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ADMINISTRATION’S FISCAL YEAR 1983 BUDGET
- PROPOSAL

TUESDAY, FEBRUARY 23, 1982

U.S. SENATE,
— COMMITTEE ON FINANCE,
Washington, D.C.

- The committee met, pursuant to notice, at 10:14 a.m., in room
2221,d!)irksen Senate Office Building, Hon. Robert Dole (chairman)
presiding. -

Present: Senators Dole, Roth, Danforth, Heinz, Symms, Grassley,
Long, Byrd, Bentsen, Matsunaga, Moynihan, Baucus, Boren, Brad-
ley, and Mitchell. '

he press release announcing the hearing, background material
relating to the administration’s budget proposals, and the prepared
statements of Senators Dole and Grassley follow:] \

{Preess Release No. 82-107 from U.S. Senate, Committee on Finance]

CoMMITTEE ON FINANCE SETS HEARINGS ON ADMINISTRATION'S BUDGET PROPOSAL

Senator Robert J. Dole (R., Kansas), Chairman of the Committee on Finance, an-
nounced today that the Committee will hold hearings on those parts of the an
Administration’s budge%é;ro for fiscal year 1983 that are within its jurisdiction

inning on February 23, 1382.

e heann%‘g will begin at 10:00 a.m. in Room 2221 of the Dirksen Senate Office
Building. On February 23, the Committee will receive testimony from Secretary of
:::t Treasury Donald T. Regan. On February 24 a panel of economists will present

imony.

These %earings will be followed on March 8 by Office of Manaﬁement and Budget
Director David A. Stockman, and on March 9 by Secretary of Health and Human
Services Richard S. Schweiker.

The Committee has reserved March 10, 11, and 12 to hear from persons wishing to
testify on the spending cuts in the Finance Committee jurisdiction outlined in the
Administration’s proposed budget. :

Four days of testimony from March 16 through March 19 will also be reserved for
persons wishing to testify on the tax proposals in the Administration’s budget.

Hearings on the Administration’s New Federalism proposal will be held by the

-~ Committee in late March.

OPENING STATEMENT oF SENATOR DOLE

I am pleased to welcome Secretary Regan this morning to help us our

review of the administration’s proposed budget for fiscal year 1983. budget al-

ready seems to have been thoroughly dissected by the press and pronounced dead or

dfung%y more than a few commentators. I would think that is premature: If we

:ct o?e off debate before we even get started, we have no hope of taking responsible
on.

I have said that this is a credible budget, and I still say so. I do not agree with
everything in it, and other members have much stmlzﬁet objections than I do to
some of the proposals. But I think we must agree that the budget aims in the right
direction=it provides for slow but steady reduction of the Federal budget deficit

Q)
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over the next 6 years. While many would prefer a different mix in the budget, 1
think it is clear that we must do at least a8 much as is proposed in the budget to
bring the deficit down. In fact, I believe we have to do more: And I look forward to
worlxj.ntgl with you and with the President to bring the 1988 deficit aiﬁniﬁeantl
below the $92 billion range that you project. Even that range can be reac edonlyé
woet %gpmve the administration’s entire billion deficit reduction package. It will
n easy.

TIME IB OF THE ESSENCE

Let me note for the record that there have been some reports in the prees that
the administration is hoping for a protracted budget battle in Congrees that will
delay action on these spending and revenue proposals. According to this scenario,
the hope is that later action on the budget will take place under more favorable
economic conditions, and that the President may get more of what he wants,

I do not believe those reports and I feel that such a strategy would be a serious
mistake. The economy may well turn u\:g sooner than some now e and that
may help dpam a budget that is acceptable to the President. But what we are all
trying to do, I think, is to promptly pass a budget that will increase the likelihood
that the President will achieve his economic goals sooner, rather than later. That, I
believe, is a goal evel?'ona in this room shares. Continued floundering on the budget
would convince the Nation that fiscal policy is out of control: and that can only un-
dermine confidence in the economic program.

We can work together to fashion a budget that the President and the Congress
can live with. We cannot do it if we spend half the year working at cross-purposes.

A BALANCED PROGRAM

Having said that, let me reiterate that the President has submitted a sound

bu%?t. t moves in the right directions, but it may not move far enough.

at is important, it seems to me, is that we make clear to the American people
our intention to take a balanced approach to the problem of deficit reduction. We
cannot afford to give credence to the notion that the deficit is reduced only at the
cost of the least fortunate. The deficit is everyone’s problem: everyone should have
an opportunity to contribute to its solution.

I know that the administration has tried to reflect its concern for equity in this
budget. By proposing user fees and entitlement reforms, I believe the administration
is facing up to the need to spread the burden around. I agree with that, but some of
us feel that we need to go farther, and ruling major elements of the budget out of
bounds—in the defense area, in entitlements, and on the revenue side—makes the
job much more difficult. Eve;{one benefits from Federal programs—everyone should
tighten their belt a little. Unless the economic program 1s received as fair and equi-

le, public support will dwindle away. Americans will pitch in when they under-
stand we are all engaged in a common effort.

REVENUES

I think we can agree that revenue increases cannot be a substitute for si:ndmg'
control. That has been the case too often in the past. But I think we also have to
agree that some revenue-raisers must be a part of any deficit reduction program.

The President has acknowledged as much by proposing $32 billion in revenue-rais-

ing measures over the next 2 fiscal years. Some of the pro in that package ere
not going to be enacted. I say that not to pass judgement, but to convey my sense of
where Co stands on some of these matters.

We will have to work with you, then, to find appropriate substitutes. Given the
scope of the deficit problem, I expect that we will in the end have to do more than
the President asks in terms of new revenues. I hope that your testimony today will
give us some sense of what other ¢t>Etions the administration is willing to entertain.

Let me assure you that it is not the intention or desire of this Senator to interfere
or tamper with the essence of the tax reduction program passed last year. That
gram was approved by a strong bipartisan consensus, and indeed the alternatives
offered to it would have cost as much revenue in the near term. We all hope that
the tax pg:lg‘ram will prove to be the engine of economic recovery, and it must be
given a chance.

That is not to say that every item in that package is free from scrutiny. I have
advocated cutting back on the leasing provision because it has proved to be a prob-
lem: It has given unintended benefits to some who are not in need, and it entails a
$27 billion revenue loss that cannot be justified to the public in terms of economic
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tial. As a matter of equity we will have to pare back leasing, and I hope the
will help us do that in the most equitable way poesible.

With to the tax program as a whole, however, I expect there would be
little sense for Congrees to attempt a major ro k. I know the President believes
in this program: He has demonstrated that time and again. I expect he would veto
any attempt to cut the program. There is no point in spending the year sp:
our wheels. There are many ways to raise revenue without interfering in a ifi-
cant way with the new tax incentives. :

B

MONTHS AHEAD

The next few months show a healthier economy, and that would make all of
our jobs easier. But even the administration, at this point, does not seem certain
what to predict. That is why it is vital for us to move ahead with measures that
make sense regardlees of the pace or timing of recovery. Measures, that is, to reduce
the deficit in an equitable way without unde: the basic economic program.
Given the scope of last year's tax cut, I believe we have a margin of revenues to
work with that would not interfere with the goals of increased saving and invest-
ment and greater productivity. If those revenues are tapped in the proper manner,
?nd only for the goal of redu the deficit, we will greatly improve the odds in our

avor. -

There is considerable uncertainty in the economy right now. But while the course
of meovexz is hard to predict, there is a growing consensus that the main obstacle to
recovery is the pros of continuing high interest rates. Clearly whatever we can
do to reduce the deficit, and cut the Government’s bo; needs over the next
few years, will help bring interest rates down. Perpetual deficit financing is not the
way to ensure stable growth. Our goal has to be to reduce Government bo;
without unrave eo;ui.irmvth-omnted tax program. The alternative is renew
inflation or economic deadlock.

This administration has great accomplishments to its credit. The first sustained
and successful assault on inflation, a dramatic restoration of equity for the Ameri-
.can er; the largest budget reductions in history, and a defense program that
promises to end years of slippage vis-a-vis the Soviet Union. These are goals I sup-
port without qualification. But this is no time to lose our nerve in pursuing these
goals. They must be pursued in a balanced and coordinated fashion. None of them
can be achieved without a strong economic framework. We are here to help you
go%:gel:te that framework, and I hope we can do so by expediting action on this

udget.

I am sure the members look forward tv hearing your views on our economic pros-
pects, and on the receipts proposals included in the President’s budget.

PREPARED STATEMENT OF SENATOR CHARLES GRASSLEY

Mr. Chairman, I look forward to the comments of the diaﬁgg:-ifhed Secretary of
the Treasury on the contents of the long-awaited revenue e cer package. We
have all been trying to discover what course these reforms will take since last Sep-
tember. I hope your testimony will reveal preciaeé{ghich steps the Treasury plans
to take to collect additional revenue. It has been cult to have an informed opin-
- ion these very controversial isssues with the five sentence explanations the Treas-
ury has helpguy rovided.

As a member of both the Finance and Budget Committees, I have a strong inter-
est in achieving a balanced budget. Obviously, efficient and fair revenue collection is
important in achieving that goal. Neverthefees, I question the wisdom of setting
forih specific tax policy changes in the budget document. Fortunately, this commit-
tee is chaired by an individual the Wall Street Journal called the moet. powerful
man in the Senate yesterday, so I am optimistic we may not lose all of our jurisdic-
tion to the Bu%et mmittee. All of of us are concerned that the Budget Committee
may begin tms ing we adopt “‘savings” in certain tax areas, rather giving us

te X

nm let me commend you for your work on an alternative minimum corporate
tax. I think this is an excellent idea, in fact when the second session resumed I in-
troduced legislation asking the ury to review this issue. Obviously this project
was o within the ’l‘reasur{a but you speed in answering my request is wortlgr
of praise. I am very interested in learning which preference items you have includ-
ed within the alternative minimum tax base.

The equal access to Justice Act permits an individual to collect attorney’s fees if
the Government can establish that its position was substantially justified.
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The Equal Access to Justice Act applied to all tax cases brought in district court.
Recently, the Senate Financé Committee, the Senate and the House passed a bill
enabling individuals in tax court to recover their attorney’s fees if they could estab-
lish that the Government’s position was unreasonable. bill is now in confer-
ence. I note with dis that the administration is attempting to limit the recovery
oh legal fee awards to the Government’s cost in preparing a case. I do not favor the
actions of the administration in negating an important ?ieee of leﬁslation through
the budget process. This is a sneaky and dishonest way of undoing legislation, If
a taxpayer can show that the Government’s position is substantially without justifi-
cation or unreasonable, why should that taxpayer be denied compensation for what
it cost him to establish that claim? Why is the Government’s cost relevent? While I
realize Secretary Regan may not be directly responsible for' this underhanded
action, I plan to offer an amendment in both the Finance and Budget Committees to
strike offensive provision from the budget.

I'd like to thank the chairman for scheduling this hearing and 1 am anxious to
hear the details of the revenue enhancement package before the committee.

The CHAIRMAN. Mr. Secretary, we are pleased to welcome you to
the committee. A
I understand, if it is all right with everyone else, that Senator
Roth has a very important hearing in progress, and that he would
like, out of order, to make a confession or two—or a statement.
Excuse me. [Laughter.

Senator RorH. Thank you, Mr. Chairman.

Mr. Secretary, first I would like to congratulate this administra-
tion for the initiatives that it has taken to create an environment
of growth. It is the first time in the many years I have served in
Washington where I have ever seen an administration really con-
cerned about productivity, concerned about putting policies in
place that will get this country moving again.

And I would just like you to know that I am shocked—not
shocked, outraged—outraged by the business community reaction.
For years I have heard big business, the big banks tell us this: That
you lower taxes, you do something about regulations, and we'll re-
spond; we'll show what this economy can do. And ever since we
have put these things in place, to me they have been a bunch of
crilza ies. They have not responded.

fact, if I were President, I would take another leaf out of Jack
Kennedy’s book, and I would call them to the White House and tell
them, “We’ve set these policies in place; what are you going to do
about it?”’ And if they didn’t respond, if they talked about deficits,
I'd just point out that there is something like $50 billion in tax cuts
above what the President asked. As a matter of fact, they are going
to have something like $150 to $200 billion in tax cuts the next 3 or
4 years, and if they want to do something about the deficit, I'll be
glad to lead the charge to raise those business taxes. - ‘

But Mr. Secretary, I can tell you one thing: There are those of us
that will fight, will filibuster, if they try to impose taxes on the
workin%mpeople of America. We are not going to balance the budget
on the backs of the working people of this country. I just want to
underscore that and make it very clear that there are many of us
with you, and we will work with you. .

I am concerned that business is a little bit like the hitchhiker
who catches a ride with the public. And now, after they get in the
car they want to steal it; they are not satisfied. They took a ride on
the across-the-board tax cuts, and now they want to steal the car.
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In closing, just let me sail am also concerned about these high
interest rates. When I get the chance, I want to ask you: Have you
thought about a windfall profits tax on big business or on the b
interest rates? You know, I have always understood that banks,
the %%t the cost of living plus 2% to 8 percent were doing damn
well. Well, they are c} a lot more, s0 maybe we ought to
- think about a windfall profits tax there.

Mr. Chairman, I just want to say I appreciate your courtesy to
me. I {ust want the administration to know that they have got
some strong support here.

The CHAIRMAN. Thank you very much, Senator Roth.

Are there other opening comments?

0 response.] -
e CHAIRMAN. Under the early-bird rule, you would be next,
- Senator Bentsen. :

Senator BENTseN. Well, I might comment.

Mr. Secretary, the President said for us to go home and listen to
the people, and I have done that. And I'm from a State that is
doing rather well. But I don't know when I have heard as much
apprehension about the economy as I heard at home. I don’t know
when I have heard as much about high interest rates and the con-
cern of small business and the farmer and the home builder to try
to get these rates turned around. I think we are going to see an
increase in unemployment unless we can do that. And a big part of
this deficit is the increase in unemployment we have seen thus far.

So anything we can do to get a stable and a moderate increase in
the money supply and to cut this deficit is what I want to do as a
member of this Finance Committee. I think we are going to have to
look at some of these things that were done in this tax bill that I
think will result in an excess with what we are facing today.

Thank you very much, Mr. Chairman.

The CHAIRMAN. Senator Byrd?

Senator Byrp. Well, I want to express alarm at the size of the
projected deficits. I feel that they represent a great potential
danger to the Nation, to the recovery program. And I would hope
that the administration would focus more emphatically on the need
to reduce the magnitude of what I consider to be very dangerous
and alarming deficits. .

The CHAIRMAN. Senator Danforth?

Senator DANFORTH. No.

The CHAIRMAN. Senator Baucus?

Senator Baucus. Thank you, Mr. Chairman.

Mr. Secretary, I would like to followup a little on a point made
by Senator Bentsen. During my week home, I found very much the
same reaction. And I had many different kinds of meetings—I had
town meetings, as many Members of the Senate have, met with
business groups, with bankers, with savings and loan officers—and
I must say, probably more often with Republicans this last week
than with Democrats. And I can tell you it is very interesting, the
reaction. ‘

First of all, everyone—and that is not an exaggeration—suggest-
ed that we have to get interest rates down by cutting the deficit.
They first began with the defense budget. They say the defense
budget projected growth is just way too large. And these are busi-
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nessmen, these are bankers, these are people generally on your
side of the aisle.

Second, they wanted to do something with the tax cuts that we

last year. There was a virtually unanimous feeling that the

cut was too big. They wanted to cut some of the business
taxes—safe harbor leasing, for example, was not high on their list
of favorite tax measures that we last year. They felt that we
should perhaps do something with the individual income tax reduc-
tion that we passed last year as well. -

All I can say is that the feeling was very, very strong; it was
across-the-board; and there was a consensus that to get interest
rates down we have to get the deficit down. And everyone I have
talked to is willing to do what is necessary toeget that deficit down
much more quickly than they see it programed out to be under the
administration’s program.

The CHAIRMAN, Senator Heinz?

Senator HEiNz. Mr. Chairman, 1 just want to say to Secretary
Regan, we are delighted to have , and also to report to him
that, having spent the last week in my State of Pennsylvania, that
there is a considerable amount of disenchantment with the huge
deficits; there is alarm about high interest rates; there is real de-
pression about high unemployment; and there is a grave and wide-
spread feelini‘:hat on the revenue side we don’t have our act to-
gether. And this is from people at large.

On the business side, I must say there is great concern that some
of the things that you will propose here today go completely
against the stated objectives and goals of the administration. If, for
example, you want to have incentives for enterprise zones, but you,
through a minimum corporate tax, make those incentives unattrac-
tive, if you want investment tax credits and accelerated apprecia-
tion to reindustrialize America, the question is: How do you justify
taking a half, a third, or two-thirds of those incentives away the
t\;r.ery next dt:y? Ixtl h:‘t;he{l words, the prol#em is: klgni‘:ihefa&t:inislti:ra-

ion going 0 ugh an on-again, off-again 0 policy
the lgnd of fxcy shifts that both Republicans and Democrats used
to criticize Jimmy Carter for?

I think we value consistency greatly here, because it builds confi-
dence. Frankly, at the present time and given much of what has
been said, we are not building a lot of confidence.

Finally, I think that we really are at the point of very serious,

ave, even violent political reaction to interest rates that are

ouble the rate of inflation, and that the high interest rates that
we have, being 6, 7, 8 points above the inflation rate, cannot be ex-
plained rationally to people who ask the question: If these interest
rates are so far above the inflation rate, who is getting the differ-
ence—and why—and what are you going to do about it?

Now we all know that some patience is required in order to give
economic¢ policy—ours, yours, anybody’s—a chance to work. But I
must tell you, Mr. Secretary, that there is just extraordinarily
grave concern building about these high interest rates that affects
the autoworkers who are laid off because cars can’t be sold, it af-
fects the homebuilder and the homeowner who can’t purchase the-
home, it affects the businessman who can’t afford to borrow. It is
driving all of these people to the wall.



Thank you, Mr. Chairman.
The CHAIRMAN. Senator Moynihan?

Seunator MoYNIHAN. Mr. Secretary, may I be the last to welcome
you to this committee and to tell you what you need hardly be told,

that in our year togethsr our respect for you has grown, and par-
ticularly for the directness with which you have responcied to our
questions in a context where there has been something missing by
v‘;ay %f dlirectness in other parts of the administration, or so some
of us feel.

As ﬁg: probably know, there is a strong sense that once again we
have been sent a budget with the numbers cooked, that the deficits
are much larger than even the extraordinary deficits that are pro-
jected. And, indeed, the accumulated deficits of the next 3 years
could be half a trillion dollars, in 3 years making it as far as we
have come in 200. ,

We therefore depend so much on you, because you have never
tried to mislead us, and you have always acknowledged the range
of uncértainty in any economic forecasts. But when you have a
chance, and after you have testified, I would like to ask you about
the recent article in Fortune by Paul Craig Roberts, who was your
Assistant Secretary of the Treasury for Economic Policy, your basic
planner and forecaster in that regard, who resigned trom the ad-
ministration in December and in January wrote an article in For-
tune which is simply entitled “The Stockman Recession—A Rea-

anite’s View.” He says that the recession that we now are in was

rought about by the §olicies of the Director of the Office of Man-
agement and Budget, Stockman.

If I\;ou recall, in The Budget in Brief, you have a little description
of why we have the huge deficits in 1983 that you are projecting at
91.5 but which perhaps some will say something more like 130.

Well, the first reason is the recession, which was unexpected and
produced part of that budget deficit. But I would like to know, do

ou agr?e with your former Assistant Secretary of the Treasury for

olic

y that the administration brought on this deficit, or
rather that Mr. Stockman did? Or do you think it was sunspots, or
whatever? :

Then I would like, and I think we all on this side would like, a
certain exploration vf the interesting new idea from our Republi-
can colleagues that thtwe should be a windfall profits tax on big
business. I would like to htar what you think about that.

