge; not just for us, but
for every developed democratic country in the world. In each of
these countries government spending rises relative to income and
rises relative to taxes. In the world economy and in the world mar-
ketplace we have not only our own deficit to be financed, but own
deficits which are large relative to the GNP’s of Germany, France,
Japan, and other countries.

he challenge for us and for everyone else in the democratic-de-
veloped world is to bring spending down. Long ago, John Maynard
Kanes, whose name is commonly associated with deficits, remarked
that what the Government spends, the public pays for. It’s oan a
matter of how those payments are to be made. The issue that
comes before this committee is not just the deficit. It is the amount
of spending, and how we choose to finance it; how much we want to
finance by selling bonds, by printing money, by taxing. What do
thosci choices do to the consumption and investment balance in the
country.

It is, in my judgment, correct to recognize that the current defi-
cit and future projections cannot be ignored. But it is wrong to
think that we should look at the deficits and say that we must
eliminate the deficit. What we have to do when we look at those
deficits is ask what is it that this country is going to do with the
resources it has. If it is going to run deficits, how should they be
financed? Should we go back to high inflation? That would be a
mistake. Should we continue to finance them with the sizable in-
creases in the Eublic debt that have been described? I believe that
!:c}llatl would be better than to return to inflation, but by no means
ideal.

Should we raise taxes to prevent the crowding out caused by
debt? Tax increases are not going to prevent crowding out. They
are going to assure it because they will make sure that the Govern-
ment gets the resources that it needs to finance the level of spend-
ing that the Government has elsewhere decided upon. And that
level of spending, currently, is mainly spending for consumption. It
f'ives for defense, which is largely current consumption. Defenses
eaves us with no large capital stock to be used for productive pur-
poses. Large amounts of spending go to health care, income secu-
rity and the like. And, of course, as we have pointed out many
times, there are large outlays for interest on the debt, and in an-
ticipation of the future years’ debt because those future debts have
an effect on real levels of interest rate and add to the burden of
financing.

The current level of spending for consumption poses serious prob-
lems, and we need to address them. But we must not look at them

rimarily as a question about whether we should have a deficit.

irst, we must look at how much income redistribution we want.
One of the main decisions that the Congress makes when it passes

the budget is who pays and who receives.
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Second, we have to decide how much public goods we want—
spending for pollution, police, defense and the like, the legitimate,
historic functions of Government, called public goods.

And, finally, Congress decides on what the consumption invest-

ment balance in the country is going to be by giving incentives to
various activities. Now when we remove taxes and encourage
saving, we do not, as I said, assure that we are going to have more
investments if the Government then borrows a large part of the in-
crease in savings to finance consumption expenditure for defense,
public goods of various kinds, redistribution to social security and
the like. If we want to get this economy back to a high growth with
low inflation, the best way to do it is to get as large as possible a
cut in those spending programs that sustain or increase consump-
tion. '
There are things which could be done that have not been done.
For example, I estimate that if we had indexed Government bonds
when the British did it, we might now be saving something on the
order of $5 to $10 billion in gross interest costs each year. If we
would lower the variability of monetary policy by improving Feder-
al Reserve control procedures, we could lower short-term interest
rates by 2 to 3 percentage points. A 2-percentage points reduction
in rates paid on the debt under 1 year is $7% billion in interest
savings per year.

The Grace Commission report suggests other savings. And many
of those savings should be made. But we cannot, I believe, end the
deficit just by those savings or solve our problems just by those sav-
ings. There must be additional cuts, I believe, in the Government’s
spending for consumption.

Thank you. :
The CHAIRMAN. I will just say as a matter of information that we

are going to have hearings on that portion of the Grace report,
over which we have jurisdiction, so they should probably come in

February or early March.
[The prepared statement of Dr. Meltzer follows:]
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Closing the Deficit

by Allan H. Meltzer
Statement Prepared for the Senate Finance Committee
December 12, 1983

Are deficits a problem? A year ago, the dominant view of Wall Street economists,
the media and prominent politicians was that deficits would produce rising inflation, slow
growth and a hesitant recovery in 1983. Interest rates could not decline, we were told, in the
face of projected Treasury borrowing. Virtually every blip in interest rates was attributed

by commentators to changing views about the possibility of financing a $200 billion deficit.
A member of the Council of Economic Advisers who suggested, at one point, that there was
no accurate or reliable evidence relating deficits to interest rates was made humble for his
apostasy.
Now that many of these forecasts have been:' shown to be wrong the
rhetoric has changed. Tub-thumping about the deficit continues, but most financial market
forecasters do not predict a prompt return to high inflation, recession, stagnation or a rise in
interest rates to the levels of 1981. The locus of concern about deficits and their effect on
interest rates and inflation has changed markedly. Now, it is the administration, or parts of it.
that expresses concern about the effects of _the deficit on interest rates, the trade balance the
level of investment and the continuatijon of the recovery into 198S.
These are important concerns. In view of the claims and counter<laims, it may be

useful to set down some of what is known about the relation of deficits to inflation, interest

rates and economic activity.

Four Propositions

Four propositions summarize some principal findings about deficits based on ex-

perience here and abroad.
First, there is no reliable evidence that the size of the budget deficit has any effect

on interest rates, and there is no reason to expect to find evidence of an effect. Interest rates
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are determined by spending decisions on one side and by decisions about asset portfolios on
the other. The size of the deficit, interest rates, income and other variables are determined
simultaneously for given tax rates. fiscal rules, monetary policy. anticipations and the like,
Studies that fail to show a relation between deficits and interest rates - and there are now
many such studies - simply confirm this implication of economic theory. There is no reason
to be surprised by these findings. But, they should not be misread. People whov look for a
relation between the size of the budget deficit and the level of interest rates are looking in
the wrong place.

Second, the way a deficit is financed affects interest rates, prices, exchange rates.
exports and imports. If the deficit is financed by issuir}g money, prices rise. Sustained high
rates of money growth permit real incomes to rise more rapidly for a time. but this effect
terminates relatively quickly and is replaced by a more lasting effect on inflation, Interest rates
rise with sustained high money growth and inflation. The dollar depreciates on the exchange
market if the domestic rate of money growth exceeds rates of money growth abroad.

In the twelve months ending June 1983, the Federal Reserve purchased 7% of the
increase in public debt held outside Treasury trust accounts. This rate of purchase required
the Federal Reserve to increase its holdings of debt by 11%. If the Federal Reserve finances
projected deficits of $200 billion per year to the same extent, money growth will remain high,
inflation will return to double digits, and market interest rates will rise.

Current deficits do not require the Federal Reserve to inflate. To prevent inflation,
the Federal Reserve must finance a smaller share of the deficit. More must be financed by
selling bonds to the domestic public or to foreigners. These sales of debt on the market raise
real interest rates. Capital flows in from abroad, attracted by the rise in real rates. The dollar
appreciates. The offset to the capital inflow is a current account deficit; exports are lower,
and imports are higher. Domestic industries that export or compete with imports have lower
sales. We buy foreign goods and services and export our bonds.

The rise in real rates does not require a rise in market rates of interest. If money
growth and inflation remain low, a decline in inflation premiums can more tl}:m offset the
effect of the debt sales on real rates. It is the rise in real rates, however, that 'causes the current
account to remain in deficit.

There are not many reliable estimates of the effect of debt on real rates of interest.

Some of my own work suggests that each one percent rise in the amount of debt held by the



i

108

public raises short-term interest rates by nine basis points. Using this estimate implies that
the approximately 25% increase in the stock of privately held public debt raised short-term
real rates by more than two percentage points in the year ending June 1983.

Third, high real interest rates raises costs for all borrowers. The Federal government,
as a major debtor. cannot avoid these costs. If after-tax real interest rates remain high relative
to the growth of real income, the real interest cost of servicing the debt can rise faster than tax
revenues; the debt can rise without limit relative to income.

A fiscal policy that requires the debt to grow without limit cannot continue. A
policy of this kind is infeasible. If the government fails to act, the public can act on its own.
Experience in countries like Chile under Allende or Argentina in the mid-seventies suggests

" that when the public becomes convinced that government lacks the determination to end the

fiscal crisis, by reducing spending or raising taxes, there is a flight from money and other
nominal assets. Tax payments are delayed, the deficit widens, interest rates and inflation rise
rapidly. In Mexico, Brazil and Argentina, we have seen a similar process operate with respect
to foreign debt.

Real interest rates cannot be measured precisely but, on reasonable measures,
current after tax real interest rates are high enough relative to the prospective growth of real
income to suggest that projected growth rates of government spending and taxes may produce a
crisis. We know that interest payments have increased relative to nominal budget receipts and
outlays for several years. Gross interest payments, in current dollars, have doubled in the last
four fiscal years.

Currently, there is no sign of a flight from the dollar or other indication that we are
on the edge of a crisis. We should not take too much comfort from that. Several other countries
have similar problems, so concerned investors may be uncertain about who will and who will
not solve the fiscal problem. There should be no doubt that our problem is serious. In the
three most recent years ending in June, private ownership of public debt rose by 13%, 15%
and 25% respectively. In contrast, for the four years ending in 1980, the average growth of
debt, measured in current dollars, is 10%. Since inflation was 10% or more in the past, the real
debt did not increase, or increased slowly. Now inflation is lower, so the growth of real debt
is much greater relative to the past.

Fourth, current fiscal policy shifts spending from investment to current consumption.

Much of the government's spending, including defense spending, is used to maintain or increase

consumption spending.
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Deficit finance is not the issue here. A central issue that Congress and the adminis-
tration must decide when they choose fiscal policy is how much they want to favor current
consumption at the expense of investment and future consumption. This decision is not
made by setting taxes alone. Deficits financed by inflation are a tax on wealth. In our tax
system this tax has fallen heavily on saving and productive capital. Deficits financed by
issuing debt allocate domestic‘and foreign saving to current consumption if. as is true in our
system, Congress and the administration choose to spend mainly for consumption.

A major problem with popular versions of supply side economics is the neglect of
government spending. The proposition that taxes affect the allocation of spending is a half
truth. It js true that taxes can shift the balance between consumption and saving. We cannot
neglect the other half of that truth -~ that the allocation between consumption and invest-
ment is not much affected if the government reduces taxes and borrows the additional saving

to finance consumption.

What Should Be Done?

Concern about fiscal policy should not focus on the narrow issue of the deficit.
Closing the deficit by increasing taxes substitutes tax revenues for bond finance, The taxes
crowd out private spending to maintain government spending. The main effect on government
outlays comes from the reduction in interes} payments resulting from the reduction in the
projected size of the debt and the fall in interest rates induced by the reduction of debt.
Any positive effect on private investment depends on the type of taxes and on the relative

effects of lower interest rates and higher taxes.
Changes in fiscal policy should be undertaken with a clear understanding of their effects

on resource allocation, Current fiscal policy encourages consumption. If the public, Congress and the

administration are content wi;h an economic expansion in which investment spending for

plant and equipment remains relatively low, debt finance can continue as long as the debt

does not rise so fast relative to output as to make the policy infeasible. If a higher rate of

investment and lower inflation is desired, Congress and the administration must reduce spending.
Most reductions in spending must come from health, pensions, social security and

defense. The relative size of these programs makes them the obvious targets if reductions in
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the aggregate are to reach $50 or $100 billion. These are not the only place for budget reductions,
however. Spending on agricultural programs has nearly doubled in the last two fiscal years.
Reducing the appropriation for agriculture to the level of fiscal 1981 would reduce spending by
$20 billion or more.

There are other opportunities that have not been exploited. The Treasury Depart-
ment has refused to consider indexation of long-term debt. As a result, they are now paying
billions of dollars of interest that could have been avoided. Between June 1981 and December
1982, the Treasury issued $170 billion in debt with more than three years to maturity at an
average interest yield in the neighborhood of 13%. Inflation'in 1983 is at least 4 or 5% below
the rates of inflation anticipated at the time much of this debt was issued. A saving in gross interest
cost of $7 to $8 billion would have been achieved in 1983 if these issues had been indexed.
And, if inflation remains low or falls, additional savings of the same, or greater, magnitude
would be achieved annually.

The computatibn overstates the true saving by neglecting taxes on interest, by
using gross rather than net interest cost and by assuming that the entire $170 billion would
have been sold as indexed debt. But the computation also underestimates potential interest
reductions that the Treasury could have achieved.

The Treasury had the opportunity to offer holders of outstanding high coupon
bonds the opportunity to exchange their bonds for indexed debt when inflation was high. If
this offer had-been made in 1981, when fears of continued inflation remained strong, it is not
unreasonable to believe that the taxpayers would now pay billions less for interest expense.

The British government introduced indexed bonds in 1981, on a limited scale, and
later opened their offers to all market participants. Currently, ten per cent of the British
debt is held as indexed bonds, so taxpayers as a group benefit from the }’all in inflation by
spending less for interest on new and older debt issues,

A further, substantial reduction in interest cost could be achjeved by reducing the
variability of monetary policy. Estimates prepared for the Treasury suggest that the increased
variability of unanticipated changes in money growth raised short-term rates in 1979 to
1982 by three percentage points. Variability had declined recently, so the risk premium in
short term rates is somewhat lower.

If improvement in monetary control reduced variability of money growth to the

average levels of the 1970s, short-term interest rates would fall approximately two percentage
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points below current levels. Currently, there is more than $370 billion of privately held

debt due within one year. A two percentage point reduction in interest cost saves approximately
§7.5 billion of interest payments annually. Additional savings would be available on longer-
term debt.

These examples are taken from one part of the government budget, the part | know
best. They suggest that opportunities for cost saving budget reductions are available if the
Congress and the administration are willing to make desirable reforms. The Grace Commission
presented a long list of additional savings. Many of their proposals also require desirable changes
in administrative practices and established ways of conducting public affairs. These opportunities
should be taken if the proposal reforms are considered desirable,

Democratic governments face the challenge of retuming to price stability within an
environment in which private firms provide high employment and use savings to finance
investment, growth and rising standards of living. I believe it is a mistake to see this challenge
as a problem of closing the deficit. It is a mistake to believe that these objectives are best
achieved by raising taxes. It is a mistake to believe that our current fiscal problems can be
solved once and for all.

The central fiscal problem in democratic societies results from the increase in the
share of our output taken by governments. This share has increased fromrdecade tc decade in
all developed, democratic countries. The challenge is to cut back that share or-keep it from
rising. To do so, the public must be willing to tolerate and the Congress and the administration

must offer reductions in spending for defense and social services as the main elements in a program

to shift resources from consumption to investment.

The CHAIRMAN. Dr. Weidenbaum, we are pleased to have you
back before the committee. I don’t know whether you are pleased,
but we are pleased to have you back and appreciate your testimo-

ny.
STATEMENT OF DR. MURRAY WEIDENBAUM, DIRECTOR, CENTER
FOR THE STUDY OF AMERICAN BUSINESS, WASHINGTON UNI-

VERSITY, ST. LOUIS, MO.

Dr. WEIDENBAUM. Mr. Chairman, I'm delighted to be back as a
private citizen.

The CHAIRMAN. There is a difference.

Dr. WeiDENBAUM. The adverse consequences of wall-to-wall defi-
cit financing at the annual level of $200 billion are, in my judg-
ment, serious in terms of interest rates, investment, foreign trade,
and economic growth. But these consequences are not so terrifying
that any way of reducing the deficit should be adopted.

Tax increases, especially those reducing saving and investment,
would be counterproductive. To increase taxes at this time is also a
confession of failure to control Government spending. There is lit-
erally a San Andreas fault in current budget policy. It is the fail-
ure to match the 1981 tax cuts with spending cuts. However we
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measure it—in real terms or percent of GNP—Federal spending is
., still a growth area of the American economy.

Opportunities for budzet savings abound in every department.
For example, a recent GAO report chastised the Department of De-
fense for not being able to spend effectively the large budget that
had been given to it. That underscores the concern I've raised re-
peatedly—that the current military buildup is so rapid that it may
not be feasible. :

The shift by the administration from 5-percent annual growth in
real military spending to 10 percent or more has never been con-
vincingly exrlamed. urely our military posture has not deteriorat-
ed in these last 8 years. A return to the 5-percent target is appro-
ﬁriate. We do not promote the national security by showing the

ussians how fast we can spend money.

On that front, I cite the frantic end-of-fiscal-year buying by the
Pentagon this fall—57,000 softballs, a 14-month supply of paper,
and piles of icecube makers, video cassette players and similar
weapon systems. [Laughter.] :

Dr. WEIDENBAUM. Turning to entitlements. The fastest growing
item is farm subsidies, which have risen by over 700 percent in the
last 2 years. There is no economic justification for dai?' subsidies,
sugar subsidies, and similar payments at the expense of consumers
and taxpayers.

And then there is the all other category. That part of the budget
recently has been elevated to sacred cow status because either the
total its declining or supposedly it’s too small to fuss with. That is a
copout. »

t us look at the specifics, such as the public works projects just
endorsed by the Senate Public Works Committee. At a time when
the Treasury is &z)iying 12 percent for its long-term money, the com- .
mittee and the Corps of Engineers are using a discount rate of less
than 8 percent. Despite that disguised subsidy, we find new projects
with the most marginal ratios of benefits to cost: 1.1, 1.08, and 1.0.
In plain English, this means that Congress is scraping the bottom
of the pork barrel. Why increase taxes to cover that sort of spend-

in? even if we label it “investment’?
have other examples in my written statement. What should be

done?
The CHAIRMAN. Do you have any on Congress?
Dr. WEIDENBAUM. Yes, I do. I mention the Love Boat bill, for ex-

ample.
_ e need a comprehensive round of spending cuts based on that
old but neglected principle—good budgeting is the uniform distribu-
tion of dissatisfaction. Not enough of the spending agencies are dis-
satisfied.
As I reflect on the budget grocess as a private citizen, it becomes
clear that there is another basic imbalance in the way Congress
considers the budget issues. Just think how much time in commit-
tee hearings is devoted to proposals for raising taxes, and how little
to specific ideas for cutting budgets. Virtually all of the appropri-
ation hearings are devoted to agency representatives defending
their increases. I suggest a radical change.
Schedule at least 1 day of public hearings for each department of
government at which the proponents of budget cuts present and

V-
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defend their ideas. The Grace Commission reports provide an ini-
tial basis. But don’t do them all at once. Do them department by
department. And include also the menus of budget cuts being pre-
pared by CBO.

Advocates of economy in government often bemoan the lack of
public support for specific budget cuts. That’s not surprising. Such
squort will only be forthcoming if the public gets the opportunity
to learn about and debate specific alternatives for achieving budget
savings. The Congress now has the opportunity to exercise biparti-
san leadership in launching that vital educational effort.

Thank you.
[The prepared statement of Dr. Weidenbaum follows:]
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THE WAY OUT OF THE BUDGEY QUANDARY
by Murray L. Weidenbaum
Testimony before the Senate Finance Commi ttee,
Washington, D.C., December 12, 1983
The prospect of wall-to-wall $200 bill{on deficits for the next several
years is one of the few dark clouds in an otherwise upbeat economic
environment. Yet these outsized budget deficits do not mean, as some
observers seem to fear, that the end of the world is approaching.
Polar alternatives and dramatic extremes are 2lways more likely to
attract public attention. The federal budget 1s no exception. On the one
hand, there are many economists and others who contend that deficits do not

matter at all. They cite as evidence the current robust recovery in the face

of $200 bi1lion of annual Treasury borrowing.
On the other hand, there 1s no shortage of financial and economic

authorities who point to the same deficit as the source of high interest
rates, large foreign trade deficits, and sluggish business investment in new
facilities. Because of these factors, they expect the recovery to lose steam
early next year. .
The more 1ikely result -- as is so frequently the case fn economic
disputations -- falls in that dull middie area. W¥hen the government runs a
deficit, that does make a difference, in both financial markets and in the
pace of business activity. But surely deficits are not the only factor that

matters. The underlying strength of the private sector is a far more basic

30-228 O—84——38
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determinant. In that regard, a strong recovery in the private economy is
underway.

According to my foggy crystal ball .. and that of most experienced
forecasters -. this recovery will last at least until the polls c1o;e that -

Tuesday 1n November 1n George Orwell's year. But the current expansion may

not be as strong or 3s long-lasting as we would 1ike. There are two major

clouds on thié economic horizon. The first is the possibility that monetary
policy will veer either to excessive tightness or to exce§sive ease. The
second danger s that fiscal or budget policy will continue $0 generate
unusually large deficits even as the economy continues to expand.

With reference the first problem area, my standard advice to the

Federal Reserve Boar. is straightforward and hardly novel. It is to follow a

path of moderate; stable, and predictable growth of the money supply. One

such sensible path is the middle of the Fed's own target range for growth in

M1, which is i dit above wnere monetary qrowth s ncw.
The sacond problem area fs the more difficult one. Let us turn to the
genesis of the budget quandary facfng the United States. To put it in a
nutshell, the fiscal problem arises~because the 1981 tax cuts have not bdeen
mgtched by the recuctions in federal spending which were inticinated when the
tax cuts were proposed in early 1981. In effect, we still have not earned tne
Surely, the view that cutting taxes was the fundamental way to
The events of recent years have

tax cuts.
control spending has proven incorrect.
underscored the 014 truth, that the only way to reduce or slow down the growth
of federal outlays is to get the Congress to appropriate less.

1 will note in passing that another possibility for dericit reduction is

to broaden the tax base. This is, of course, the bdasis for the various “ia¢
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tax proposals. However, their proponents find i1t more conveniént to stress
the pleasant or benefit side of their proposals -- tax rate reductions -
rather than the painful or cost side represented by increasing the proportion
of iné;ﬁe which s taxed. In any event, raising revenues from broadening the
tax base is as mich a tax increase as raising the rates on the existing base.

But what about all the spending cuts that have been made? On the
surface, the growth in federal spending has been slowed down in the past
several years -- in nominal terms. The substantial progress in bringing down
inflation has kept nominal spending down (but it has had a larger downward
effect on the flow of revenues from the progressive federal income tax).

Government spending in real terms is continuing to rise. The estimates
of real budget outlays for fiscal years 1982-86 contained in President
Carter's swansong budget were lower than the estimates for the same period
contained in the Reagan Administration’s most recent budget report (see Table
1). Another way of looking at the budget situation is to note that fe&eral
outlays in fiscal 1980 were 22 percenf of GNP and in 1983 they were 25
percent (see Table 2).

To be sure, tens of billions of dollars of reductions have occurred in
proposed Federal expenditures. Yet those Unprecedented cuts (mainly
reductions in proposed increases) have been made ;ntirely in a few civilian.
areas, such as grants to state and local goveraments and selected social
welfare programs. But those decreases have been more than offset by the
simul taneous rapfd expansion in military outlays, farm subsidies, and interest
payments and the continuing and almost inexorable rise in “entitlement®
The initial budget report of the new Administration (fssued in March

outlays.
1981) had a line for "unspecified savings," a large amount of budget cuts
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Table 1
COMPARISON OF THE CARTER AND REAGAN ADMINISTRATIONS'

PROJECTED BUDGET OUTLAYS FOR FISCAL YEARS 1982 TO 1986
(in billions of dollars)

1982 1983 1984 1985 1986

From President Carter's Last Budget

Nominal Outlays 739.3 817.3 890.3 967.9 1050.3

Real OQutlays (1972 Dollars) 345.0 351.7 355.4  361.2 368.8

From President Reagan's Latest Budget Review

848.1 918.3 990.9

Nominal Outlays 728.4 809.8
385.7 397.8

‘Real Outlays (1972 Dollars) 351.7 373.7 373.6

Budget of the United States Government, Fiscal Year 1982 (Washington,

D.C., Government Printing ce, January ice of
Management and Budget, Mid-Sessfon Review of the 1984 Budget

(Washington, D.C., July 25, I9837.