The CHAIRMAN. He can’t ahgwer those yet.
Senator MOYNIHAN. I just thqught that sometime he would like

But, welcome, Mr. Secretary. [Laughter.]
The CHAIRMAN. Well, Mr.rgecr;vary, we wanted the members to
comment 8o you would know in advance what you are probably in
for. [Laughter.

And it is wide ranging. We have very fertile minds in the staffs,
and they come up with all kinds of things.

But I have a very outstanding statement, which I will put in the
record. [Laughter.)

And say that I am very pleased to have you before the committee
this year to start the discussion of the budget. Now, if you listen to
some of the media, it has already been decided; it’s been buried and

to

¢
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forgotten. I don’t think that is the case, and I don’t fault the media
because it has been rather slow around here. But we're back now,
and we can really get into the work of discussing the budget and
where we must go. :
I must say that I find the budget credible, if I look at the CBO
numbers and Chase Bank and DRI. I don't really find that much
dispute with the assumptions used by the administration. So I
think it's a credible budget. That doesn’t mean I agree with every-
thing in the budget; I don’t think any of us do or ang' of us ever
had agreed with everything in any administration’s budget.

I know there are great concerns about interest rates. Like every
other Member of Congress, I determined that without going-home.
I went home, but I knew in advance that there was concern about
interest rates.

I do believe there are areas where we can make changes in the
tax bill passed last year. In fact, I recall making a statement on the
Senate floor in response to an inquiry by one of my colleagues that
if in fact we found provisions that were too generous or not work-
ing, then we would take the initiative. And I did that, as you may
recall, last Friday on the leasing provision. I don’t recall your
statement after I did that; I don’t know that you recall the state-
ment. So I think that’s a responsibility we have as a committee,
and certainly we are not going to make any final judgments with-
out the input of the administration.

I think, also, it would seem to me that we have a great opportu-
nity based on a 1968 precedent to use the debt ceiling—we are

oing to be raising the national debt here, and we are going to
ave to ?ass another debt ceiling increase bill. That will come
fairly early, and it would be a great time, in my view, to put in the
whole package on that debt ceiling which I believe would send in-
terest rates down very quickly, if we can find some bipartisan

-~ agreement on an economic package, changes that we are going to

make from the standpoint of revenues and spending. That was
done in 1968. It originated in the Senate Finance Committee under
the outstanding leadership of Senator Long. So I am very optimis-
tic about the future. :

It is customary, I understand, that when a chairman retires their
picture is hung on the wall. And if things don’t improve, my pic-
ture may be up there before Senator Long’s. [Laughter.]

So I am very hopeful that all these things will work that I have
been voting for. [Laughter.]

Having said that, we are pleased to have you. We do very sin-
cerely look to you as the leader of the economic force in this ad-
ministration. We apgreciate your candor. We know it’s based on ex-
perience. And I don’t know of a single member of this committee
who is not willing to sit down with you, Mr. Secretary, and try to
work out a bipartisan effort to do what we all know must be done.
Thank you. .

STATEMENT OF HON. DONALD T. REGAN,
- SECRETARY OF THE TREASURY

Secretary ReGAN. Thank you, Mr. Chairman, and thank you,
gentlemen.

e
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President Reagan's budget is a blueprint for growth and for pros-

rity. It is a plan for reducing Federal spending and the tax
burden. It is a plan for increasing the family budget. For the first
time, we are as the right people to tighten their belts: the Fed-
er%vl Gﬁ?%l through item. All bers of

e have y gone every item. members 0
the Cabinet have met with the Pr:sgxdent on their programs. And
we have fashioned a budget that responds to the Sresident’s call
for a new federalism; it meets the complex needs of our society;
and it reduces the rate of growth in Government.

This budget contains dramatic reductions in Government spend-_
ing, yet it's important for people to know that we are not
down the house nor ransac the furniture. We are simdply trying
to stop the runaway growth of past Federal spending and restore a
measure of commonsense to how we spend the people’s money.

So let's take a quick look at how this budget was put together.

On the revenue side, we expect receipts to 6 billion for
fiscal 1988, of which $304.5 billion comes from individuals, $65.3
billion from corporations, $222.5 billion from payroll taxes, and the
remainder from excises, Federal Reserve earnings, and the miscel-
laneous taxes and fees.

More im&ortantly, we have in place a sound long-run tax system
for the 1980’s, one that will promote rapid growth of income, sav-
ings, investment, and- employment for years to come. That tax
system, with a healthy economy, will generite as much revenue as

vernment should reasonably be allowed to spend.

However, the revenue picture has been heavily affected by two
factors: the recession and a drop in inflation—one bitter pill and
one piece of candy which together have significantly decreased rev-
enue to the point of causing large deficits. The recession is tempo-
ra%, and the decline in inflation most welcome.

e therefore had to face some tough decisions about how to
_cover the costs of some very important Government programs—
how to make up the difference between $666 billion in revenues
and the $757.6 billion in outlays—until the growing economy trig-
ﬁnred by our reformed tax system brings growing revenues-into
ine with restrained outlays.

Some have urged us to revoke the incentive-creating tax cuts al-
ready in place. The results would have been lower real growth for
many y%ars into the future. I: zva;uld have in;om dil 86 t—;lefeating
ma{or change in a permanen program e a tempor
problem. That alternative was not seriously considered. Instead,:?er
shall propose certain worthwhile tax reforms, upgrade our tax col-
lection program, renew our efforts at controlling spending, and
borrow to cover the remaining deficit.

Deficits are not good. They rob the private sector of financial and
real resources needed for growth and divert those resources into
Government consumption. do taxes. The root of the problem is
the Federal spending which appropriates those real resources and
then must find the means to pay for them in one way or another.

The budget deficit can and must be narrowed from the spending
side. For too lon?hspending has been rising faster than the econo-

" my has grown. The economy can no longer support the burden.
Some progress was made last year in reducing the runawav rate of
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_ growth in Federal nondefense spending. Further efforts will be re-
quired this year and into the future.

Insofar as spending is not reduced, it is preferable to close the
remaining transitional recession deficits of the sort now being ex-
perienced by borrowing rather than by taxing. The funds are

ulled from the private sector in either case, but taxes impose a
fm&ar cost in terms of reduced incentives for real growth. .
e must continue to strive to reduce the deficit by curta]li.ng
spending and promoting real growth. The budget and the outloo
t we are proposing take major steps toward closing that deficit
over the next several years. In the interim, it can be handled in a
nondisruptive fashion. Let me put the deficit into perspective.

The projected deficits, though some of them are at record dollar
levels, are not unusual following a recession when measured as a
percent of gross national product. The first attached chart shows
deficits as a percent of gross national product since 1975. B

On-and-off-budget deficits were 8.6 and 4.6 percent of gross na-
tional product in fiscal years 1976 and 1976, due largely to the
1974-7b recession. Deficits are progected to be 8.8 percent and 8.1
percent of GNP in fiscal years 1982 and 1988, largely as a result of
the current recession. There has been considerable -concern that
our projected deficits will put extreme pressure on credit markets
and thus drive up interest rates. However, deficits do not cause

igh interest rates. The historical record shows ne direct associ-
ation of deficits and interest rates; the second chart shows that in
years with large deficits, interest rates went down more than they
went up. Interest rates are determined by the real rate of return
on capital, the expected inflation rate, and a premium for risk. Al-
though deficits could conceivably influence expected inflation and
risk, this would not happen, according to the latest Federal Re- .
serve Board report, ess they were accompanied by excessive
money creation. _

As you all know, this administration has adopted a policy of slow.
and steady growth in the moneifI supply. We are in agreement with
the Federal Reserve Board’s fight against inflation, and we support
their announced intentions to reduce money growth rates gradual-
ly frem year to year. Although we are concerned about the affect of
volatility in monelgv wth on interest rates, we intend to work
ciciasely with the in order to reduce those unhealthy fluctu-
ations. , |

The deficits will be manageable because of the growth in private
sector savings, as shown in the third chart. :

Private savi resulting from normal year-over-year growth,
and from the nomic Recovery Tax Act will be several tim
greater than the total borrowing requirement of the Federal Gov-
ernment in 1983 and 1984 and thereafter. ' -

The net additions to tot:lofrivate savings are larger than the rise

_in the deficit. This will uce crowding in rather than crowding
out. This extra shot in the arm of capital markets will put down-
ward pressure on interest rates. Even after financing the Federal
deficit, there will be billions of additional dollars each year for pri-
vate investment. - - ' '
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Normal year-to-year increases in savings exceed $40 billion. This
will be supplemented by the additional personal savings and addi-
tional business retained earnings induced by the tax cuts. -

Compared to 1981, private savings will be more than $60 billion
higher in 1982, more than $170 billion higher in 1983, and more
than -$260 billion higher in 1984, Private savings was just under
$480 billion in 1981. It will rise to more than $740 billion in 1984.

It has been lack of growth, more than anything else, that has
been resgonsible for the current and projected deficit. As a rough
rule of thumb, each time growth falls off by enough to produce a 1-
percent increase in unemployment, the budget deficit widens by
more than $25 billion. In fact, if we had grown fast enough over
the past 4 years to get unemployment down below 6 percent, the
current deficit would be $75 billion lower.

Growth is the only way to balance the budget while promoting
rising real income and employment. If the economy were growing
at4to b Kercent %er ear in real terms, Federal revenues would be
rising $30 to $36 billion per year in real terms, even under an in-
dexed Tax Code without the windfall to the Federal Government
from bracket creep. That is how fast the deficit would be falling in
1982 dollars if real spending were.being held constant. We have not -
asked for spending restraint of that magnitude, choosing a more
fradual path toward budget balance. After a slight dip in real out-
ays in fiscal 1988, real outlays are projected to grow approximately
one-third as fast as the economy in the next 4 years. However, we
wgn;lld be willing to look at further spending restraint if Congress
wishes. :

I would like to point out very firmly that any changes in the eco-
nomic recovery program which reduce real growth will tend to
_ worsen the budget picture. Changes which reduce individual or
business savings by as much as or more than the deficit will only
worsen the situation in the credit markets.
~.The budget is not merely an accounting document. One cannot
simply take a billion dollars out of column A and put it in column

. There are behavior changes and economic repercussions from
tax and spending shifts which affect savings, investment, labor
supply, income, and revenue. Very often, changes which may look
good on paper will buy little or no progress toward solving a budget
eroblem, especially compared to the economic cost to the whole

ation of a policy shift. - ‘

These facts should be kept clearly in mind as we look at the defi-
cits in the budget. : ,

As President Reagan points out in his budget message, our suc-
cess in reducing inflation has reduced tax receipts. Over the next 5
years, we project a steady fall in inflation. Yet if nominal GNP
growth were just 2 percent higher each year, reflectihg a continu-

ation of higher inflation, Federal rec:iﬁts would be enlarged by
$353 billion over the next 6 years as inflation and the progressive
Tax Code pushed taxgayer’s into higher brackets. After allowing for
ii'é%?“d outlays, the budget deficit would be $38% billion lower in

In the past, this is how administrations and Congresses planned
to balance the budget. We have a better plan. We intend to balance
the budget through spending restraint, lower taxes and higher real
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growth, not through inflation. In the short run there will be sub-
stantiai deficits, due primarily to the recession; however, we are
confident that personal and business savings over the next few
years will be adequate to finance both the projected deficits of the
total Government sector and a very rapid increase in real capital
formation. - -

I realize that there has been concern over the apparent reluc-
tance of business to plunge ahead with new investment. It is not
surprising that some businessmen are holding back until it is cer-
tain that it's safe to proceed. A lot of them are waiting for lower
interest rates. Others are waiting to make certain that Congress
will not make drastic ch%es in the Economic Recovery Tax Act,
so they can plan with confidence. Nothing kills investment faster
than uncertainty. Once these problems are resolved, the invest-
ments will be there.

While the administration is opposed to increasing statutory tax
rates, rates which apply at the margin to taxpayers who work,
save, and invest, at the same time it is committed to insuring that
the tax system is run efficiently and fairly. Thus, while we do not
support increases in marginal rates for taxpayers, we do propose
changes in three areas: One, an elimination of abuses and obsolete
incentives within the system; two, a major effort to improve tax
collection and enforcement; and three, enterprise zone tax incen-
tives and miscellaneous efforts to charge users of various Federal
programs for the benefits they receive.

e want to eliminate abuses and to remove obsolete incentives
within the system. In many cases, abuses arise because the use of
special types of financial arrangements or legal devices allow one
taxpayer to pay a much lower tax than a similar taxpayer engaged
in exactly the same activity. Through the accelerated cost recovery
system and other provisions included in the Economic Recovery

ax Act of 1981, Congress, working with this administration, has
lowered effective marginal tax rates ow of business activi-
ty. We do not,” however, support hap and arbitrary reduc-
tions in average tax rates for specific groups of taxpayers.

Eliminating tax abuses is entirely consistent with the adminis-
tration’s overall economic program. The abuses that we l&ropose to
eliminate generally do not provide desirable incentives. Even when
theg'lf?ight affect marginal tax rates, the effect is so distorted and
so difficult to disentangle from other effects that hardly any desir-
able incentive is provided. Indeed, when a tax provision provides
benefits only to a business or individual with special financial and
legal arrangements rather than to all taxpayers engaging in a sim-
liar activity, then it may end up subsidizing less efficient taxpayers
with competent counsel over more efficient ones who rely on less
competent legal and financial advice. : '

Our proposals in this area will be the following: Legislative and
regulatory changes to eliminate unwarranted tax benefits arising
from the completed contract method of accounting, repeal of the
business tax credits on energy; restricting tax-exempt bonds for pri-
vate activities, legislative and regulaboolx;ghanges to eliminate un-
warranted tax benefits rising from modified coinsurance arran%e-
ments, capitalization of construction period interest and taxes by
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ﬁ;po_rations; and adoption of an alternative corporate minimum

This administration proposes also that Congress join with it in
improving tax collection and enforcement. Insuring that taxes due
- the Government, in fact, are actually paid by taxpayers and they
are paid on a timely basis is necessary to the maintenance of a fair
and workable tax system. If nonpayment of taxes is allowed to go
~ unchecked, it can slowly eat away at the well-being of our system

that relies on voluntary compliance. If individuals instead are con-
vinced of the uncertainty yet fairness of the enforcement efforts,
and they know that no taxpayer will be given preference Tpaymg
taxes as income is earned, then the system can work well. Taxpay-
ers will comply honestly and supgort a system which they think is
fairly administered. However, if the Government fails to make ade-
quate efforts at enforcement and adopt proper methods of adminis-
tration, then the support will erode. -

Strengthened enforcement and improved tax collection are en-
tirely consistent with the administration’s economic program. Im-
proved compliance and timely payment of taxes owed does not
raise statutory tax rates and has almost no effect on the rate of
return from savi and investment, but it does reduce the oppor-
tunities and benefits from underreporting income.

Those who underpay their taxes indirectly raise the tax rates of
those who report all of their income and pay their taxes on a
timely basis. It would be foolish to argue that efficient productive
incentives are provided by our maintaining a system in which it is
easier for some persons to underreport income or to pay taxes later
than others must.

'Our proposals in the collection and enforcement area will be the
following: withholding on interest and dividends, corporate income
tax speedup, and IRS staff increases.

While the administration is committed to a program of improved
tax collection and enforcement, we are not wedded to these propos-
als only. We look forward to congressional input into this program
and believe that your suggestions for improving collection and en-
forcement efforts will be vital to devel gleng an overall bill. I feel
confident that the resulting bill will fair to the American
people, yet at the same time will address in a forthright manner
problems of compliance, administration, and timely payment of

taxes.

Finally, the administration has proposed and will continue to de-
velop initiatives to improve upon incentives in the economy, to
insure that direct beneficiaries and users of various governmental
services are required to pay for some of these services and to make
more rational and consistent the operation of existing programs.

Within a day or two, or hopefully this week, we be releas
comprehensive explanations of our proposals for major tax revi-
sions and for improvements in tax collection and enforcement. We
are also preparingtl:gislative drafts which we will send up as soon
as they are completed. , '

In my written testimony, I have provided you with some brief de-
tails on each of our pro . .

Now, in conclusion, Mr. Chairman, we have in place a tax system
for th‘1980’s that will promote the growth of income, savings; in-

91-115 0 - 82 - 2 =
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vestment, and employment for years to come. Eliminating the in-

centives just adopted by Cogfrese and choosing instead to steadily

increase tax rates would only be a return to the policies of the

past—policies that have been tried and failed. o
7 The budget deficits can and must be narrowed, but from the

spending side, not the tax side. While the recession will cause sub-
stantial deficits in the short run, it is only higher real growth in
the long run that will restore our Nation’s health. Raising tax
rates lv;rill only exacerbate our problems by lowering possible future
growth.

While the administration is opposed to raising tax rates in gener-
al, it recognizes the need to insure that the tax system is run effi-
ciently and fairly. We support a program to eliminate abuses and
eliminate obsolete incentives, to make major improvements in tax
collection and enforcement, to create enterprise zone tax incen-
tives, and to make efforts to charge users of various Federal pro-
grams for the benefits that they receive.

Let me throw_out a final challenge to those who might op
the administration’s tax program. I recognize that there are those
who did not and do not support reductions in rate of tax for indi-
viduals and businesses, and I recognize that there are those who
oppose the initiatives that we have presented here today. What I
find most incomprehensible, however, are those persons who can
oppose both. At least in part, these individuals can only be propos-
ing that_an increase in tax rates on all taxpayers is a better means

"of raising revenues than eliminating abuses and obsolete incen-
tives, or improving compliance and enforcement programs. This
type of choice, however, favors special interests, those who are able
to engage in complex financial and legal arrangements, those who
underreport their income; those who-do not pay taxes on a timely
basis, and users of services who do not pay for the benefits that
they receive. Such favoritism is not warranted for two reasons:
First, it is blatantly unfair to the taxpayer who willingly and hon-
estly pays his fair share of the tax burden; and, second, as a substi-
tute for direct rate reductions, it provides much less incentive for
res rmC%l our Nation’s economic health.

r. Chairman, I do not believe that most members of this com-
mittee will favor special interests over the average taxpayer. I
‘invite each membier of this committee to work with us on the pro-
posals that I have outlined for you. Indeed, I look forward to your
suggestions for ways to strengthen our efforts to eliminate abuses
and obsolete incentives, to improve compliance and enforcement, to
create enterprise zone incentives, and to charge users of various
Federal programs for the benefits that they receive.

Thank you, Mr. Chairman. :

The CHAIRMAN. Thank you very much, Mr. Secretary. Your
entire statement will be made a part of the record. I know you
- summarized it, and we appreciate that. . -

[The prepared statement of Secretary Regan follows:]
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STATEMENT BY
THE HONORABLE DONALD T. REGAN
SECRETARY OF THE TREASURY
BEFORE THE
SENATE FINANCE COMMITTEE
TUESDAY, FEBRUARY 23, 1982

Good morning.

President Reagan's budget is a blueprint for growth and
prosperity.

It is a plan for reducing Federal spending and the tax
burden. .

It is a plan for increasing the family budget.

For the first time, we are asking the right people to
tighten their belts: the Federal government.

We have painstakingly gone through every item. All_
members of the Cabinet have met with the President on their
programs. And we have fashioned a budget that responds to
the President's call for a new Federalism; it meets the
complex needs of our society; and it reduces the rate of
growth in government.

This budget contains dramatic reductions in government
spending, yet it's important for people to know that we are
. not tearing down the house or ransacking the furniture. Ve
are simply trying to stop the runaway growth of past Federal
spending and restore a measure of common sense to how we
spend the people’'s money.

80 let's take a quick look at how this budget was put
together.

On the revenue side, we expect receipts totalling $666.1
billion for fiscal year 1983, of which $304.5 billion comes
from individuals, $65.3 billion from corporations, $225.5
billion from payroll taxes and the remainder from excises,
Federal Reserve e¢arnings, and miscellaneous taxes and fees.

More importantly, we-have in place a sound long-run tax
system for the 1980's, one that will promote rapid growth of
income, savings, investment and employment for years to come.
That tax system, with a healthy economy, will generate as
nueharovonue as government should reasonably be allowed to
spend.

[T



16

However, the revenue picture has been heavily affected
by two factors: the recession and the drop in inflation --
one bitter pill and one piece of candy which together have
signficantly decreased revenue to the point of causing large
, deficits. The recession is temporary, and the decline in
inflation is most welcome.

We, therefore, had to face some tough decisions about
how to cover the costs of some very important government
programs -- how to make up the difference between the $666.1
billion in revenues and the $757.6 billion in outlays --
until the growing economy triggered by our reformed tax
syu:om brings growing revenues into line with restrained
outlays.

Some have urged us to revoke the incentive-creating tax
cuts already in place. The result would have been lower real
growth for many years into the future. It would have
involved a self-defeating major change in a permanent tax
program to handle a temporary problem. That alternative was
not seriously considered. 1Instead, we shall propose certain
worthwhile tax reforms, upgrade our tax collection program,
renew our efforts at controlling spending, and borrow to
‘cover the remaining deficit.

Deficits are not good. They rob the private sector of
financial and real resources needed for growth, and divert
those resources into government consumption. 8o do taxes.
The root of the problem is the Federal spending which
appropriates those real resources and then must find the
means to pay for them in one way or another.

The budget deficit can and must be narrowed from the
spending side. For too long, spending has been rising faster
than the economy has grown. The economy can no longer
support the burden. Some progress was made last year in
reducing the runaway rate of growth in Pederal non-defense
spending. PFurther efforts will be required this year and
into the future.

Insofar as spending is not reduced, it is preferable to
close the remaining transitional recession deficits of the
sort now being experienced by borrowing rather than by
taxing. The funds are pulled from the private sector in
either case, but taxes impose a larger cost in terms of
reduced incentives for real growth.

We must continue to strive to reduce the deficit by
curtailing spending and promoting real growth. The budget
and outlook we are proposing take major steps toward closin
that deficit over the next several years. In the interim, it
can be handled in a nondisruptive fashion. Let me put the
deficit into perspective. ' ‘ :
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The projected deficits, though some of them are at
record dollar levels, are not unusual following a recession
when measured as a percent of GNP. The first attached chart
shows deficits as a percent of GNP since 1975,

On- and off-budget deficits were 3.6 and 4.5 percent of
GNP in Piscal Years 1975 and 1976, due largely to the
1974-1975 recession. Deficits are projected to be 3.8
percent and 3.1 percent of GNP in Piscal Years 1982 and 1983,
largely as a result of the current recession. There has been
considerable concern that our projected deficits will put
extreme pressure on credit markets and thus drive up interest
rates. However, deficits do not cause high interest rates.
The historical record shows no direct association of deficits
and interest rates; the second chart shows that in years with
large deficits, interest rates went down more than they went
up. Interest rates are determined by the real rate of return
on capital, the expected inflation rate, and a premium for
risk. Although deficits could conceivably influence expected
inflation and risk, this would not happen, according to the
latest PFederal Reserve Board report, unless they were
accompanied by excessive money creation.

As you all know, this administration has adopted a
licy of slow and steady growth in the money supply. We are

n agreement with the Federal Reserve Board's fight against
inflation and support their announced intentions to reduce
money growth rates gradually from year to year. Although we
are concerned about the affect of the volatility in money
growth on interest rates, we intend to work closely with the
Ped in order to reduce these unhealthy fluctuations.

The deficits will be manageable because of the growth of
private sector saving, as shown in the third chart.

Private saving resulting from normal year-over-year
growth and the Economic Recovery Tax Act will be several
times greater than the total borrowing requirement of the
Pederal government in 1983 and 1984 and thereafter.

The net additions to total private saving are larger
than the rise in the deficit. They will produce "crowding
in" rather than “crowding out." This extra shot in the arm
of capital markets will put downward pressure on interest
rates. BEven after financing the Federal deficit, there will
be billions of additional dollars each year for private :
investment. .

Normal year-to-year increases in saving exceed $40
billion each year. This will be 'ugple-entod by the
additional personal savings and additional business retained
earning induced by the tax cuts.
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Compared to 1981, private .avind\will be more than $60
billion higher in 1982, more than §170 billion higher in
1983, and more than $260 billion higher in 1984. Private
. saving was just under $480 billion in 1981. It will rise to
more than $740 billion in 1984.

It has been lack of growth, moré than anything else,
that has been responsible for the current and projected
deficit. As a rough rule of thumb, each time growth falls
off by enough to produce a 1 percent increase in
unemployment, the budget deficit widens by more than $25
billion. 1In fact, if we had grown fast enough over the past
four years to get unemployment down below 6 percent, the
current deficit would be roughly $75 billion lower.

. Growth is the only way to balance the budget while
promoting rising real income and employment. If the economy
were growing at 4 to 5 percent per year in real terms,
Federal revenues would be rising $30 to §35 billion per year
in real terms, even under an indexed tax code without the
windfall to the Federal government from bracket creep. That
is how fast the deficit would be falling .in 1982 Qollars if
real spending were being held constant. We have not asked
for spending restraint of that magnitude, choosing a more
gradual path toward budget balance. After a slight dip in
‘real outlays in FY 1983, real outlays are projected to grow
approximately one-third as fast as the economy in the
following four years. However, we would be willing to look
at further spending restraint if Congress wishes.

I would like to point out, very firmly, that any changes
in the economic recovery program which reduce real growth
.will tend to worsen the budget picture. Changes which reduce
individual or business saving by as much as or more than the
deficit will only worsen the situation in the credit markets.

The budget is not merely an accounting document. One

cannot simply take a billion dollars out of colunn A and put

it in column B, There are behavior changes and economic
repercussions from tax and spending shifts which affect
saving, investment, labor supply, income and revenue. Very
often, changes which may look good on paper will buy little
Or no progress toward solving a budget problem, especially
compared to the economic cost to the whole nation of the
policy shift.

These facts should be kept clearly in mind as we look at

the deficits in this budget.

As President Reagan points out in his Budget Message,
our success in reducing inflation has reduced tax receipts.
Over the next five years, we project a steady fall in
inflation. Yet if nominal GNP growth were just 2 percent
higher each year, reflecting a continuation of higher

/
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inflation, Pederal receipts would be enlarged by $353 billion
over the five years as inflation and the progressive tax code
pushed taxpayers into higher brackets. After allowing for _
inflated outlays, the budget deficit would be $38.% billion
lower in 1987.

In the past, this is how Administrations and Congresses
glannod to balance the budget. We have a better plan. We
ntend to balance the budget through spending restraint,
lower taxes and higher real growth, not through inflation. -
In the short run, there will be substantial deficits, due
primarily to the recession. However, we are confident that
personal and business gsavings over the next few years will be
adeguate to finance both the projected deficits of the total
governTent sector and a very rapid increase in real capital
ormation. : . . :

1 realize that there has been concern over the apparent
reluctance of business to plunge ahead with new investment.
It is not suprising that some businessmen are holding back
until they are certain it is safe to proceed. A lot of them
are waiting for lower interest rates. Others are waiting to
make certain that Congress will not make drastic changes in
the Economic Recovery Tax Act so that they can plan with
confidence. MNothing kills investment faster than
uncertainty. Once these problems are resolved, the
investment will be there.

RECEIPT PROPOSALS

© . While the Administration is opposed to increasing
statutory tax rates -- rates which apply at the margin to
taxpayers who work, save, and invest -- at the same time it
is committed to insuring that the tax system is run
efficiently and fairly. Thus, while we will not support
increases in marginal rates for taxpayers, we do propose
changes in three areas: 1) an elimination of abuses and
obselete incentives within the system; 2) a major effort to
improve tax collection and enforcement and 3) enterprise zone
tax incentives and miscellaneous efforts to charge users of
various Pederal programs for ths benefits they receive.

We want to eliminate abuses and to remove obsolete
incentives within the system. In many cases, abuses arise
because the use of special types of financial arrangements or
legal devices allow one taxpayer to pay a much lower tax than
a similar taxpayer engaged in exactly the same activity.
Through the Accelerated Cost Recovery-System (ACRS) and other
provisions included in the Economic Recovery Tax Act of 1981,
Congress, working with this Administration, has lowered
effective marginal tax rate on all types of business -
activity. We do not, however, support haphazard and
arbitrary reductions in average tax rates for specific groups
of taxpayers.
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Eliminating tax abuses is entirely consistent with the
Mmnistration's overall economic program. The abuses that we
propose to eliminate generally do not provide desirable
incentives. Even when they might affect marginal tax rates,
the effect is so distorted and so difficult to disentangle
from other effects that hardly any desirable incentive is
provided. 1Indeed, when a tax provision provides benefits
only to a business or individual with special financial and
legal arrangements, rather than to all taxpayers engaging in
a similar activity, then it may end up subsidizing less
efficient taxpayers with competent counsel over more
-g!iciont ones who rely on less competent legal and financial
advice.

This Administration proposes also that Congress join
with it in improving tax collection and enforcement.
Ensuring that taxes due the government are, 'in fact, paid by
taxpayers and that they are paid on a timely basis is
necessary to the maintenance of a fair and workable tax
system. If nonpayment of taxes is allowed to go unchecked,
it can slowly eat away at the well-being of our system that
relies upon voluntary compliance. If individuals instead are
¢onvinced of the certainty yet fairness of enforcement
efforts, and they know that no taxpayer will be given
preference in paying tax as income is earned; then the system
can work well. Taxpayers will comply honestly and support a
system which they think is fairly administered. However, 1if
the Government fails to make adequate efforts at enforcemant
a:g adopt proper methods of administration, then that support
will erode.

Strengthened enforcement and improved tax collection are
entirely consistent with the Administration’'s economic
program. Improved compliance and timely payment of taxes
owed does not raise statutory tax rates and has almost no
effect on the rate of return from saving and investment, but
it does reduce the opportunities and banefits from
underreporting income.

Those who underpay their taxes indirectly raise the tax
rates of those who report all of their income and pay their
taxes on a timely basis. It would be foolish to argue that
efficient productive incentives are provided by our
maintaining a system in which it is easier for some persons
to underreport income or to pay taxes later than others must.

While this Administration is committed to a program of
improved tax collection and enforcement, we are not wedded
only to the proposals presented in the budget. We look
forward to Congressional input into this program and believe
that your suggestions for improving collection and
enforcement efforts will de vital to developing an overall
bill. I feel confident that the resulting bill will be fair
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to the American people, yet at the same time will address in
a forthright manner problems of compliance, administration
and timely payment of taxes. ,

Finally, the Administration has proposed a number of
initiatives to improve upon incentives in the economy, to
insure that direct beneficiaries and users of various
Governmental services are required to pay for some of these
services, and to make more rational and consistent the
operation of existing programs. While the initiatives
involve many issues besides tax policy, I want to discuss
them briefly with you today because they also have an effect
on receipts.

S8hortly we will be releasing comprehensive explanations
of our proposals for major tax revisions and for improvements
in tax collection and enforcement. We are also preparing
legislative drafts which we will send up as soon as they are
completed. However, let me now provide you with some brief
details on each of our proposals.

TAX REVISIONS

Completed Contract Method of Accounting

Current regulations allow contractors to defer tax on
income from long-term contracts until the year that the
contract is completed. This completed contract method of tax
_accounting permits full deferral of income reporting on
progress payments received by the contractor throughout the
term of the contract even though certain costs are currently
deducted.

~ The completed contract method thus permits income to be
deferred for tax purposes long after payments are received
and long after income is deemed earned according to standard
accounting practices. The use of the completed contract
method has led to large and unintended tax benefits. For
instance, many contractors, including virtually all in the
defense and aerospace industries, can substantially reduce
their tax liability through ihe use of the completed contract
method. This is accomplished by deferring all income from a
contract until the contract is completed while taking
allowable deductions for indirect costs currently. In some
ga-cl the period of-deferral can be as long as 10, 15 or even

years.

Because of inflation and the increasing size of new
contracts, deductible costs on new contracts often exceed
income to be recognized from old contracts in sny one year.
The result has been that many taxpayers, while enjoying
substantial economic profits and reporting these profits to
shareholders and creditors, have been reporting large losses
for tax purposes. These tax losses may shelter other income — )
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from taxation. In at least one case, the losses have been
sufficient to eliminate the taxpayer's accumulated earnings
and profits, enabling that taxpayer to make tax~free
distributions to shareholders.

, A particular problem resulting from the long-term
contract accounting rules arises because certain construction
contracts and contracts for the sale of heavy equipment
include provisions for engineering or other assembly services
‘to take place after delivery of parts and materials. Many
taxpayers obtain additional deferral by maintaining that
contracts are not complete until such services have been
rendered. This is done even when full payment has been
received upon delivery of parts and materials.

The Administration proposes legislation to disallow the
use of the completed contract method of tax accounting,
effective January 1, 1983. Taxpayers will be required to use
either the percentage of completion method or the progress
payment method of accounting for long-term contracts. The
percentage of completion method permits current deductions
for allowable costs but requires reporting income according
to the percentage of the contract completed in the tax year.
The progress payment method allocates costs to long-term
contracts and defers their deduction until the taxpayer has a
right to receive payment under the contract. -

At the time the right to payment accrues, the taxpayer
may deduct the total of the current and previously unclaimed
costs allocated to a contract, up to the amount of the
accrued payment. If the accrued payments exceed costs, the
taxpayer would recognize such excess as income.

In addition, the Administration intends to amend the
current complated contract regulations to require that most
indirect costs (so-called period costs) be allocated to
contracts rather than immediately expensed, and to clarify
current rules regarding when contracts may be aggregated and
:hen they must be severed in order to properly measure

ncome.

The legislative and regulatory proposals would be
effective for’ taxable years beginning after December 31,
1982. However, the legislative proposal provides that
taxpayers may continue to use existing completed contract
rules for contracts entered into on or before September 25,
1981, the date the Administration first announced its
intention to change these rules. The regulatory proposal’
will similarly grandfather contracts entered into on or
before September 25, 1981. Grandfathered contracts, however,
ga{ be affected by our corporate minimum tax as discussed
elow.
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Repeal Business Energy Tax Credits

Under current law, businesses are allowed investment tax
credits for energy property in addition to the regular
investment tax credit. Also available are production tax
credits and Industrial Development bond financing for certain
energy sources. Current law further provides an excise tax
exemption, or an equivalent tax credit, for gasohol. B8Some of
thes¢ energy tax incentives expire at the end of 1982, but
others extend through 1985 and beyond.

The original reasons for providing these tax incentives
no longer apply today. At the time these incentives were
proposed and enacted, price controls and allocations were in
effect on both crude oil and@ natural gas, and there was
substantial political resistance to decontrol. Prices of
both oil and natural gas faced by consumers and received by
producers were substantially below replacement costs, as
reflected by the price of imported oil. 0il imports were
growing at the same time that domestic consumption was being
. subsidized and domestic production discouraged.

Because of price controls, business firms and households
had insufficient incentive to invest in energy-conserving
capital or in alternative energy sources (other than oil or
gas), or to use alternative fuels, such as fuels derived from
alcohol, wood, or biomass. Therefore, some economic
rationale may have existed for tax incentives for
conservation and renewable energy.

. 8ince enactment of the credits, however, crude oil
prices have been decontrolled and partial decontrol of
natural gas prices is being phased in. Whatever their
original justification, the credits are no longer needed
because most f£irms confront the true replacement cost of
energy and therefore have sufficient incentive to invest in
energy conservation and renewable energy and to purchase
alternative fuels without targeted tax incentives.

The energy tax incentives distort the allocation of
resources by encouraging firms to undertake investments that
are uneconomic at current market prices and to purchase
higher cost fuels when a lower cost substitute is availadle.
As a result, these incentives divert workers, capital, and
initiative from more productive uses elsevhere in the economy
and lower the net productivity of the capital stock. ,

In general, tax incentives for specific investments fail
to rely on markets to allocate resources efficiently. We
believe that it is better to rely on the market, rather than
Federal management, to determine patterns of energy use. The
Administration'’s Accelerated Cost Recovery System (ACRS),
enacted as part of the Economic Recovery Tax Act, has removed
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tax impediments to business investment -- including
investments now eligible for en>’rgy tax incentives -- without
dictating £irms' choices among investment alternatives.

Moreover, by reducing the cost of only some conservation
measures, the energy tax incentives discourage other,
potentially more efficient, approaches. Many new inventions
and refinements in old technology are not covered by the
subsidies, and therefore are at a disadvantage because the
Federal government subsidizes the competition.

Effective January 1, 1983, the Administration proposes
to repeal all business energy tax credits, the gasahol excise
tax exemption, and special provisions allowing States and ’
localities to issue tax-exempt industrial development bonds
to finance low-head hydroelectric facilities and other energy
property. Fuel production credits and incentives for alcohol
fuel production will also be repealed. Transition rules will
mitigate the effect of repeal on taxpayers who have relied on
existing law. ’ .

Restrict Tax-exempt Bonds for Private Activities

Current law permits States and localities to issue
tax-exempt revenue bonds for industrial development, housing,
and other private activities. There is no requirement under
current law that industrial development bonds (IDBs) serve a
genuine public purpose. In addition, tax-exempt financing,
combined with Accelerated Cost Recovery and the investment
tax credit, can result in unwarranted tax benefits.

The volume of private purpose tax-exempt bonds has grown
rapidly. More than $25 billion were issued in 1981, up from
$8.5 billion five years earlier. Private purpose bonds
accounted for 24 percent of the tax-exempt bond market in
1976 but rose to 48 percent in 1981. The largest growth has
occurred in small-issue IDBs, which allow tax-exempt
financing for any trade or business. Small-issue IDBs
marketed in 1981 reached an estimated $10.5 billion, out of
the total $25 billion of private purpose bonds. Continued
growth in the use of tax-exempt bonds for private purposes is
expected unless actions are taken to limit their use. The
expansion of tax-exempt bonds for private purposes affects
the market for tax-exempt securities as a whole. This raises
the cost to State and local govermments of financing :
traditional public services. .

Many of the private activities using tax-exempt
financing would not have received direct Federal or local
government assistance. Small-issue IDBs have been used to
finance such private activities as office buildings for
doctors and lawyers, fast food franchises, recreational
facilities, and nursing homes operated for profit. Access to
tax-exempt financing is offered in almost all political
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jurisdictions, either by State or local governments or by
authorities acting on their behalf. These authorities are
often established for the sole purpose of issuing tax-exempt
revenue bonds for private entities and may serve to avoid
local voter approval requirements. -

Providing tax exemption for the interest on certain
private purpose obligations may serve legitimate public
purposes in some instances. Current law, however, does not
require the showing of any genuine local public purpose. In
fact, several issuing authorities have authorized tax-exempt
bonds for facilities located outside of their own
Jurisdiction. A requirement that private purpose tax-exempt
obligations be shown to serve the needs of the local:
community will-improve the uses of the FPederal tax benefit
and will limit the volume of such obligations. This will
. reduce their impact on the market for traditional municipal
bonds and the Federal government's revenue loss.,

The availability of tax-exempt financing for exempt
activities and other private purposes causes distortions in
the allocation of capital resources. The ability to obtain a
lower cost of borrowing for certain activities creates a bias
in favor of investment in those activities. 1In effect, those
favored activities are subsidized at the expense of other
activities. Thus, the allocation of capital is based upon
government decisions rather than upon its relative economic
productivity. i /

Moreover, in combination with the accelerated cost _
recovery provided investment by the Economic Recovery Tax
Act, tax-exempt financing results in unwarranted subsidy for
many eligible borrowers. This combination of tax benefits
completely eliminates the tax on income from certain
investments and also provides tax shelter for income from
o:h‘r :-neto. *Double dAipping" of this sort should not be
allowed. '

. In contrast with other categories of private purpose
tax-exempt bonds, exempt small issues may be used in limited
dollar amounts for any type of investment in depreciable
property or land. Large businesses presently are able to
finance an unlimited number of facilities with small-issue
IDB's because the dollar limits apply only within a single
city or county. For examplée, one of the largest chains of
retail stores in the country, has financed facilities in at
least 100 localities, to the tune of $240 million since 1976.
Many larxge firms are using small-issue-IDB's even though they
are able to raise funds readily in capital markets without a
govermment subsidy or guarantee. - .