Source:

Table 2
FEDERAL SPENDING AND THE GNP

Federal Outlays as a
Percentage of GNP

Fiscal Year

1980 22.4
1981 22.9
1982 24.0
1983 25.2

Source: Budget of the United States Government, Fiscal Year 1984 (Washington,
D.C., Government Printing Office, January 1983).
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presumably to be specified at a future date. What ensued reminds me of the
words of the old song, "Tomorrow, I'll be leaving, but tomorrow never comes.”
1 am not attempting to identify culpability, but surely there is substantial
responsibility for the diminished ardor for budget cutting at both ends of
Pennsylvania Avenue and on both sides of the aisle.

In any event, the 1981 tax cuts have not been accompanied by comparable
spending cuts. That {s the basic fault -- a sort of S;n Andreas Fault -~ in
our current budget policy. li is the fundamental reason for the large budget.
deficits that are in prospect. When we include off-budget financing -- that
portion of government spending which Congress arbitrarily has moved out of the
budget but which must Qe covered by Treasury borrowing -- most public and
private forecasts show a continuing level of deficit financing 1n the
neighborhood of $200 billion. 1In terms of the economic impact in the next
several years, that is a’ rough neighborhood.

What should be done about those deficits? As seen from a distance, there
are two contending viewpoints in Washington, D.C. One downplays the
significance of the deficits, while the other urges tax increases to bridge
the financing gap. While neither approach is devoid of merit, both possess
basic shortcomings. My fundamental objection to them is that they both divert
attention from the third alternative that I will develop in a moment.

With reference to these first of these two views, deficits will not bring.
the end of the world, but they do matter. This economy would be muich
healthier if the deficits were half their present size. Lo#er deficits would
help achieve lower interest rates, a more competitive dollar in world markets,
and, thus, an improved outlook for the basic industries ihat have been so

hard-hit by foreign competition. Less federal borrowing would also free up
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more funds for housing and business expansfon. Although ! cannot pinpoint the
exact amounts involved, the direction of change seems clear.

On the other hand, with reference to the second viewpoint, I believe that
a genera) tax increase would be misguided. To state the matter bluntly,
deficits are not so undesirable that we should ignore the costs of proposals

to reduce them. There are ways of curbing the deficit that would do more

economic harm than good, and a general tax increase is a prime example. It
would signal to the advocates of more government spending that they now have a

clear field. But, more basically, it would reverse the beneficial effects of

the 1981 tax cuts. I call the Committee's attention to a study by Allen Sinai

and his associates in the September 1983 issue of the National Tax Journal,

which shows the positive effects of the 1981 tax cuts on saving, investment,
and economic growth. ‘
There is & third and more satisfying -- although more difficult --
response to the budget problem.facing the nation. That {s to move ahead with
a comprehensive round of budget cutting. 1 take as my inspiration the old
motto of the budget office, "Good budgeting 1s the uniform distribution of
dissatisfaction.” The_truth-of the matter {s that not enough of the spending
agencies are dissatisfied. Far too frequently, pleas for additional spending
cuts are brushed aside by pointing out that defense {s too fmportant to cut,
entitlements are too difficult to change, and the "all other" category is not
big enough to bother with. Anyone who has participated in budget reviews must
be convinced, as I am, that opportunities for serious and careful budget
pruning abound in every department, military and civilian, social and

economic. I would 1ike to 11lustrate that key point.
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Controlling Defense Spending
Let us turn to the admittedly difficult subject of defense budgeting. At

least since the early 1970s, I have written about the need to bolster our
defense capabilities. Thus, I strongly support the need for a military
bufldup. But, I do not see the desirability of exempting the defense
establishment from the rigorous budget review that civilian agencies undergo.
A recent report on the Department of Defense's budget problems by the General

Accounting Office (GAO/PLRD-83-62) underscores this point. Here is a typical

quote from the report:

Last year we also reported that DOD did not have a
well-planned strategy and priority system for applying increased
funding to 0 & M programs. As a result, funds were applied to some
programs in excess of what could be absorbed efficiently and

effectively.

DOD sti1l does not have a well-planned strategy for applying
increased funding to 0-& M programs.

GAO went on to point out specifics:

--At Fort Lee $2.7 mi11ion was recefved during September 1982 to be
obligated before the fiscal year ended on September 30. The money
was used to finance projects that had not been validated, were not
in the approved backlog, and were not in the 1982 or 1983 work

plans.

--At Fort Stewart yea.-end funding amounting to $92,000 was used to
cons:ruct a bicycle path while more mission-related projects were
not funded.

--At Little Creek Naval Amphibious Base, $300,000 was used to resurface
tennis courts, widen.sidewalks, and paint signs while roof repafr
proJect; went unfinanced.

Here 1s a sampling of other shortcomings found by GAO:
--As much as 36 percent of the flying done by Navy tactical and patrol

squadrons 1s for nontraining activities; however, the budget is
based on training for primary misston readiness.
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--Each year millions of dollars “migrate" from mission-related
programs to real property maintenance. B8ecause much of these budget
transfers occur in the last months of the fiscal year, projects of
questionable need are sometimes funded in an attempt to spend the

money before year-end.

In my own research, I have questfoneﬁ -~ not the desirability -- but the
economic feasibility of the rapid buildup on which the Pentagon has embarked.
Studies such as the GAO's confirm this concern. More recently, we have seen

)
reports of the Defense Department's rush to spend all its available money

before the fiscal year ran out on September 30, 1983. Hasty procurement moves

included buying 57,600 softballs, a 14-month supply of paper, and piles of

{ce-cube makers and video-cassette players. I suggest that tighter reins on

defense spending will do more than contribute to a smaller budget deficit.
Such improved managerial controls will solidify the necessary public support
for the continued high level of military strength that is required for the
dangerous world in which we 1ive.

The rationale for shifting from 5 percent annual growth in real military

spending, which was a key point of the 1980 Presidential campaign, to 10

percent has never been convincingly explained. Surely, our military posture

has not deteriorated in these last three years. I suggest that a return to

the 5 percent target is now appropriate. A more measured attitude to military
preparedness avoids crash programs; it opposes the view that every nickle
appropriated mist be spent at all costs. We do not promote the ngtional

security by showing the Russians how fast we can spend money.

Controlling "Entitlement" Outlays

The largest category of federal spending is the "entitlements," which are

dominated by Social Security outlays. Here I find it useful to analyze the

problem in terms of three generations. The first is represented by that of
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my father, who 1s on Social Security. For most of their working 11fe, he and

his counterparts were told that they were earning a Social Security pension.
In fact, the government set up account numbers to record all of their

contributions, and those of their employers. You and I may know that those

contributions, including the interest carned, do not begin to cover their
monthly Soctal Security checks. But the recipients do not know that nor
do they want to learn that bad news.

Frankly, I do not have the nerve to tell my own father that each month he
s receiving the economic equivalent of welfare, and I do not expect any
elected official to be more foolhardy. The inescapable fact is that this
nation has made a moral commitment to my father's generation to pay at least
the current level of monthly payments and probably some allowance to cover
inflation. Advocates of budget restraint must accept that.

But my own generation {s very different. We have the opportunity to
adjust to changes in future Social Security benefits -- provided the shifts
are phased in gradually. At least some of us are sophisticated enough to
understand that retroactive benefits, by their very nature, must represent a
hidden subsidy paid by someone else and thus are the economic equivalent of
welfare outlays. Key long-term changes in benefits are, therefore, feasible.

But the most basic changes can be made in the generation of which my
children are a part. Only recently have they left college and entered the
workforce. Retirement benefits are very far from their minds. Provided taxes
are not increased in the process, these younger people will likely go along
with a variety of reasonable changes in the entftlement programs. This
represents the long-term opportunity to reduce the welfare (or inter-

generational transfer) aspect of these outlays,
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Controlling Other Spending Programs
It has become fashionable to deduct defense and entitlement spending from

the budget total and show that the remainder is either too small to fuss with
or already declining. I find such an approach far too gross for a
satisfactory analysis of the budget quandary. It ignores the important cross-
currents that are occurring within the “"all other" category.

For example, the fastest growing area of spending in recent years is

neither entitlements nor defense. Rather, it is a component of “all other" --

farm subsidies. This category of federal spending rose from $3 billion in

1981 to $21 billion in 1983, Moreover, recent Congressional action on the
dairy program ensures that the U.S. Department of Agriculture will continue

subsidizing some of the wealthiest farmers at the expense of taxpayers and

consumers.
An effective budget restraint effort must be comprehensive. Sacred cows

are not limited to the datfry industry. Take the National Endowment for the

Humanities. To urge a cut 1n that agency surely sets you up as a “"heavy" who

cares not a whit for culture. But an examination of the details is revealing.
When I looked at how such money was to be spent in my own state, 1 found a
portion going to finance a history of each of the fourteen branches of a

municipal library. 1 do not believe that you have to be a Philistine to have

the gumption to say that such expenditures show that we have not cut too much
from civilian budgets, but far too little.

By no means do 1 intend to let the Congress off the hook. After all,
each Federal outlay {s made pursuant to an appropriation enacted by Congress.

According to a recent report, the House Rules Committee took action to

eliminate a supposed inequity: the members of the Committee were approving
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trips by members of other committees, but had not gone on any themselves. The

chairman proposed to remedy this discriminatory state of affairs -- at the

expense of the taxpayers, of course -- by a bus tour across the Potomac to

Alexandria, Virginia. That suggestion failed to win sufficient support, but

he persevered and succeeded in gaining approval for a trip to South America,

Costa Rica, and Jamaica.

I do not mean to fgnore the tax-writing committees either. In late 1982,
the New York Times reported that the Congress had adopted the “love-boat"
bi11. Professionals who like sunbathing and shuffleboard while attending
floating "seminars in the Caribbean" can now write off those so-called
business expenses -- provided they take one of the four cruise ships that fly
under the American flag. Such displays of patriotism are truly touching.

As long as Congress keeps taking actions like these, it 1s hard to expect
the executive branch to adopt a parsimonious attitude. Far more depressing,

such actions make 1t hard for the public to take our government and its budget

problems seriously.

Conclusion

There 1s plenty of blame to go around. It is the President who submitted

the $200 billion deficit budgets, and it s the Congress who {s going along
with them. Yet, 1t is the average citizen who generates the pressure for mbre
government spending -- when he or she says "I'm all for economy in

government . . . but don't cut the special project in my area or the one
benefiting my industry, because that is different.” 1 vividly recall ny
meeting with an interest group pleading for a baflout from the government.
When I said, "That's just & form of welfare," the group protested vehemently:

"Welfare is for poor people.”
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As 1 said at the outset of my testimony, this is no forecast of doom or
gloom. With an expanding economy and a rising pool of saving, the budget
deficits will, over time, shrink 'in importance. But meanwhile, 1f they force
the Federal Reserve System to maintain excessive monetary stimulus, the
deficits contribute to another round of inflation. If the Fed does not so
monetize the deficits, the resultant Treasury borrowing will keep interest
rates unduly high. Housing and business investment will increase more slowly
than would otherwise be thé case. Thus, economic growth and the rise in
1iving standards will be more modest -- unless we take the necessary course of
engaging in another round of comprehensive budget cuts.

In the current environment, an increase in taxes is a confession of
failure to control spending. Effectfve expenditure control truly requires a
bipartisan approach. When thexconservatives want to cut the social programs
in the~budget, we should support them. The public must understand the
realities of the entitlement programs: the beneficiaries are receiving far
more than they are "entitled" to under any insurance concept that links
benefit payments to contributions (including employer contributions and
earnings on both). These programs contain a major component of
subsidy -~ from workfng people to retirees.-- -

--When the liberals want to 1imit the rapid defense buildup to the generous
rate that candidate Reagan campaigned on (5% a year in real terms), we should
support them, too. - But we should part company with both groups when each
tries to use its budget savings to restore the budget cuts made by the other.
The budget quaﬁ;;ny is no arcane matter. It simply represents our

unwillingness as a nation to make hard choices. We can earn the 1981 tax cuts
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by matching them with spending cuts -- or continue to suffer the

consequences.

Recommendation

The current publfc dialogue on the budget is unbalanced. In
Congressional hearings as well as in professional publications, a great deal
of attention is given to proposals for new taxes and increases in existing
taxes. Very little consideration is given to ideas for reducing government
spending. Just compare how nuch time the tax commfttees spend examining
suggestions for increases in taxes with how 1ittle time the appropriations
commi ttees devote to considering proposals for reductions in expenditures. It
may be an underestimate to say that 99 percent of the time spent at
appropriation hearings is devoted to listening to agency representatives
defend their requests for higher budgets. ‘

The Congress now has one of those rare opportunities to redress this
imbalance. A blue ribbon commission of private citizens has just completed a
detﬁiled analysis of possibilities for reduéing federal spending. 1 am
referring to the reﬁorts of the thirty-six of so task forces of the
Presfdent's Private Sector Survey on Cost Control. To be sure, I am not now
urging adoption of the Survey's proposals, but merely a public examinatfon. I
suggest that Congress devote one day of open hearings for each department of
government during which the proponents of budget cuts could advise the
Congress - and in the process the American public.

Frankly, 1 do not know whether each of the Survey's proposals is
necessary, but I do believe that a systematfc examination of proposed budget

cuts -- department by department -- {s long overdue. The Congress might wish
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to expand the hearings to cover other suggestions for budget savings, such as
those that have been compiled by the Congressional Budget Of fice.

Advocates for economy in government often bemoan the lack of public
support for specific budget cuts. That should not be surprising. Such
support will only be forthcoming 1f the public gets the opportunity to learn
about, consider, and debate specific alternatives for achieving budget
savings. The Congress now has the opportunity to exercise bipartisan

leadership in launching this vital educational effort.

The CHAIRMAN. Thank you very much.
I am going to turn first to Senator Danforth under the early bird

rule.

Senator DANFORTH. Gentlemen, I think most citizens believe the
deficits are a serious problem, and most would like to believe that
they can be reduced to a responsible level in a painless fashion. In
Your opinion, would it be possible to bring deficits to a responsible
evel if both tax increases and entitlement changes in the formula

were placed off limit?
Dr. MELTZER. In a word, “no.”
Dr. WeDENBAUM. Definitely not.
Dr. FriEDMAN. No.

Dr. KLEIN. No.
Senator DANFORTH. Now if taxes and entitlements are not laced

off limit, that means that we, as politicians, most go to the meri-
can people and ask them to do something that hurts. That is to say
that we cannot say to the American i)eo le, hey, there is some
painless way to do this; there is some little program that doesn’t
effect you; there is some change in the government programs that
has no impact on your life.

Could you in about 1 minute each, because that’s about all the
time I have in a round of questions—could you please do your best
to explain to the American people why they should be willing to
make some sacrifice in either increased taxes or some change of en-
titlements? Most people would say, well, we are in a recovery now;
we are doing all right; unemployment is down; things are looking
fine; why should I be asked to do something that affects me in the
pocketbook?

Dr. MEeLTzER. I'll start, if I may. The basic answer is because we
want to look beyond the current recovery to the future. And the
basic issue is how much investment we are going to have. It is not
true in my opinion, and on the basis of correct economic analysis,
that the deficits will cause the economy to abort or to prevent the
recovery from continuing except under very extreme circum-
stances. So that isn’t the problem.

The issue is whether the economy is goin%v%o ﬁrow faster or
slower or whether it is going to grow at all. ether the people
who are your constituents and-whether their children are going to
have jobs at higher or lower real income. There is no magic in that.
The only way we are going to do that is by investing more. And
those investments have to come and have to be financed by private
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saving. We have to get more of our private savings to finance those

investments.

The way to do that is to cut back on the consumption which is
being financed by the government.

Now we will not do that by taxin%vAll the taxing is going to do
is to finance consumption spendin% e have to have less debt and
not more taxes and less spending for consumption. We have to cut
back on the amount of current spending—defense and nondefense
spending. And that should be something which would appeal, and
must appeal to those constituents. Otherwise, we are not going to
be able to solve the problem, Senator.

Senator DANFORTH. All right.
Dr. WEIDENBAUM. I would say that a fundamental problem is

that we haven’t earned the tax cuts of 1981 with offsetting spend-
ing cuts. And there are too many Federal spending programs that
just clearly aren’t worth it. And if I were back in Missouri—when I
am, I point out that the National Endowment for the Humanities
is financing a history of each of the 14 branches of the St. Louis
Public Library.

Senator DANFORTH. That would seem to be a painless kind of
thing. Everybody would say, oh, sure, we agree with that, and we
want to cut things that are painless. What I am asking is that if we
are saying to the American people that the numbers are so great
that you have to be willing to make a sacrifice, why should they?
How do you say to Mr. and Mrs. Average Citizen that you have to
either pay more taxes, which I understand you are not advocating,
or that you have to do something on the entitlements? That there
is something that really affects them. Not something on the St.
Louis Public Library.

Dr. WembENBAUM. If it’s an unemployed autoworker in St. Louis
or Kansas City for that matter I would ergfhasize the effect of
those deficits via interest rates, and the value of the dollar on
something very basic—the competitive position of the United
States in world markets and domestic markets

Dr. FRIEDMAN. Senator, I think that the public ought to be able
to understand the choices to be made. Life is full of opportunities
to do things that are fun while they last, but that create all sorts of
problems for the future. What we are talking about here is a set of
golicies in which we are, in effect, going to run down rather than

uild up the Nation’s capital stock. That is really the same ques-
tion as why shouldn’t the farmer eat his seed corn instead of hold-
ing it for lanting? Or shouldn’t an individual go on"a binge and
run down his life's saving, and leave nothing for paying the rent
next month? These are problems that at an individual level people
solve every day. And most mature citizens seem to handle them at
the private level pretty well. I think the problem is an educational
one of making people aware that what we face at the Government
level today is simply the equivalent of eating the seed corn or
spending the life’s saving, and that it has just the same kind of

amaging implications for the economic health of all of us that
those private actions would have for the individuals who take

them.
Senator DANFORTH. And not just for a year from now but for our

children and our grandchildren.
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Dr. FRiEDMAN. Exactly so, Senator.

Dr. KLeEIN. Well, I think the fact of the large deficits means that
we are running a very lopsided economy. It’s lopsided in terms of
the deficit numbers, in terms of the kinds of interest rates that go
with that. And while we can argue that it isn’t necessarily going to
cut off the present recovery, I think we can say that it does keep us
from lowering rates and enjoying a better growth rate over the
next decade. -

I think we are causing enormous problems throughout the world
for our partner countries, our partner countries in the democratic
alliance as well as the developing countries. And the only hope for
retting down to rates that they can live with is for us to reduce the
deficit. And there we come back to the simple problems of arithme-
tic. We have to increase revenues or decrease expenditures.

But the only way we are going to get the revenues up is to have
some tax increases. The only way we are going to get the expendi-
tures down is to attack the big expenditures. Doing those things
does not necessarily mean that we send the economy into a tail-
spin, because we can do compensating things to go along with that.
In particular, we can change monetary policy.

- Senator-DANFORTH. Gentlemen, I think one thing that people un-
derstand is that they are willing to make sacrifices for the sake of
their children. Now Professor Friedman stated this more clearl
than anybody, but is it not the case that when we build a $200 bil-
lion-deficit; adding that to the national debt, creating an additional
debt which must be serviced every year for the rest of the future of
the count{z, we are, in fact, passing on a legacK of bankruptcy to
our kids? We are creating a problem for them which they will have
to deal with year after year for as long as we have a country. That
we are not only diverting funds from capital formation today, but
we are creating a problem which will always be with us.

Isn’t the clearest way to put it to the American people whether
they want a country which is strong and solid and growing for
their chai&dren? Whether that is the kind of heritage that they want
to pass along.

r. MELTZER. Yes, Senator. I think the answer is we need more
capital; we need to salvage some of the industries that we have. I
think we have only touched on a part of the problem of the deficit
here. We have, of course, a shrinking steel industry. We have a
shrinking machine tool industry in this country. The steel industry
ma}' be going to shrink, but it doesn’t have to shrink as fast as it
is. It would shrink more slowly if we had fewer imports and more
exports from this countrir. We would get that improvement in the
steel industry if we had lower real interest rates. And we could do
that by improving our fiscal position. That would require, again,
cuts in spending.

We are not %?ing to save those industries by taxing them. We are
going to save them by cutting the amount of spending.

Dr. WemEeNBAUM. I would add the ver\y; %reat concern that it's
not just the mammoth size of that $200 billion deficit, but where
the money is going. I must admit if I thought that the defense pro-
gram, for example, was following a more feasible path and still cost
that kind of money to meet our national security needs, I wouldn’t
be criticizing it. If I thought all of the suggestions and urgings for
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infrastructure investment really contributed to the productivity of
this countrﬁ, I wouldn’t put in the needlings that I did in that
statement. But I have added up the really marginal Corps of Engi-
neer projects in that new Senate bill and, if I have got the arithme-
tic correct, it comes to over $1 billion.

To put it bluntly, that’s economic waste. Those resources would
be so much more productive in the private sector.

The CHAIRMAN. Senator Mitchell.

Senator DANFORTH. Could I ask the other two on that?

The CHAIRMAN. Oh, excuse me.

Dr. FRIEDMAN. Senator, I am very sympathetic to your statement

about the damage that we are doing to the economy we will be-
queath to our heirs. Perhaps a helpful way to bring home these
ideas to citizens everywhere is to emphasize the power of what
compound growth rates are about over onﬁ periods of time.
- In the 1880’s, Great Britain was by far the wealthiest society and
the greatest military power on Earth. And by the 1980’s, Great
Britain has become a third-class country in the industiral world in
terms of economic income levels. How did that happen? Very
simply by having a productivity growth rate approximately 1 per-
cent less than everybody else’s, sustained over 100 years. Differ-
ences that do not look big in terms of this year or next year or
even the year after start to become much larger when we talk
about a decade at a time. And by the time we get out to two dec-
ades and more, these differences can compound themselves into
overwhelmin%‘i’mfacts on our whole way of life.

Dr. KLEIN. Well, the American public were conditioned to accept
$100 billion and were reconditioned to accept $200. It's a question
of reversing that process.

You may very well have a good package for doing it. I think
what you are saying is essentially in agreement with what the pan-
elists have said, by pointinf out that they are more worried about
the medium term or the longer term and the growth prospects
than about prospects for the next year or two. And that is equiva-
lent to saying that we want to look for a better economy to pass on.
You may be able to appeal emotionally to the public by putting it
in terms of what we leave for our children and grandchildren.

The CHAIRMAN. Senator Mitchell. .

Senator MiTcHELL. Thank you, Mr. Chairman.

I think Senator Danforth’s questions were pertinent and to the
point, but incomplete because it excluded—and that really brings
to mind the institutional substantive problem we have of what do
we do with the defense budget as we are dealing with entitlements?
Raising taxes and reducing entitlements would be painful, but I
just want to tell you an instant that happened just recently. I spent
the past 2 weeks traveling from one end of my State to the other
holding meetings with all types of grou%, as many of us have.

And on the very day that Secreta einberger announced that
we needed a 21-percent increase in the defense budget, I appeared
before a group of senior citizens. And I tried as responsible as possi-
ble to discuss the problems of the medicare situation, what we are
prepared to do about it. And the very first question that set the
tone of that meetinioand every other one was: Senator, how can
you possibly talk about cutting medicare for us when we read

30-228 O—84——9
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where the President and Secretary of Defense want to raise the de-
fense budget to $305 billion. And we all know what that does.

I think Dr. Friedman’s example was an eloquent one compared
to the individual family, but the element missing is the necessary
component of shared sacrifices that is required in any Government
ip;licy of this type. And the difficulty we are having here, I think,

r. Chairman, is illustrated by your opening remarks that we are
not going to be able to do anything about the defense thing in here.
Here we are limited to having to deal with programs within our
jurisdiction. And I thought you very aptly pointed out the major
reductions we have already made, at least slowdowns in the in-
creases. Here we are dealing with further reductions, the majority
of which will come from programs under our jurisdiction. And at
the same time elsewhere in this building, elsewhere in this Govern-
ment we are confronted with the possibility of a truly massive rise
in defense spending. And the best we can do is to hope to slow it
down modestly. _ '

I know Dr. Weidenbaum mentioned that repeatedly in his re-
marks. And I commend him for it. So I would like to amend the
question and say can we do it without raising taxes, cutting entitle-
ments or cutting—and I use “cutting” in the sense not only of an
absolute reduction in which most people perceive it to be but also
slowing down the rate of increases—the defense budget.

Dr. MELTZER. I certainly have emphasized and I would emphasize
that there is no program that should be sacrosanct, Senator, and
certainly not defense. I share your view that cuts should be distrib-
uted across the budget, if necessary, uniformly across the budget to
the extent that is ;})lossible later rebuilding those programs where
Congress believed that there was some urgent need and some pro-
gram had been redueed too much. But there is certainly no case for
sparing defense.

Dr. WEIDENBAUM. I agree. And there is even a more vital point.
In the dangerous world in which we live, we have seen in the last 3
years a very basic deterioration in public support for greater de-
fense spending. And I think that a more measured approach to the
Pentagon’s budget would restore that necessary public support for
a long-run expansion in our military capability.

Senator MircHELL. Dr. Friedman.

Dr. FrRIEDMAN. I agree entirely with what you have said, Senator.
I would just like to make a comment elaborating on what Mr. Wei-
denbaum said.

I have been surprised myself at the small extent of apparent sup-
port for the speed of the administration’s proposed defense buildup
among defense industry and other major business leaders. I consid-
er that one of the interesting things I have learned within the past
few years. I would have thought before that it would be difficult to
find a level of proposed defense buildup which defense executives
would not enthusiastically support. That turns out to have been
wrong. I have found very surprisin%ly the number of defense indus-
try -executives and other business leaders who say flatly that they
believe that the proposed speed of defense buildup is too rapid to be

efficiently deployed.
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Dr. WEIDENBAUM. By the way, it shouldn’t really be surprising
because—being concerned with the long-run public support for de-
fense—they see that this is eroding that very public support.

Dr. KLEIN. But if you say we are looking for a better balanced
economy, not what I call a lopsided economy, then it makes good
sense to approach it with balanced policies. And that would mean
some in tax increase, some in entitlement slowdowns, and some in
military slowdowns. That makes a very good package.

And if we are in this altogether, there is no reason to place the
burden in one part of the economy rather than another.

Senator MiTcHELL. I would like to ask, if I might, Mr. Chairman,
just to pursue with Dr. Friedman briefly, a question because I
iagnﬁree with his views, and therefore I tend to be more interested in

em.

Why did you suggest that—you-suggested a three ‘foint program:
Reduce the growth in domestic spending, a less rapid defense build-
up, and a tax increase, and you ex%essed a preference for repeal-
ing the third year of the tax cut. Would you elaborate please on
why your personal preference was the latter in terms of a tax. Why
do gou refer that as ogposed to some other form? :

r. FRIEDMAN. The basic reason, Senator, is that I think if we
increase taxes we ought to be careful to do it in a way that least
damages saving incentives in our economy.

Now I think that there were a few elements of the 1981 legisla-
tion which are likely to have some favorable impact on saving in-
centives. For example, reducing the top marginal rate to 50 percent
I would include in that category. Also, for example, the expanded
IRA and Keogh account provisions.

But I do not believe that the broad across-the-board rate cuts
that we had put in é)lace will have any meaningful impact on
saving incentives, and I do not believe that reversing the most
recent 10-percent cut would in turn damage saving incentives. At
current rates of economic activity, looking to the current fiscal
year, that third element of the tax cut is worth about $40 billion.
As we look to a growing economy going out through the balance of
the 1980’s, it would be more nearly $50 billion per annum. That
would be a sizable contribution to be made from the tax side
toward reducing the problem we have before us. And I think it is a
convenient point that people can readily understand. We say that
in 1981 we legislated a 3-year tax cut; we took all three parts; it
was simply too much; and we are going to reverse one part out of
the three.

Dr. MeLTzER. Senator, if I may, I would like to disagree with
that. I would think that in this economy with the lowest saving
rate of any major developed economy, if we have to increase taxes,
we should choose a tax increase that would not fall on saving at
all. It should fall mainly on consumption.

Dr. FriEDMAN. I don't disagree, Senator. What Allan Meltzer just
said is quite consistent with the overall thrust of my point. The
problem is that, in our tax code as currently structured, there are
some devices that are much more damaging to saving than others.
Especially now that we have expanded IRA and Keogh provisions
for the great bulk of the taxpaying public, what we have done is to
convert the income tax into a consumption tax. And, therefore,
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higher rates on the income tax across the great majority of the tax-
paying public really do simply amount to higher rates of a con-
sumption tax.

Senator MircHELL. I know you have the least enthusiasm of the
four, I might say, for tax increases. Dr. Weidenbaum, maybe you
would want to comment on that.

Dr. WeipDENBAUM. Thank xgu. Senator.

That’s absolutely right. Why? Because in practice I see starting
off with a carefully constructed package of tax increases, which is
relatively easy to do, means you wind up soft-pedaling the more
difficult task of developing the specific spending cuts. It's much
harder to dig out the spending cuts. By placing tax increases on top
of your policy agenda, I greatly worry that you are going to wind
up with a lot of tax increase and a relatively small amount of
s%gnding cuts. What I'm really urging is reversing that-—startti:lg
off with the B'F}?ndin cuts, and then see if you can do the job total-
l¥x that way. Then if not, look for, as the two gentlemen have said,
the least worse tax increases, those on consumption rather than on
saving.

Senator MrrcHELL. Dr. Klein.

Dr. KiLEIN. I would rather recommend either cutting back or
doing away with indexing. That’s a part of the 1981 package. I
think indexing is inherently a destabilizing device, and some of the
worst experiences that we can observe in the world now are in
countries that are indexed very heavily, more than in taxes. I
think it's something we should stay away from. It gives us a very
simple formula for having a tax increase.

e CHAIRMAN. Go ahead.

Senator MITcHELL. I don’t want to hold you up, Mr. Chairman. I

just had one more, :

The CHAIRMAN. Go ahead.
Senator MrrcHELL. The one element that has been missing about

the tax increase question—and I ask both Dr. Meltzer and Dr. Wei-
denbaum, acknowledging their reluctance in that area in any
event—is the question of the timing of when tax increases would
take effect. There has been much discussion. As you know, the ad-
ministration’s budget called for $18 billion to go into effect immedi-
ately, and $46 billion to be so-called contingency to go in effect in
the third year of a 3-year cycle.

Can any of you comment briefly on what you would favor for the
timin%&)f the taking effect of angetax increase, whatever the form?

Dr. MeLTzER. If there were to be a tax increase, of course, as soon
as you announce it, thgrgresent value of that tax increase will
affect current spending. There is no way in which you can put the
tax increase off until 1986, let us say, and not have an affect on
economic activity in 1984. So that it’s only a ?uestion of how you
are going to distribute the effect. If you put all of it onto 1988, in-
vestors are going to work back to the present. They are going to
put some share on current spending. The issue about the careful
timing of tax increases is less important than it is made to be. And
I would say that there isn’t a great deal of expertise that can give a
precise answer to your question such as two-thirds of it today and
one-third 2 years from now. One reason is that we don’t know what
conditions are going to be when those tax increases actually occur.
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We can guess that there will be a recession sometime between now
and 1989 just on the basis of historical freuency.

I must add that I share Mr. Weidenbaum’s view that the worst
tax is to end the indexation. That would encoura%e Congress to gIo
back to the bad old ways of inflating its way out of these deficits. It
would solve nothing and only make the economy worse.

If there is to be a tax, the best thing to do is to have a consump-
tion tax. And I would phase it in with whatever speed you can pro-
vided you are going to have to do it. The more revenues you get,
the sooner you get them, the smaller the amount of debt. To go
back to an earlier question, you are goigﬁ, to have a smaller
amount of interest payments on that debt. The more quickly real
interest rates come down, the better our prospect of returning to a
stable, long-term growth path which is better than the one we are
on now.

Dr. WEIDENBAUM. I really worry about that, and disagree with it.
A national broad based consumption tax is such a powerful reve-
nue rajser. It will seem easy to support just another 1 or 2 percent-
age points, and you are going to wind up with a much larger public
sector than you otherwise would.

In any event, however, to get back to your timing question, un-
certainty is something that does great damage to the investment
process. So I'm not advocating tax increases, but if you are going to

.get it over with so to speak, make a decision, so that business plan-
ning can be made in the context of some certainty as to what the
tax structure is.

I do tell my classes that maybe one form of new tax that is desir-
able is the one device by Jonathan Swift, the author of “Gulliver’s
Travels.” He called it the ideal tax. It's a tax on women’s beauty,
self-assessed.

The CHAIRMAN. I thank first my colleagues who have been here
off and on during the day, and we appreciate that very much.

I can’t find agreement with the four committee members on the
panel. We have 20 on this panel, and I have got to have 11 or I
don’t go anywhere. Eleven is the magic number. And we are not
burdened with all the knowledge that you have, which is probabl,v
a good thing. It’s good that you have it, but if we had it, I wouldn’t
ever get more than one vote. So I guess mine is a practical ques-
tion. We don’t know who is right. We have had some good discus-
sions. I think it's fair to say the deficit is a matter of concern, if it
cgnt};nues to grow. Is that a fair assessment? Is there agreement on
that?

Dr. KLEIN. Even if it stays at $200?

The CHAIRMAN. Yes. Even if it doesn’t grow, it’s a matter of con-

cern.

Dr. KLEIN. I would say even $100.

The CHAIRMAN. You understand the parameters. Defense spend-
ing is off limits. It’s not really off limits. Obviously, Congress will
reduce it. We did fix social security earlier this year. I was there; I
got one of the pens; and I know it was fixed. And so we are told by
the Speaker and the President we can’t touch that, and it’s a very
sensitive political issue.

And I guess the question is, under those constraints, plus the in-
terest on the debt, even if we took back all those softballs, 57,000
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softballs that the Defense Department bought, we would still be
short of $150 billion.

Dr. WeipDENBAUM. You have to play hardball. [Laughter.]

The CHAIRMAN. Softball is good for the Defense Department be-
cause that’s all they have had ug here.

Dr. WEIDENBAUM. Precisely. But no department should be made
off limits to budget restraint. The timing is vital. The longer you
wait, the more of those defense contracts are awarded, the more
difficult and more costly it is to control military spending or any
kind of Government procurement program.

The CHAIRMAN. But let’s say that we are going to do something
on deficit reduction. And it’s questionable you are going to do it in
1984 or 1985. And we are looking at a $150 billion package, which
may or may not happen, over a 4-year period. Is there any dis-
agreement that the sooner it is done the better, or should we wait
until after the elections?

Dr. KLeiN. Economics would say do it definitely and do it fast.
Politics are different.

The CHAIRMAN. Dr. Friedman?

Dr. FrRIEDMAN. Mr. Chairman, I was puzzled by something Kou
said that seemed to imply that among the four of us there had
been a lot of disagreement. If anything, in view of the——

The CHAIRMAN. I think generally there is some, but there are dif-
ferent shades of differences, and it only takes a little shade to turn”
a “yes” vote into a “no” vote up here.

r. FRIEDMAN. But from the perspective of what the economics
rather than the politics has to say, and especially in view of the
range of the economic spectrum that you have represented on this
panel today, I find it interesting that there is essentially no dis-
agreement that the deficit ought to be reduced, and there is very
little disagreement with the idea that a broadly based program
that would combine some nondefense cuts of major magnitude and
a slowdown in the defense budget of major magnitude, and along
with that some tax increases, is a good way to go about it. If any-
thing, it is remarkable that four such diversely oriented economists
all have converged on exactly that view.

The CHAIRMAN. I think that’s accurate. I probably did misstate
the conclusion. And, of course, we are looking for the unity and
strength and agreement that we ought to do something. I guess the
primary purpose of this hearing is to try to iet people to tell us
who really understand it better than we do that time is running -
out. Now maybe it won’t run out until maybe, what, in 1985 or
some time?

Dr. WEIDENBAUM. It will be harder to control the military budget
in 1985 than in 1984. In fact, it’s hard already because of the com-
mitments made, which will have to be changed to reduce the flow
of spending from those commitments. Delivery schedules and pro-
duction schedules will have to be revised.

The CHAIRMAN. Maybe we could help Paul Volcker, which is
what Dr. Meltzer said, if, in fact, we had some fiscal restraints. It
milgilt make his job a little easier.

. MELTZER. It would make all of our jobs easier.

I would like to answer your question in a slightly different way

from the way in which perhaps some of the other panelists may
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have answered it. It does make a difference if we put a $75 billion
tax wrench into the economy in 1 year rather than another. And it
does make a difference whether we take $75 billion out of people’s
gpending. And I personally believe the deficits are a problem, but I
on’t believe they are a problem that require that kind of a
wrench. The committee’s approach, which is to phase in these
changes, and allow people to adjust to them, is exactly right. I
would think that I would like to see much more, as I have empha-
sized, on the spending side, and less on the tax side. And more in
defense than you are capable of delivering from your committee.

But with that proviso, I think the answer is you want to phase
change in so that people have a chance to acq')ust their habits and
get onto a different path. You want to make changes without caus-
ing a major wrench in the economy, which would occur if you sud-
dexlﬁy put $150 billion worth of tax and spending cuts onto the
public.

The CHAIRMAN. Even though we don’t have jurisdiction on de-
fense or agriculture, which is out of hand too—in fact, it has risen
faster than the rate in defense spending. If we could find agree-
ment on this committee, I believe the great majority would also be
on the floor and voting to cut other areas. I mean we don't shirk
from our responsibility, but we can’t do it all in this committee.
And we are not quarreling with other committess, but we can’t fj‘usxt
assume their jurisdiction. But we can help restrain the growth of
programs in our votes in the Senate.

Dr. WEIDENBAUM. Some of us on this panel really want to lighten
the load on the Finance Committee, Mr. Chairman, by emphasizing
the spending reductions. And even if it isn't an either/or, it is a
question of degree of emphasis, and I do worry when I hear about
tax increases and then the spending cuts. When I see the composi-
tion of Federal spending, that marginal spending item, which is
submarginal in any economic sense, just isn’t worth it by any eco-
nomical analysis.

The emphasis needs to be, aside from the committee jurisdiction,
the emphasis, I suggest, needs to be on the spending cuts, and any
tax increase be the residual.

The CHAIRMAN. I share that view. In fact, as I indicated in my
opening statement, 11 of the 20 members of this committee voted
a%ainst the budget resolution because it was $73 billion taxes, and
$12 billion spending reduction. And then even fewer than that
voted for the real thing when they offered a package of taxes on
the floor. About half those who voted for the numbers voted
against the real thing.

So I think there is a general feeling that it ought to be—at least
the President suggests that it ought to be contingent. Now you
can’t make it so hokey that the contingency never ha;iupens. I think
that's the other side of the coin. So we have been working with the
Congressional Budget Office and Treasury trying to come up with
some mechanism that if, in fact, you had your spending reduction
li;(lettpela‘;e’ then you would have the tax changes. Would that be

r

Dr. WEIDENBAUM. Frankly, I think so. Let me add that at a time
when it is fashionable to dump on the Congress and to criticize the
White House for failing to cut spending, the real problem, I think,
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is at this side of the table. We, educators, communicators, we
haven’t convinced the public to change their attitude from support-
ing spending cuts in general but opposing any spending cut atfect-
ing their district, their special interest. It's still foolhardy for a
Member of the Congress to run for reelection saying how much
spending he or she wants cuts in his or her district or State. When
that becomes fashionable, then we will really have succeeded in

our educational mission.

But don’t wait for that. [Laughter.]

The CHAIRMAN. Any other advice you have for those on the polit-
ical side. I mean we really appreciate your input. And I think Dr.
Friedman is right. I guess what I had 1n mind was that you would
do away with the third year; somebody else would modifyin% index-
ing. I wouldn’t want to do away with either. I might be wi lin%to
modify indexing a little bit in order to ffput: together a package, but
certainly not repeal it. So those are differences that we would have
to adjust in this committee. But I think generally there.is a con-
cern about the deficit. I think Dr. Meltzer thinks a little more flexi-
ble monetary policy might avoid some of the problem. I do believe,
though Paul Volcker hasn’t said so, that we could be very helpful if
we could tighten up a little on the fiscal side.

Anybody else on the panel want to make an closing comments?

Dr. WEIDENBAUM, One point on indexing. I think it's true tax
reform. I hope you don’t kill it. But if worst comes to worst, consid-
er postponing it for a finite time so that it can be earned by spend-
ing cuts. Thus, the public will see for once a direct relationship be-
tween those tough cuts in spending and the benefits in terms of tax
reductions.

The CHAIrRMAN. Now all of you agree that we ought to continue
base broadening or loophole closing, and there is no problem there
on the revenue side. I mean whether you have got a recession or a
recovery, if there is an egregious loophole out there, it’s like a lot
of the spending that you alluded to. We ought to address it in our
committee. And I think, according to Treasurgr, $18 billion o* this
$?fq sox;xething billion dollar package is in that category so it’s sig-
nificant. .

Dr. KLEIN. I would like to emphasize something that MurraK
Weidenbaum said. Whatever you do, be very definite. And I thin
the concept that has surfaced from time to time of contingent taxes
grovide a very poor way to go. To leave decisionmakers, business

ecisionmakers, in a state of uncertainty as to what the tax system
it is going to be is probably one of the worst things that could be

done.

The CHAIRMAN. We agreed to that earlier on.

George, do you have any more questions?

Senator MrTcHELL. No. I just want to say again, Mr. Chairman, I
think you are really doing the right thing. I would just say in re-
sponse to Dr. Weidenbaum though that I think public people are

ead of us on that. I think what they have to be persuaded of is
not that they must sacrifice, but that everyone is sacrificing. It is
the concept of shared sacrifice that is absent from the public’s
belief today. I think the overwhelmnin mtg'o;iltfr of Americans, of
whatever political status, are prepared and willing to accept and
make sacrifices if they can be persuaded that everyone else is being
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asked to do so. That’s the biggest education. It's a substantive prob-
lem, I might say.

Dr. WEIDENBAUM. That’s why I urged the hearings on every
single department and not to rule out any at the outset.

The CHAIRMAN. Well, thank you very much. We will start again
tomorrow morning at 10 with a panel consisting of Alice Rivlin,
and Herbert Stein, and we will have other panels throughout the
morning and afternoon.

Thank you.
[Whereupon, at 4:53 p.m., the hearing was recessed, and sched-

uled to reconvene at 10 a.m. on Tuesday, December 13, 1983.]




1856

DEFICIT REDUCTION PROPOSALS

TUESDAY, DECEMBER 13, 1983

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, D.C.

The committee met, pursuant to notice, at 10:02 a.m., in room
SD-215, Dirksen Senate Office Building, Hon. Robert Dole (chair-

man) presiding.
Present: Senators Dole, Baucus, and Mitchell.
[The opening statement of Senator Dole follows:]

STATEMENT OF SENATOR DOLE

I was greatly encouraged by Treasury Secretary Regan’s statement yesterday that
the Administration’s 1985 budget will include “some type” of tax increase proposal

contingent on cutting spending.
Although we will have to await further details, I believe that the Administration’s

reaffirmation of the contingency tax concept will make it considerably easier to
reach a bipartisan consensus on a major deficit reduction &»ackage early next year.
The Senate Finance Committee has been pursuing a $150 billion deficit reduction
package that will require at least one dollar in spending cuts for each dollar in reve-
nue increases. Under the Finance Committee’s pac , all taxes other than pure
loophole closers will be made expressly contingent on the targeted spending cuts ac-
tually being achieved. This will guarantee that the promxseti' spending cuts will be
in place before any new taxes are initiated.
us, the Senate Finance Committee’s contingency tax proposal sounds very simi-
lar in concept to the tax proposal that Secretary Regan now endorses. That is not
su;'grising since the Finance Committee’s contingency tax proposal is essential!gha
modification of the contingency tax advocated in the President’s 1984 budget. The
President’s 1984 contingency tax proposal contained a $5 per barrel excise tax on
crude oil. The Senate Finance Committee proposes a 2¥;-percent tax on all forms of
energy. The President’s 1984 contingency tax contained a 5-percent income tax sur-
charge on both individuals and corporations. The Senate Finance Committee’s con-
tingency proposal has a 2Y%-percent surcharge on high income individuals, a slight
modification to the tax indexing formula and a 2%-percent additional tax on corpo-

rate economic income.
Secretary Regan made it clear that the Administration will not necessarily

submit the same contingencgotax that they progomd last year. Thus, there seems to
be a great deal of room for Congress and the Administration to work out the details

of thxg; and the other elements of a mutually acceptable deficit reduction package.

The CHAIRMAN. Let me just quickly indicate that this morning
we will have three panels, two witnesses in each panel. We have
some very distinguished witnesses afain this morning. We will
meet again at 2 this afternoon. We will have a number of business
groups testifying. And then we will be in session again tomorrow
mornin%

I would just say before calling on the first Panel that I was great-
li; encouraged by Treasury Secretary Regan’'s statement yesterday
that the administration’s 1985 budget would include some ty%e of
tax increase proposal contingent on cutting spending. Although we

(185) '
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will have to wait for further details, I believe that the administra-
tion's reaffirmation of the contingency tax concept will make it
considerably easier to reach a bipartisan consensus on a major defi-
cit reduction package early next year.

The Senate Finance Committee has been pursuing a $150 billion
deficit reduction packafe that will require at least $1 in spending
reductions for each dollar in revenue increase. Under the Finance
Committee package, all taxes other than pure loophole closures
will be made expressly continﬁ.'ent on the targeted spending cuts ac-
tually being achieved. This will guarantee that the promised spend-
ing cuts will be in place before any new taxes are initiated.

us, the Senate Finance Committee’s contingency tax proposal
sounds very similar in concept to the tax proposal that Secretary
Regan now endorses. This is not surprising since the Finance Com-
mittee’s contingency tax proposal is essentially a modification of
the contingency tax advocated in the President’s 1984 budget. The
President’s 1984 contingency tax proposal contained a $5 per barrel
excise tax on crude oil; the Senate Finance Committee proposed a
2V’alw:£ercent tax on all forms of energy.

e President’s 1984 contingency tax contained a 5-percent
income tax surcharge on both individuals and corporations. The
Senate Finance Committee’s contingency proposal was a 2V-per-
cent surcharge on high income individuals, a slight modification to
the tax indexing formula. And a 2%-percent additional tax on cor-
porate economic income.

Secretary Regan has made it clear that the administration will
not necessarily submit the same contingency tax they ggoposed last
year. Thus, there seems to be a great deal of room for Congress and
the administration to work out the details of this and other ele-
ments of a mutually acc%prle deficit reduction package. I'm hope-
ful that that will be the final result.

Well, first this mornin.g we are privileged to have two witnesses
who have been before this committee a number of times. First,
Alice Rivlin, former CBO director, Economic Studies Programs,
The Brookings Institution, Washington, D.C; and Herbert Stein,
now B %enior fellow of the American Enterprise Institute, Washing-
ton, D.C. R

Alice, you want to lead off. Your entire statement will be made a
part of the record. If you can summarize, or whatever you wish to

do is fine.

STATEMENT OF DR. ALICE RIVLIN, DIRECTOR, ECONOMIC STUD-
. IES PROGRAM, THE BROOKINGS INSTITUTION, WASHINGTON,

D.C.

Dr. RivLIN. My statement is short, Mr. Chairman, and I think I

will just read it in its entirety.

I'm delighted that you are having these hearings, and I'm very
leased to be back before the Senate Finance Committee as dvou
ocus on the urgent question of how to bring the Federal budget

deficits down. I believe that the deficits now in prospect could have
serious consequences for the economy. There is a significant risk
that the high real interest rates resulting from the deficits could
cause the current expansion to stall as early as 1985. Even if this
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does not happen, the high rates will discourage the investment we
need to increase productivity and, by keeping the value of the
dollar high, reduce our competitiveness in world markets.

I believe that the Congress should act quickly, before the elec-
tion, to enact a comprehensive deficit reduction plan that slows the

owth in both domestic and defense spending, and increases

uture revenues.