_The Administration proposes that assets financed with
tax-exempt bonds issusd after 1982 must be depreciated tsing
the straight-line method over extended recovery periods. 1In
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addition, the tax exemption for private purpose bonds will be
limited to those that are publicly approved by State or local
governments and vhich, for bonds issued after 1985, receive a
financial contribution or commitment from the local
government. 8Small issue industrial development bonds will
not he allowed for large businesses, which have capital
expenditures exceeding $20 million over a six-year period.
Additional requirements relating to information reporting of
IDBs, registration, and arbitrage profits also will be

imposed.

Modified Coinsurance

Many insurance companies have entered into modified
coinsurance arrangements and have claimed substantial
reductions in their tax liability. Such arrangements are
designed principally for tax avoidance since little, if any,
insurance risk is actually transferred between companies.

In form, modified coinsurance agreements involve the
transfer of insurance risk between two companies. 1In
substance, virtually no insurance risk is actually
transferred. Although together they may be in the same
financial and risk position after the transfer, their"
combined taxes are lowered substantially. Many policies
reinsured under modified coinsurance involve little, if any,
present insurance risk. Because there is no meaningful
transfer of risk, there is generally no significant non-tax
business purposes for most modified coinsurance agreements.

Modified coinsurance agrements are structured so that
actual payment between the companies is a small percentage of
the amount of income converted. This small charge represents
the "coinsurer's" fee for entering into the agreement. ' The
nominal amount charged indicates the absence of any -
significant transfer of risk or economic purpose under the

ified coinsurance agreement.

The modified coinsurance provision of the Code was never
intended to produce large tax benefits for insurance
companies. The federal corporate income paid by the largest
mutual life insurance companies fell by 35 percent from 1979
to 1980, and by more than 40 percent from 1980 to 1981. The
primary reason for this reduction is modified coinsurance.

——In. several cases, the effect was to nearly eliminate tax

liability.

Through regulations and legislation the Administration
proposes to eliminate the unintended tax benefits resulting
from the use of modified coinsurance. 1In addition, the tax
treatment of other forms of coinsurance will be changed to
prevent insurance companies from obtaining similar unintended
tax benefits. The legislative proposal applies to all
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roinsuranco agreements ontefzd into after December 31, 1981,

Capitalization of Construction Period Interest and Taxes

Individual taxpayers must capitalize interest and taxes
incurred during the construction of commercial and industrial
buildings and deduct those costs over ten years. Under
provisions of the Tax Reform Act of 1976, the write-off
goriod for rental housing (other than low-income housing) is
, years, but is scheduled to become 10 years by 1984.

However, for corporations (other than subchapter 8§
corporations and personal holding companies), the law permits
immediate write-off of these costs. The substantial _
acceleration of cost recovery provided by the Economic
Recovery Tax Act of 1981 makes it unnecessary to grant
corporations an immediate deduction for a portion of
construction costs. .

It is a well-established financial and tax accounting-
principle that the costs of acquiring an asset, whether it is
held for resale or for use in the production of goods and

. services for future sale, should be considered a capital

cost, not a current cost, of earning income. Only when the
asset itself is_sold may the capitalized cost be recovered as
a deduction from the sales proceeds in determining gain: or,
if the asset is used by the owner to produce goods and
services for sale, the capitalized cost may be recovered as
deductions over a reasonable period as the asset is used.

Unlike most corporate taxpayers, individuale and .

fartnotships are required to capitalize construction period

nterest and taxes other than those-associated with
‘low-income housing. These costs of acquiring assets are like
other construction costs such as labor, materials, fees, and
permits, all of which are capitalized and recovered when the
real estate is sold or used to produce income. There is no -
economic policy or tax administration reason why corporations
should not be subject to the same rules as individual

tax I‘tl who construct commercial and other nonresidential
buildings. Indeed, it is both economically inefficient and
unfair to apply different sets of accounting rules to
taxpayers according to their form of organization.

-

The Administration proposes that construction-period
interest and taxes incurred by corporations to develop
non-residential real property after December 31, 1982 be
capitalized. Costs will be recovered over 10 years. This
.proposal will not change the tax treatment of residential
construction. The cost of commercial construction undertaken
by corporations will be increased by a small amount, normally
‘less than 2 percent.



Corporats Minimum Tax .

- Corporations currently must pay a minimum tax, in
addition to regular income tax, equal to 15 percent of.
certain tax preferences. This "add-on" minimum tax is not
limited to those corporations that pay very little or no
regular income tax. It may apply to any corporation that has
reduced its tax liability through the use of designated tax
preferences.

.. Nonetheless, many corporations currently pay no Federal
corporation income tax, despite reporting large profits to
their shareholders. The proposed corporate minimum tax would
tax "corporate profits,” that is, regular taxable income plus
certain special deductions, and would apply only to those
corporations that pay very low regular rates of tax.

Por corporations other than Subchapter 8 corporations
and personal holding companies, the Administration proposes
to repeal the add-on minimum tax, effective January 1, 1983,
and to replace it with an alternative minimum tax.
Corporations will be required to pay the greater of their
regular income tax or an alternative tax egqual to 15 percent
of _their alternative tax base. This alternative tax base
equals regular. taxable income plus certain tax preferences,
less $50,000. The alternative tax base will include both
preferences from the current minimum tax and a number of new
preference items. Current preference items also in the
alternative base are: -

© Percentage depletion in excess of the year-end
adjusted basis of the property,

© Accelerated depreciation on real property 1n excess
of that allowable under the 15-year straight-line
methed,

© Amortization of certified po;;ﬁiion control
facilities, and child care in excess of normally
- allowable depreciation, and -

© Reserves for losses on bad debts of financial
institutions in excess of reserves allowable on the.
basis of their experience.

The alternative base will al-o include the following new
preference items:

o Intangible drilling costs in excess of amounts
allowable had they been amortized over 10 years,

© Mining exploration and development costs in excess of
. those allowable under a 10-year amortization schedule,

\ . ——



29

o Lessor's leasing benefits which are in excess of net
cash investment amortized on the straight-Iine basis
over the term of a safe-harbor lease,

o Deductions for interest on debt to carry tax-exempt
securities,

© Deferred DISC income,

o Shipping income defosited in capital construction
funds or construction reserve funds,

o Amortization of motor carrier operating rights
deductible under Section 266 of the Economic Recovery
Tax Act of 1981, -

o Original issue discount interest deductions in excess
of amounts that would be deductible under a constant
interest rate bond, and —_

o Current deductions of certain indirect costs incurred
with respect to long-term contracts entered into
before September 25, 1981. .

The foreign tax credit is the only existing credit
claimable against the alternative minimum tax. Investment
tax credits which give no benefit due to the minimum tax can
be carried forward. '

We look forward to working with this Committee to *
develop a base for the corporate minimum tax that is
reasonable and fair, yet insures that all profitable
corporations pay their share of tax.

IMPROVED TAX COLLECTION AND ENFORCEMENT

Withholding on Interest and Dividends .

Individuals who honestly report their interest and
dividends pay more than their fair share of the total tax
burden. Recovering known lost tax revenues by withholding =--
where a reporting system is already largely in place ~- is
both an efficient and a sensible step to take.

Imposition of withholding on interest and dividends it a
natural complement to the Economic Recovery Tax Act objective
of reducing the tax burden on income from investment.
Withholding offers an opportunity to increase tax revenues
substantially without raising taxes on those citizens who
carry their full sh:sre of the tax burden of this country.

While individuals are estimated to underreport wage
income by only 2 to 3 percent, the comparable figure for

91-115 0 - 82 ~ 3
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‘interest and dividend income is 9 to 16 percent. Even with
the additional reporting requirements enacted in the Revenue
Act of 1962, a number of taxpayers still fail to report and
pay tax on around $20 billion of taxable dividends and
interest.

As interest and dividends have increased as a share of
individual incomes, the compliance problems of underreporting
has also increased. 1In 1962, interest and dividends
represented approximately 3.3 percent of adjusted gross
income; by 1981, -interest and dividends represented 8.4

rcent of reported adjusted gross income =~ an increase from
s:o billion to $150 billion. At the same time, the portion
of individuals' income represented by wages declined by at
least an equivalent amount. As a result of this change in
the composition of the Nation's income, taxpayer compliance
overall has declined because a smaller portion of overall
income is subject to withholding.

Unfortunately, information reporting is simply
inadequate to reduce this shortfall. Much of the unreported
interest and dividend income consists of relatively small
amounts that millions of taxpayers simply neglect to report
-= as a result of failure to maintain records, or other
causes not amounting to fraud. Although the IRS matches a
high proportion of the information returns filed, there are a
number of reasons why the matching process cannot close the
gap of unreported income. Many information returns contain
inadequate or inaccurate information, with the result that
matching is Aifficult or impossible. 1In the wage area, by
contrast, the number of unprocessable information returns is
much lower because taxpayers have an incentive to obtain:
proper credit for withheld taxes. It is extremely expensive
for the IRS to use letters, phone calls, and personal visits
to follow up taxpayers suspected of underreporting,
especially when only small amounts of tax may be collected
from each one. ) _

- The obvious failure of some taxpayers to report interest
and dividend income diminishes public respect for the tax
systen, and jeopardizes our system of voluntary compliance.
Moreover, past experience has proven that withholding is by
far the most effective means of combatting noncompliance in
the reporting of income.

Undexr the ‘proposal, 5 percent of payments of taxable
interest and dividends would be withheld. Nontaxable
individuals £iling exemption certificates and corporations
would bes exempt from withholding. Taxpayers aged 65 or older
with a tax liability of $500 ($1,000 on a joint return). or

less would alsc bes exempt from withholding. This will exempt

elderly couples earning less than $14,907 in 1983.

:
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This withholding proposal differs significantly from
past withholding propcsals. The problem of forced
overwithholding, so prevalent in those past proposals, has
been virtually eliminated by the low rate of withholding, the
proposed exemption procedures, and the provision in ERTA
which will allow workers to adjust wage withholding for any
overwithholding that could occur. In addition, we must
recognize that the system of reporting of interest and
dividend income on forms 1099 is well established; new forms
will be quite similar to the old forms, with an additional
line for the amount of tax withheld. Costs to financial
institutions thereby will be kept to a minimum. Indeed, my
own experience as head of a large financial organization,
along with many discussions with officers of our Nation's
financial institutions, has convinced me that withholding is
a sound and efficient means of increasing compliance.

Corporate Income Tax Payment Speedup

Corporations generally are required to pay at least 80
percent of their current year's tax liability in estimated
payments due four times a year. The remaining liability is
payable in two equal installments due on the 15th day of the
3rd and 6th months following the close of their taxable year.
An exception to the estimated tax payments rules permits
corporations to base their estimated tax payments on the full
amount of their prior year's tax liability. For large
corporations, the estimated payments must be at least 65
percent of their current year's liability (75 percent in 1983
and 80 percent thercaftery.

To the extent feasible, taxes should be paid on a
current basis. Given the ability of corporations to estimate
- their income on a monthly basis, there is no longer any
reason to permit corporations to underpay their taxes by up
to 20 percent. A 10 percent deviation is sufficient to
reflect the uncertainties of intra-year estimates.

In order to collect corporate taxes on a more current
basis, the Administration proposes, for tax years beginning
after 1982, to increase the required estimated tax payment
from 80 percent to 90 percent of the current year's
liability, and to require that all remaining {1ability be
paid in one payment on the 15th day of the 3rd month
following the close of the tax year. 1In addition, large
corporations making estimated tax payments based on prior
year's liability will be required to pay at least 85 percent
of their current year's liability in 1985 and 90 percent
thereafter. All corporations with taxable incomes of less
than §1 million in each of the three prior years will be
exempt from this latter rule. ‘
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IRS Staff Increases

In order to improve the efficiency of enforcement and
collection activities, the Administration proposes to
increase the enforcement staff of the Internal Revenue
Service by more than 5,000 persons.

- Three thousand of these 5,000 new employees will be
assigned to collecting delinquent taxes, 1,000 will
concentrate on the identification of nonfilers who owe tax,
and the remaining 1,000 will examine deficient returns and
process appeals.

Although the vast majority of taxpayers voluntarily pay
their correct tax on time, delinquent taxpayers currently owe
the Treasury more than $20 billion in uncollected taxes. An
estimated additional $70 billion in revenues are lost each
year as a result of unreported income and improper
deductions. A strengthening of Internal Revenue Service
‘enforcement activities will generate increased government
revenue and will improve the fairness of the tax system for
all taxpayers. Public confidence in the equity of our tax
laws is preserved only if the few who fail to pay their fair
share are held accountable.

OTHER PROPOSALS AFFECTING RECEIPTS.

Enterprise Zone Tax Incentives

Under current law, no special tax incentives are

ngvided for the redevelopment of depressed areas. The

inistration therefore proposes that beginning January 1,
1984, up to 25 small urban areas per year (not to exceed 75
in total) may be designated as "enterprise zones". Relief
from Federal, State or local regulations, and special tax
incentives designed to increase investment and employment
will be provided businesses and individuals locating in these
areas. These incentives will be applicable for a 20-year
periocd. The Administration will be providing you with
detaile on this proposal at a later date.

Miscellaneous Proposals

0 " Airport and airway trust fund taxes. Statutory
autﬁ%rfty for the alrport and alrway trust fund
expired on September 30, 1980. The Administration

proposes to reinstate statutory authority for the
airport and airway trust fund effective July 1, 1982.

O Increases in passport and visa fees. The
AdminIstration has proposed an increase in passport

fees from $15 to $30 effective April 1, 1982, and an
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increase in immigrant visa fees from $25 to $100
effective March 1, 1982. .

0 Change in railroad retirement system. The railroad
retireme system provides coverage generally
. equivalent to a combination of social security and a

multi-employer industry pension plan. Railroad
employees and employers make contributions to
railroad retirement that are generally eguivalent to
social security payroll taxes. Beginning October 1,
1982, the Administration proposes to extend full
social security coverage to railroad workers; payroll
taxes would be deposited directly in the social
security trust funds. The Administration also

- proposes to return the rail industry's plan to the
private sector.

o Extension of highway trust fund taxes. Under current
law, the 4 cents per gaiion~tax on gasoline and
diesel fuels will decline to 1.5 cents per gallon on
October 1, 1984. Several other taxes that are
deposited in the highway trust fund will be reduced
or will expire at the same time. The Administration
proposes to extend these taxes at their present rate.

© Extension of social security hospital insurance taxes
to Federal gggioxeoo. Most Federal civilian
anployees currently are exempt from social security
taxes. The Administration proposes to require
Federal employees._to pay the employee portion of the
social security hospital insurance tax effective
January 1, 1983.

Technical Proposals . -

. As soon as possible technical proposals will be
submitted to further close tax loopholes and facilitate IRS.
collection and enforcement efforts. '

CONCLUSION

We have in place a tax system for the 1980's that will
promote the growth of income, savings, investment and
employment for years to come. Eliminating the incentives

ust adopted by Congress and choosing instead to steadily
ncrease tax rates would only be a return to the policies of
the past == policies that have been tried and failed.

The budget deficits can and must be narrowed, but from
the spending side, nct the tax side. While the recession
will cause substantial deficits in the short run, it is only
higher real growth in the long run that will restore our
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Nation's hcaléh.-naioing'tax rates will 6hly exacerbate our
problems by lowering possible future growth. -

While the Administration is opposed to raising tax rates
in general, it recognizes the need to insure that the tax
system is run efficiently and fairly. We support a program
to eliminate abuses and eliminate obsolete incentives, to
make major improvements in tax collection and enforcement, to
create enterprise zone tax incentives and to make efforts to
charge users of various Federal programs for the benefits
that they receive. _ -

Let me throw out a final challenge to those who might
oppose the Administration's tax program. I recognize that
there are those who did not and do not support reductions in
rates of tax for individuals and businesses, and I recognize
that there are those who will oppose the initiatives that we
have presented to you today. What I find most )
incomprehensible, however, are those persons who can oppose
both. At least in part, these individuals can only be
proposing that an increase in tax rates on all taxpayers is a
better means of raieing revenues than eliminating abuses and
obsolete incentives, or improving compliance and enforcement
grograns. This type of choice, however, favors “special

nterests”, those who are able to engage in complex financial
and legal arrangements, those who underreport their income,
those who do not pay taxes on a timely basis and users of
services who do not pay for the benefits that they receive.
Such favoritism is not warranted for two reasons: first, it
is blatantly unfair to the taxpayer who willingly and
honestly pays his fair share of the tax burden, and, second,
as a substitute for direct rate reductions, it provides much
less incentive gpr restoring our Nation's. economic health.

Mr. Chairman, I do not believe that most members of this
Committee will favor special interests over the average
taxpayer. I invite each member of this Committee to work
‘with us on" the proposals that I have outlined for you.
Indeed, I look forward to your suggestions for ways to
strengthen our sfforts to eliminate abuses and obsolete
incentives, to improve compliance and enforcement, to create
enterprise zone incentives and to charge users of various
Pederal programs for the benefits that they receive.
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The CHAIRMAN. We will operate under-the so-called early-bird
rule, arid maybe 7 minutes the first round. If any other members
have pressing other committees, we would be happy to accommo-
date anybody who must be somewhere else in the next few min-
utes. So if you would just let us know, we could take care of that.

Last fall, Mr. Sgcretarymyou testified before the Budget Commit-
tee that the economy would turn up this spring. Lately, it would
a&pear from the President’s press conference and other indications,
that that date is being pushed back. Can you dgive me any idea of
when we might expect the recession to end? I don't expect a specif-
ic date or week or maybe even a month, but is it still sprin

Secretary ReGAN. I think the second quarter of calendar 1982,
Mr, Chairman, is when we will see a positive return in real growth
of GNP. I don’t think that the administration is waffling from that
earlier projection. I think what the President was saying in his
&ress conference last week was exactly what you just said: He

dn't want to be pinned down to a specific date or a specific
month. But I am confident, having talked to him, that he shares
8‘I§P view that in the second quarter will return to real growth in

. N
The CHAIRMAN. Following up on that, can I assume, then, that
you are fairlﬁ optimistic?

Secretary REGAN. As usual, Mr. Chairman, I am a bit bullish.

The CHAIRMAN. Are you more or less optimistic than you were
when you were here before?

Secretary REGAN. Strangely enough, I am more optimistic.
Maybe I am whistling in the dark here; maybe I see things that
others don’t see; but 1 do think that we will snap back from the
current recession and do it this year.

The CHAIRMAN. Yesterday the 90-day Treasury bill rates fell by
more than 2 percentage points. Does this signal the long-expected
break in the interest rates?

Secretary ReEGAN. Well, it's, I would say, at least one swallow,
which of course is much better than a turkey. I've noticed that
several of the e banks have dropped their prime back to 16%
this morning. So I suggest that we seem to be getting some break.

But notice what happened here. In spite of the talk about our big
deficits, and the like,”what really has happened is d;;eople watch the
change in the money supply, and there was a dramatic drop in
the.money supply announced unexpectedly—well, the announce-
ment was ex , but the size of the drop was not ex It
was $3% billion last Friday. As a result of that, the markets took
heart that the Fed might not have to tighten up as much as they
R
The . It's my understanding the policy of the adminis-
: ti;::.ion?and Fed is one of cooperation now; is that correct character-

ion

Secre ReGAN. We support their goals, announced monetary
goals, fmis year. \ - .
The CHAIRMAN. And it has been suggested by, I think, Senator
Jegsen and Co man Reuss that we adjust the withholdi
tables now to reflect a 10-percent tax cut scheduled in July. I thi
Treasury has been looking at that pro . That would differ with
other proposals which would take it back to January, the full 10
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percent, which would be verg'hgostly. Have you given any indication
to anyone whether or not t is feasible or whether you would
::ll)) rt such a move? Maybe just reflect the chan%:lof withholding
es in April or Ma‘%; or at the earliest possible time?
Secretary REGAN. Well, we have taken a look at that. And from
the point of view of actually trying to get it through the Congress,

- signed by the President, and then have IRS come up with new

tables, publish them and have that go into effect, it would be
probably well into May if not into June before all of that could be
accomplished. "

You would know better than I, Mr. Chairman, the difficulty of -

getting such a thing throu&l; the Congress %uicklg, and you would
ave to get it through the Congress within 30 or 45 days in order to
give the IRS, well, what? Three to five weeks—maybe they could
shorten that—to change the tables and have them go into effect. So
I don’t think it’s a practical suggestion at this particular time. I
.tlhuilnk v\ieg 8:52}10ng leave well enough alone and go ahead with the
, , cut.

N '1{)9 CHAIRMAN. As I understand, at least from published reports,
i'ou do not support a trial balloon that was quoted by the majority
leader on the surtax. Is that correct? I am not certain I do, either,
but I would get your views first. *

Secre AN. Well, I think what has happenéd here on the
surtax, I think that is the type of suggestion that we will be seeing
coming from the Con over the next several weeks and months

 as you wrestle with the same problems that we in the administra-

tion were wrestling with in November, December, and January. We
finally came to the conclusion that the tax increases were not feasi-
ble except for certain changes in the Tax Code, and I've just sum-
marized those sug%%stions to you. We came up with certain budg-
etary suggestions. We went as far as we thought we could, and we
decided to live with the big deficits.

Now, it may be that the Congress will differ in their views, but I
think at this time I would rather not comment on all of these indi-
vidually as they come up, lest each day I be required to comment
as someone else has a new suggestion. I would rather wait and see
how the Congress finally comes out. :

I do want to say this about surtaxes, though: This was tried
during-the Johnson administration. They did manage to have a
surplus in 1 year, but then fell right off the wagon again, and we

went into even worse deficits immediately thereafter. So, at best,

that’s a temporary palliative. .
The CHAIRMAN. I think my time has about expired. But as I un-
derstand all of these suggestions you  have made, you would hope
that we might make those effective in January of 1983?
Secretary REGAN. Yes. Our effective date for all of this is Janu-
a%ﬁ, 1983. Nothing is suggested for the immediate future.

e CHAIRMAN. There is some rumor that the insurance provi-
sion, that they think they ought to postpone that and not even con-
sider it until calendar year 1983, and that was not my impression.

Secretary REaaN. We would want that considered this year,
passed this year, and made effective January 1, of 1988.
CHAIRMAN. We were told by the insurance industry last year

The F ,
“that if we didn’t do anythmg last year, our so-called second tax bill, -
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they would be ready to go this year. Now thef:i say they are ready

<o 10 g0 next year. I assume next year they would be ready to go the

—- ... no taxes at all, not onl¥l adds substantially to the deficit

next year. \

Secretary RecaN. I would assume so, Mr. Chairman.

The CHAIRMAN. Senator Bentsen?

‘Senator BENTSEN. Thank you very much, Mr. Chairman. ‘

Mr. Secretary, I have just returned from the State of Texas, and
I have never seen such aﬁprehension on the part of the people of
my State concerning high interest rates and the deficit we are
facing.

Yet, at the same time we are facing a record deficit, we have a
number of highly unfair tax breaks that drain large sums from the
Treasury. One of the provisions that is most unfair is the sale of tax.
credits to very profitable corporations—which can result in their
avoiding taxes completely. I have talked to members of boards of
directors of companies that are buyitx;gk tax credits and they say,
“The law is there. We are going to e advantage of it. But we
don’t understand why it's put in there.” It seems to me that's an
obvious place to try to cut back on the administration’s. deficit. 1
have been told that there are over $3 to $4 billion worth of such
tax credits sales already under negotiation for this year. -

Mr. Secretary, allowing the very profitable of this countrg t: glay

, but also
destroys confidence in the tax system. That is wrong and ought to
be done away with.

I infroduced an amendment to try to strike those provisions from
the 1981 tax bill, but at that time very few people understood the
problems inherent in the sale of tax credits, so I didn’t get much
support for mfr amendment. But I understand there are now over
20 of those bills introduced to do just that.

I would like I){our reaction to a possible repeal of that provision,
as well as to the possibility of establishing an effective minimum
tax on corporations. , -

'tI fully support tax preaks that will actually increase productiv-
ity. ~ - B
I worked very hard to increase depreciation and accelerate it so

‘corporations could buy new equipment and new plants to make us

more productive; but productivity won’t increase by allowing major
corporations to buy tax losses. ‘

Secretary REGAN, Well, let’s take a look at some of the history of
this, Senator, and see if we can come up with some additional
thoughts on it. »

First of all, you will recall that the administration proposed this
last year at a time when people were talking about refundable tax
credits, because there are many industries in the United States,
unfortunately, that cannot use their tax credits—the steel industry,
the autemobile industry, the airline industry to some extent, obvi-
ously the construction industry. They cannot use their investment
tax credits, yet the Congress and the administration wanted to see
what they could do to help-those industries, particularly even more
so now that we are in a recession and these are the industries
where we have the highest rates of unemployment. :

Senator BENTSEN. Well, Mr. Secretary, wouldn’t directly refund-
ing those companies with excess tax credits be more equitable than
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the prgsen‘t approach, which allows profitable corporations to pay
no tax ,

' Secretary REGAN. Well, to the extent, though, that we are get-
ting at that through the minimum tax, that leasing will be part of
‘the preferences that will go into the minimum tax.

Senator BENTSEN. Well, let me comment on that. You made a

-comment that one of the reasons that businegs was not investing
was because they were-concerned that Congress might pass a dras-
tic take back of these provisions. Yet, that charge is better laid at
the doorstep of the administration.
. The tax reductions of last year’s bill for 1982 to 1985 were $77
billion, The administration now proposes to take back $40.2 billion -
or 52.1 percent of what the corporations got out of the tax bill.
That's what your own numbers say that-you are proposing. It
sgems to me that it's the administration talking about a major
. change.

‘Secretary REGAN. Well, again, come back to what we are trﬁng
~ to do here. There are certain segments of American business whic
" have been, we think, unduly favored by the Tax Code. And as a
~ result, the{ have come up-with strange interpretations of the Tax

Code which I don’t think_were the intention of the Congress in
E‘:}a\ssing it. Modified co-insurance ig certainly an example of that.

at started in 1978-79 and has grown so much so now that our

tax collections from insurance companies are less than 40 percent —~

of what they were.

Senator BENTSEN. Mr. Secretary, obviously changes are going to -
have to be made in that provision. But there is a very s&ciﬁc
3buse' taking place in the sale of tax credits that must ad-

Secretary REGaN. Well, Senator, I would ask that you withhold
comment until such time as we can get the whole study to you. As
you- know, the IRS was asked to have anyone ettfaﬁing in leasing
report to it by January 31 of the type of lease and the details of it.
We now have that information in place. We are rushing with high-
est priority in the IRS to try to come out with that study. We hope
to have it by mid-March, And then, over a period of the next 30 or
60 days we can analyze it together to see exactly what did happen.

Senator BenTseN. All right. I will look forward to reading your
study, but you are going to see a lot of people rushing through that
loophole in the meantime. ' | ’

I would like to also comment on the housing situation. I recall
last year you were saying that the depression in housing would end
shortly because lower interest rates were coming and because there
would be a general recovery in the economy. course, we have
not seen that yet. Yet, you are targeting further cuts in Ginnie
Mae and for the elimination of it by 1984, a drastic 70 percent cut
in farmers home loans, and cutbacks in Federal assistance for el-
derly and handicapped housing. The result of those proposals will
- only accelerate the problem.

. We are looking at a situation in the Farmers Home Administra-
tion where delinquencies have increased by 35 percent. We are
seeing an increase in bankruptcies and unemployment and the
home building industry. Now the administration wants to gut a

—
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. program that has been underway for 45 years and that has been a
successful one. It seems to me that this is a contradictory course,
and I don't really see it as a budget-saving item.

" Secretary REuAN. Well, what we have done is to try to cut back
on the size of those programs. They have af'rown enormously in the
last 4 or 5 years. There is still a very healthy amount of mortgage
money available through those programs. We haven’t cut it off en-
tirely. It is high rates of interest more than the size or the amount
of what we are suggesting that will determine when and how the
housing industry gets started again. I think, personally; that if in-
terest rates, the prime in particular, were down to where construc-
tion loans could be carried below 14 percent, I think vou would see
a real revival in housing starting. Hopefully that will occur this -

spring.

Senator BENTsSEN. Well, Mr. Secretary, you know how people buy
a home: they don’t pay attention to the average price so much,
they look at the monthly payment and then see if they can work .
that into their budget. Right now, they find they {';st can’t do it. So
a lot of these young peop'e that were going to moving out on
their own are still staying in the nest with mom and pop. -

I remember when 1 got back from World War II we had som
thing called the GI bill that hel me buy a home. But today the
only GI provision that works is “Generous In-laws.” [Laughter.]

If you don’t have that, you-just can’t buy a home. The American
dream of homeownership is disappearing, and the administration
should be concerned about that. y

Secretary REGAN. I know, Senator. The most recent figures indi-
cate that in many cases home ownership is taking as much as 40
percent of income available to families, where it traditionally used
to be something in the neighborhood of 25 percent. That is entirely-
due to high interest rates. S

However, I do think that the whole question here is: How fast
can we get interest rates down? I think that is the final answer.

Senator BENTSEN. Thank you.

The CHAIRMAN. Senator Byrd, then Senator Heinz.

Senator Byrp. Thank you, Mr. Chairman. . —

Mr. Secretary, in your statement you asked for the cooperation
of the members of the committee. I want to offer my cooperation. I
supported Ronald Reagan for President, and I've long been an ad-
mirer of yours. So I want to cooperate in every way possible.

In your statement you say the budget deficit can and must be
narrowed from the spending side, and I certainly agree with that. I
think the problem in Washington now is, and has been for so long,
excessive spending. So I support the spending cuts, which indeed
are not cuts at all but rather a reduction in the rate of increase in
spending. I support the Reagan spending restraints and would go
further and support a restraint on the tremendous increase in mili-
tary spending, use I think we are in a very severe situation
economically in this country. h

Now, in your statement you say we intend to balance the budget.
My question is: When? ‘ - _ '

"-Secretary REGAN. Well, Senator, I would say that we are hopeful
that in the out-years this will come about. .
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More important even than balancing the budget, an actual true
balance, is the direction that we are going toward. I think that is
what the money markets and other people are looking at. If we can
keep getting the share of Gross National Product that the Federal
Government takes on a downward slope, I think that's even more
imgrative than actual coming to zero at any particular time.

~ Senator Byrp. But your statement sa?ys we intend to balance the
. budget. And all I am asking is,.is when .

' &cretar{hRmm Well, it's hard to be precise, sir, because as you

go out, as the President himself said in his remarks in the State of

he Union message, the figures that we give for 1986 and 87, 4 and

6 years out from now, are so imprecise that we cannot be sure

what would happen. -

Let me give you an example. Were we to return to let’s say a b-
or 6-percent rate of unem logment, that budget deficit would be re-
duced by about $50 to $75 billion. Were Gross National Product
real growth rate to be 1 X;rcent higher, there would be a swing of
another 20 or 26 billion. And these projections are so imprecise out
there that it's hard to be exact—and I'm not trying to dissemble,
Senator, I'm just saying it's very hard to be precise when gou get
-out 4 and b years as to exactly where we are going to be. But we

~are hopeful that in that time period we can bring it about. ‘

Senator BYrRp. Many feel, as do I, that the projected deficits,
which will approach or exceed $100 billion for 3 years, at least 3
years, and that these deficits are alarming and dangerous. Would

. you give me your view? - -
Secretary %&mw Yes. Deficits are not good for anyone. They
cause a great deal of uncertainty in the money markets. It means
- _that the Federal Government is taking funds, either by borrowing
or by taxes, out of the economy that could otherwise be spent in
the private sector, and in my opinion in a better fashion than we
spend it in government. So deficits are bad, and it’s part of the
reason, in answer to what Senator Roth said earlier, that we have
this huge gap, the uncertainty gap, the premium that we are being

;pade to pay over and above the real rates plus the rate of infla-

ion.

Senator BYrp. Interest rates certainly are devastating, and I per-
sonally don’t see how we can stimulate the housing market or the
automobile market, the two major segments of our economy, until
interest rates are brought down. Can interest rates be brought
down with deficits approaching $100 billion for 3 years in a row?

Secretary ReGAN. My answer to that is yes. And I point to 1975,
1976, and 1977 as an example of what I am talking about. And if
you will notice in the chart in the back of my prepared testimo-
ny—it’s this chart here, Senator, the one that indicates that defi-
cits and the T bill rate do not go together—you can have a deficit
going down and interest rates going up. You can have deficits going

~ up and interest rates coming down. And I point to these years as
examples of that.

Senator Byrp. Well, I have figures from the Federal Resefve
Board and the Council of Economic Advisers. You mentioned
1976—the inflation rate was 7 percent, and the average prime rate
was 7.8 percent. In 1976 the inflation rate was 4.8 and the average

- prime was 6.8. And in 1977, another year you mentioned, the infla-
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tion rate was 6.8-and the interest rate was 6.8. Then we come to
1981, and the inflation rate was 8.9 and the interest rate was 18.8.
‘ gan yo;ne ?explain the doubling of the interest rate vis-a-vis the infla-
on ra

Secretary REGAN. It is a very difficult and a very imprecise thing -
that I am goi.::gl:o try to explain, Senator, because no one knows
for sure what this answer is. There is an uncertainty in the minds
of those who lend money and in the minds of money managers who
have to manage other people’s money as to exactly what is going to
happen to the economy of the United States. Are we going to be in
for permanent inflation? If we are, at what rate? Or, will we in the
administration, working with this Co , gét our deficits down?
Will we get the rate of inflation down? If we can do that, the pre-
mium will subside. _ '

Also, the third factor, I think, that worries them is the volatili
of the money supply emanating from the Federal Reserve. Al-
though they are on target year over year, the way that they arrive
at their target, with this extreme volatility, also worries the
money markets. -

So that combination of factors started in October of 1979, surpris-
inglﬁ'aat the same time the Fed changed its targets, and since then
we have had 2% years now of this major uncertainty in the minds
of the markets. I think it will subside if they see that we in the
administration are going to stick to our plan and that you_ in the
Congress are going to come along with us in cutting Federal spend-

mgenator Byrb. I have got one quick question, if I may, Mr. Chair-
man. -

The debt ceiling was increased last year, presumably to take the
"Government through September 30, 1982. It was increased to 1 tril-
lion and 79 billion. When do you estimate that the Congress will
need to consider an increase in the debt ceiling?

Secretary RecAN. Unfortunately, Senator, I have to tell you that
it will be in April of 1982. I think that we probably will hit that
debt ceiling sometime in May; and to allow ourselves some room to
debate this, I think it will be April that I will be back here asking
that you raise that ceiling. :

Senator Byrp. Thank you. .

Thank you, Mr. Chairman. -

The CHAIRMAN. Next is Senator Heinz. . -

First, I want to acknowledge the presence in the committee room

of our former colleague and ranking Republican, Senator Curtis of
Nebraska. We are glad to have you here. :
Senator Heinz.

Senator Heinz. Thank you, Mr. Chairman.
Mr. Secretary, I would like to go back to your corporate mini-
mum tax proposal, if I may. And certainly, I don't think you would
find much disagreement from any member of this committee that
if profitable corporations aren’t paying their share of taxes, there
is something wrong with our system. - -
- Now, a year ago when you came before the committee to propose
ce ‘changes in the tax law, you did not propose a corporate
minimum tax. Last fall, when the Administration proposed certain

BN
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'~ revenue-enhancement measures, you did not propose a corporate
fminimN um tax. S ‘-te o taxTh

OW you are pro a new corporate minimum tax. The ques-
tion is: t is diﬂpe(::& What has changed? I suggest to you that
what has ¢ ed is that the leasing provisions that the adminis-
tration inse in the ways and means tax bill are totally flawed
and without much in the way of merit, and that that is what has
changed. And that what you are trying to do, which I think is un-
derstandable in its intent, is to crack down on the insurance com-
panies that are buyi.ng all these unexpired tax credits from the
auto and steel and airline industries and are getting a tax break
for onlﬁktheir paper entrepreneurial abilities. It's something .you
would like to crack down on; so would I. But is it not true that as
you do that you arteegoin‘%‘to be_forcing the companies that you last
year said you wanted to help—the auto industries, the steel indus-
tries, which don’t make much money; indeed tiley are making
losses more than money. They are not making much steel or autos,
either. Isn’t it true that what you propose is going to hurt the in-
-dustries that we want to help revitalize and which your accelerated
depreciation ACRS proposal was designed to try and stimulate? Is
that not the case? R e

Secretary REGAN. No, Senator. Let me first back up and talk
about these propo in view of last year.

You will that one time last year we were talking about one
tax bill and then a second tax bill following on it. We never got
that second tax bill, for various reasons. '

Senator Heinz. No; you didn’t.

The CHAIRMAN. One did pass the Senate. We are in conference
ptow. It vlvlatgn’]t'a big one, but it was Members’ expenses. That made
it. [Laughter.

enator HEINzZ. That was the Dole amendment. [Laughter.]

Secre REGAN. I'm not going to touch that one, Senator.
[Laughter. -

Senator DANFORTH. You are the only one who hasn’t. [Laughter.}

Secretary REGAN. No; but we did make the ruling on it; I wil
admit that.

We did have several of these proposals that we surfaced in Sep-
tember of last year, that we are now bringing forth again.

Sebx;a;or Heinz. Did you have a minimum tax proposal last Sep-
tember?’

Secre REeGAN. No, not a minimum tax.

Senator Heinz. That’s the only thing I meant.

Secre ReGAN. But we did have the modified co-insurance and
things of that nature.
thSenla:t;or Heinz. ’'m talking about the corporate minimum tax,

Oug . -

Secretary REGAN. As far as the corporate minimum tax is con-
cerned, we are not sure that we would agree with you that leasing
was totally flawed, particularly the adverb taliy.” We want to
see our study first, before we make that judgment; because it may
have some very good effects, icularly in helping some of these
industries that otherwise would have to go to banks, borrow at 16,
17, 18 percent in order to get their new machinery, new plant, new
equipment. We are trying to help those companies. '

811180 - 82 - &
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You recall also that leasing helps the new industries. :

Senator HEINz. Mr. Secretary, excuse me. I understand that, but
I did ask a specific question as to whether or not your proposal
would in effect increase taxes, or have the affect of increasing
taxes, on industries like autos and steel which are not havin%:
great time. Can you just give me an answer to that question?
cause there is another question I would like to ask you.

Secretary REGAN. I am coming to that, Senator.