One might ask: Why do anything? Right now the economy is re-
covering strongly from the deep recession of 1981 and 1982. Con-
sumers are spending at high rates, production is up, unemployment
is down, and growth seems likely to continue at least through 1984,
although at a slower rate than in 1983. So why worry? Won't the
deficit come down as the economy improves? And isn’t the deficit
stimulating the recovery anyway?

Recessions normally cause the Federal budget to go into deficit.
Revenues drop sharply as unemployment rises, and profits and in-
comes decline. Spending rises for unemployment insurance? and
other recession related programs. This automatic deficit helps cush-
ion the effects of the recession and tends to disappear as the econo-
my improves. But the deficits now in prosFect are different. They
are increasinily structural. That is, not related to the level of the
economy. If the economy continues to grow over the next several
years, revenues will indeed rise and recession related expenditures
will fall. Indeed, this is already happening.

But at the same time, with current policies, other expenditures
will rise. Increased spending for defense, entitlement Ero ams, es-
pecially medical care, and interest will keep up with the rise in
revenues and the deficits will not decline. The most recent CBO
forecast, based on quite ogtimistic assumptions about growth, infla-
tion, and interest rates, shows deficits continuing at about the $200
billion level over a 5-year period.

Won’t the fact that the Government is spending $200 billion
more than it is taking in stimulate the economy and keep the ex-
ﬁansion going? By itself, of course, it would. But the Government

as to borrow the $200 billion in the financial markets. In a recov-
ering economy, it has to compete with the private sector, which is
also seeking funds to finance the ex%ahnsion of plant and equipment
essential to an expanding economy. This competition for funds puts
upward pressure on interest rates. '

The Federal Reserve can relieve this pressure by allowing the
money supply to rise more rapidly, thereby monetizing the debt,
but only at some risk of future inflation. High deficits in an ex-
pandin%eeconomy force the Federal Reserve to make a difficult
choice between the risk of slowing or reversing the recovery, and
the risk of future inflation.

This Federal Reserve Board has brought inflation down at great
cost by limiting monetary exFansion, and seems unlikely to take
major risks of inflation reescalating substantially in the future.

e have never had a recovery at the high real rates of interest

we are now experiencing, and no one can claim to know exactly
- what will happen. At best, if the Federal Reserve is very successful
in its balancing act, the economy could continue to grow for some
time. But interest rates would remain much higher than they
would be with lower deficits. The interest-sensitive sectors of the
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economy, esi)ecially housing and investment, would likely grow rel-
atively slowly. Slow growth in investment may retard the growth
in productivity which is essential to a rising standard of living.

Moreover, high real rates of interest in the United States in-
crease the flow of foreign capital into the United States. This helps
us finance our deficit, but it also keeps the value of the dollar very
high in international currency markets. The hitghly valued dollar
in turn makes it expensive for foreigners to buy from us, and cheap
for us to buy from them. It injures both exporters and industries
that compete with imports, including such basic industries as steel,
autos, and electronics.

At best, then, hiih deficits are compatible with continued
growth, but likely to harm investment, housir;g, and our ability to
compete in world markets. At worst, the Federal Reserve could
become concerned about too rapid growth in the money supply,
tighten too hard, and precipitate another recession.

Lowerigg the deficits, on the other hand, would take the pressure
off the Federal Reserve, allow interest rates and the value of the
dollar to come down, encourage investment, and improve our com-
petitive position in world markets. Many of the pressures on Con-
gress for protectionist legislation or industrial policy would recede
in a world of lower interest rates and more favorable exchange
rates. Lower interest rates would also reduce the cost of servicing
the Federal debt, which has become a huge and growing item in
the Federal budget. World interest rates would follow the U.S.
.rates down, and ease some of the burden on debt-ridden Third
World countries.

The United States has chosen a high deficit, high interest rate
policy in preference to a low deficit, low interest rate policy. For a
country which is worried about its level of investment and produc-
tivity, its competitiveness in world markets, the health of its basic
industries, and the ability of Third World nations to pay their
debts to its banks, this is the wrong choice.

Moreover, not all the reasons for concern about the deficits are
strictly economic. You should pardon such an old-fashioned senti-
ment, but I believe that people and businesses and Government
should live within their means. This certainly does not rule out

rudent borrowing. Individuals with good incomes should borrow to
inance houses and cars. Businesses in sound shape should borrow
for capital expansion. The Government should borrow to offset the
impact of bemﬁorary economic setbacks on the economy. But a gov-
ernment which is running a rising structural deficit in an improv-
ing economy and adding rapidly to the burden of its interest
charges is not setting an example of prudent management.

But why act now? No one would seriously propose bringing the
deficit to zero in 1 year. The problem is too large to be solved im-
mediately. The required increase in taxes and spending would be
too disruptive. What is needed is a firm plan to bring the deficit
down substantially over several years and enable interest rates and
the value of the dollar to fall gradually at the same time.

The time to enact such a plan is now. The economy is growing
strongly. A phased program of tax increases and spending cuts
could be absorbed without risk to continued expansion. Reduction
in interest rates and more favorable exchange rates would stimu-
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late investment, housing, and net exports, offsetting the slower
growth and consumption in government spending, and insuring
more balanced and sustained growth.

Waiting until after the election, which realistically means mid-
1985, to enact such a plan is risky. No one can be sure that the
expansion will continue to be vigorous for another 18 months, espe-
cially in the face of high real interest rates. Recent recoveries have
. tended to be short. One could not have a high degree of confidence
in a prediction that this one would be likely to be going strong well
into its third year. It seems more likely that by the spring of 1985
growth will have slowed substantially and perhaps even turned
negative. If the economy is sluggish or entering recession, it would
be both economically undesirable and politically impossible to raise
taxes or cut spending in order to reduce the deficit. Waiting until
1985 to take action on the deficit entails the risk of having to wait
until after the next recession.

What to do? The deficits in grospect have no single cause and
should have no single cure. To blame the deficit problem solely on
tax cuts or defense spending increases or domestic spending growth
is to oversimplify recent history. Over the last two decades the Fed-
eral Government took on substantial new spending responsibilities
in the domestic arena. Spending for nondefense programs rose
from about 9 percent of the gross national product in 1961 to about
16 percent in 1976. Most of this increase was for payments to indi-
viduals, especially social security and other pensions, and for
health care for the aged, .:.: disabled, and the impoverished.

For a while, we paid for these increases in part by shifting re-
sources out of defense. Qutlays for defense declined from 9 percent
of gross national product in 1961 to about 5% in 1976. But in the
late 1970’s we began the expensive process of modernizing our
Armed Forces and reversed the decline in defense spending. We
paid for simultaneous increases in defense and domestic spending
by allowing Federal revenues as a percent of gross national product
to creep up, mostly through the impact of inflation on a progres-
sive income tax.

Then we ran out of patience with high taxes and cut tax rates
substantially. We also cut dome.  pending significantly, but not
bgoenough to offset the combined increases in the deficit brought
about by tax cuts, defense spending increases, and continued in-
creases in entitlement spending and interest charges on the debt.

That’s how we got the deficits. What can we do about them?
Recent CBO projections suggest that without further action of the
Congress, the deficit for fiscal year 1986 is likely to be about 4.4
percent of the gross national product in that year. My guess is that
this is optimistic, but it’s a good starting point. Reducing this 1986
deficit to 2 percent of the gross national product, the ratio that was
obtained in 1981, would be an ambitious but not unreasonable goal.
It would imply cutting the deficit to about $84 billion in fiscal year
1986 or finding about $100 billion in spending reductions or reve-
nue increases in that year.

Such a program is only realistic if the Congress acts decisively
earli in the next session. It would send a strong signal to financial
markets and the voting public that the Congress is determined to
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reduce deficits, and it could bring about substantial preelection re-
ductions in interest rates.

Such a plan would have to be extremely simple and perceived as
fair. It would have to spread the pain over a large number of tax-
payers and recipients of Government spending so that no one
group or type of program bore the brunt. It would have to be per-
ceived as an emergency belt tightening, in which everyone is asked
to aﬁive up something. And not as an effort to restructure the Fed-
eral tax system or redesign Government spending programs.

I share the widespread view that Government spending programs
both defense and domestic could be made more effective and that
the Federal tax system could be redesigned to make it both fairer
and more conducive to balanced economic growth. With respect to
taxes, for example, I believe that either of two types of major tax
reform—a substantial shift to consumer taxation or broadening the
base of the income tax with a lowering of the rates—could give us
a substantially better tax system than we have now.

Over the next several years I believe that we should move in one
of these two directions. But doing so will take time and thought
and serious deliberation in this committee and elsewhere. The defi-
cit crisis is too urgent to be put off until that deliberative process
can bring us an improved tax system.

Therefore, I believe it’s appropriate to enact a near-term tempo-
rary revenue increase in a way that would not involve restructur-
ing the tax system through, for example, an income tax surcharge
or a delay of indexing, or both.

Let me make it clear that I do not rfﬁard either of these sugges-
tions as desirable long run tax policy. They would, however, be leg-
islatively simple across-the-board ways of raising temporary reve-
nue while the more difficult process of restructuring the tax
system proceeded.

Similarly, on the spending side, I believe a spending reduction
package to be enacted in the next session of Congress would have
to consist of rather arbitrary across-the-board cuts, some of which
might be of a temporary nature pending restructuring of major
programs. For example, a moratorium on cost-of-living increases in
all programs might be combined with a moratorium on medical fee
increases in medicare and medicaid, and a percentage cut in other
appropriations, including defense, in which the size of the cut was
related to the rapidity with which the program has been growing.
Such a program might seem draconian, but its size should not be
exaggerated. According to CBO estimates, Government spending
will be close to $1 trillion in 1986. Cutting $50 billion from this an-
ticipated spending level would involve cutting about 5§ percent of
Government spending and would still leave that spending at more
than 22 percent of the gross national product.

Similarly, on the tax side, a tax increase of $50 billion in 1986
would increase revenues about 6 percent, would bring revenues as
a Yercent of gross national product back up to 20 percent, but still
below the 21 percent it reached in 1981.

Enactment of such a program would only be ible if there
were a strong will in the Congress to show that the Congress can
function effectively and responsibly to solve serious problems. I be-
lieve that the risk of delaying action on the deficits is great enough
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to justify a maximum effort on the part of the Congress. I also be-
lieve that the conventional wisdom about the politics of the situa-
tion may be wrong. It’s just possible that the voters would admire
and reward a courageous demonstration of bipartisan determina-
tion to get the finances of the U.S. Government back on a sound
footing.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you.

[The prepared statement of Dr. Rivlin follows:]

30-228 O—84—-10
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Mr. Chairman:
I am delighted to be back before the Senate Finance

Committee as you focus on the urgent question of how to
bring the federal budget deficits down. I believe that

the deficits now in prospect could have serious consequences
for the economy. There is significant risk that high real
interest rates resulting from the deficits could cause the
current expansion to stall as early as 1985. Even if this
does not happen, the high rates will discourage the invest-
ment we need to increase productivity and, by keeping the
value of the dollar high, reduce our competitiveness in
world markets. I believe that the Congress should act
quickly--before the election--to enact a comprehensive deficit
reduction plan that slows the growth in both domestic and

defense spending and increases future revenues.

Why Do Anything?

Right now, the economy is recovering strongly from the
deep recession of 1981-82. Consumers are spending at high
rates, production is up, unemployment is down, and growth
seems likely to continue at least through 1984, although at a
slower rate than in 1983. So why worry? Won't the deficit
come down as the economy improves? And isn't the deficit

étimulating the recovery anyway? ,
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Recessions normally cause the Federal budget to go into
deficit. Revenues drop sharply as unemployment rises and
profits and incomes decline. Spending rises for unemployment
-insurance and other recession-related programs. This
automatic deficit helps cushion the effects of the recession
and tends to disappear as the economy improves.

But the deficits now in prospect are different. They
are increasingly "structural," that is, not related to the
recession. If the economy continues to grow over the next
several years, revenues will indeed rise and recession-
related expenditures will fall. 1Indeed, this is already
happening. But, at the same time, with current policies,
other expenditures will rise. Increased spending for defense,
entitlement programs (especially medical care), and interest
will keep up with the rise in revenues, and the deficits
will not decline. The most recent CBO budget forecast,
based on quite optimistic assumptions about growth, infla-
tion, and interest rates, shows deficits continuing at about
the $200 billion levél over a five-year period.

Won't the fact that the Government is spending $200
billion more than it is taking in stimulate the economy and
keep the expansion going? By itself such spending would be
a stimulus, but the Government has to borrow the $200
billion in the financial markets. In a recovering economy

it has to compete with the private sector which is also
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seeking funds to finance the expansion of plant and equip-~
ment essential to an expandiné economy, This competition
for funds puts upward pressure on interest rates. The
Federal Reserve can relieve this pressure by allowing the
money supply to rise more rapidly (thereby monetizing the
debt), but only at some risk of future inflation. High
deficits in an expanding economy force the Federal Reserve
to make a difficult choice between the risk of slowing or
reversing the recovery and the risk of future inflation.
This Federal Reserve Board has brought inflation down at great
cost by limiting monetary expansion and seems unlikely to
take major risks of inflation re-~escalating substantially
in the future.

We have never had a recovery at the high real rates of
interest we are now experiencing, and no one can claim to
know exactly what will happen. At best, if the Federal Reserve
is very successgsful in its balancing act, the economy could
continue to grow for some time, but interest rates would remain
much higher than they would be with lower deficits. The
interest-sensitive sectors of the economy, especially housing
and investment, would likely grow relatively slowly.. Slow
growth in investment may retard the growth in productivity
which is essential to a rising standard of living.

Moreover, high real rates of interest in the United States

increase the flow of foreign capital into the United States.
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This helps us to finance our deficit, but also keeps the
value of the dollar very high in international currency
markets. The highly valued dollar, in turn, makes it
expensive for foreigners to buy from us and cheap for us to
buy from them. It injures both exporters and industries
that compete with imports, including such basic industries
as steel, autos, and electronics.

At best then, high deficits are compatible with continued
growth but with likely harm to investment, housing, and our
ability to compete in world markets. At worst, the Federal
Reserve could become concerned about too rapid growth in the
money supply, tighten too hard, and precipitate another
recession.

Lowering the deficits, on the other hand, would take the
pressure off the Federal Reserve, allow interest rates and
the value of the dollar to come down, encourage investment,
and improve our competitive position in world markets.

Many of the pressures on Congress for protectionist legislation
or "industrial policy" would recede in a world of lower interest
rates and more favorable exchange rates. Lower interest

rates would also reduce the cost of servicing the federal

debt, which has become a huge and growing item in the federal
budget. World interest rates would follow the U.S. rates

down and would ease some of the burden on debt-ridden Third

World countries.
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The United States.has chosen a high~deficit, high~
interest rate policy in preference to a low-deficit,
low~interest rate policy. For a country which is worried
about its level of investment and productivity, its
competitiveness in world markets, the health of its basic
industries, and the ability of Third World nations to pay
their debts to its banks, this is the wrong choice.

Moreover, not all the reasons for concern about the
deficit are strictly economic. You should pardon such an
old-fashioned sentiment, but I believe that people,
businesses, and governments should live within their means.
This certainly does not rule out prudent borrowing.
Individuals with good incomes should borrow to finance
houses and cars, businesses in sound shape should borrow
for capital expansion, the government should borrow to off-set
the impact of temporary economic set-backs on the economy.
But a government which is running a rising structural
deficit in an improving economy and adding rapidly to the
burden of its interest charges, is not setting an example
of prudent management.

Why Act Now?

No one would seriously propose bringing the deficit to
zero in one year. The problem is too large to be solved
immediately. The required increases in taxes and cuts in
spending would be too disruptive. What is needed is a firm

plan to bring the deficit down substantially over several years



148

and to enable interest rates and the valué of the dollar to
fall gradually at the same time.

The time to enact such a plan is now. The economy is
growing strongly. A phased program of tax increases and
spending cuts could be absorbed without risk to continued
expansion. Reduction in integest rates and more favorable
exchange rates would stimulate investment, housing, and
net exports, off-setting the slower growth in consumption
and government spending and insuring more balanced and
sustained growth.

Waiting until after the election--which realistically
means mid-1985--to enact such a plan is risky. No one can
be sure that the expansion will continue to be vigorous for
another 18 months, especially in the face of high real interest
rates. Recent recoveries have tended to be short. One should
not have a high degree of confidence in a prediction that
this one will still be going strong well into its third year.
It seems more likely that, by the Spring of 1985, growth will
have slowed substantially, and perhaps even turned negative.

If the economy is sluggish or entering recession, it
would be both economically undesirable and politically
impossible to raise taxes or cut spending in order to reduce
the deficit. Waiting until 1985 to take action on the deficit

entails the risk of having to wait until after the next

recession.
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What to Do?

The deficits in prospect have no single cause and should
have no single cure. To blame the deficit problem solely
on tax cuts, or defense spending increases, or domestic
spending growth is to oversimplify'recent history. Over the
last two decades, the Federal Government took on substantial
new spending responsibilities in the domestic arena.
Spending for nondefense programs rose from about 9% of the
gross national product in 1961 to about 16% in 1976. Most
of this increase was for payments to individuals, especially
social security and other pensions, and for health care
for the aged, the disabled, and the: impoverished. For a while
we paid for these increases by shifting resources out of
defense~--outlays for defense declined from 9% of gross
national product in 1961 to 5.5% in 1976. But in the late
1970's we began the expensive process of modernizing our
Armed Forces and reversed the decline in defense spending.
We paid for simultaneous increase in defense and domestic
spending by allowing federal revenues as a percent of gross
national product to creep up, mostly through the impact of
inflation on a progressive income tax. Then we ran out of
patience with high taxes and cut tax rates substantially.
We also cut domestic spending significantly, but not by
enough to off-set the combined increases in the deficit
brought about by tax cuts, defense spending increases, and
continued increases in entitlement spending and interest

charges on the debt. That's how we got the deficits; what can we

do about them?
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Recent CBO projections suggest that without further
action of the Congress, the deficit for fiscal year 1986 is
likely to be about 4.4% cf the gross national product in
that year. My guess is that this is optimistic, but it is
as good a starting point as any. Reducing this 1986 deficit
to 2% of the gross national product--the ratio that was obtained
in 1981~-would be an ambitious but not unreasonable goal.
It would imply cutting the deficit to about $84 billion
dollars in fiscal year 1986, or finding about $100 billion
in spending reductions or revenue increases in that year.
Such a program is only realistic if the Congress acts
decisively early in the next session. It would send a strong
signal to financial markets and the voting public that
Congress is determined to reduce deficits and it could bring
about a substantial pre-election reduction in interest rates.
Such a plan would have to be extremely simple and perceived
as fair. It would have to spread the pain over a large number
of taxpayers and recipients of government spending so that
no one group or type of program bore the brunt. It would have
to be perceived as an emergency belt tightening, in which
everyone is asked to give up something, and not as an effort to

restructure the federal tax system or redesign government spending

programs,
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I share the widespread view that government spending
programs, both defense and domestic, could be made more
effective and that the federal tax system could be redesigned
to make it both fairer and more conducive to balanced
economic growth, With respect to taxes, for example, I
believe that either of two types of major tax reform--a
substantial shift to consumer taxation or broadening of the
base of the income tax with a lowering of the rates--could
give us a substantially better tax system than we have now.
Over gﬁg_nsffﬂseveral years, 1 believe we should move in
one 'of these two directions, but doing so will take time,
thought, and serious deliberation in this Committee and
elsewhere. The deficit crisis is too urgent to be put off
until that deliberative process can bring us an improved tax
system. Therefore, I believe that it is appropriate to enact
a near-term temporary revenue increase in a way that would
not involve restructuring the tax system, through, for
example, an income tax surcharge or a delay of indexing
or both. Let me make clear that I do not regard either
of these suggestions as desirable long-run tax policy.

They would, however, be legislatively simple across-the-
board ways of raising temporary revenue while the more
difficult process of restructuring the tax system proceeded.

Similarly, on the spending side, I believe a deficit
reduction package to be enacted in the next session of Congress -

would have to consist of rather arbitrary across-the-board
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cuts, some of which might be of a temporary nature pending
restructuring of major programs. For example, a moratorium

on cost-of-living increases in all programs might be combined
with a moratorium on medical fee increases in Medicare and
Medicaid and a percentage cut in other appropriations (including
defense), in which the size of the cut was related to the
rapidity with which the program has been growing.

Such a program might seem draconian, but its size should
not be exaggerated. According to CBO estimates, government
_ spending will be close to a trillion dollars in 1986. Cutting
$50 billion from this anticipated spending level would involve
cutting somewhat less than 5% of government spending and would
still leave spending at more than 22% of gross national
product. Similarly, on the tax side, a tax increase of $50
billion in 1986 would. increase revenues about 6% and would bring
revenues as a percent of gross national product back up to 20%
or still below the 21% reached in 1981,

Enactment of such a program would only be possible if
there were a strong will in the Congress to show that the
Congress can function effectively and responsibly to solve a
serious problem. I believe that the risk of delaying action
on the deficits is great enough to justify a maximum effort
on the part of the Congress. I also believe that the conven-
tional wisdom about the politics of the situation may be wrong.
It is just possible that the voters would admire and reward a
courageous demonstration of bipartisan determination to get the

finances of the United States Government back on a sound

footing.
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The CHAIRMAN. Dr. Stein, we will hear from you.

STATEMENT OF DR. HERBERT STEIN, SENIOR FELLOW,
AMERICAN ENTERPRISE INSTITUTE, WASHINGTON, D.C.

Dr. STEIN. Is my microphone on?

The CHAIRMAN. Those are not very good mikes. You have to have
it very close.

Dr. SteIN. All right. Why don’t I borrow this one.

Well, Mr. Chairman, I first want to congratulate the members of
the committee on giving up part of their recess to work here on the
extremely serious budgetary problem facing the country.

I have submitted to the committee an article that I wrote for the
American Enterprise Institute called “Controlling the Budget Defi-
cit: If Not Now, Why? If Not Us, Who?” And I would like to have
that included in the record.

The CHAIRMAN. It will be made a part of the record.

[The article from Dr. Stein follows:]
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December 1983

Controlling the Budget Deficit:
If Not Now, When? If Not Us, Who?

Herﬁert Stein

Our present sitbation with respect to the budget deficit
would be laughable if it were not serious. We now face
the prospect of the largest deficit, relative to GNP, in
peacetime history. That is happening under the most
conservative administration ¢f the past fifty years—
one that had promised to bring the budget into balance
by now and that a year ago was promoting a constitu-
tional amendment requiring the budget to be balanced.
No one has a good word to say for the deficit. But no
one has much confidence that the deficit will soon be
eliminated or even greatly reduced. Although people
talk as if they believe the deficits do harm, there is
much disagreement and vagueness about what and how
much harm they do. The secretary of the treasury,
traditional watchdog of the nation's credit, is in the
forefront of those who belittle the adverse conse-
quences of the deficit. Economists, including Keynes-
ian economists, typically assailants of the conventional
wisdom regarding deficits, are now among the strong-
est defenders of the conventional wisdom that deficits
are bad.

It is true that for a long time we have run budget
deficits while professing aversion to them. Also for a
long time strong claims have been made about the
effects of deficits, beneficial as well as harmful, that
exceeded the firm knowledge of economists. But the
gap between our pretensions and our performance is
now greater than ever because the deficits are larger
and because this administration originally had more
pretensions about balancing the budget. Moreover, ex-
perience and analysis have shown how far the common
statements about the effects of deficits are from any-
thing we can assert with confidence.

Traditional Views of Deficlts

To resolve disagreements and uncertainties about the
deficit is exceedingly difficult—perhaps impossible—
for several reasons. The long history of groundless
claims about the deficit produces skepticism about any-
thing that may now be said on the subject. For many
people, realistic discussion of the deficit is unaccept-
able, or beside the point, because the deficit is only a
convenient symbol for something else they care more
about. That is, people say they are against deficits
because they are really against the entitlement pro-
grams or against the defense program or against the
Reagan tax cuts. In general, most of these people
would oppose these programs without regard to the

“Moreover, economists, if they are candid, must recog-

nize that they do not know with certainty what the
effects of the deficit are and especially what the magni-
tudes of those effects are.”

presence of the deficit, and they will not change their
mind about deficits if that requires them to change their
mind about the other things. Oddly, suppoiting or op-
posing deficits is now also a way of supporting or
opposing Reagan, and people are more attached to their
views of Reagan than they are to their views of the
deficit.