What affects the steel industry is how the steel company’s ac-
counting is put together. If that steel company has an oil company
that it owns, if it has a mine that it owns, a coal mine, things of
that nature, depletion does come in. The corporate minimum tax,
therefore, will come in. If they don’t own oil companies or if they
don’t own mines, then they will not have the corporate minimum
tax preference item to come into effect as far as their tax rate is
concerned. So what I am suggesting is that the minimum tax
would affect steel companies differently, and you would have to
take it company-by-company rather than as an industry as a whole.

As far as the automobile industry, a%rain, as far as I know, there
is only one company in that industry that is profitable at this par-

- ticular moment. So the others are faying no taxes whatsoever. So

therefore the minimum tax would not apply to them. So it
wouldn’t hurt them. : ,

Senator HeiNz. In the limited time remaining, let me ask you
this. We here in the Congress have gotten into the habit, since
broken last year, of passing a preliminary budget concurrent reso-
lution, the so-called first, and then an allegedly final one, the so-
called second budget resolution. .

The second budget resolution that we passed last year, as we all
know, was a farce. It was passed in the late fall. It didn’t corre-
sgond to reality. The resolution that we tried to make work was
the first one. )

I would be interested in {our reaction, Mr. Secretary, as to
whether or not we shouldn’t have just one budget resolution, pass
it this spring, and, most importantly, tie it to the debt ceiling for
the coming fiscal year, so that our budget resolution would not be,
as was our last one, totally meaningless.

Secretary REGAN. I would suggest, Senator, that in my opinion
the debt ceiling is going to be action-inducing on the part of the
Congress. And I suspect that there will be a lot of things tied to
that debt ceiling as.it comes through.

Senator HeINz. That is an understatement, Mr. Secretary. Does
that mean you would rather not answer my question as to whether
you think we ought to have one budget resolution, one debt ceiling
that goes along with it, enact it early, like this May 15th, and that
that will be our financial plan and it will have a self-enforcing
mechanism—the debt ceiling—that will enforce us to stick to it? Or-
at least when we don’t, we will know what we have to do?

Secretary REGAN. Since I am appearing before the Senate Budget
Committee tomorrow, I don’t want to commit myself in advance
until I hear what they have to say. :

Senator HEINz. Oh, go ahead, Mr. Secretary. [Laughter.]

Secre RecAN. But I do suggest this to you, Senator, I think
we would have to look at the legalities of that. I think maybe the
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budget act now requires the Co to, and Kou may have to
change the law if ml are going to have only one budget resolution.

Senator Hemnz. Mr. Secretary, I think that’s correct. My question
is not whether or not we have to change the laws, but whether or
not we should. : -

Secretary RecaN. Well, I would like to see what your action is
first, before I comment on that one.

Senator HeiNz. Clearly, Mr. Secretary; the Budget Committee
will have you to themselves tomorrow. B

Thank you, Mr. Chairman. )

The CHAIRMAN. Senator Danforth, then Senator Baucus. -

Senator DANFORTH. Mr. Secretary, let’'s assume that we in the
Co decide that the No. 1 economic problem before the coun-
try ﬂ high interest rates, and we want to do what we can to bring
interest rates down, to bring them down as far as we can and as
quickly as we can. What should we do?

Secretary REGAN. Well, I suggest, Senator, there are several
things that can and should be done. First of all, the country has to
be assured that the amount that the Federal Government is going
to take out of Gross National Product will be declining year-over- .
year. So, therefore, you would have to make some further budget
cuts in order to insure that that does take place.

" The dimension that we have suggested is $30 billion. The Presi-
dent has indicated that if the Congress wishes to go further in
those cuts, that he would be agreeable to discussing it with them.

The second thing I think you would have to do is to make abso-
lutely sure that the mom policy of this country is as the Fed
has described it, a slow, steady growth in that money supply, not a
volatile one, not one that is overly easy, and one that is certainly
not too tight; because if you have a very easy money policy, you
spook the markets. On the other hand, if you have a very tight one,
you choke them off. So a slow, steady growth is a type that we
should achieve. And their goal, particularly in the upper part of
their range near 6% percent, should be enough to give us the nomi-
nal GNP that we are looking for, in the 10 to 11 percent. ‘

Now, if those two things, and obviously these tax increases—let’s
not call a rose by any other name—these tax increases that I have
just suggheeted, we think, should be enacted, with better tax collec-
tion methods. Put that together, and I think you have a reasonable
Eackage to assure the money markets and to get interest rates

own. : : : .
Senator DANFORTH. I would like to ask you a question about
- something in your statement. In your statement you say that flatly

‘ deficits do not cause high interest rates. And you have reiterated

that in answering Senator Byrd's question. ‘ L
At the same time, you seem to say that the size of the deficit is
im%tant because of the si ,iatfgives the money markets. s
ich is correct? Do deficits affect interest rates, or don't they?
-Secretary REGAN. Deficits do matter to interest rates. It depends
upon the of deficit, Senator, and how the deficit is handled.
-~ _First of all, as you know, there can be deficits from too'much
Government .spending. There ‘could be - deficits - from  recessions,
which- we are' currently: having. There could -be deficits  ad the
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result of tax cuts. There could be deficits from a combination of
these circumstances. ’

‘So it depends’ upon how the deficit comes about, and then,
second, how is it handled? Now, if there are enough savings to go
around so that when the Federal Government, the El‘rea.sury, comes
to borrow, we can borrow from the private sector and from abroad,
then it has less effect on the money markets than otherwise. If it
doesn’t, obviously the Fed has to pick it up.

Senator DANFORTH. Isn’t a lot of the effect of the deficit—not on
the cmwdingl;out factor—but_on the psychology of financial mar-
kets? Don’t the financial markets look at the size of the deficit and
say, well, we either do or don’t have confidence in the direction we
argelc‘:eagfgynm‘ Certainly th that. Psychology pl

re AN. y they sa at. Psychology plays a
great deal in the market moves, particularly in the short run. ve

Senator DANFORTH. Don’t you think that's the principal effect
that we have right now, that the financial markets are looking at
the very large deficits and are saying, “We believe that these very
large deficits mean inflationary times are going to continue and
therefore interest rates have to be high”?

Secretary REGAN. I think there is a great deal of that in the
market. I wouldn’t say it is entirely that, thm. I think that the
volatility of the money supply is another g that has them
really worried.

Senator DANFORTH. Should we in Congress do something about-
the volatility of the money supply? :

Secretary REGAN. I don’t want to leave a booby-trap for the
Chairman of the Federal Reserve; he’s appearing before this com-

mittee tomorrow. I would suggest that you discuss with him the
chances of lessening that volatility. I know we have, and I know he
is sincere in his efforts to try to reduce the volatility. "

Senator DANFORTH. Do you think Congress has a role to play?

_ Secretary REGAN. I don’t think so. I think the Fed can handle
"this on their own. -

Senator DANFORTH. We are just as you what we can do to
help bring interest rates down. I would very skeptical that fi-
nancial markets are so exquisitely Krecise that they distinguish be-
tween one kind of deficit and another. I might be mistaken, but it
seems to me that their question is: How big is the deficit going to
be? Is it going to be a deficit which is mo up or which is
moving down? And they see very large deficits. They believe that
the size of the deficit is going to aJ%l‘;ow rather than shrink, and they
want the deficit reduoed. They believe that we overdid the tax
bs;eisnma%gg 3111 I think th ketpl

-Secre GAN, Well, some in the marketplace agree
that that was the case, but not all. Again, it is very Kard to say
that there is 100-percent unanimity on anything when you come to
money markets. There is a body of opinion that thinks that. I
happen to with that. I think that if we hadn’t made these
tax cuts, that there would be no incentive for-additional savings or
work, and what we do need is additional savings. How do we get it
if the Federal Government is going to be spen the money?

Senator DANFORTH. Isn't it le to do two things at the-same
time? One is to cut down on the growth rate of Federal spending;
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and the other is to have at least some adjustment of the tax bill we
have just passed? :

" Secretary REGAN. Well, to the extent that you can-and should

reduce the Government spending, and to the extent that you don’t

destrov the web that you have created so nicely last year in giving

incentives both to business and to individuals. -

* Senator DANFORTH. But, Mr. Secretary, it is not necessary to de-
stroy it. We had a lot of ﬂexiblliiﬁy as we proceeded with the tax
bill last year. The original tax bill of the administration only had
- two_pieces to it—one was individual rate cuts and the other was

10-5-8. Co did a lot in the meantime. And isn’t it ble

that we could go back and look at that tax bill, keep in p the
-general direction that we pursued, have a real supply-side tax cut,

ut have some sort of modification on the timing or on the precise
amounts so that we can help close thé deficit?

Secretary ReGaN. I would not go for any c e in the timing,
particularly on the individual tax cuts. Again, why? Well, first of
all, we have the tax cut of July 1, 1982, right in place nicely as we
are emerging from a recession. It will amount to some $30-$35 bil-

" lion over the next 12 months. Starting July 1 it will be there, along

- with the $16 billion that will be coming from social security—a

‘ veg nice boost to the economy at a time when it would need it.

ow, to the extent that the recovery is underway in 1988 and

you want to give another boost to the econogmg, that is exactly the
date that you should stick with—July 1 of 1988S.

Senator DANFORTH. I wonder if the Secretary could answer one
“more question? - :

The CHAIRMAN. OK.

Senator DANFORTH. Since you have said you don’t want to touch

' the“timm%lare' there other adjustments that could be made in the
tax bill which would not be viewed as totally abolishing or wreck-

: ingevcv}}:t we did last year?
-ReGaN. Well, we have no such suggestions for you,
Senator. t we have done here is to try to craft some modifica-

- tions that are going to raise in the neig_h rhood of $20 billion of
ad(h:ig:al revenues. We think that that’s about as far as we would
~ want to go. -

The CHAIRMAN. Senator Baucus.

Senator Baucus. Thank you, Mr. Chairman.

Mr. Secretary, you state often in your preparsd remarks and also
in answer to questions that we have to get spending down in order
to get deficit down. Why hasn’t the administration addressed one of

‘ 313 majtg; portions of the spending side of the budget, that is, enti-
emen :

When I am ta.lki.n% to people in my State, and again these are in
all walks of life—rich and poor, all kinds of diffgxgent people from
different economic backmunds—generally the reaction is: “We've
got to get control over economy, get control over this budget,
get the deficit down, address the Defense Budget, cut that down a

it, but also do something about entitlements.” -

Frankly, I think it's clear that because it has been a political

_ football that it is difficult to address entitlements. But, more im-

- portant than that, Congress certainly isn’t going to address the
" question unless there is some;administrationglelggemhip. And you

—
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know as well as I the degree to which the entitlement portion of
the budget has grown and.i jected to grow. So, why -isn’t the
administration, if it is really honest in its pursuit to cut spending
down, why doesn’t it address entitlements?

Secrqtalg\ REGAN. Well, we have proposed in fiscal 1983 more
than a $12 billion reduction in entitlements, $18 billion in 1984,
and almost $24 billion in 1985. That would be a total of about $44
billion over the next 8 years, reductions in entitlements, generally
under the headings of medical care, of a cash assistance—SSI an
AFDC, the Federal retirement program, food stamps and nutrition,
and the guaranteed student loans. So we literally are going after
some of the entitlements.

Senator Baucus. Well, those aren’t all entitlements that you
have listed. What about social security, medicare, military retire-
:lﬁent? benefits, Federal retirement benefits? What about all of

ose ,

Secretary REGAN. Well, we are suglg‘esting a change in the Feder-
al retirement benefits, and we also have suggested that, on social
security, that we wait for the commission that has been appointed
by the Senate, by the House, and by the administration, for their
report which should be coming in in the fall before we make any
changes or E&rﬁal changes in social security.

Senator Baucus. It seems to me that if we are going to get our
act together here as a country and as a Government, that we have
to find some way to fairly, equitably aglporfion the burden, the cost
of getting the deficit as close as possible to zero and as quickly as
)l)‘(})‘ssible. And to do that, it has to be even-handed and equitable.

erefore, it has to address all portions of the budget, and you
can’t leave some section sacrosanct. Because once you leave a big
section sacrosanct and exempt it, defense and entitlements, you are
not going to have the confidence of the people. And that’s just what
is happening. _

So I strongly suggest that the administration exercise little lead-
ership, that the President himself exercise a little leadership on en-
titlements and on defense, so that everyone in the country, as
much as possible, is fairly adjusting to the cost of getting our
budget balanced. il
~Second, with respect to medicare, there are lots of reports that
the Hospital Insurance Trust Fund is much more in danger than
the Old Age and Survivors Trust Fund in social security. You are a
trustee of that trust fund. Well, as a trustee, what are your propos-
als to make sure that trust fund is sound?

Secretary REGAN. Well, as you know, we have allowed borrowing
from that fund this year. That borrowing privilege expires in Octo-
ber of this year. So I think we are going to have to come up with
some suggestions here as to what has to happen on a temporary
basis until such time as wé can get a look at what the commission-
ers have to say about the whole area of social security.

Senator Baucus. Why are you ducking this? You have been in
this administration now for ovér a year, and you know the prob-
- lems. It just seems to me you are taking an easy political out by
not addressing it. The same with social security. You are just
taking an easy political out. And I understand it is difficult in - an
~ election year for Republicans and Democrats to restrain themselves

>
S
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and demagog-a little bit. I understand that. But, frankly, I think
our difficulties are so alarmhhg that we should put that aside, at
least try to put that aside. And we are onlv going to be able to put
it aside if in some way the administration maybe consults with the
leadership in the Congress or to try to find a way to address them.
And I don’t see any effort on the part of the administration to ad-
dress a very difficult portion of the budget. -
Secretary REGAN. Well, the Senator will recall that last year
when the administration surfaced some suggested changes in social
security, that there was such an outcry both in this Congress and
outside the Congress, that the President asked then, “All right;
let’s have a bipartisan go at it.” And, supposedly, that is what this
Commission is doin —-giing to come up with a bipartisan ap-
_ proach to it that will e some of the heat and perhaps give a
ittle bit of light on the subject.

Senator Baucus. That is the hope; but I must tell you that it is

my reaction that that is just an exf»edjent cop-out. You will push it
off until next year, and the so-called bipartisan really is certainly
not non-partisan; that is, it tends to be very political. And I would
like to see the administration attempt, anyway, some nonpartisan
bipartisan solution to this problem. It is a severe problem. .

And I must repeat that until the administration does, s well as
the question of defense, I don’t think that the present administra-
tion program is going to get any more confidence than it now has.
And it doesn’t have much confidence.

To repeat, when I was home in my State of Montana, I was
frankly very surprised at the degree to which seople from all walks
of life, particularly businessmen, bankers and people from the fi-
nancial community, felt that the present program is wrong, that

- we have to exercise a little commonsense. :

Frankly, what I think has happened here to a large degree is

that the supply-side economics sounded good: it sounds good be-

._cause it is having your cake and eatinf it, too. It's, “Gee whiz, a big
cut in taxes, and then we can have all these wonderful programs—
defense, and all these entitlement programs.” You just can’t have
it both ways.

There is beginnin%to be a feeling, I think, in the country—out of
Washington, out of New York, and out of financial circles—which I
think is just basic good commonsense, that you pay for what you
buy; you have got to balance the budget, and you can’t have it both
ways. You can’'t have defense and all these other programs and not
pay taxes for it. ’

o a large degree, I think that there is more commonsense out in
the country than there is in Washington and New York and in the
Fed, and so forth, where these basic programs are concocted some-
what on the basis of avarice and somewhat on the basis of rational-
ization, but not rooted in just basic commonsense.

I suggest if you get together a program along the lines that
Senator Danforth suggested—you know, he’s off a little bit on some
with this tax cut. Montana businessmen don’t have any taxes. It's
not taxes which is stifling initiative and preventing productivity;

~it's high interest rates. It is not high taxes. Not at all. And we
would say it over and over again: It's not the taxes—whether on
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the individual side or the corporate side—which is impeding
growth; it’s high interest rates which is stoning owth. -

Secretary REGAN. -Well, the Senator will recall that when I was
here just about a year ago everyone was saying inflation is the

roblem, and inflation is the problem, and you should get inflation
“down. I submit that inflation is down now. E

Senator Baucus. I submit it is, too. It is down now. Let me just
take half a minute here. It is down now. We have a slightly differ-
ent problem now. It is interest rates. So-let’s address that.

As you know, in politics and everything else it is perception
which is more important than reality, anyway. '

Secretary REGAN. As nifht follows day in all of economic history,
Senator, interest rates follow inflation down. And if inflation comes
down and stays down, interest rates will come down and stay down.

Senator BAucus. Well, we live in a very complicated economy. I
just suggest that if the public feels that interest rates is the prob- -

em and if deficits are the groblem, it is probably due to spending.
And also the tax cut is too big. If that is the perception, that is the
feeling—and I tell you that is very much the feeling—then let’s ad-
dress that so that business then can go ahead and invest. .

Secretary REGAN. We will be very happy to work with you on
further cuts in the budget, then, Senator.

The CHAIRMAN. I might say, and then Senator Moynihan is next,
that Secretary Schweiker will be here. We are going to have an op-

rtunity in this committee to vote for some entitlement changes.

I am glad to count the Senator from Montana as an ally. I
thought I had only one vote. [Laughter.] ‘ -
- Senator BAucus. As the Senator from Montana suggested,
though, it should be bjpartisan. ‘
g‘gce Ctxu:xynﬁun W(%lr , thamuld be [L(;ne ﬁf ea]ch.
_Secre EGAN. Or nonpartisan. [Laughter.

The CHAIRMAN. Senator Moynihan, then Senator Long.

Senator MOYNIHAN. Mr. Secretary, just a small ﬁint. I believe
you %aeid that the borrowing authority for the trust funds expires in
October.

Secretary REGAN. It is December. Excuse me.

Senator MoyNIHAN. Could I speak to that point of what hap-
pened in the last Congress to social security? There was rejection of
the administration’s progg,se.l, presented as a proposal to maintain
solvency- of the system. The rejection was based primarily on.our
perception that that wasn't why the administratior was proposing

- to cut by 40 percent the benefits of persons retiring at age 62 start-
ing last month, but that it was looking for ways to close the deficit
being brought about by the l§>olio::y. .

In all truth, sir, in The Budget in Brief, on page 10 you say, or"
the administration says,“the final factor contributing to the wors-
ening of the budget outlook is that all of the bue?et‘sav‘ings we had
rlanned for last year were not actually achieved—most important-

, our plan on social security.” That was presented. |

You now say that what we said was the case wasn’t the case. 1

~don’t want to a.;gxe it; but you are not going to use social security
as a device for affecting fiscal policy. It is a separate program, and
should be kept separate in our view. o '



53
But eould I gir, in the view of many of us, and the ority
~ ag it &droved saybel;eawe :ohawmthja;g 8 resolutxon, whicﬁ é
. prompted, perhaps, no
Mr. Secretary, last week our disti ed chairman romd‘-
~ that you put an end to the leasing. I t ought I heard you; in your -
- earlier exchange with Senator Danforth, suggest that you were at
. least flexible on some measures.
‘As you know, of that leasing system"involved the ht or
. the ablhty of public transit systems to purchase eqmpment— uses,
.~ subway trains—in the same arrangement as if they were private.
. And the administration, ha proposed to abolish all mass tran-
sit assistance—construction an lpere.ting subsidies—I would hope
you would see that as a respectable public purpose, that was adopt-
- ed conciously by this committee to let mass transit continue. Other-
. wise, it is going to close down, not just the subways and the bus
routes, but the plants that make buses and subways. Would you
not find some part of your heart as an old New Yor er in favor of
- that? [Laughter.]
, Secretary Recan. Well, I do believe in rent-a-bus.”I think that’s
" not a bad result of the leasmg provision. The only exception I took
to the chairman’s words were because I was inundated with phone
calls at Treasury—not only I, but a lot of my assistant secretar-
ies—over the statement of the cutoff date; because there are a lot
of* r%)eo s}ll: pll‘anning and trymg to make business plans. And that
sort of shoo
- - _ Senator MoYNIHAN. Well, surely. And you have made that point
%+ before in this committee.
~_ But I did hear you say that you are very much in favor of rent a

bus

Secretary ReGaN. Yes.