Moreover, economists if they are candid, must rec-
ognize that they do not know with certainty what the
effects of the deficit are and especially what the magni-
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tudes of those effects are. And even if these effects
could be known with certainty, that information would
not tell us unequivocally what policy should be. Some
of the effects are positive, and some are negative; bal-
ancing them is a matter of political judgment, not eco-
nomic analysis. To be more specific, in my opinion the
important effect of a budget deficit—Ileaving aside the
way in which it is created—is to reduce the long-range
rate of economic growth. But I would be very uncertain
about how much increase in the growth rate would
result from cutting the deficit by, say, $50 billion a

“Concern that the deficit would abort the recovery has
Jfaded as the recovery has actually begun and seems to
be following a fairly typical path."

year. To cut the deficit, we would have to give up
something—say, $50 billion of defense expenditures.
Would the increase in the growth rate resulting from
the deficit cut be worth the weakening of national secu-
rity resulting from the defense cut—even assuming
that the economic growth is not interrupted by Arma-
geddon? Neither side of the equation can be measured
at all precisely, and even if the measurements could be
made, they could not be objectively compared.

That is the kind of question that is implicit in the
budget issue. It is not a question of black-or-white. It is
a question of degrees and priorities. Neither is it a
question that can be answered definitively by economic
analysis. But it should be possible to state the real issue
more clearly than is now commonly done and to give a
more balanced picture of wl.at economists can contrib-
ute to such a discussion.

The argument about deficits has gone through a
number of claims in the past. There used to be a simple
appeal to common sense as voiced by Micawber, who
said, “Annual income twenty pounds, annual expendi-
ture twenty pounds ought and six, result misery.”

But experience showed that Micawber was wrong.
We ran federal deficits continuously after 1930, and we
suffered no misery attributable to them. Some people
appealed to the threat of national bankruptcy as a rea-
son for not having budget deficits. But we discovered
that this did not apply to a government that borrowed in
its own currency, of which it could always create as
much as it wanted.
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The realistic meaning of national bankruptcy for a
government that borrows in its own currency is depre-
ciation of the currency. That is the equivalent of the
way in which a private borrower unable to pay his debts
gets the amount of the debt written down. The most
important aspect of depreciation of the currency, for
the United States at least, is inflation. The idea that
deficits would cause national bankruptcy, then, was
converted to the idea that deficits would cause
inflation.

That, in fact, became the principal argument against
deficits during the 1970s when we had continuous defi-
cits and accelerating inflation. In his campaigning in
1980, for example, Ronald Reagan identified inflation
as the chief evil consequence of deficits.

But despite the simultaneous existence of big defi-
cits and inflation, the logical connection became harder
and harder to establish. The 1970s were also a period in
which monetarist explanations of aggregate economic
behavior, especially of the behavior of the price level,
were gaining ground. It thus bzcame necessary to say
that deficits were inflationary because the deficits led
the Federal Reserve to generate an inflationary mone-
tary expansion. But that was less an argument against
deficits than an argument that the Federal Reserve,
which is a government agency, should do its duty in
discharging its first responsibility, which is to maintain
a currency of stable value.

It was sometimes said that budget deficits made a
noninflationary monetary policy difficult if not impos-
sible because the combination of deficits and noninfla-
tionary monetary policy would result in interest rates
that were too high in some sense. But this notion im-
plied that the Federal Reserve had an option of avoid-
ing those interest rates by following an inflationary
policy. In fact, this is not true. Inflationary policy will
not reduce real interest rates and will raise nominal
interest rates. There is no good reason for the Federal
Reserve to respond to a high budget deficit by infla-
tionary monetary policy.

Since 1980 we have had a demonstration that budget
deficits do not make inflation inevitable. The inflation
rate has come down sharply, and monetary policy has
been on the whole disinflationary, despite large and
rising deficits. Although there is a possible connection
between deficits and inflation, the connection is more
uncertain, complicated, and remote than is commonly

thought.
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Will the Deficit Abort the Recovery?

Since 1981 the concern about the deficit has taken
another turn, Then it began to be argued that the deficit
would deepen the recession or at least abort the recov-
ery, in the common cliché. This kind of reasoning had
hardly been heard since the time of Herbert Hoover.
Surprisingly, this claim about deficits was made by—
among others—Keynesians who had once taken the
lead in demonstrating that deficits stimulated the
economy.

This time the argument has held that large deficits
caused high interest rates that would repress private
investment and that a satisfactory, sustainable recovery
could not develop if private investment were repressed.
1 will leave for later the question of whether big deficits
do in fact repress private investment. Here I am con-
cemned with the second half of the proposition—name-
ly, that there cannot be a satisfactory, sustainable
recovery if private investment is repressed.

This proposition is incorrect or, more precisely, its
validity depends on what is repressing private invest-
ment. The necessary condition for achieving and sus-
taining high employment is that private investment
plus the government deficit (federal, state, and local
combined) must equal the private saving that would
occur with high employment. Thus, if gross private
saving at high employment would be 15 percent of
GNP, there can be high employment if private invest-
ment plus the government deficit equals 15 percent of

GNP. If there is no government deficit, the necessary -

condition is that private investment should equal 15
percent of GNP. If the budget deficit equals 4 percent
of GNP, the achievement of high employment requires
only that private investment should equal 11 percent of
GNP. Indeed, private investment could not exceed 11
percent of GNP unless the deficit were cut or private
saving increased.

That is, there is no fixed amount or proportion of
private investment required to achieve high employ-
ment. The ratio of private investment to GNP in years
of high employment has been rather stable in the past
because the saving rate has been rather stable and defi-
cits have been small. But with large budget deficits the
level of private investment required to achieve high
employment will be smaller than in the past.

Concern that the deficit would abort the recovery has
faded as the recovery has actually begun and seems to

be following a fairly typical path. The most common
forecasts call for the recovery to continue with typical
durability and strength. That is, these forecests imply
that the recovery will continue despite the deficits.
These forecasts are often accompanied by warnings
that the recovery could be endangered by the large
deficits. But this warning is not expressed in any dis-
counting of the forecast itself, nor is there any specific
explanation of the way in which the deficit will limit

the recovery.

“It has been hypothesized that the present generation,
seeing that the deficit is reducing the growith of the
capital stock and therefore their future incomes, will
save more 1o restore their expected future incomes.”

What is commonly said is that the recovery will be
“unbalanced” as a result of the deficits because there
will be less investment than usual. But in fact, one
could say more validly that the recovery will be in
necessary balance with the priorities expressed in our
fiscal policy. A decision has been made to increase the
share of the GNP devoted to defense and, by cutting
taxes, to increase the share of the GNP devoted to
consumption. These decisions imply a decrease in the
share of GNP going to investment.

Crowding Out Private Investment

In this analysis, the argument that the deficit will abort
recovery is invalid. But the same analysis indicates a
genuine source of worry. That s, we have here accept-
ed the proposition that the deficit would hold down
private investment and said that the recovery would
nevertheless proceed, But repressing private invest-
ment has its costs even if it does not prevent the
achievement and maintenance of high employment. It
reduces the rate at which the stock of productive capital
grows and thereby tends to reduce the rate at which
productivity, per capita income, and total output grow.

This is the heart of the matter—now commonly
known as the “crowding-out” problem. The argument
is simple: As has already been suggested, total private
investment plus the total budget deficit cannot exceed
total private saving. (Private investment includes busi-
ness domestic fixed investment, net inventory accumula-
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tion, residential construction, and net foreign
investment.) If privoete saving is a given, an increase in
the deficit will reduce—crowd out—private investment.

The outcome depends, therefore, on the condition
that private saving is a given—that is, that an increase
in the deficit does not raise private saving by as much
as the increase in the deficit.

Several reasons have been advanced for denying this
condition:

First, there was a common Keynesian argument. It
was said, correctly, that the amount of saving would be
higher, the higher the national income was. An en-

“In my opinion, the most probable and prudent as-
sumption is that budget deficits crowd out private in-
vestment, not dollar for dollar, but by a very large

proportion of the deficit.”

larged deficit would raise the national income and so
raise saving and would in fact raise saving enough to
finance the enlarged deficit so that there would be no
crowding out of private investment. In fact, raising the
national income would stimulate private investment by
improving demand. A higher level of private invest-
ment would further raise the national income, which
would generate enough additional saving to finance the
private investment, inducing the phenomenon known
as crowding in—an increase rather than a decrease of
private investment as a result of an increase in the
budget deficit.

This proposition depends on two conditions. The
first is that the real national income is below its desired
level so that there is room to raise the national income
and to increase saving. The second condition is that the
deficit is the only way to raise the national income. If,
as is the general case, the desired level of national
income can be achieved by monetary policy without
the deficit, we then have to ask whether at the desired
level of national income there will be more private
investment with or without the deficit. The answer—at
least so far as this argument goes—is without,

Second, there is an older reason for denying that
deficits will increase saving by an equal amount and
therefore not crowd out private investment. It has been
hypothesized that the present generation, seeing that
the deficit is reducing the growth of the capital stock
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and therefore their future incomes, will save more to
restore their expected future incomes. Put another way,
seeing that they will have higher future tax burdens,
they will save more to increase the future incomes out
of which to pay those taxes.

This seems a logical description of rational behav-
ior. Probably one could find analogous situations in
which such behavior could be observed. After an earth-
quake that has destroyed a community's capital struc-
tures, one could probably see a rise in the saving rate.
But no one has observed such a response to deficits or
to an increase in the government debt. And [ have
never encountered anyone who says that he has raised
his own saving rate because of the budget deficit. Per-
haps the budget deficits have been too small and their
future effects on incomes and tax liabilities too uncer-
tain to produce the hypothesized effects on saving. But
even after the depression and World War I, when there
had been about fifteen years of slow capital growth and
enormous increase in the federal debt, no unusually
high rate of private saving was visible.

Third, the two preceding points relate to the possible
effect of deficits on saving regardless of the source of
the deficit. Current discussion tends to emphasize the
different effects of expenditures and taxes. Specifical-
ly, much attention has been paid to the possibility that
reduction of tax rates would generate enough addition-
al saving to offset the crowding-out effect of the result-
ing deficits. This response could occur through a
combination of supply-side or incentive effects on the
level of national income and supply-side or incentive
effects on the proportion of their income that people
save. The second effect depends on the increase in the
after-tax retnm to saving that results from a reduction
of income tax rates.

The expectation that private saving will be higher if
tax rates are lower seems plausible. But no evidence
indicates that the increase of saving would be nearly as
large as the increase of the deficit that would result
from a general cut of tax rates. In fact, the evidence that
economists have about the size of the response of work
effort, investment, saving, and innovation to the after-
tax return suggests that the increase of saving would be
much smaller than the revenue loss and deficit increase
from a general tax cut.! The result would depend, of
course, on the nature of the tax cut. The positive effect
on saving would be greater, for example, if the corpo-
rate profits tax were cut than if the cigarette tax were
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cut. But still, if we are considering a general kind of tax
cut that could cost tens of billions of dollars of revenue,
it seems unlikely that a saving increase large enough to
offset the deficit increase and so prevent a crowding
out of private investment would occur.

As a bit of evidence on this subject, one may point to
the experience of the past twenty-five years. In each of
the three business cycles beginning in 1954, 1958, and
1960, the ratio of total taxes to GNP was around 26
percent and averaged 26.8 percent. In the two cycles
beginning in 1970 and 1974, the tax rate was around 31
percent, or about 4 percentage points higher. Yet the
net saving rate was almost exactly the same in both
periods, 7.3 percent, and the gross savings rate actually
rose a little. That is, the saving rate was not depressed
by the higher tax rate.
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It is important to distinguish between the effect of
the government budget on crowding out total private

“If the budget deficit is 4 percent of GNP, real GNP at
the end of ten years would be about 11 percent lower
than it would have been with a balanced budge1.”

expenditures and the effect on crowding out a particu-
lar kind of private expenditure, namely private invest-
ment. Whether budget policy crowds out total private
expenditure depends on the size and character of gov-
emment spending, Whether it crowds out private in-
vestment depends on :he character of the financing,
including notably whether the financing is by taxation
or by borrowing. If the expenditures are financed by
borrowing, the taxpayers are left with more after-tax
income and more assets (government securities) and
would be expected to consume more than if the expen-
ditures are financed by taxes.

One cannot absolutely rule out the possibility that
increasing the deficit, whether by cutting taxes or rais-
ing expenditures, will generate an increase of saving
sufficient to prevent the crowding out of private invest-
ment. There is nothing logically opposed to that idea.
But there is no evidence for it, and such little evidence
as we have is against it.

In my opinion, the most probable and prudent as-
sumption is that budget deficits crowd out private in-
vestment, not dollar for dollar, but by a very large
proportion of the deficit. Moreover, we must recognize
that we face, with present programs and tax rates, very
large deficits for years to come. Hope springs eternal
that the growth of the economy will reduce the deficit
substantially without need for further unpleasant ac-
tion. This hope has been further nourished by the unex-
pectedly rapid increase of GNP in the second and third
quarters of 1983. But the fact is that existing forecasts
made by the administration and the Congressional
Budget Office already assume substantial growth of the
economy through 1986, 1987, and 1988. The rapid rise
of the economy in the past two quarters does nothing to
change the estimates of the level of the GNP or of the
deficit in these later years, Although the growth of the
economy will tend to reduce the deficit, other forces
are at work—the rising trends of expenditures for de-
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fense, interest, and entitlements—pulling in the oppo-
site direction so that the net effect is to keep the deficit
very large despite the growth of the economy.

The Future of Economic Growth

We are probably looking at deficits that will run rough-
ly around 4 percent of GNP for many years into the
future, even with the administration’s expenditure pro-
gram, if there is no tax increase. A recent estimate by

“"We may be in the process of losing all inhibitions
about deficits, especially since the most conservative
administration of the past fifty years is engaged in
defending the largest deficits in history.”

the CBO, incorporating the effect of tax legislation
now being considered in the Congress, leaves the defi-
cit equal to 4.7 percent of GNP in FY 1986. This may
be compared to the net saving available to private in-
vestment running around 6 percent of GNP in the pre-
vious two decades. If, as seems likely to me, no major
increase occurs in the saving rate, the 4 percent deficit
will reduce the saving available for private investment
by two-thirds.

How much will this affect the future rate of econom-
ic growth? The answer depends in part on how the cut
in investment is distributed. At present a considerable
part of the impact of the deficit on private investment
has been borne by net foreign investment. That is, the
United States has been importing capital, which has
relieved us of the need to repress investment in the
United States more than has happened. This foreign
capital has helped to sustain the growth of income in
the United States, but it also means that more of the
income produced here belongs to foreigners. Housing
will bear part of the impact of the deficit on investment,
and this probably reduces the growth of output less
than a reduction of business investment. Also, it is
possible that the tax reduction, which contributes to the
deficit, will improve the quality of the investment—
making it more productive—by encouraging more
risky enterprise.

Aside from these uncertainties, economists disagree
a great deal about the possible size of the effect on
growth from a reduction of net private investment.
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Many factors other than net private investment contrib-
ute to =conomic growth—the rise of the labor force, the
improvement of its capabilities through education and
training, research and development, and the embodi-
ment of new technology in the replacement of the exist-
ing capital stock. How much weight to assign to net
investment as compared to other factors is not known
with any confidence.

1 estimate the range of the growth effect as follows:
Probably the lowest estimate is that reducing annual net
investment by 1 percent of GNP would reduce the
annual average growth of total GNP by one-tenth of a
percentage point. Thus, if the growth rate would have
been 4.0 percent per annum, it would be reduced to 3.9
percent. At the other extreme, if all growth except that
due to increase in the size of the labor force is attributed
to net private investment, reducing net private invest-
ment by | percent of GNP would reduce the growth
rate by about one-half of 1 percent—say, from 4 per-
cent to 3.5 percent. This extreme does, however, seem
quite improbable because education and research and
development surely contribute something to economic
growth.

Probably the order of magnitude involved would be
indicated by sayiug that a budget deficit of 1 percent of
GNP, if continued for a long time, would reduce the
growth rate by three-tenths of 1 percent, midway be-
tween the extremes. Thus, if the growth rate would
have been 4 percent with a balanced budget, it would
be 3.7 percent with a deficit equal to 1 percent of GNP.
At the end of ten years, GNP would be about 3 percent
lower than it would have been with a balanced budget.
If the budget deficit is 4 percent of GNP, real GNP at
the end of ten years would be about 11 percent lower
than it would have been with a balanced budget.

These estimates are subject to many qualifications
and surrounded by uncertainties, but they indicate the
ballpark we are operating in. If we face the prospect of
deficits continuing at a stable rate of, for example, 4
percent of GNP, we would have to ask ourselves
whether it is worth paying higher taxes or cutting ex-
penditures, or both, to avoid some of the growth loss
implied in such deficits.

Risks of a Debt Explosion

The situation confronting us is, however, more seri-
ous. The deficit adds to the debt, and that in turn tends
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FIGURE 1: THE PROJECTED EXPLOSION OF THE
NATIONAL DEBT, 1983-2013

(lllustrating how the ratio of federal debt to GNP will rise if the ratio of
deficit to GNP is constant*)
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90|

i
0,
60} P
40,
30
20 4
10 1
0500 195 2000 2005 010 30ls
a._ Assumes deficit equal to 4 percent of GNP; 5 percent annual rise

of GNP.
SOURCE: Author's calculations.

to increase the interest burden, which is part of the
budget, and that additional burden can make it difficult
to stabilize the deficit as a fraction of GNP. The net
federal debt is now about 38 percent of GNP. If the
deficit exceeds 38 percent of the increase of GNP, the
ratio of debt to GNP will rise. If, for example, GNP
rises by 10 percent a year, the debt will rise relative to
GNP if the deficit exceeds 3.8 percent a year. If interest
rates are stable, the interest burden will rise relative to
GNP. And if expenditures other than interest are stable
as a fraction of GNP, higher taxes will be required just
to keep the deficit from rising relative to GNP. And if
the deficit is not kept from rising relative to GNP, then
the debt and the interest burden will rise even faster,
and the deficit will rise still faster. The whole process
feeds on itself. (This process is illustrated in figures 1
and 2.) And even if one is not alarmed by what I have
described as the possible consequences of deficits
equal to 4 percent of GNP, one cannot be calm about
the prospect of deficits rising to 8 percent or 12 percent
of GNP, exceeding net private saving and almost
equaling gross private saving, That would be a pre-
scription for eating into our capital stock. It would also
create a very strong temptation to escape the debt bur-
den by inflation, which would reduce the real value of
the debt. That is, I think, the ultimate inflationary
danger in the deficit.

The average annual rate of growth of nominal GNP
that is consistent with reasonable price stability is
around 5 or 6 percent. To keep the federal debt around
its present ratio to GNP, therefore, would require keep-
ing the deficit to about 2 percent of GNP—about half
what is now in prospect unless new measures are taken.

Another danger looms ahead, which reinforces the
tendency for deficits to feed upon themselves math-
ematically: that is, the political tendency for deficits to
feed upon themselves. The federal govemment has
been running budget deficits for a long time. But there
has always been a certain amount of shame and guilt
about that, which limited the size of the deficits. The
size of the deficit at which shame and guilt become
operative increases with experience. We become used
to larger and larger deficits. We moved from the $10-
billion level to the $20-billion level during the Vietnam
War and to the $50-billion level during the late 1970s.
We passed through the $100-billion barrier very quick-
ly and are now adapting to $200 billion. There is no
reason to think that we have reached the limit to politi-
cal tolerance of deficits. We may be in the process of
losing all inhibitions about deficits, especially since the
most conservative administration of the past fifty years
is engaged in defending the largest deficits in history.

FIGURE 2: THE PROJECTED EXPLOSION OF THE
FeDERAL DEFICIT, 1983-2013
(Tlustrating how, if the ratio of revenues to GNP and the ratio of noninterest
expenditures 10 GNP are constant at 1983 levels, the deficit rises with the
interest burden®)
Deficit as percent of GNP
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than interest equal to 21.8 percent of GNP.

SOURCE: Author's calculations.
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We are left without any overall rule of fiscal policy—
any rule that would represent the long-run national
interest against the short-run political interest in cutting
taxes and raising expenditures.

In summary, our present deficit prospects and trends
present us with three dangers:

e First, even the currently foreseeable deficits will
have a significant negative effect on future growth
rates and income levels. Whether raising taxes or
cutting expenditures would be desirable to avoid
that effect is a political question, but it is not being
seriously weighed.
Second, deficits of the present size relative to
GNP threaten to escalate through their effects on
the size of the debt and the interest burden.
¢ Third, our present practice and rhetoric about
deficits are undermining all respect for budgetary
rules that would give weight to the income levels
and tax burdens of future generations.

In my opinion these are serious dangers. They are
worth paying a cost to avoid or reduce. I would include
an increase in taxes in the costs worth paying.

A common argument against reducing the deficit by
raising the revenue is that fear of deficits, by Congress
and the citizens, restrains expenditures and that provid-
ing more revenue will weaken that fear and encourage
more spending. That is an anomalous position when
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Dr. SteIN. I have no other prepared statement. I've spent so
much time in the last 3 weeks writing and talking about this sub-
ject that I've been unable to prepare something for you.

And one of the reasons I hope you will solve this l(:roblem quickly
is g;.hat it would permit economists to go onto something more inter-
esting.

But I will 1iust state briefly and flatly what I think the situation
is and what I think should be done about it.

The CHAIRMAN. Hold that mike up just a bit closer, Herb. We
don’t have very good sound here.

Dr. SteIN. The deficits we are now running and have in prospect
will slow down the rate of economic growth, the growth of real per
capita income in the United States, to a degree that is undesirable

.

and that the American people would not choose if given a clear
choice. I do not subscribe to the belief that the deficits will abort
the recovery or may abort the recovery, and that is one of the few
points on which I disagree with what Dr. Rivlin has said here, I
think the evil consequences of the deficit will show up gradually
but cumulatively over a very long period. And that is one of the
reasons, I think, why we find it so difficult to deal with this prob-
lem. That’s because it does not portend an imminent crisis, but
really tests our ability to look ahead and deal with a longer run,
ve’xa'1 serious, but not imminent, problem.

e deficits we are now running are increasing the Federal debt
at a rapid rate, and so raising the interest burden. That will make
future budget deficits even la:(-fer than those projected for the next
few years, and will make the drag on economic growth greater and
greater unless steps are taken to check the deficit. And in the arti-
cle I have submitted, I include two charts which show on not unre-
alistic assumptions about budget policy what the explosion of the
ggbt and the interest burden could be if one looks ahead for 10 or

ears.

ailure of the Government to limit the deficit that almost all
Government leaders bemoan has serious political and psychological
effects. It dilutes public expectations cf what a responsible fiscal
{)olicy is. And it generates tolerance for wilder and wilder deficits.
t breeds cynicism about a political process that looks blatantly
h ritical and self-serving.

e arrived at this situation by budget decisions made in 1981
without recc:ig'nition or admission of what the consectuences for the
deficit would be. We made a large tax cut and embarked upon a
large increase of defense expenditures as part of an overall budget
program that promised to balance the budget in fiscal year 1984,
the year we are now in. Neither the President nor the Congress
made a decision to have a $200 billion deficit in this year. Or if
they did make such a decision, they didn’t tell the American people
th%; were doing so.

e idea that the budget could be balanced in 1984 with the bi
tax cut and defense increase was based on two beliefs, both o
which were false. One was that the big tax cut would accelerate
the growth of the economy enough to prevent much or any loss of
revenue. The second was that even though the administration was
unable at the time, in 1981, to specify enough cuts of nondefense
expenditures to bring the budget into balance by 1984, it would be
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able to specify such cuts later, or that the mere reduction of the
revenues would force the reduction of expenditures.

Neither of these things has happened, and neither was plausible.

Carrying out the defense buildup proposed by the administration
is necessary in my opinion to protect the country against the most
serious threat facing it; namely, the inadequacy of its military
forces relative to those of its adversary. This is a greater threat
even than the deficit. Therefore, delaying the defense buildup is
not a sensible way to deal with the deficit problem, although some
economies may be possible in the execution of the program.

Reducing the deficit to a sustainable level will require both tax
increases and expenditure reductions. This is not only a judgment
of political necessities and realities; it is also a {udgment about na-
tional priorities. To reduce the deficit to $100 billion a year only by
cutting expenditures, even if it-could be done, would involve sacri-
ficing national purposes of greater value than would be sacrificed
by giving up some private consumption. And it's an indication of
the length to which we have come that we now all talk about a
$100 billion deficit as if it were zero, as if that were par for the
course. I think of a $100 billion deficit as a kind of target because it
seems to me one thing we should be aiming at is to prevent a rise
in the ratio of the Federal debt to the GNP.

In the long run we cannot expect, if we have a noninflationary
economy, to have the GNP rising by more than about 5 percent per
annum, in which case a deficit equal to about 2 percent of GNP
would keep the Federal debt constant as a share of the GNP. The
Federal debt is now about 40 percent of the GNP. And that seems
to me a reasonable short run target.

The basic national problem that is reflected in the deficit is that
in this country too little of the national output fgoes to defense, to
investment for future growth, and to the care of very poor people.
And that means by subtraction that too much goes to the consump-
tion of the average middle-income American. And that includes
almost all of us.

The deficit reducing measures should be designed to reduce the
consumption of the average middle-income American. This can be
done by reducing some of the transfer payments that go to such
people and by increasing taxes. It will be fairest and most accept-
able if it is done by some of each.

On the subject of expenditure reductions, we do have a tendency
to be obsessed with the social security and medicare programs,
which obviously do account for the largest part of the manageable
nondefense budget. But we should not, in the process, overlook a
lot of things that are still of significant size and not included in
that category, among which are the agricultural support program,
which has risen to unconscionable levels, and such things as subsi-
dies for the Export-Import Bank.

I would prefer a tax increase that bore on consumption rather
than investment. I fear, however, that such a change of Federal
taxation would require a long time to argue out and implement.
And it may be necessary to do something less radical in the inter-
im. I think the basic thing to say about the character of the tax
increase we need in the near future is that we cannot afford to be
too fussy about it. If each of us is adamantly insistent on a tax in-
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crease only of the kind that he would most Y‘refer, we will not get
anywhere, as we will not get anywhere with this whole program
with any solution to the deficit problem.

I will say, however, while I have the opportunity to express my
preferences, the thing that I would least like to change about the
present tax system is the indexing feature of it, which was adopted
in 1981. I think that was the best aspect of what was done in 1981
because it removes from the Government the possibility of appear-
ing to solve its budget problem by regenerating inflation.

think an important thing to say is that the evil effects of the
deficit are being felt now, and the deficit should be curbed now, not
after the election or after recovery is complete. The increase of the
debt that is occurring this year because of this year’s deficit will be
part of the Federal debt forever. It will not go away on the day
after the election. It is a permanent addition to the financial prob-
lem with which the country will have to wrestle, and we should
start avoiding it right now.

Furthermore, I think that the psychological effect and the politi-
cal effect of this country of a demonstration of the ability of the
Government to move the deficit Froblem from its present status of
being a hostage to the timing of the election, a demonstration of
ability to rise above such short run political calculus, would be

eatly inspiring to the country in all kinds of ways. And it’s the

ind of demonstration of national purpose—one might also say pa-
triotism—that we are looking for.

As I have already suggested, a solution to the problem is going to
require compromise. If each of us digs in his heels and says this is
the only way in which he will agree to a proposal for reducing the
deficit, then it won’t happen. I don’t think there are any sacred
numbers in the package that need to come out. I don’t think there
is anything holy about dollar for dollar on the expenditure and rev-
enue side. I think what is basically needed is that the persons who
are in responsible positions shoulg sit down together open-minded-
ly, stating their preferences but recognizing that they are all going
to hflztve to give up something to achieve this very seriously needed
result.

Now I would like to comment on two common arguments that I
encounter when I talk about this problem with other people. One is
the statement that after all there is really no difference between
taxing and borrowing; that taxing and borrowing are both ways of
taking money away from people; and there is no difference in their
economic consequences; that they both are ways of crowding out
private expenditure. Well, I think there is a very big difference be-
tween taxing and borrowing. And the difference shows up in what
is' crowded out. The difference between taxing and borrowing is
that if the Government borrows the money, it leaves the citizens in
the possession of a large additional asset that they would not have
otherwise had; namely, they will hold additional amounts of Feder-
al debt. On the other hand, if the Federal Government taxes the
money, the taxpayer is left only with a canceled check. And I think
people respond differently to owning $200 billion worth of Federal
securities than to owning $200 billion worth of canceled checks. I
think if they own the $200 billion worth of securities they have less
tendency to save in other forms. In fact, probably the closest esti-
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mate one could make of the consequence is that if they hold $200
billion worth of Federal debt, they will invest $200 billion less in
other things, which means mainly in productivity generating capi-
tal investment.

Of course the argument that there is no difference between
taxing and borrowing raises the question of what taxes are for at
all. y do we have any of them? We could sim;l)lly abolish this
committee and all the unpleasant consequences that it has pro-
vided for us over the course of the years, if there was no difference
between taxing and borrowing. But there are very few people who
are prepared to say, at least in groups of more than two, that we
don’t need any taxes. And that, of course, raises the question of
how much we need. I think the answer to that question is that we
need enough taxes so that given the expenditures we make we
leave enough of the national saving available for investment to
produce the rate of economic growth that we would like to see.

Now the second argument and the one that is very common is
that if “we” raise the taxes, “they” will spend the money. That is,
we are the people in the white hats, the right thinking, prudent
fiscal managers, and they being the irresponsible spenders, usually
meaning in the first place, Members of Congress.

This is, of course, an odd claim for people to make who are in
positions of responsibility. It’s an odd claim for the people who are
not only we, but also they, the ones who not only propose the taxes,
but also control the expenditures. And I think it’s an odd claim to
make when we have a President and a Senate who are all true be-
lievers in economy and government.

This argument is sometimes stated in the form of an analo
that the way to keep Iyour teenage child from slpending too muc
money is to cut his allowance. But there is a fallacy in that anal-
ogy, because while cutting the taxes may be an analogy to cutting
the allowance, the fact is that we are, at the same time, giving this
teenage child our credit card. And that is not going to induce him
to reduce his expenditures, especially if we tell him, as many
people with responsibility seem to do, that running up bills on a
credit card does no damage.

Furthermore, the claim that if we give them the money they will
spend it is not true if by that is meant that they will spend dollar
for dollar what we give them in the form of a tax revenue. The fact
is that expenditures over the course of the last 20 or 30 years
shows no very close limitation by the amount of taxation. In fact, if
it was closely limited by the amount of taxation, we wouldn’t be
faci}rllg the $200 billion deficit. So, obviously, something else is going
on here.

I think that we should take the position that as a government, as
an administration, as a Congress, as a citizenry, we are sufficiently
responsible to decide two things, and to decide them simultaneous-
ly and don’t have to be treated like teenage children. We can make
a responsible decision to reduce expenditures, and we can make a
decision to pay taxes for more of what we spend.

And I think we now have a great opportunity to demonstrate the
responsibility of the political process which will have benefits far
beyond the immediate effects on the size of the budget deficit.

ank you very much.
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The CHAIRMAN. Thank you very much.

I guess it'’s fair to say that both of you agree that the sooner we
act the better it will be for the economy. There’s no disagreement
that if we can do it by April 1 or May 1 of next year, it's better
than waiting—you say mid-1985. That’s optimistic. I think we are
really looking at maybe late 1985, and then there is always a lag
from the time we act until it has any impact. It may be even 198
before there is much impact.

Dr. SteIN. I think the sooner you can do it the better. I think I
would have preferred to see it go into effect on January 1, 1984. I
do not think we should regard this problem as.a problem of busi-
ness cycle management. It's a problem of getting ourselves into a
stronger long run position. And you should not think you are going
to fine tune the budget decision to the course of the business cycle,
and I hope not to the course of the election calendar.

Dr. RivLiN. I agree with that. I also agree that it would have
ﬁ:tr; better to have acted last year. But I think the sooner the

r.

The CHAIRMAN. And, of course, both of you understand the prob-
lem. One of the problems is that you have different views. You
- have Speaker O’Neill who is a very powerful force who has one
view of how we might reduce the deficit. And the President, an-
other very powerful force, who has a different view. And that’s
why I think you both suggest no one can have their own way. I
think somewhere in that difference, that we ouglht to be able to put
together some kind of a temporary package. I think suggestions
made by both witnesses suggest that we maybe need to look at
more of a consumption tax, a more radical change. But on a tempo-
rary basis it would seem to me we ought to do what we need to do
to try to ﬁut together some package that will pass; not something
thlelat will have more hearings and more witnesses and not go any-
where.

And on this committee, even thouﬁh we are dealing with billions,
the magic number is 11. I mean there are only 20 of us. If you
don’t have 11, I don’t care how many good ideas you have, if you
don't have 11 votes, it’s not going to haﬁpen.

There are some on my right who will not vote for anything that
has any taxes on it. There are some, maybe on my left, who won’t
vote for anything that has any spending restraint in it. But, hope-
fully, there are enough in the middle who might vote for a pack-

age.
It makes it difficult when we are told that we have to cut spend-
ing, but then we are told that defense is off limits, entitlements for
the most part are off limits, and, of course, interest on the debt is
off limits. That covers about 70 some percent of where we ought to
be looking for spending restraints. Do you think it’s possible to put
together a deficit reduction package without looking at defense or
maybe entitlements? We'’re onlg' looking at COLA’s and social secu-
ritg. Can we still get that $100 billion you focused on, Dr. Rivlin?
r. RIvLIN. I think it would be extremely difficult. I think that a
spending reduction packa‘fe has to include cuts in the main items
of Federal spending, and especially the main items of Federal
spendin%hincrease. And those are defense and entitlement pro-
grams. The other item which has been increcasing is interest pay-




ments, but there is nothing you can do about interest except to get
the deficit itself down; that makes a lot of difference.

The CHAIRMAN. And I agree with Dr. Stein. I think agriculture—
it has gone from $3% billion to $22% billion in 30 months, plus the
$12 billion PIK program. Much of that is loans that are repaid, but
ggu still have to have the money to make the outlays. There should
; a sharp reduction in the cost of farm programs and other nonde-

ense.

Dr. StEIN. I think what I am saying, and Mrs. Rivlin also, is that
we think this objective of reducing the deficit and getting the
budget on a ’Fath of declining deficits is of sufficiently overriding
importance. That we are entitled to call upon people to submerge
some of their preferences and interests which are from the stand-
point of the national %oals secondary. And I don’t think that is too
much to ask. We would do it when we recognize a real serious na-
tional crisis. The problem is that the deficit has not yet been suffi-
ciently recognized for the crisis it is.

And I will say for myself I have only become terribly alarmed
about this as I see the deficit rising to a level that promises to be
explosive, rising to a level that, in turn, generates rates of increase
for the debt, and rates of increase for the interest, that will make
the whole thing cumulate and explode.

I have gone through my life arguing against the conventional
wisdom about deficits, which usually was nonsensical in saying
that deficits caused depressions, deficits caused inflation, deficits
caused boom. Deficits don’t do all those things, but deficits of this
size and continued for the duration now in prospect—they are
really frightening. ' ”

The CHAIRMAN. Well, there are a lot of things being advocated
that we probably should do in the Congress whether it’s a line-item
veto or whether it is statutory, constitutional amendment, a bal-
anced budget amendment. I support those things. But these are
long range and are not going to happen soon. Let’s face it. There is
no way you are going to have a line-item veto approved, I don’t be-
lieve, by the House or whether you will have a constitutional
amendment approved.

So I think our charge by this committee, as I have indicated ear-
lier, in a vote to the last day we met, is to come back by February
15 with something that the membership could vote to either ap-
prove or reject. In the interim we hope that there is more interest
in the deficits expressed by the administration, and by leaders of
the House. I find in discussions with the House leadership, the ones
that I know, there is a high level of interest in deficit reduction.

Senator Baucus.

Senator Baucus. Thank you, Mr. Chairman.

I think many Americans still think of the deficit only as an intel-
lectual abstraction especially since interest rates have fallen and
since unemployment and inflation are not as severe as they were,
say, 1 year ago.

Given this, I wonder if you could describe in more graphic terms
then you have so far, what's going to happen if we do nothing
about these deficits.

Dr. STeIN. We are riding on the up phase of the cyclical wave in
the economy and everybody is very happy about the present state,
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or most people are ve hapgg' about the present state of the econo-
my. What we are tal nf about in my view is what the American
economy will look like 10 years from now or 20 years from now.

We are already facing a budgetary situation in which the deficit
is absorbing more than half, probably more than two-thirds, of our
national saving. That is going to be a considerable drag on the rate
of economic growth. And that means that in 1998 that our real in-
comes per capita will be, say, 4 or 5 percent lower than they would
otherwise have been. Well, we will feel that in 1998.

But the thing that is really worse than that, as I have just said,
is that if we don’t do something about this, we will find that the
deficit has risen to a point which absorbs not only all the net sav-
ings, but is absorbinf most of the growth saving, where we are
eating into our capital and becoming rer. We are a country that
is not used to becoming poorer. And I don’t think that the Ameri-
can people would approve of such a policy if they were aware of
what it would do.

Senator Baucus. So, if we don’t act this year, we are going to
create a situation in which these results are either inevitable or
very difficult to prevent?

Dr. SteIN. Yeah. Well, one way to look at it, which just occurred
to me, is that these deficits are the most extreme form of antienvir-
onmentalism you can imagine in this country, because the most
outstanding characteristic of the American environment is that we
have this enormous stock of capital which makes us all so rich, and
the deficit is a program for destroying that environment, for
making us poor: And it’s really irresponsible.

Our preceding generation has built up this stock of capital for us.
We have some responsibility to the future to continue this process
and not to abort it, not to undermine it.

Senator Baucus. Do you also subscribe to the theory that these
deficits weaken our exports?

Dr. SteiN. I think that's quite clear. The deficits make interest
rates high. High interest rates attract capital from abroad. The
capital inflow from abroad makes the dollar high, and a high dollar
reduces our ability to export and increases our imports. It is a clear
diversion of production, of economic activity, from those industries
which are highly involved in international competition.

Senator Baucus. Thank you. ‘

Dr. RivLIN. And that’s not just a future abstraction. That's a
very present reality. If you work in an industry that is dependent
on exports or in one that competes with imports from abroad, you
are very aware of this now. The high value of the dollar is cuttin
gti)rs exports. It is increasing our imports. And it is eliminating U.S.
jobs.
Senator Baucus. That’s a good point. In fact, take an agricultur-
al product that is important to my State of Montana and to the
chairman of the committee’s state—wheat. This year, American
farmers are gettting about the same price for wheat that they got
in 1980. But, simply because of distorted exchange rates, Austra-
lian farmers are getting an extra dollar for their wheat.

Dr. RivuiN. That’s right. It's true of computers, and it’s true of
cars, and it’s true of steel. It's true all across the economy.
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Senator Baucus. In your judgment, what’s the best mix of taxing
and spending policies, not from a political viewpoint, but only from
an economic viewpoint, to get these deficits down?

Dr. RivLIN. I'm not sure there is an answer to that question in
strict economic terms. It really is a value question—a question of
how much you value what the Government does. If you value it
very highly and feel that we should not cut any expenditures, then
we should have higher taxes. Alternatively, if you think Govern-
ment spending is increasing at too rapid a rate, then cutting ex-
penditures and putting less emphasis on tax increases is a better
mix.

I do not have an economic answer to that. I think it is a value
judgment. And in a situation like this, some of each—a compro-

mise—is the right answer.

Senator Baucus. Dr. Stein.
Dr. STEIN. Well, I agree with that. I don’t think we should enter

these negotiations that need to go on with some fixed idea that the
answer has to come out dollar for dollar or three for one. People
who are making these decisions have to look at the specifics of the
expenditure programs and tax possibilities that there are, and see
what they can agree on. I think I perhaps have more willingness to
accept a tax increase than many others. And, therefore probably
have more willingness to accept a package which included more
tax increase than expenditure reduction because I am greatly im-
pressed by the affluence of the average American taxpayer that is
something, I suppose, that no member of Congress can say, but I
can say.

However, I think the basic point is that you have to sit down in a
room together and work this out, and see what you can agree on.

Senator BAucus. You say you tend to favor a tax increase. What
advice would you give the President if you were to sit in the Oval
Office with him privately? That is, if you could sit down and say,
Mr. President, I'm sure there has to be some spending cuts, but
perhaps there also has to be some revenue raised. What's the main
ﬁoint you would make to try te persuade him to agree that there

as to be some revenue raised?

Dr. STEIN. My impression is that he has now agreed to that, and
he has agreed to it from time to time. He seems to disagree also
‘from time to time. But at the moment—when he is preparing the
budget, he seems to agree. -

The main thing I would say is what I said in my testimony. The
object of the exercise, as I see it, is to reduce the level of consump-
tion of the great mass of Americans; not the very poor, that he was
committed to protect——and I think we should protect—not to
reduce the military strength of the country, and not to reduce the
growth of investment, and, therefore, we are left with reducing the
consumption level of the average American. There are two ways we
can deal with that. We can reduce the transfer payment that we
give to the great mass of middle income Americans who are the re-
cipiints of most of the transfer payments, or we can impose taxes
on them.

We have about $500 billion of transfer payments in this country
and apout $2,000 billion of earned income after tax. I would redis-
tribute the burden with some recognition for the relative size of
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:ll"nose numbers, although not necessarily in exact proportion to
em.

The main thing I would say to the President is that the evils of

tax increases have been enormously over-exaggerated in much of
the political discussion that has gone on here in the last 5 or 6
years. People have come to have a phobia about taxation, and
think that every percentage increase in the marginal rate of tax-
ation is going to eliminate huge amounts of savings, it's going to
discourage vast numbers of people from working. There is no basis
in any economic research for such a conclusion. We have to think
about that in a much more realistic way, that in recognizing if the
country has for various reasons made commitments, some of which
aﬁe quite realistic, to provide government programs, we can pay for
them.
My only point would be that we should not start out with a kind
of fixed idea or allergy about taxes, but try to look realistically at
what they do, and who pays them, and how much revenue income
there is out there to be taxed.

Senator Baucus. Dr. Rivlin.
Dr. RivLIN. Yes. If I were in that position, I would try to con-

vince the President of the dangers of the deficits. If you sit down
with the numbers, having agreed that something has to be done,
then I think it follows that some of what has to be done has to
come on the tax side because taking all of the necessary deficit re-
duction out of the spending side is too difficult given the values
that evexzbody holds.

I would urge a slowing of the defense increase in a way that
Herb would not. But I think even with modest cuts in defense and
some substantial cuts in domestic programs, some of the difference
has to come out of taxes because there isn’t enough on the spend-
ing side to close that gap as rapidly as it should be closed. ,

nator BAucus. Again, putting politics aside—I know that’s dif-
ficult; particularly here in this body—but putting politics aside for
a moment, lookin%1 only at the spending side, from an economic
point of view is there some kind of mix of spending cuts which
tends to make more sense than some other mix? For example, take
domestic programs, entitlements, and defense spending. Does it
make much difference what the mix of spending cuts is, strictly
from an economic point of view?

Dr. STEIN. Well, as Mrs. Rivlin said in answer to your question
earlier, that is not a kind of question that an economist can
answer, which is not to-say that it is a political question in a
narrow and pejorative sense of the term political, but it is a ques-
tion of the national values and priorities, and what you think is

more important.
Senator Baucus. So what you are saying is it doesn’t make that

much difference.
Dr. StEIN. I don’t think you should get involved in the argument

about whether defense ex*ﬁ‘nditures produce more jobs or more in-
flation than other things. Those arguments are fruitless. The differ-
ences are invigible.

I think there are some kinds of expenditure reductions that have
a particular economic justification in that they are interference
with the operation of the markets. I think a lot of what we do on
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the agriculture side falls in that category. And I think, as I men-
tioned, the Export-Import Bank falls in that category, and probably
some other things.

But, basically, what we are talking about are the big volumes of
expenditures, expenditures for giving money to people. You have a
question of deciding whether Kou want to give money to these

ople or take it away from those people? These people, by and
arge, tend to be old people. I hope you all have a great deal of
sympathy for us old people.

But I think there is some argument for saying we over did it
with respect to the old people. Of course, we made the mistake
about the indexing, and we over-indexed it. Then we made kind of
a quixotic increase in the social security program back in 1972
when a Member of Congress thought he was a Presidential candi-
date. So we have a number of things to correct there.

Senator Baucus Thank you.
The CHAIRMAN. Dr. Rivlin, you were talking about in 1986 maybe

a $100 billion debt reduction. I just asked the staff to sort of break
down the one we have been tinkering with or working on—in 1984,
we would only get about a $5 billion reduction; in 1985, $28 billion;
in 1986, about $46 million; and in 1987, about $67 billion. It would
total about $150 billion, $148 billion. Is there any magic in how
much has to fall on each year?

Dr. RivLIN. No, there isn’t. I just thought I would be ambitious.

The CHAIRMAN. We would like to be ambitious. In fact, there are
some on the committee, I might add, who will—who knows wh
they will vote against things on the theory we don’t do enough defi-
cit reduction. You have got different players.

Then also I think the point should be made, if I am correct—I
think Mr. Penner told us yesterday that he projects a $280 billion
deficit by 1989. He’s assuming that we have sort of a recovery at a
4 percent rate of GNP growth. If it does—Dr. Stein says it won't
abort the recovery—but if there is some weakening, then I would
assume the deficit would be higher. Is that correct?

Dr. RivLIN. That’s right. And if you have a 4 percent gross rate
from now to 1989, you would have the longest expansion—perhaps

the second longest in history.
The CHAIRMAN. What's the average recovery length? Thirty

months or less?

Dr. RivLIN. Recently, they have been quite short.

Dr. SteIN. I think the average post-war recovery has been 36
months. In a recent survey of Economic Forecasters, they predicted
that this one would be 38 months in length, starting from Novem-
ber 1982, which brings it out to about the end of 1985.

The CHAIRMAN. End of 1985?

Dr. StEIN. Right.

The CHAIRMAN. That would have an impact on 1986.

Dr. StEIN. Yeah. But you shouldn’t take that too seriously.

Nobody really knows.
The CHAIRMAN. Unless you are running in 1986. [Laughter]

Senator Mitchell.
Senator MircHELL. I would like to ask about a specific proposal

in the package now before this committee. I apologize for not
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having heard your testimonies, but I have read Dr. Stein’s previous
written statement on this. And, Dr. Rivlin, I will read yours.

We agree that some tax increase as part of a ;s)ackage is neces-
sary. I tgot here just as you were discussing, Dr. Stein, the impor-
tance of dealing with consumption. But I would like to ask for you
to evaluate the proposed energy tax in the package as op(fos to
what I believe to be a more simple and equitable—the third year of
the tax cut or something similar to that. Modifying the indexing,
say, by CPI minus three or something like that.

Among the criteria that have traditionally been used to evaluate
the taxes, the distributional impact, that is, the fairness issue, the
ease of administration, and the economic impact of the tax—what
effect they might have on inflation. I wonder if I could ask you
first, Dr. Rivlin, and then Dr. Stein to evaluate those two proposals
in that context.

Dr. RivuN. I think they are rather different. The straight rate
change, which could be in the form of taking back the third year
cut or in the form of a surtax basically doesn’t change the income
tax. It just raises the rates or raises them back to higher levels.

The argument for an energy tax, I think, is of a different kind.
To be in favor of an energy tax—and I generally am—is to have
other considerations in mind, such as conservation over the long
run. We should be pricing energy to ourselves higher than we are
s0 as to conserve it over the long run. I think there are some argu-
ments for that.