 Senator MOYNIHAN. And rent a subwa car? ug hter.]

- Secretary REGAN. With or without graffitx? ter.]

:'I would say, from the point of view of leas in general, I thmk
. that pro " did have merit last year. I still believe that it has
~ -..merit. Because I think in an effort hel both new industries and
" industries that have fallen on bad tnnes, that they are helped by
- this as well as the other corporations. I see nothing™ wrong: with the

_ philosophy behind leasunil
... . Now, I am' definitely holding off on any adverse comments on
leasing until such time that I see what the study brmgs out.

: Senator MOYNIHAN. A fair point. - :
" . CoudI then go to the question I said I was gomg to ask you,
..~ which is: In Xour statement vou said ih the short run there be
i ‘gubstantial deficits; due primaril the recessxon Now, your
- former. Assistant Secretary of the for Economic Poli
. man you chosé for the job, Mt. Paul Roberts, publish in
- Fortune magazme an article entitled “The tockman ion—a
+ " Re te's Account.” And he said—he, having resigned from the
* ., TYeasury—that the present recession was brought about by the
.. policies of the present Government. - »
2. ~""Let meé ask you, how do  you feel? Because, in' alI truth, sir not '
*youbutanawmlloto _peop ple arrived in this town a earagosu-

PR
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premel eonﬁdent of their doctrines And there tumgd out to bé»



64

| He says, for example, that none of the people in the. economic |
pohcy group were eritee That might surprise the President.

do you agree with Mr. Roberts? Is aStockmanreces-'A

slon? An administration-caused recession? Or, if you don t agree
with him, how come he got to be Assistant Secretary of the Treas-
for Eoonomxc Policy? [Laughter.)

ary ReGAN. Well, he certainly didn’t get to be Assistant
Secreta:l-y of the Treasury for Eeonomc Policy on the basis of one_
article. It was on the basis of his beliefs. Craig Roberts is a brilliant
economist and a:man for whom I have the hlgoest admiration, and
I hope a man to whom I can turn for advice from time to time. We
parted on very amiable circumstances. As you know, he was offered

" a chair at Georgetown, a very.prestlgious chair, the William Simon
Chair, named ge

redecessor of mine. And a result he wanted

' | to assume that chau' t's the reason he left,

Senator MOYNIHAN. Are you sure it wasn’t that he wanted to
write this artlcle? [La‘l;yhter]

Secretary REGAN. Well, one also has to remember that when
economists and' I'm sure you are well aware of this,
coming as you did from the academic life—when economists dis-

aagree, they disagree violently with each other. And they hold to

tl;eﬁl; positions much more so than us pragmatists or practxtioners ‘
of finance.
Accordingly, that is Craig Roberts’ opinion. I do not share it. I do

""'not think one man is so powerful that he could induce a recession

in the United States all by himself. I think there is enough blame
to go around in many areas for how that recession actually came
into being without trying to pin it on one man.

Senator MOYNIHAN. But you do grant that a senior officlal in eco-
nomic policy for the administration says that the recession we are
in was brought about by the policies of this administration, and is

~ not a hangover from the excesses of the New Desal? - -

Secretary REGAN. Well, as I say, that'is part of his thesis. I am
not sure it is his only thesis, but it is part of hig thesis. I think he
ts that this Co didn’t enact the Roth-Kemp bill in its

r ngress
~pristine form—10-10-10, July 1, 1981. Had that hapgned he

thinks that there would not have been a recession to the
extent that the Congress dxdn’t pass that, I think there is a little
blame there. And I think past policies of previous administrations
have to be charged with somethmg for this recession.

Senator MoYNIHAN. There were a lot of mistakes made in the

' McKmley administration.

Mr. Chairman, could I just ask one more questlon? Because this

‘committee is full of economists, you know, and we love these

things.

He -said, “None of the gupply siders within the administration
were Lafferites, promising hlgher revenus to lower taxes.” Would
you agree with that?

Secretary REGAN. I am not sure that I understand his reference,

" to who in the- admimstration he was referring to as Lafferites.

Senator MoyNIHAN. Well, the Presxdent for example, in Flint,

o Mich. in May 1980, said, “We e the increased revenues that -

- come from e decreased taxes and use that to rebuild our defense
‘capabihtxes " That sounds Laffente idiom to me. [Laughter ] :

—
» .
«
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Secretary  REGan. Well, l wouldn't say that’s more laughable
than Laffer, but I would say that from the point of view that what
we have here is a policy that has not yet been put into practice—
, rememberthatthislsathreepart e tax cuts. All of
~-them have not been enacted You m on the basis of a 1%
, groent reduction in the rate of increase in taxes that everything

made smooth. That simply is incredulous.

Senator MoYNIHAN. I wasn't asking that. I was asking about
your opinion about your former assistant. Thank you very much.

The CHAIRMAN I want to clarify a point. What,the President
~ said in Michigan is not laughable.

- Secre ANNo,noIamsaymgwhatLaﬁ‘erissayingis

more laughable than Laffer.
The CHAIRMAN.: Well‘I SaW peol;:;e writing over there,
Secretary REGAN. o, no. :f ble. [Laughter.] ‘

— Senator: MOYNIHAN. But would you agree that you have taken
the increased revenues that have come from the decreased taxes
and are using them?

- Secre AN. We will, when we get the tax cuts.

Senator MOYNIHAN. erte that down. [Laughter.} \

Secretary REGAN. And remember the last one comes on July 1,

1988. No tampering, sir.

Senator MOYNIHAN.

The CHAIRMAN. Senator Long?

Senator LoNGg. Mr. Secretary, I have provided you with a éyy of
what I thought was some of the best advice that has been o
your administration. to get the President to read what the arti-
cle says. If you take a Xerox, it sort of loses the im . I thought if
he c:uld read it out of the magazine for himself would get the
poin

I have shown this to some of your colleagues. They have been im-

_pressed by it. I won't name any names but some o them are nght

ere on this committee. They have been very im by this ar-

«_-;txcle that was Yx rinted on October 26 in Business %Ieek It is by Mr

- Blumenthal, who held the same job that you hold.

- It has a m:sl title: Vahat Ronald Reagan Could Learn

From Jimmy Carter.” What he-has tried to say in the article is.

that he is hoping that you and your President won't make the.

' same mistakes that his ident made. And some of this, I think,
is. really the best advice that hes been ever offered from one admm
istration to another administration by a sincere person who. had
the same responslbllity that you - have Let me just read a couple of
paragraphs:

As the economic clouds darkened for him in 19’!7 Preeident Carter’s fundam:

mistake was to keep trying to 1 theideasha startodoutwithandthat
_ auite ently had not worked yﬁrs& time aroun Moreover, eeonomic eondi

tally altered by a new oil cﬂaiglanunoe
' gowlng inﬁatitm pgochol , and a y dangerous erosion the dollar’s value il:y e
‘ fortoolong JimmyCartet v ust ke elayintg‘tat;‘i“l vinoedthi;&hgp ul%Ele
r p ong, con w0 -

mat rfght,thatWangtreet ufdmthel!gt.andthathhprogramwo;ﬂd

' Wherev he made hls economic programa, it was alw wlth relue-
r,-'tance.alwmtoolittle, always too late., - ayn |

Now, let me just move on to the next oolumn
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While inflation is , productivity is low, economic growth stalled, and the in-
ternational economy in , there is no solution that is not slow and painful.
No politician can for long escape this harsh truth. But the final and p: lﬂ the

ost significant reason why the change was so hard was that Carter and his ¢

m
_advisors believed for too long, even when the statistics were telling a different tale,
that their original policies had been right, and they clung tenaciously to the mistak-
en notion that to cotirse was politi the kiss of death, that it was better
to ignore the new numbers and hang tough. The critical error here was not just the

failure to appreciate the chronic unreliability of economic prognostication but to

count on their flawed predictions well past the point of no return.
= While this was serious, the worst mistake was to act on the false premise that the
President did in fact have a choice between “standing firm” or changing course.
inst the background of changing economic conditions, such a choice never exist-

. To stand firm really meant to opt for a policy of constant small retreats and
compromises, for a gradual though reluctant step-by-step withdrawal from stated

tions. And in the public perception, with one big ¢ the President is a
eader; with lots of little nges he is vacillating. It was for this process of small
retreats that President Carter in fact opted when he thought he was choosing to
stand firm. And it was this process that caused him to be pe ved—rightlﬁior'
wrongly—as an uncertain economic leader and ultimatély cost him his credibility.

Now, I would just urge you to read this article and see if the

 President could just read it the way it was in the magazine. You
know, not a Xeroxed copy because it loses its impact. There is a
guy who had your job, and who saw the President making dis-
astrous mistakes. In fact, in my judgment, your administration
right now is in the same trap that that poor man was in. I would
ust hope that the President sees that. It could make a big ¢ e,

B use circumstances have changed during the last year. With
to leadership, to try to hang in there and say, “No, we’re

going to do it just the same way we did it before,” when you are

11}'» coming in for a series of small changes that are regarded as
vacillation, is not the wise course to make. ‘

For example, here Jou are advocating tax increases, eight of
{hem, when the President says, “You can’t balance the budget on
the backs of the American people, and we are not going to ask for
a tax increase.” Rather than opt for a series of small ¢ es that
will be criticized and ridiculed, you ought to come in here with the
big change of direction. ‘ ‘. o

nless I miss my guess, Mr. Secretary, you have been advocating

that right down there at the White House. And I would just hope

that the President would read this article and profit by its advice. I

. want to see your administration succeed for the good of the coun-

~ try, even if it costs us some seats in the Senate or the House. But

you are going to have to do some things that are sometimes tough.

And I wish you luck in it. o :

" But as Mr. Blumenthal says here in this article, “Now and then _

even politicians can’t escape the harsh truth.” And I really believe

~ that, for thgogood of the administration, this man is giving you
~ some very good advice that ought to be carefully considered.

Secretary ReaaN. Well, thank tﬁug- Senator, I will make certain

~that the President lgets a copy of that in its original form.
The CHAIRMAN. I gave him a Xeroxed copy, and I guess he didn’t
- read it. [Laughter.] - ST

“Senator Lonag. I believe you have a cbp‘y with you, don’t you, Mr.

- Secretary REGAN. I have a Xeroxed copy which I have read, but
. for the President I will get the original. o

T b
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Senator Lonag. Well, Mr. Secretary, if you don’t have an original

, here's one for %ughter

tary REGAN you, Senator.
. rht add, in that connection, as yet, Senator, we don't agree
,that either world conditions nor domestic conditions have ¢
- that dramati from last fall to make us want to back off on
something that ned only last July and August; that is, the
- tax cuts and the bu&t cuts.
- Senator LoNG. Mr. Secretary, we could on this: that you
. and our chairman of this committee, Bob Dole, have been giving
the Presxdent some advice subetantiail at variance with what you
" are saying in your testimony here. Andalllamsayinglsthatl
‘think your advice has been basically correct—not necessaril
- .the details but the trend of it I think has been correct, and think
- the direction that Bob Dolé has been advising him in has been cor-
-~ rect. I would urge that you two don’t just go along with something
‘without at least in a peaceful way trymg to persuade your boss to
- eee it the wa{‘you see it.
EGAN. Let me say that I have broken a eouple of
hter] t to tilt at some of these things, and I'm not
ve many lances left to break. But I understand what the
: Senator is saying.
. Senator Long. Well, I believe you will find a lot of people will
- help you with that, Mr. Secretary. I am not asking you to go down
- there and get fired; I know how that t works, too.
REGAN. That might not be so bad.
Senator NG. You mean you might be better off if it happened?

, A‘.llfl am saying is that there are a lot Ofi people—business
- leaders and economists and people who have held similar responsi- -

.- hilities in Government—and thmk that Paul Volcker is one of

them—who would like to go along with you in some things that

“ _you gentlemen can on.
Do you have meeting once a week with the Chairman of
- the Federal Reserv

. Secretary Rmm We try to keep it, schedules permltting We
“usually do meet once a week. Yes, sir
: Senator LONG Well ‘"he’s not runnmg for office.
Neither am I.
o Senator NG While I don’t agree with you about the level of
. interest rates;I-do think that his thoughts about what our general
- fhmm ouglnt to. be are pretty good. Basically, you know, he
that we ought to cut where we can cut on spending, that we
are still going to have a big deficit, and at that point that we ought

- i”to look at the revenue side and that we ought to' make some

. changes to trzato improve our picture on that side. And he believes
‘ gl;tat tht;t' t is going to have to be done in order to bring lnter-
o X Tra
. ow, I tlunk that fellow is in a different. tion than moet of
o en of the Federal Reserve. He ere without making
o any commitments to the guy who appoin him-—-any oommitment :
=+ of any sort. At least I think tha 1e 80, '
¢ " I-would hope that you, working oher mth Mr Volcker and \
others, can bring ut something ie going to bring these in- )

-
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gfrtgst rates down and get this economy moving as I know you want
it to move. ‘ _

Secre ReGAN. Well, that is our No. 1 priority, to return pros-
perity to this country. And we will be working toward that end.

Senator Lonag. Thank you, sir. ,

The CHAIRMAN. Senator Bradley.

Senator BRADLEY. Mr. Secretary, at what point do you feel that
your adversaries within the administration will begin to see that
the program isn’t working? -

e number that disturbs me the most, that I have seen in the
last couple of weeks, is the productivity drop in the last 2 months
of 1981: A T-percent productivity drop and an 11.8-percent manu-
facturing-sector productivity drop. Now, I don’t know what that
“tells you, but that tells me that there are a lot of firms who have
had a dramatic dropoff in sales, a dramatic dropoff in iroduction,
but they haven’t let their workers kﬁf edyei;; they have kept them
- on—kept their salesmen and their ski workers on.

Now this is building up. And my fear is that if there is no change
of direction, we could find ourselves by midsummer in a much
more problematical employment situation than ggu or anyone else
expects. My question to you is: When will we be able to get this
message through to your adversaries within the administration? -

‘Secretary REGAN. Well, I don’t know that I have adversaries
within the administration, Senator. I wouldn’t characterize it that
way. But I would say this: From the point of view of the economy
itself and when it can get going, we are expecting that the second
quarter of 1982 is going to be a plus. )

Senator BRADLEY. Let’s assume that that doesn’t happen. Is that
the watershed? I mean is it the second quarter? If we don’t have
the growth that the administration is projecting? Is that the point?

Secretary REGAN. No; I wouldn’t say it's the watershed. But I
think, actually, that everything that we have put in place would
indicate that it should come at that particular time. Together with
the boost that will come, if you wanted to go from a Keynesian
point of view, the boost that will come to consumption from some-
wtggtm“tilia the1 neighborhood of $45 to $48 billion annually could
8 at May 1. ‘

Senator gwm Well, could we stop at that point? Because you
made this point in your testimony. You said that the tax cut was
coming just at the right time, because we are coming out of the re-
cession. : . ‘

Remember the tax cuts were billed as being tax cuts for econom-
ie growth, not tax cuts to pull the economy out of a recession. And
you either have one or two choices. Those tax cuts are either saved
or they are consumed. -

Now, if you say that they are going to be saved, then what is
going to pull us out of the recession? ‘ _

S,ecreta? ReGAN. Well, I think what 1you have to look at is that
- the individual portion of the tax cut will—both will be done. It will

" be both the consum})txon as well as a savings ty& of tax cut. From

~ the point of view of business, of course, it will be entirely savings.

~ Putting the two together, we expect that somewhere in the neigh-
borhood of 60 to 65 percent of that tax cut will occur in the form of
- savings. And the remainder will be consumed. - T
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.. 'The social security portion we suspect will be entirely consumed.
& that there will be a division between consumption and savings
* there. -

‘Now, as far as the tax cut being billed one way and then actually

something else coming about, I don’t think any eeonomiitéfa:ticw

: ’larl{early on in the early part of 1981, was projecting a real deficit

in the nature of—well, it's currently a minus 4.7-percent drop in

;e&al thca*qum the final quarter of 1981. I don’t think anyone project- -

"So as a result, what we have here is something that was not ex-

pected and the depth of it not expected, aiid we are trying to work
our way out of it. _ '

Senator BrRapLEY. Well, my point is I think what we need is a

- sustainable economic policy, not one with the extreme premises or
rescriptions. And that was my argument throughout the tax bill

t year. - -

Now, we've gotten this big tax bill; it has extreme premises and
prescriptions; and the %ram was supposed to deliver, according
to your testimony and '8 projections, unemplog'ment of 7.2 per-
cent and now it's 8.9 percent. It was supposed to deliver growth of
4.2 percent; we’ll be lucky if we get to plus 2 percent. It was sup-
posed to deliver interest rates of 8.9 percent; we will be lucky if we
get interest rates at 11 to 12 percent. >

 Now, at some point there has got to be a recognition that things
are not working. I saw a recent study done by Mellon Bank of
Pittsburgh, in which they estimated that roughly 60 to 60 percent
of personal savings in this country will go to the financing of direct
and indirect Federal debt. Now that means you have got all the
companies that are supposed to be producing growth competing for
the remaining 40 percent of personal savings. Now how is that not

- a prescription for higher interest rates? '

Secre(ari ReGAN. Well, as you know, in this chart that we have
in the back of my testimony there—although it is not in color as
this one is—this shows domestic private savings increasing rather
than decreasing. And it shows in red there the proportion that the
Federal Government will be borrowing. o

Now to the point that our Federal borrowing does not have the
crowding-out effect, I don’t think that it is going to take 50 to 60

.. percent of gross private savings or anything like that in the out-
. years; because not only do we have a natural increase in savings
‘year over year, but we have the tax cuts. \ -
Senator BRADLEY. But are you saying that if it does take 40 to 50
_ percent of ‘private savings, then that’s a recipe for higher in-
- terest rates -
Secre REeGAN. Oh, yes. ,
' Senator BrabLey. OK. o : S
Then the question is: What evidence can gou provide the commit-
- tee that these savings rates that you have described—you said $450
 billion ifi 1981—are going to go to $760 billion? And if it is going to
. be that kind of shift out of consumption to savings—we only have
- savings or consumption—how is that not a recipe for continued
stagflation? - - ‘ . ‘ ,
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wgle%:e?ry_ Rq%\ytil Well, from gxhe» point of view ‘that.t soh;u;egiﬁg
oneé with those savings. Those savings are not go e
fallow in banks, and thé like. ronotg o

Senator BRaADLEY. OK. You are saying that the recovery is going

to be led by capital sgend%g' . »
Secretary REGAN. Yes. Well, initially by consumer spending, and
then later by capital spending. In the short run, over the first few
quarters of any recovery period, it is actually consumption that
leads, and then capital spending works, too. -
Senator BRADLEY. All the businessmen I know in New Jersey are
withholding their investment because interest rates are too high.
They are saying they can’t make the investment until interest
rates get down to 12 and 13 percent.

You know, I think you are caught here. And sooner or later you

are going to have to address the problem.

Secretary ReGan. Well, what we are saying is that we think in-

terest rates will come down into that area this year.

‘Senator BRaDLEY. This year?

Secre REGAN. Yes. ' -

Senator BrabLEy. Eleven percent? .

Secretary ReGAN. That is what we are forecasting. Actually we

are forecasting somewhere between 10% and 11% percent on T-
bills, and all other rates accordingly.

Senator BrRapLEY. Do you have in your own mind a-contingency
lan? You know, if growth isn’t so high, you have a much bigger
eficit. If unemployment is not as high, you have a much bigger

deficit. You have got some real problems out there, and this build-
up in potential unemployment—11.8 percent decline in productiv-
ity in the manufacturing sector—is ready to burst if this program
doesn’t work out the way you have projected.