So I think it’s a different set of arguments. I, for one, would sug-
gest you explore some of each. :

Senator MrtcHELL. I didn’t hear you. What?

Dr. RivLIN. That you explore some of each. We are going to need
substantial revenues over the next several years. Doing part of this
through an increase in the energy tax, and part of it in other ways
would be sensible.

Senator MitcHELL. Well, of course, on the conservation point, all
historical experience demonstrates that the effect of increased
energy costs upon patterns of consumption so as to reduce conser-
vation have a substantial time lag.

Dr. RivLIN. That's right.

Senator MiTcHELL. And here Kou have a proposal for a tempo-
rary 3-year tax. So unless you have some intention of making it

rmanent, there is no historic experience to support that it will
induce the conservation consequences that you suggest.

Dr. RivLIN. Over the longer run, though, the conservation effects
seem to be quite substantial. We have achieved a lot in conserva-
tion as a result of the higher price of energy over the last few

years.
Senator MircHELL. That would be true if this were a permanent

tax.
Dr. RivLin. Right.
Senator MrrcHELL. Dr. Stein.
Dr. SteIN. Well, I have changed my mind about the energy tax. I

used to be a great enthusiast for energy taxation—particularly, for
an oil import duty mainly as a way of doing something about the
OPEC cartel and forcing the world price down. That doesn’t seem
to me as necessary or important as it used to. And I am concerned



178

about the interindustry distortions that would result from a tax on
energy.

One industry with which I am familiar, which is the aluminum
industry, would be rather severely hurt by it. And all those people
with the six-packs of beer in aluminum cans would be hurt and so
on. But I just don’t see any reason at this point to single out the
energy industry. I think we are making an adjustment in that in-
dustry. And so I would prefer, as I do in general, a more broadly
based kind of tax—a tax more general in its impact. I would prefer
to do something like an addition to the individual income tax. I
would prefer not to go back to the corporate tax. I think it was a
great step forward to reduce the effective burden of corporate tax-
ation as we did. And I don’t want to undo that. I think part of
what we are interested in is promoting investment in economic
growth, and its counterproductive to do it by the corporate tax
route. .

Of course, as I said at the beginning, I think &rhaps when you
were not here, I don’t think you can afford to be too fussy about
this or dig in your heels and say that under no circumstances will I
take this or that compromise. You have to deal with the beliefs and
interest and erroneous ideas that are out there in the country. But
if I had my preference, I would confine the increase to the individ-
ual income tax. And I would not undo indexing. I think indexing
was a great step forward, and in the long run will have a very salu-
" tary effect on the political process.

Senator MrrcHELL. I would like also to simply express a concern
and ask you to comment if you care to. I've read several recent re-
ports which indicate that the effect of tax policy at all levels of gov-
ernment over the past 3 years has been a significant shift in the
burden of taxation; generally, the Federal income tax has been re-
duced by a substantial degree, and that’s the major revenue collect-
ed as related to income ability to pay. At the same time, Federal
payroll taxes have increased, some excise taxes. Many States raised
their taxes, and that is generally a sales tax. And many communi-
ties raised the property tax. And the effect has been to shift the
burden of taxation increasingly on the middle class.

And my concern, frankly, about the energy tax is that it repre-
sents a further step in that direction, which would not occur were
we to deal with the tax increase in the context of the income tax.
And I ask whether, if you care to comment on that—if you care to
comment, I would appreciate that. Do you feel that is a valid con-
cern? Whether the assumptions contained in the statement are cor-
rect or incorrect, or any other comments you care to add.

Dr. RivLiN. Well, over the period you are talking about we cer-
tainly shifted the burden of taxation from the corporate tax, which
has gone down very substantially, as Dr. Stein noticed, onto the
payroll tax, which has been a rising fraction of revenues, and
which is paid by everybody who works, but is not a progressive tax.

I think in the ranges we are talking about right now, shifting the
effect would be fairly marginal, whether you put part of it on
energy, which essentially is a consumption tax—it’s passed on to
all of the consumers of energy, whether they are poor or middle or

upper income.

30-228 O0—84—12
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Dr. StEIN. I think there has been some such shift and I think its
commendable. The tax system that developed as a result of the in-
flation was burdensome on savings and investment to a degree that
was harmful to the welfare of the national economy, and that was
somewhat redressed in the 1981 action.

My complaint about the 1981 action was that it went far beyond
that in reducing the tax burden on the middle class, which we have
to rely on to pay the cost of government if we are not going to
impair the long run health of the economy. So I think these shifts
have been commendable. I don’t want to undo them.

As I said, I guess before you came, I think the main object now is
a budget policy which will somewhat restrain the consumption of
the great mass of the American people, because that’s where most
of the income is; that's where most of the output goes; and that’s
where we have to look in order to find the income to pay for these
other important functions of government, such as defense, caring
for the poor, paying our interest, and reducing the deficit enough
to permit the economy to go forward. So I do not rise in alarm at
this thought of posing some additional taxes on the American
middle class, even though I recognize that is most of us. That is all
of us practically.

The CHAIRMAN. Do you think the contingency tax—are you satis-
fied that would work? And there are a lot of people very suspicious
that even if we arrive at some formula and we have CBO working
on it, it would trigger in the tax changes; that it will never happen.
We will end up again with spending cuts and no tax changes.

Do you have any comments on the concept of the contingency
tax? Is that sound tax policy?

Dr. StEIN. I really find it hard to understand. I think the condi-
tions which call for the tax increase are here, and we should have
the tax increase. And we don’t need to wait to see something else
happen before the tax increase goes into effect. It has already hap-
pened. The bell went off. We should have the tax increase. I think
probably you are going to need a package, which is a different
thing from a contingency. I think we need a package which will
provide for the tax increase to go into effect at a date certain and
specified and as soon as possible, and for certain changes in the ap-

ropriations or spending legislation. We've had such packages
efore. We had a package like that in 1968. And I am sure there
have been others, which you would know better than I do.

But these are not things that need to wait for some statistic to
appear which has not yet appeared. All the statistics are here.

e CHAIRMAN. Dr. Rivlin.

Dr. RivuN. I think you should put together a package and enact
it. It should have a future date. But part of what you are trying to
achieve is to show that there is a plan written into law to bring the
deficit down. You want to show that to the financial markets and
to the rest of the world. You want to show it to the American
public in general. And I think the way to do that is to enact a law.

The CHAIRMAN. That’s the part that concerns some of us. If, in
fact, it triggers, whatever; but if it is just a gimmick to say, well,
we will get through something, whatever it is, this will take the
pressure off those who say not to do anything on the tax; we will
make it contingent on something happening.
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I'm not certain how the financial markets are going to respond. I
mean if it is something that is never going to happen, I assume
somebody will discover that. There are pretty shrewd people out
there in the business world. And I think what they would like to
see is to know in advance that something will happen.

As Dr. Stein said, the bell has gone off, the alarm has sounded.
And I think we need to act.

Dr. SteIN. I agree with that.

Dr. RivLin. I agree.
The CHAIRMAN. Well, thank you very much. We appreciate your

coming, and we appreciate your statements and testimony.

I would like now, if there is no objection, to call Dr. Stuart
Butler, director of domestic policy studies, the Heritage Founda-
tion; John Palmer, Ph. D. Senior Fellow, the Urban Institute,
Washington, D.C. '

I would also like to call the next panel because Dr. Bergsten has
a plane to catch. So if Dr. Bergsten and Carol Cox could also come
up. And if there is no objection to hearing Dr. Bergsten first, it
would accommodate him. Does anybody have any problem with

that?

[No response.] :
The CHAIRMAN. And, again, if your plane is out there already,

you can summarize your statement. That would even get you there

sooner.
Dr. BERGSTEN. It sounds like we have a common interest, Mr.

Chairman.
The CHAIRMAN. We want to be thorough, but I don’t want you to

miss your airplane.

STATEMENT OF DR. FRED BERGSTEN, DIRECTOR, INSTITUTE FOR
INTERNATIONAL ECONOMICS, WASHINGTON, D.C.

Dr. BERGSTEN. Right. Thank you very much, and also for changing
the order.

I was asked to lay out some of the international implications of
the budget problem that the country now faces. It is a pleasure to
do that because I believe very strongly that international consider-
ations not only add substantially to the need for prompt and deci-
sive action on the budget, but that the several adverse effects of

* currently projected budget deficits on the international position of
the United States and on the world economy as a whole—and back
onto our own situation—may be among the most compelling rea-
sons to launch a major and decisive effort to deal with the budget
problem now.

As a prefatory note, before turning to those specific effects, I
think everyone now recognizes the deep structural involvement of
the United States in the world economy: the fact that almost a
quarter of our industrial output is now exported; the fact that over
40 percent of our agricultural output is exported; the fact that
almost one out of every $3 of U.S. corporate profits derive from the
international activities of American firms, both their exports and

their investment.
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But what I think is not recognized is that the changes in the ex-
ternal position of the United States have actually dominated the
overall course of our economy over most of the last 5 to 6 years.

When you look back to the last modest recovery that we had,
from 1978 to 1980, fully three-quarters of the expansion of our
economy derived from the improvement in our trade balance. U.S.
exports were then growing at twice the rate of world trade, we re-
sumed a share of world markets for manufactured goods we had
not seen since the late sixties, our current account balance im-
proved by over $50 billion in just 2 years excluding the impact of
the second oil price shock. So in the last J)ositive period for the U.S.
economy, the external side was, in fact, dominant.

By contrast, during the recent recession, from the first quarter of
1981 to the fourth quarter of 1982, the decline in our net export
position equaled three-quarters of the total decline in our real
GNP. The decline in our trade balance, not the housing slump, not
the auto slump, was by far the single biggest factor in the reces-
sion. Indeed, if it hadn’t been for that deterioration in the trade
balance, we might not have even talked about a recession because
we wouldn’t have noticed much decline in the GNP.

It is thus extremely perilous to ignore the international impact
of what we usually think of as domestic policies, as I would argue
has been done for the past several years.

The international problems now arise and have arisen over the
last couple of years, of course, because the prospect of huge and un-
ending budget deficits, when combined with a responsible monetary
golicy, produced extremely high U.S. interest rates. In turn, those

igh interest rates attract massive inflows of capital to the United
States from abroad and produce a severe overvaluation of the
dollar in the exchange markets compared with the underlying com-
petitive relationshi? between the United States and other major
countries. And as if to give further urgency to your hearings, Mr.
Chairman, the dollar yesterday hit its highest trade weighted aver-
age level since 1970—offsetting all of the depreciation of the seven-
ties, the competitive gains and correction that occurred during that
period; it has all been given back and we are now in an extremely
perilous international position.

My institute published a study just 2 months ago to try to calcu-
late how much the dollar is out of line. We concluded that it was
overvalued, compared to trade competitiveness, by something on
the order of 20 to 25 percent. And that, of course, has the same
effect as placing a tax of 25 percent on everything we sell to the
rest of the world and paying a subsidy of 25 percent on all goods
coming into the United States.

The combination, therefore, of high interest rates and dollar
overvaluation produces major international consequences with ex-
tremely negative effects on the United States itself.

What I would like to do quickly—it’s elaborated in my state-
ment—is tick off the six major effects that I think derive from the
international implications of the budget deficit and high interest
rates, and how those adversely affect the U.S. economy.

First, the trade deficit itself. I suggested over 2 years ago that
what was happening was going to take the U.S. trade deficit to
$100 billion. It is now conventional wisdom that the merchandise
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balance will hit $§100 billion next year. My own guess is that it will
be more like $120 billion. That will take the current account defi-
cit, even cranking in our big sux;_plus on services, to somewhere on
the order of $80 .o $100 billion, five or six times as great as it ever
was prior to 1983, -

This further deterioration in our external position will in the
first instance take something like 1 to 12 percentage points off the
economic recovery next year. It will take unemployment, directly
traceable to trade, to over 2 million jobs by the middle or end of
next year. Most of those losses come to the manufacturing sector,
encompassing both basic industries and high tech industries, which
both export and import.

Of course, the major cause of the trade decline is the overvalua-
tion of the dollar. Every percentage point of price competitiveness
that we lose costs our trade deficit about $3 billion annually. And
the sorry story is that if the situation is not rectified, the trade
deficits will continue to run at least at the $100 billion level for the
indefinite future. There are even some estimates, including by DRI,
that see the trade deficit getting close to $200 billion later in this
decade unless we correct the underlying problem of budget deficit,
interest rates, and overall dollar overvaluation.

In fact, there is an even more stunning fact. Over the last 60 to
70 years, the Unites States, of course, has been a net foreign inves-
tor. Our firms and our individuals have been investing heavily
abroad, and building up a net creditor position for the United
States in the world economy. If we run trade and current account
deficits at this level for the next 2 to 3 years, the entirety of our
net creditor position abroad will be eliminated. And the United
States again would become a net debtor country, as it was in the
19th centurKi

In short, Mr. Chairman, there is a foreign borrowing counterpart
stemming from the trade deficit to your borrowing counterpart in
domestic terms from the budget deficit. A lot of our budget deficit
is being financed abroad. That is quickly turning the United States
back into an international debtor rather than creditor, which
would be a fundamental structural change for a country of our

type.
ygg the first huge problem is the trade deficit and what it means
for jobs, production, and our overall position. )
Second, and maybe even more worrisome in a longer run sense
I'm afraid that the trade deficits and dollar overvaluation are now-
posing a growing threat to the future of U.S. investment in plant
and equipment. We have to keep in mind that a very large seg-
ment of U.S. industry—it’s now estimated at 60 to 75 percent—
must compete with firms abroad, either internationally or in our
domestic markets. Many of those firms now see the competitive
rice disadvantage, the 25 percent overvaluation of the dollar, as
adly undermining their ability to compete out of the United
States. Some American firms are, therefore, beginning to question
the basic wisdom of future investment in the United States. Most
of them have subsidiaries and affiliates abroad. What we could get
is a new wave of foreign investment by American firms, just as we
had in the late sixties and early seventies—the last time that the
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dollar became so overvalued relative to other currencies and under-
mined the competitive position of our economy.

That, of course, would cost still more jobs and, indeed, in my
mind is the major single threat that sometimes goes under the
term ‘‘deindustrialization.” In short, if our manufacturing and
high-tech industries see themselves perennially disadvantaged by a
dollar which is the equivalent of taxing all their exports 25 percent
and subsidizing their import competition by 25 percent, they may
not invest here.

The CHAIRMAN. Could you speed up?

Dr. BErGSTEN. I will do it very quickly.
The third effect, and it has already been mentioned, is protec-

tionism. The history of U.S. trade policy shows that the major
sources of protectionist pressure to insulate our economy come
from dollar overvaluation, the competitive disadvantage I men-
tioned. That is occurring again. You see it here in the committee
and the Congress every day. As long as the dollar overvaluation
continues, it will continue.

Four, the debt bomb. The only prospect for the developing coun-
tries to resume earning foreign exchange enough to service their
external debt on anything like a stable basis is for them to resume
exporting to the rest of the world. That requires an avoidance of

rotectionism, and a pickup in economic growth, which is jeopard-
1zed by the current situation.

So the deficit problem here relates directly to the deficit prob-
lems of those debtor countries around the world, and could cause
the explosion of that debt crisis, which so far has been managed
quite skillfully, but certainly is going to be with us for the foresee-
able future until and unless the underlying economic situation is
corrected.

Finally, economic growth abroad. High U.S. interest rates which
feed out to the rest of the world through the dollar mean that
other countries have to keep their interest rates high as well, and
cannot use monetary policy to stimulate their economy. The result
is that the U.S. recovery is not spreading very rapidly to the rest of
the world. Japan is growing more slowlg than we for the first time
in 30 years. Europe remains pretty much dead in the water.

The bottom line for us is that it is very hard to imagine the U.S.
recovery continuing very strong for very long if the rest of the
- world remains stagnant. We tried that in 1977 and 1978. The result
was the U.S. economy fell back into the stagnation of the rest of
the world rather than our being able to pull up those other coun-
tries. '

So, again, unless we are cognizant of the world effects of our own
policy and %et our own house in order, the feedback onto us is
going to badly undermine our own situation.

The bottom line, Mr. Chairman, is that there are five or six
major international effects of what is going on now in our policy
here at home. Unless we quickly recognize those and take the kind
of steps that you are promoting to deal with them decisively, the
impact on both ourselves and the world economy could be dis-
astrous.

The CHAIRMAN. Thank you very much.

[The prepared statement of Dr. Bergsten follows:]
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THE US BUDGET DEFICIT
AND THE WORLD ECONOMY

Statement by
C. Pred Bergsten
Director

Institute for International Economicsl

Before the
Senate Finance Committee

December 13, 1983

Introduction
International considerations add substantially to the need

for prompt and decisive action, by the Administration and the
Congress, to implement major and lasting reductions in the US
budget deficit. 1Indeed, the several adverse effects of currently
projected budget deficits on the international position of the
United States and on the world economy as a whole may be the most
compelling reasons to launch such an effort.

In addressing this issue, it is essential to recognize that

changes in the external position of the United States have

dominated the overall course of our economy during five of the

last six years. From 1978 to 1980, three-quarters of the total

1. Assistant Secretary of the Treasury for International
Affairs, 1977-January 1981; Assistant for International Economic
Affairs to the National Security Council, 1969-May 1971,
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growth in real US gross national product was accounted for by the
sharp improvement in our net export position.2 From the first
quarter of 1981 through the fourth quarter of 1982, the decline
in net exports equalled three-quarters of the total decline in
real GNP--and was by far the largest single factor in the
recession. Hence it is extremely perilous to ignore the

international impact of US "domestic"™ policies, as has been done

for the past three yeare.3

The international problems arise, of course, because the
prospect of huge and unending budget deficits, when combined with
responsible monetary policy, produces extremely high US interest
rates. In turn, these high interest rates attract massive
inflows of capital and produce severe overvaluation of the dollar
in the exchange markets, compared with the underlying competitive

relationship between the United States and other major

countries.

2. During that period, US exports grew twice as fast as world
trade. By early 1981, the United States had regained a share of
world markets for manufactured goods which it had last
experienced in the late 19608, The current account improved by
$15 billion despite a further rise of $40 billion in oil import
costs due to the second oil shock--implying a gain of $55 billion
on everything else in just two years. Assertions that the United
States faces some fundamental problem in competing in the world
economy are thus totally disproven by the facts.

3. During President Reagan's recent visit to Tokyo, the
Administration finally admitted that the strength of the dollar
(particulary vis-a-vis the yen) was a major problem which
requires policy response. Unfortunately, the responses announced
(regarding further liberallzation of the Japanese capital market
and inter-nationalization of the yen) are unlikely to improve the
situation, and may even worsen it. Since the Tokyo meeting, the
dollar has strengthened further (including against the yen).
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A study published by the Institute for International
Economics in September demonstrats that the dollar is overvalued
by 20-25 percent.‘ This has the same economic effect as placing
a tax of 20-25 percent on all US exports and paying a subsidy of
20-25 percent on all imports into this country. The combination
of high interest rates and dollar overvaluation, both of which
derive in large part from the current and prospective budget
deficits, produces major international consequences which have
extremely negative effects on the United States itself--four of
which operate directly on our economy and two of which feed back
into the United States through their impact, in the first
instance, on the rest of the world.

The Trade Deficit

As I predicted over two years ago,5 the US trade deficit
will soar to at least $100 billion in 1984, 1Indeed, that rate
has been approached during the last few months, and I now fear

that the trade deficit may hit $120 billion next year. This in

turn implies a current account deficit of $80-100 billion, five

to 8ix times as great as the pre-1983 record.

Such further deterioration in our external position would

take 1 to 1 1/2 percentage points off the recovery next year,

4. John williamson, The Exchange Rate System, Washington:
Institute for International Economics, September 1983.

S. In "The Costs of Reaganomics,” Foreign Policy, Fall 1981,
pp. 28-29, See also my "The International Implications of
Reaganomics," Kieler Vortridge, no. 96, February 18, 1982. Both
are reprinted in the The United States in the World Economy:

Selected Papers of C. Fred Bergsten 1981-1982, Lexington,
Mass.:t D.C. Heath and Co., 1983.
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after taking off about a full percentage point this year. By

late 1984, over two million jobs will have been lost as a result

of the deterioration in the trade balance. Most of these losses

come in the manufacturing sector, encompassing both key basic
industries which compete against imports (such as steel and
autos) or rely heavily on export markets (such as farm machinery)
and high-tech industries which do both.

The overwhelming cause of the trade decline, to date, is the
overvaluation of the dollar. Traditionally, every percentage
point loss of international price competitiveness costs our
merchandise trade balance about $3 billion. Thus the
overvaluation of 20-25 percent, first reached in mid-1981, would
be expected to generate annual losses »f $60-75 billion~--which,
from the starting point of a $25-30 billion deficit in 1979-81
(more than offset in those years by our structural surplus on
services)--takes the deficit to about $100 billion.5 Purther
substantial losses, pushing the deficit even higher, are now
resulting from the much faster pace of economic recovery in the
United States than in the rest of the world and will continue to
do so as long as this "growth gap" persists (see below)--although
there may be some offset from a modest restoration of imports by

Mexico and other large debtor countries as their stabilization

programs permit.

6. This is a highly conservative estimate, because the
appreciation of the dollar--from its low point in 1978 to its
recent and current highs--averaged about 40 percent, implying a
possible trade loss as high as 3120 billion from the currency
change alone. This would take the merchandise deficit to about

$150 billion.
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If the dollar overvaluation is not soon corrected, the
deficits will continue to run around $100 billion annually; some

 estimates (such as those by DRI) suggest that the merchandise
imbalance could approach $200 billion later in the decade. The

agsociated job losses would exceed four million. By 1986, the

United Btates could again become a net debtor country--reversing
in four years the entire net bulldup of foreign assets of the
past seven decades and returning to our status of the nineteenth
century.

Deindustrialization?

Beyond the trade deficits, dollar overvaluation poses a

growing threat to future investment in US plant and equipment. A

large segment of American industry, running as high as 60-75
percent on some estimates, must now compete actively with firms
based abroad either in world markets or here at home. Yet many
of these firms are increasingly aware that the huge (20-25
percent) price disadvantage caused by dollar overvaluation may
persist well into the future, if no action is taken to deal with
the underlying cause of the problem--the budget deficit.

Some firms are therefore beginning to question the wisdom of

future investment in the United States. Continued sizable dollar

overvaluation is likely to force them to invest abroad insteagd,
not from any "runaway plant" mentality but simply for self-
preservation, particularly because their foreign competitors are
enjoying such huge profits and may be reaping irreversgible
competitive gains. 1Indeed, massive foreign direct investment was

one result of the last prolonged period of dollar overvaluation
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in the iate 19608 and early 1970s.7 Such a shift would of course
further reduce job opportunitites in the United States. 1In
addition to jeopardizing the sustainability of the present
recovery, this phenomenon is probably the greatest present cause
for concern over any future "deindustrialization” of our economy.

Protectionism
The history of US trade policy throughout the postwar period

reveals that dollar overvaluation, even more than aggregate
unemployment, is the most reliable "leading indicator® of
protectionist trade pressure in this countty.8 The reason is
clear: dollar overvaluation badly jeopardizes the competitive
position of even our healthy import-competing industries, as well
as those which are traditionally vulnerable. Hence the coalition
which seeks import relief is broadened substantially. The latest
evidence is the adoption by the current Administration, despite
its devotion to open markets and free trade, of major

protectionist steps in at least a half dozen industries to date
(autos, textiles/apparel, steel, sugar, motorcycles, and

specialty steel).

7. There were of course other major reasons for the expansion of
foreign direct investment by US-based firms during that period.
However, the buildup correlates almost precisely with the growing
dollar overvaluation and, given the inherent lags in corporate
planning, so did its slowdown from the mid-1970s (after the
dollar devaluations of 1971-73). Likewise, investment in the
United States by foreign-based firms was miniscule prior to those
currency corrections but has expanded rapidly since then.

8. C. Fred Bergsten and John williamson, "Exchange Rates and
Trade Policy,” in Wwilliam R. Cline, editor, Trade Policy in the
19803, Washington: Institute for International Bconomics,

November 1983.
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These pressures could become particularly intense in 1984.
As noted, the trade deficit will soar to (or beyond) $100
billion. Unemployment, though down sharply, will still be
high--and a great deal of it will be directly traceable to
trade. The election campaign will generate intense pressures to
support additional import relief. Continued dollar overvaluation
would undermine the traditional case for open trade, in part
because its benefits would be skewed heavily against the United
States. I believe that a widespread resort to protectionism
would be a tragic error, by using trade instruments to respond to
a monetary and macroeconomic problem, but would not be surprised
to see it happen--even perhaps through an across-the-board import
surcharge, 8 la Richard Nixon and John Connally in 1971 in
similar, but much less severe, circumstances.

Any widespread US adoption of protectionist devices could,
in turn, topple the open trading system which has been so crucial
to postwar prosperity. Europe, with its much higher level of
unemployment and structural economic woes, would reply in kind
(or worse). The developing countries, seeing the evaporation of
their only hope to earn their way out of the debt crisis (see
below), would have to tighten their own trade controls further.
The encouraging progress toward liberalization in Japan would
abort. The damage would be all too reminiscent of the 1930s, and
could take years (or decades) to repair.

A 'Stabilizgtlon Crisis"?
One other possibility, recently outlined by my colleague

Stephen Marris, is that the trade deficit itself will eventually
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produce such a precipitous fall in the exchange rate of the
dollar as to have major adverse consequences for our economy.9
S8uch a fall would come from a sharp reversal in capitgl flows,
stemming from a collapse of international confidence in the
sustainability of the American situation, which would then push
US interest rates up both directly and--because the Federal
Reserve would have to tighten money to stem the run on the
dollar~--indirectly.

Moreover, a sharp decline in the dollar would add
significantly to inflationary pressures in the economy: a fall

of 20 percent in the exchange rate would add about three

percentage points to the cr1.10 ag a result, the United States

would for a while get the worst cof all worlds ftqm its external

accounts: a continued huge trade deficit, because of previous

dollar overvaluation, and then higher interest rates and new

inflationary pressures as well from a rapid fall of the

currency. Again, urgent action is required--to begin the
adjustment process soon enough to foster the needed currency
correction in a relatively smooth manner, without a "free fall"

la 1978 and the enhanced risk of overshooting to an excessively

weak (and inflationary) dollar once again.

9., Stephen Marris, "Crisis Ahead for the Dollar," Fortune,
December 26, 1983.

10. The correction in the exchange rate of the dollar which is
needed, as noted above, would of course also produce such an
effect--but in a more orderly way over a longer period of time.
Indeed, the inevitable upward push in the CPI from dollar
depreciation--which, it should be noted, does not affect the
"core" or "inderlying" inflation rate--is better taken now than

later, given the continuing low level of recorded inflation, thus

adding to the urgency of restoring dollar equilibrium.
-
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The Debt Crisis

The current nexus of high US interest rates and an
excessively strongq dollar adds substantially to the risks that

the debt bomb will explode.
Every percentage point on the interest rate adds $3-4

billion to the annual servicing costs of the debtor countries.
Their total interest payments now far exceed their new capital
inflows, making them substantial net transferéra of resources to
the richer industrial countries. Hence their "default calculus®
turns increasingly positive. Lower interest rates are urgently
needed to reduce the risk of severe disruption to the world
economy and financial systems.

The overvalued dollar also intensifies the debt crisis.
Since most of the debt itself is denominated in dollars, the
strong dollar sharply increases its real value--and the real
costs of servicing it. 8ince most of the large debtor countries
peg their currencies to the dollar, its strength drags their
exchange rates up and impairs their competitiveness in third
markets. 8ince most of their commodity exports (including oil)
are denominated in dollars, the strong dollar weakens demand for
their products and cuts their dollar earnings. The protectionist
pressures cited above, if successful, would also reduce the hard-
currency earnings of the debtors--whereas renewed export growth
is the only way they can resume normal debt servicing and restore
market creditworthiness.

The debt crisis can be surmounted if the debtor countries

stick to effective adjustment policies and if several key
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conditions are met by the world economy: real growth in the OECD
as a whole of at least 3 percent annually through 1986, LIBOR at
8-9 percent, the avoidance of new trade protectionism, a
restoration of exchange-rate equilibrium between the dollar and
other major currencies, stability of oil prices and continued
inflows of capital at adequate 1evels.11 The huge and continuing
U8 budget deficits make it harder to fulfill every one of these
criteria. Despite encouraging recent progress in several of the
major debtor countries, the longer run situation remains
uncertain and urgent action is needed to assure its continued
manageability.

Economic Growth Abroad

The strong dollar, with its devastating effect on the US
trade balance, is now enabling Japan and Europe to improve their
competitive positions sharply and to experience rising trade
surpluses. Hence the current US policy mix provides one positive
impulse for the other industrial countries.

On the other hand, and even leaving aside the moral
implications of the richest nation in the world financing its
budget deficits from other countries' savings, the high US
interest rates (which cause most of the dollar strength) continue

to depress economic activity abroad. This is partly because the

11. william R. Cline, International Debt and the Stab111t¥ of
the World Economy, Washington: Institute for Internationa
Economics, September 1983, See also the thoughtful recent speech
by Deputy Treasury Secretary R. T. McNamar, "The International
Debt Problem: Working Out a Solution,” presented to the Fifth
International Monetary and Trade Conference, Philadelphia,

December 5, 1983,
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international flow of capital to the United States is depriving
other countries of investment resources. Even more importantly,
most other major countries feel that they must maintain interest
rates high enough to keep their exchange rates from weakening
further, in light of the inflationary pressures--notably
including higher 'prices for dollar-denominated oil and other
commodities~~which would result. Hence they are unable to use
monetary policy to stimulate more rapid expansion of their
economies; indeed, several of them are now maintaining interest
rates far higher than called for by domestic conditions, and are
thus retarding their own economies.

At the same time, the most important of these
countries~-Japan, Germany, and the United Kingdom--are, in direct
contrast to the United States, steadily reducing their budget
deficits. Indeed, there is extensive political consensus in
those countries for doing so, in the interest of long-run fiscal
prudence. Hence neither monetary nor fiscal policy is available
to promote their recoveries (though the immediate cyclical
situation would seem to call for fiscal expansion instead).
Partly as a result, the US recovery has not yet spread; for
example, US growth will exceed Japanese growth in both 1983 and
1984, a rare juxtaposition since the postwar reconstruction of
Japan.

Thus the United States may wind up seeking to maintain its
recovery in a largely stagnant world economy. The last time it
tried to do so, in 1977-78, the result was a snuffing out of the

US recovery--via a "stabilization crisis® of the type described

30-228 O—84——13
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above-~rather than a generalization of US growth to the others.
In light of the further integration of the United States into the
world economy over the past five years, as described at the

outget, it is doubtful that the United States can qrow very fast

for very long if the other major countries are not doing so, at

least to some extent, as well. 8o the impact of US policy on the

rest of the world, which on balance is negative for most bk

countries, will feed back adversely onto the prospects for

sustainability of our own recovery--and, by slowing world growth,

add to the risks surrounding the debt crisis as well. The
situation would be worse if the United States is hit by a
"gtabilization crisis," as outlined above, because other
countries would then probably face both a slackening of the
American economy and a decline over time in their competitive
positions as the dollar fell.

Conclusgions
The international effects of the present US policy mix are

thus extremely costly for our own economy, both directly via its
impact on the US competitive position and indirectly via its
effects on the other industrial countries and the developing
countries. Substantial numbers of US jobs and investments are
being lost, and severe systemic risks--a collapse of the open
trade regime and renewed eruption of the debt crisis--are
threatened.

It is thus imperative to attack the root of the problem:
the prospect for huge and interminable budget deficits, which is

the most important cause of both high interest rates and dollar
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overvaluation. 1In the absence of such an attack, any or all of
the problems cited here could become acute and even

unmanageable. At a minimum, alternative steps of a decidedly
inferior nature might have to be taken to head off major
international disturbances: direct manipulation of capital flows
and massive intervention in the exchange markets, to correct the
currency imbalances, and huge new infusions of capital to cope
with the debt bomb.

It will ultimately be essential to bring our public finances
into order; our national self-interest in the global economic
situation counsels that we do so promptly and decisively.

Indeed, urgency is required particularly because of some of these
international phenomena. A renewed flight of US investment
abroad, once bequn, would not be easy to reverse. A breakdown of
the open trading system, which would surely follow promptly any
major US reversion to protectionism, could take decades to
overcome. Explosion of the debt bomb could leave an even longer
trail of disaster. The international dimension of the US fiscal
crisis thus adds substantially, perhaps decisively, to the case

for immediate action to begin the corrective process.
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The CHAIRMAN. Senator Mitchell, do you have any questions for
Dr. Bergsten? If not, then he could probably be excused.

Senator MrrcHELL. No, I do not.

The CHAIRMAN. It's an excellent statement, and we may have
some questions, if it's all rifht with you, to submit in writing as we
go through the testimony of different witnesses.

Dr. BErGSTEN. Thank you, Mr. Chairman.

The CHAIRMAN. Now we will go back to our regular order. And we
:gpr:ccli‘ate the other members waiting because he does have a plane

catch.

Dr. Butler, we will hear from you. Let me say from the outset
that your entire statements"will be made a part of the record. And
if you can summarize or highlight your statements, it will be ap-

preciated.

STATEMENT OF DR. STUART BUTLER, DIRECTOR OF DOMESTIC
POLICY STUDIES, THE HERITAGE FOUNDATION, WASHINGTON,
D.C.

Dr. ButLEer. I will just highlight five major points that I tried to
make in the testimony.

The first is that we recognize our ability to forecast the deficit is
primitive, to put it mildly. In 1979, for example, the OMB forecast-
ed the next year’s deficit and it was exactly double the actual turn-
out. In 1982, it was one—%uarter of the actual situation. In fact, only
three times between 1971 and 1982 have official estimates of the
deficit come within 75 percent of the actual totals.

If we are looking forward several years, and if we recognize the
possible combination of such errors, we begin to realize, I think,
that we are really groping in the dark when we try to get some
idea of what the deficit is going to be in the future.

Senator MrrcHELL. Excuse me. May I interject with a question?

The CHAIRMAN. Sure.

Senator MitcHELL. In the cases that you refer to, where they
missed by over 76 percent, were they both over and under it or
always underestimated? ‘

Dr. BurLER. Both sides. I think that one could argue that if J'ou
are looking at out years, you are talking almost about random
numbers when it comes to estimating the deficit. I'm not trying to
suggest that it’s one way or the other.

e second point to bear in mind is that if we are really talking
about the deficit as having an impact on borrowing and on the
bond markets in the country, we must look at the total deficit, or
the total impact of Government borrowing. That means we must
look at State and local borrowing. It means we must look at the so-
called off budget items. And there are other types of Government
borrowing that are not shown in the official deficit.

We should bear in mind, for example, that at the State and local
government level we have been seeing steadily increasing surpluses
over the last couple of years. So if the Federal Government pro-
vides a State with, say, revenue sharing or UDAG grants, that ap-

ars in the deficit. But it appears in the surplus as far as the

tate is concerned. So we see the deficit growing, in some respects,
due merely to accounting changes, if you like, between various

levels of Government.
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I recommended in my statement that we should adopt at least
one thing that we have managed to do correctly, I think, in Brit-
‘ain. And that is to consolidate all of this borrowing into a so-called
public sector borrowing requirement, which includes all elements
of government borrowing, including borrowing by government cor-
porations, such as nationalized industries in the British case.

The third point I would like to emphasize is that although it may
seem commonsense that the deficit will have an impact on interest
rates, and therefore on the economy, the evidence to support this
_position is by no means clear. Many studies have been done looking
at the correlations between deficits and interest rates, and show a
very, very poor correlation. I think that we ought to bear that in
mind before we rush blindly into passing tax increases to deal with
this alleged problem.

The fourth point I would like to make is that-on the other hand
the impact of tax increases on the economy is pretty well docu-
mented. Indeed, the reduction in tax rates was the heart of the
Reagan program to stimulate the economy. And I don’t think there
are many people—I have yet to find any, in fact—that argue that
increasing taxes will be stimulative or improve productivity in the
economy.

The fifth point I would like to make really summarizes the broad
direction I think we should take. And that is to recognize that most
of the evidence tends to suggest that it is the size of Government
activity that is much more important in determining the course of
the economy, and even interest rates, than the size of the«deficit.

If we gass tax increases to supposedly close the deficit—as int
out we did in 1982—it seems to me that the evidence suggests that
this will merely take the pressure off moves to reduce spending.
When we increased taxes under TEFRA, we did not see the kin
of reductions in spending that were promised. And I don’t think
there is much evidence to suggest that if we——

Senator MITCHELL. Promised by who? ‘ '

Dr. ButLER. By those supporting the measure—the three for one
reduction in spending.

Senator MiTcHELL. I've attended meetings with the Secretary of
Treasury where he was questioned about that, and persons present
in the meeting said there was never any such romise; there was
never any such commitment. That was a point that was raised by a
White House staffer. And that was the extent of it.

Dr. ButLeER. Well, it would seem to me that the American people
had been led to believe that we were seeing budget reductions.

Senator MircHELL. I think it’s very important, when you talk
about the need for correlation between the past and present and
proven things—I was not present at the meetings, but——

Dr. ButLer. My point still stands, however, that tax increases
have not tended to coincide with either reduction in deficits or re-
duction in Government spending. |

Senator MiTcHELL. I don’t disagree with that at all.

Dr. BUTLER. Fine. . .

However, what I would argue is that what we should be doing
instead is to look at different methods, different strategies of reach-
ing the objectives of Government. I think Dr. Stein pointed out
that if we merely go in and reduce spending we are going to have
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to eliminate some of the objectives of Government spending. But I
argued in a paper I have presented to the committee that we
should look very closely at a strategy—which has been called priva-
tization—that would look at nongovernment methods of providin
the same types of services, and the objectives of Government spend-
ing, by looking systematically at methods of reducing the level of
Government activity by shifting functions out of the Government
area. I think there are mang areas of major Government spending
that we could examine in that way, social security being, I think,
one of the most important ones. We could do thig by building on
the IRA system that we now have set in motion.
I think it would be harder to have private defense, of course, but

I think the method by which defense contracting is established
ought to be looked at very carefully. We don't really have a func-
tioning market, if you like, in defense contracting. Those alterna-
tive methods of achieving the objective of government should be
looked at, rather than just some crude front-end attack on spend-
zln%_ levels or increasing taxes, which I don’t believe will reduce the

eficit.

I think those are the major points I would like to make.

The CHAIRMAN. Thank you very much, Dr. Butler.

[The prepared statement of Dr. Butler follows:]
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Introduction

My name is Stuart Butler and I am Director of pomestic Policy Studies
at The Heritage Foundation, Washington, D.C. The views expressed herein
are my own.

Few would dispute the claim that deficits do matter. There is far
from being any concensus, however, regarding how they matter, or even how
big the deficits really are. Congress seems determined to push through
a package of major tax increases to reduce the projected federal deficit.
Yet we know that tax increases pre damaging to savings, growth and job creation.
It would seem only sensible, Lhen for Congress to consider carefully and
fully just what deficits do to the American economy before it tries to solve
one probiem which may damage the economy by adopting one policy option which
will certainly hurt it. Thess hearings are a welcome opportunity fior the
Senate to ponder the evidence.

In addressing these issues, I will first survey some of the problems
associated with forecasting the deficit, noting that the degree of possible
error in such forecasts is enormous. Secondly, I will consider the likely
effects of federal deficits, noting that the pace of recovery belies the
argument that deficits necessarily destroy capital formation, and that the
total size of the government sector sppears more threatening to a healthy
economy. Thirdly, I will look at one option for reducing deficits, tax
increases; and finally I will explore a new strategy, privatization, that

holds considerable promise as a successful strategy for reducing the federal

budget.
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Estimating the Deficit

While a great deal of consideration has been given to strategies of
cutting the deficit, one thing that has usually been overlooked is that
our ability to forecast the deficit -- even for the next fiscal year ---
is extremely poor. As studies by the U.S. Chamber of Commerce have shown,
government projections of the deficit released just 9 months in advance
of the fiscal year have missed the mark by a wide margin. In the years
1979 to 1982, the Chamber shows, the error in OMB forecasts for the coming

year has ranged from a low of 45 percent of actual to an overestimate of

nearly 400 percent.

Year Original Deficit Estimates Actual Difference
1979 -60.5 billion -27.7 billion +32.8 billion
1980 -29.0 -59.6 -30.6

1981 -15.7 -57.9 -42.2

1982 -27.5 -110.6 -83.1

In these préjections, there were many mistakes in both revenue and expenditure
estimates.
The Cato Institute, analyzing the years 1971 to 1982, has discovered
an average error of 529 percent in official estimates of the chanée in the
federal defibit for the next fiscal year. ‘And only three times during
the period did the estimate of the deficit come within 75 percent of the
. actual level.l
Given the enormous level of error in even these short range estimates,

we can have little or no faith in the longer term deficit projection for

1Forecasting the Economy: Do Presidents Get It Right?, (Cato Institute,
wWashington, D.C., 1983).
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the late 19808 -~ projections that are being used by some in Congress to
justify major tax increases. It would be the utmost folly for Congress
to enact damaging tax increases on the basis of such flimsy projections.

It should not be forgotten, moreover, that the principal concern re-
garding deficits is that government borrowing will ﬁut pressure on the credit
market and force up interest rates. Even if this line of argument is correct,
the key variable must be the total level of all government borrowing, not
merely that of the federal government. On the negative gside of the ledger,
therefore, all "off-budget® deficits, unfunded pension liabilities, and
other government-sponsored borrowing should be included in the picture.

On the positive side, however, the increasing surpluses of state and local
government ease pressure on the markets -- black ink due mainly to excess
receipts in pension and insurance funds (a large segment of which, no doubt,
is invested in Treasury bills issued to cover the federal deficit). The
Bureau of Economic Analysis shows that the state and local surplus swelled
from under $7 billion in 1975, to $30 billion in 1979, and to an estimated
$55 billion for 1983. '

An important reform, which would enable lawmakers to take account of
this borrowing by different governments and government institutions, would
be to draw up an annual "Public Sector Borrowing Requirement," as the British
government does. The PSBR measures total net borrowing by all levels of
government, and all government-sponsored enterprises (primarily nationalized
industries in Britain). It is a far more accuragé measure of the impact

of government on the bond market than the far more limited federal deficit

used in this country.
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The Impact of Deficits

The effect of deficits on the American economy is by no means certain.
We do know, thanks to extensive work by Milton Priedman and others, that
if the deficit is monetized, and if this leads to an increase in money supply
that is not commensurate wikh-output, inflation will surely follow, What
i8 not clear, however, is the consequences of covering a deficit with in-
creased borrowing. A number of studies, including the recent analysis by
the ureasury, suggest that there is a very poor correlation between federal
deficits and interest rates. The Treasury analysis lends support to the
view of several economists that the level of government spending is a more

important factor in the performance of the economy, and that the correlation

is negative.

Even if there was a strong positive correlation between federal deficits
and interest rates, higher- than normal interest rates would only be a danger
signal if they impeded capital formation and economic growth. That was
the assumption behind the tax increases last year and a number of tax proposals
this year: the deficit must be closed, the country was told, or high interest
rates will abort the recovery. This has not happened. 1ndeed, capital
spending during this recovery has occurred earlier than normal, and the
rate of such spending is approximately double that of the average for the
last five recoveries. If high interest rates, allegedly caused by deficits,
coincide with an unusually rapid recovery and a surge in capital spending,

one may ask, "Why all the panic about deficits?*"

The Folly of Tax Increases

If we could be sure that the estimates for future deficits are correct

(and we cannot), and if there was a clear correlation between high deficits
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and high interest rates (which there is not), and if high interest rates

were now damaging the recovery (which they are not), reducing the deficit

with tax increases would still be a major mistake. Taxes are not neutral

in their effect. Rnductione in taxes improve the incentives to take risks,

work harder and save that are essential to capital formation and economic

growth, and we know that tax increases reduce these incentives. Supporters

of tax increases to reduce deficits must therefore demonstrate not only

that there is a strong and damaging relationship between deficits and economic

performance, but that the damage done by deficits is greater that that wrought

by tax hikes to cover those deficits. So far they have failed to do this.
As stated earlier, the evidence is stronger that it is the size of

the government sector, not the size of the government deficit, that is the

principal threat to long-term economic health for this and other nations.

cutting Federal Spending -- Privatization

If the scale of government spending is the true villain of the piece,
it follows that raising taxes does nothing to solve the problem. Indeed,
the records of this and previous administrations suggest that increasing
federal revenues through new taxes only leads to increased federal outlays,
not smaller deficits. It is perhaps no surprise that those who have favored
increased federal spending in the past are all of a sudden today's "born
again® budget balancers.

To whose aim is truly smaller deficits, not raising new revenues for
the federal government to spend, tax increases may seem to be the only possible
option available, since the federal budget appears to be resistant to all

attempts to control it. Even under the Reagan Administration spending has

surged ahead.
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Appended to this testimony is a study I completed for The Heritage
Poundation on the so-called *privatization® strategy. In the paper 1 discuss
the political dynamics of government spending, noting that public choice
analysis shows why programs grow and are so difficult to cut. The argument
is advanced that only by changing these political dynamics do we stand any
chance of reducing federal spending.

The privatization approach recognizes that "conventional® budget cutting
focuses solely on the supply of government services, and largely ignores
the political coalitions which constitute the demand for such services.
Privatization consists of establishing incentives, and removing regulatory
barriers, to create similar coalitions favoring the delivery of services
from the private sector. 1In so doing, privatization attempts to cut the

budget by first altering the demand for government services, thereby reducing

the resistance to cuts.

Conclusion
In summary, it is evident that not only is it unclear what levels of
federal deficits we face in this and future years, but the relationship

between deficits and economic performance is also uncertain. On the other

hand, capital formation lnd economic growth appear to be sensitive to tax rates.
Instead of exploring new taxes to offset anticipated deficits, therefore,
Congress should look instead at more effective measures of reducing total

spending, since it is the scale of government, not federal deficits, which

seems to be the principal threat to America's economic well-being.
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| PRIVATIZATION :
A STRATEGY FOR CUTTING FEDERAL SPENDING

SUMMARY

Despite, Ronald Reagnn'l image as a determined enemy of
federal programs, spending has expanded rapidly under his
presidency~~in real terms and as a proportion of national output.
Federal spending has risen from 22.4 percent of GNP in 1980 to an
estimated 25.2 percent for 1983. The President's congressional
supporters appear to have all but conceded that the federal
budget cannot be cut, arguing that the focus should be changed to

raising taxes.

) The Administration's failure to reduce federal spending
stems from a failure to understand the political dynamics of
budget growth. Programs expand because the narrow interest
groups affected make every efforxt to defeat reductions, while the
savings are thinly spread over all taxpayers. The absence of any
linkage between budget reductions and significant benefits to the
taxpayer gives the momentum to those who wish to preserve and
expand federal spending.

Rather than concentrating exclusively on the supply of
government programs, the Administration should address the demand
for such services. Instead of engaging in a war of attrition, it
should provide incentives for beneficiaries of federal spending
to choose non-governmental alternatives, and it should reduce
barriers to private suppliers. Rather than merely chipping away
at programs, in other words, it should attempt to move these
functions out of the federal domain, by, fostering private sector
options that are more attractive to beneficiaries.

By pursuing this "privatization" -ttutcg¥ the Administration
would seize the initiative and change the political dynamics of

.

Note: Nothing written hers is to de d o8 the views o! The Meritage Foundation or a3 8n
ttempt 10 8id 0r lunder the passage of any bill betore Congress.
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budget-cutting. Privatization would offer Americans the option
of a superior private service. 1In so doing, it would reduce the
intensity of opposition to program cuts. The current strategy
merely tries to force beneficiaries to accept a reduced public
service. Privatization, on the other hand, would create a
"mirror-image