Now, do you have con i;lgﬁncy plans for that?

Secre ReGAN. We will have and dq have contingenc{aplans,

yes. You obviously have to; but they are not something that you
disclose, because you try to make certain before you enter into a

contingency—and this is partially what Senator Long was driving
at, that once you are convinced that the isn’t working, then

- you have to make a major change. But as long as you are con-
vinced that the thing has a chance tm). which Ronald Reagan be-
lieves, that his program at this time ?go-—— :

Senator BRADLEY. What do you believe? -

Secretary RegaN. I am right with the President on that. I think

the program will work.

Senator BRADLEY. And what about the guidelines? Where do we

judie is it working or is it not working? Last year, clearly, it didn’t
work as projected, and you didn’t meet the numbers. S6 the ques-

tion is, where along this »ath do we say, “Look, it’s not working;
- we'd better change'? ’ ' ' ’

Secretary REGAN. Well, I think that you have to give the pro-
| , 88 I‘suggl;ogmd in testimony last fall before this committee, at
- least a year to be in effect. ~ ' “

. . Senator BRADLEY. A year. So you are saying byOctober..By?Octos

ber 1, if the projections of the program have not been reached?
Secretary AN. Well, I don't want to be precise about October
1; but I would say in the fall of this year if the program isn’t work-

~

{

1
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mg, ‘then you obviously would have a chance to say that the thing
isn’t go work we should change. But, on the other hand, if it
geems to s working you wouldn’t tamper with it.
Senator BRADLEY. Is that what's hehind the strategy to try to
push off as much of the budget decisions this year until late fall?
Secre REGAN. Oh, no. Far from it, because the budget cuts

~ are needed in order to reassure the market&loaoe that the portion of

GNP that will be allocated to the Federal Government ‘be less
each year. So unlees we get those budget cuts they won’t be reas-
sured

Senator Bmm All right.

Now, let me just conclude by asking: There are economists that
.are in demand, supply, whatever I mean there are 86 different cat-
egories egon know &a Amo ﬁ;oug of economists that could

“friends of supply—s de elstein and Penner, and
even one of the proponents of this ig tax cut, Charley Walker,
have all said, ‘Look, we think we ought to postpone the third year
of the tax cut.”

Could you tell me what is the ratlonale for not at least making
the third {eaar of the tax cut contingent on the health of the econo-
my? You have just said that by next October you will know if the
program-is work or not. So why should we have locked ourselves
into a tax cut in July of 1983? Wouldn’t it be more reassuring to
your friends on Wall Street that you talk to, as it is to some that I
talk to, if indeed you made it contingent, so you would see some
source of revenue?

Secretary REGAN. I think that what you have to take a look at
“here, Senator, is what are you making it contingent on, and why

are you makmq it contingent?

First of all, I assume you are talkm% only about the individual
tax cut. Were you to do away with that tax cut or to make it con-
tmgent‘ what you would be saying is: OK, the progem isn’ t work-
ing, therefore we are in a worse recession, we are in worse stagfl
 tion because your program isn’t working, and therefore we are
going to’ tax you more. -

Now, I don’t see the sense of that, that in a period of worsening
conditions that you would be actually increasing taxes on a person,
at a time when you had a bad recession or stagflation continuing.
-Now, if our program works, obviously it is prosperous times.

Senator BRApLEY. Right. Ahd therefore there is no need to make
it contingent.

Secretary ReaaN. Well, wait a mmute That means that what
you are saying is that in prosperous times you should not give
aople a’tax break, that you should let the money go to the Federal

vernment for additional spending.

Senator BrApLey, No. I am saying if the. program is working, the
tax cut goes through. . .

. Secretary REGAN. Pardon? - =

"Senator BrapLEY. If the Pl‘osl'am is working, the tax cut goes

jt.hrough But if}ntereet rates are much highet than you ha\re pro- i

me ‘Bt ‘1 have, turned the “coin ‘over and

séymg' 3 if the prOgi'am doesn t work, do’ you Want to mcreaee\

L 9!}-“115"0 -~°27- \. :v . ’51‘{'7‘- . PR
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taxes? Because if the program doeen’t work, you areinaworsere

cession. ‘

Senator BrapLEY. That is a matto!f speaking here. You in-
crease taxes, OK? For most Americans this tax cut means $4 a
week. But 'you and I both know that they are not investing. And in
exchange for that $4 a week they have in their pockets through
this tax cut they have got interest rates of 16 percent; they are s‘uﬁ-
E‘)rting an unemployed relative; they are more for the

ids’ education; and they are going to be saddled with higher State
and local taxes. Now in my view that is pursuing this policy with
- an ideological fervor that is not in our courtry’s national interest.
Secretary REGAN. May I answer that for just 1 minute?
The CHAIRMAN. Y ~

. Yes, -
Secretary REGAN. This is a chart here that shows a worker with
a $20,000 income and what hapnns if we postpone the 1983 tax

cut, what happens to his taxes. And you can see that his taxes go
way up as a result of that; $3 to $400 per year for a $20,000 worker,
one wage earner in the family, four people in the family. '

‘Senator BRADLEY. What is that per week? T

Secre ReGAN. Ona per-weekly basis it amounts to—in 1985
it is somet. in the nei rhood of about $6 a_week. But when
you only have got $20,000, $6 a week is a hell of a lot of money
that you would rather have than give it to the Government.

Senator BrapLey. But if you can’t buy a house, and your rela-
tive's foft;d cost in your house is more than $6 a week, where is the
balance

Secretary REGAN. But, Senator, what you are saying is that you
should take the money away from that individual and give it to the
Federal Government. And we are sa : No, let the individual
have it to sgend on his relatives or food. - oo
- Senator BraDLEY. I am saying the individual would have more
disposable income than he would if he got the $4, because he would
have less expenses due to interest rates, supporting the unem-
ployed relative, and paying more for education and higher State -
and local taxes. That is what I am saying. o

Secretary RecaN. No, I couldn’t agree with that. T

.Bae_Cmmum[La . lva_nallv5b'a)'s allow him a little more time. He

voted wrong. [Laughts o '

“ Senator MA’!‘QUNAGA.‘IHIM you, Mr. Chairman. |
. Mr. Secretary, is this administration concerned about reducing
.- or eliminating't e deficit in our balance of trade? B
. Secretary REGAN, Yes. A : = 4

‘Senator MATSUNAGA, Would you agree that the greatest si:ﬂ: .
contributing factor to our balance of trade deficit is our continui
- vast imports offo.re‘iﬁ oil? O
Secretary Reaan. No. ST .
" Senator MATSUNAGA. You would not? I am surprised. == .
~ Secretary REGAN. I would have to know what the whole equation

: m Sﬁhegltg‘bﬁt&%a%é» Well ?:ﬁgdl?dﬁwﬁrg?ﬁteﬁ%ﬁ N
‘our balance'of trade? . "' TR

0! de? " . : . S T
‘1t was when the price of oil jumped from $2.40 a barrel to $10 to

" $26 to $36. It was when our payments for oil in 1972, which was
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" less than $5 billion; jumped to nearly $90 billion-in 1980, Is that

not true? : o _ ,

. Secretary ReaaN. Yes, but we also—— ‘ o

- Senator MATSUNAGA. When ‘'we suffered our greatest deficit in
- the balance of trade, because of that tremendous payment for oil
which escalated and kept on escalati.nﬁ;m '

Secretary REGAN. But on the other hand, you have to take a look
at what we could have been. exporting and why we failed to export,
and why we %r;ged ourselves out of the markets in a lot of areas,
and why we had to import a lot of cheaper products from other
countries. So-that's why my short answer is “no.” I think it’s more
involved. It is not as simplistic as that, Senator. 4
. Senator MATSUNAGA. Well, would-you say that excessive oil im-
portation is “one’” of the factors contributing to our trade deficit?

Secre REGAN. One of them I would agree with. Yes. «

Senator MATSUNAGA. All right. - .

In Hawaii, we import about $1.6 billion worth of foreign oil,
which leaves the State in an annual trade deficit of about $800 mil-
“lion. If we in Hawaii could only eliminate or substantially reduce
that, import of oil, we would not have a trade deficit. -

Now, as I see it the best way to reduce our imports of foreign oil
is to dévelop our own indigenous sources of energy. Do you agree?
~ Secretary REGAN. Yes. _

Senator MAaTsUNAGA. All right. ~

Why, then, does the administration insist on eliminating tax in-
centives for renewable energy development? The President in last

| - year’s budget address on September 24 proposed to repeal the busi-

- ness energy tax credits so as to raise revenues. In response, 62 Sen-
“ators, including a majority -of this committee, and 266 Members of
the House cosponsored a resolution of disapproval. As you know,
‘that resolution was incorporated into the fiscal year 1982 continu-
ing resolution." - : - o
‘ e President again proposed the repeal of the business energy

tax credits in his budget message of January 26 of this year. Eleven -

members of this committee, Democrats and Republicans alike, sent
a joint letter to the President stating their orposition to the repeal.
Several other Senators have sent individual letters to the President
to the same effect. It would seem to me that with the majority of

- this_committee, the Senate, and the House on record o&posing‘the -

‘repeal of the business energy tax, your request would

energy tax credit. . o T
“The thing that bothers me most is that every time the adminis-

tration proposes repeal, financiers pull back from funding renew--

able energy projects. I will give you an example. There was a pro-
to build an 80-megawatt wind farm on the island of ‘Oghu

where-Honolulu is located. Now, when the President made his an- .

' nouncement on September 24 of last year, the principal money

- backer pulled out of the deal, because only the tax incentive would

' ' have made the project profitable.

usinessmen throughout the country have complained to us, and
I am sure they have gone to see you, about the administration’s
* persistence in eliminating completely the energy tax credits. "~ -

. most un-
-+ - likely. Yet, the administration persists in proposing repeal of the
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my queétion to you is: Why? You speak’ of obsolete incen-

tives. This is not an obsolete incentive. It has served a t pur-

- gtand alone with just the norm

pose in spee the d‘eveloglment of energy sources which other-
wise would have been slow in developing. Hawaii has geothermal,
ocean thermal energy conversion, solar energy, and biomass energy
projects, which would have been delayed ‘it not been for these
tax incentives. _ ‘ o - ,
Secretarianm Well, I will try to answer that, Senator. First
of all, you know that a lot of these credits will expire automatically
the end of this year, and there are only certain ones that continue
on to 1985, a period of another several years. = '
What we are saying is that, since the fa,ssage of ACRS, since the
passage of the leasing provision, since the investment tax credits
are in effect, and since the price of oil has been decontrolled and
now, thankfully, is starting to fall, that these projects now should
al tax incentives. And cértainly, .
from what I have heard from some of the other Senators, they

‘think that leasing is a little bit too much of a tax break, and they

don’t want the minimum tax, which would imply that a lot of
people would not pay any taxes—a lot of corporations. '
ow, with that background in mind, I fail to see why there has
to be a special privilege if renewable energy development is at all
market efficient. If it is market efficient, then it should stand on
its own and compete in the marketplace with other devices, wheth-
er it is gas fuel or oil fuel or wind fuel or geothermal or nuclear.

' Senator MATSUNAGA. Mr. Secretary, as you well know, alterna-
tive energy developments to be self-supporting must be commercial-
ized. Once commercialization is achieved, outside supports are no
longer needed. But at thimi;.njng, incentives are needed to assist
development and:.commercialization. ~

I give you just one example in the geothermal field. The Fed-
eral Government provided program support for geothermal explo-
ration in"Hawaii. After one well proved successful, four additional
wells were drilled without any further Federal or State support.

- But the business ventures that drilled the new wells were bank-
inf on the tax incentives to commercialize geothermal energy de-
velopment. They were willing to go ahead, because the: business
energy tax incentives made geothéermal energy competitive with

~ other conventional sources of energy.

ReGAN. Well, you reﬁie that if a projéct is started we

~ will have grandfathering, and things of that nature, so that any

project that is started now and is in being will continue to get
these tax breaks. What we are saying is that they have had quite a
few years to get these started. They have known for quite some

_time that the. tax provisions were going to expire. And it is time

now to cut off this subsidy, let those projects that were demonstra-

tion projects, that were to have led to this development, do so—

there are, after all, quite a few wind projects tried elsewhere. This
is not the only one. . . . . - .
- Senator MATSUNAGA, My time is up, but I might merely com-
ment that grandfathering alone is not sufficient. We need to have

- more of these projects so that we can cut down our need for foreign

[

ofl importa, . -
U Phank you, Mr. Secretary.
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The CHAIRMAN. Mr. Secretar,g,el understand you are wi.lllnﬁ to
gerooeed with the questions of Senator Symms, Senator Mitchell,
nator Grassley, and Senator Boren on the first round.

Secretary REGAN, Yes.

The CHAIRMAN. And there may be some coming in from rest and
lunch who want to start on the second round.

So, Senator Symms? .

Senator Symms. Thank you very much, Mr. Chairman.

Mr. Secretary, I have been interested in listening to the discus-
sion here this morning, and it seems that m:e? people like to say
that Be%ganomies isn’t worldfﬁ;gso we n the change, that
supply-side economics isn’t wor , 80 we need the change. But do
we ve Reaganomics or supgly—side economics as it has

- been sold in the campaign of 1980 to the people in place yet?
- Secretary REGAN. Oh, no, Senator. First of all, you will
- that the tax cuts were to have been 10-10-10 and started much

 earlier. We now have 5-10-10, and only the b is in effect now.

Second, we haven’t had any chance for the return flow yet to get
the savings, and the like. .

Senator Symms. Thank you, Mr. Secretary, but that is exactly my
point. Now recently in the Washington Post there was an article
that Columbia University had done a poll and had pointed out that
86 percent of the 4,600 Washington journalists had voted for
George McGovern and 81 percent voted for Jimmy Carter. So they
can’t help but have an ideological bias to report to the public that
Reaganomics is failing. Why are we keeping Ronald Reagan—why
isn’t he out on television explaining to the American people that
Congress hasn’t even b to scratch the surface on the spending
side of the equation ggt We haven'’t even tackled the so-cﬁed en-
titlement programs. So we are still spending money at a very, very
rafid rate that we don’t have, forcing interest rates up.
>~ . I would just urge you as one of the senior Cabinet officers to get

. the President on television to tell his side of the story. It is true
that Reaganomics isn't in effect, and people want to change course
; alreamd go back to what got us in the problem, Isn’t that cor- -
‘rect? Raise taxes and put ug into a depression. -

t_‘zoSecr_et.ary REGAN. I would agree in general with that. Yes, Sena-
r. ‘

" Senator Symms. Well, when you come down here and call for
raising taxes, how do we raise taxes in an illiquid private sector
without forcing those same people that we r. their taxes on to

balance the budget-to go to the same private markets to borrow

- money to pay the taxes so we still force interest rates up? ’
~~~~~ Secretary REGAN. Well, from the point of view of the changes in

the Tax e, what we are suggesting is that many corporations

.~ now don’t need some of the_tax breaks that were in the Code al-
. ready. We are making no suggestions for any changes in the indi-

- vidual tax cuts. They are greater enforcement, and the like. It is
- not a change in the statutory tax rates, or anything of that nature.

It is merely speed.l%' up collection. -
Senator Symms. elfl know that is true, but I had the op; l:;th;:

nity in-1976 to campaign with Ronald Reagan, and ‘I h

.. again in'1980 when ! was in my campaign, and he always used to

.. say, “People pay taxes; business collects taxes.” So what we are
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doing out here is trying to squeeze blood out of a turnip. Don’t we -
lly need to cut spendlng Isn’t it what we spend that counts,
whether we print the money, borrow the money, or tax for it? We
are still forcing an illiquidity on our eoon% s
Secretary ReaAN. Well, I think we cer y have to cut spend-
ing. I am repeating myself here, but I think that is a signal that
the money markets need, the reduction in the rate of growth ¢f the
total Federal spending. ) :
Senator Symwms. It is to reduce spending. B
Now, as a former financial leader before you came to Treasury;,
and you are still a financial leader, in your opinion what kind of
spending cuts would have a real impact on the financial markets?
In other words, the bond markets have to go up so interest rates

can come down. Long-term rates need to come down. Will cuts in *

defense which will only be appropriated every year—we will still
~ have to make some adjustment for defense—or a long-term across-
the-board freeze of entitlements?. Which would send the signal to
- the markets to bring interest rates down? S .
Sectnl-lettaiglme That is a hard one to answer, because it is a
etical. ! < : L
enator Symms. Well, maybe I am not making it clear. Let me
ask it again and rephrase it. e ‘ s
If we cut defense this year, then we still have to play catchup
next year, and we still face the same Soviet threat. So that is a
given fact that is reality. The President has been very firm on this,
_ and for that I commend him. - :
But if this Congress and this administration would just come out
and say the problem is that we are increasing 60 percent of the
budget by 16 percent every year, by 1990, 98 percent of the bu‘dgt :
- will be entitlements. So we will have 7 percent for defense and the
rest for the Government. If the President would go on television
an;lt eﬁilin that gttl)l;y.‘ I utllcilink the overwhelming %viggnce wout%:la tsuﬁ)- -
po , and he could pass anything through Congress e

needed. Because I have grandfathers talk to me daily when I am in
' State and say, “Wkp" are you increasing my retirement check,
when % grandson can't afford to borrow money to buy & house?” .
And, “The reason the interest rates aré high is because the Federal

' Government is borrowing all this money sending me these checks.”
In fact, I have had some retired Government employees talk to me
who said they are getting more money now than they got when
they quit working because of the COLA’s. Both mili and non-.

milftary said that. Social security recipients are saying that,
Why are we so afraid of that? Let’s get the President out in front
a:ﬁl overwhelm this news media who are saying Reaganomics has
fi ed,when%nlaasn’tvevv%ﬂtazited, R to I
Secretary ReaaN. Well, as ] suggested in answer to a previous.

~ question, we are trying to cut some of the entitlements. And we
have suggested cuts there. But, as the Senator knows, this is a very.
A gfﬁcul&program to get through the Congress—these cuts in enti-.
Senator Symms. But you would agree with me that tax increases.

are still nﬁmto be the instant cure to interest rates that some
people may think they are. -, . .o

s
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- Secretary REGAN. Tax increases won't ‘do that. As a matter of
fact, I think that tax increases, particularly if they are put on to

~* individuals to where their taxes will increase year after year, will

o program, substan

- that has been enacted has not had, at least in our judgment, suffi-

" be a disincentive. ‘ : . h
" ° . Senator Symms. I thank you very much, Mr. Secretary. You are a
" The CHAIRMAN. Senator Mitchell? : “
- Senator MitcHELL. Thank you, Mr. Chairman. ‘ o
‘Mr. Secretary, I am not an economist, but I have spent most of
- my adult life trying cases. And if there is one thing I recm, it's
. laying the foundation for an alibi. And I want to say I think that
. 'the sequence of questions and answers here, suggesting somehow
L ghatt;";the economic- program vgg have i?e lthii% eoﬁugt is lngn; Prg-
~ _dent Reagan’s program, can be accurately iden as laying the
©  foundation for an alibi. Is thére any doubt in your mind that what
- we have in force in this country is President Reagan’s economic
tiall&asgroposed? IR
Secretary REGAN. Well, I think it's a question of timing, sir. And
- we are not trying to alibi. This program is not all that President
- Reagan wanted. Indeed, he has made some suggestions, part of
- which I offered to this' committee today, for changes in that pro-
- gram. So the entire pr has not been enacted. And the portion

~ cient time to work. I do think that you have to give us a little more

~ time, and then we can take the consequences of what has' tran-

" spired. : , |

" Senator MitcHELL. I just want to say to you, Mr. Secretary, and I
. recognize your good faith in this, but I was truly dismayed at your
. response to Senator Bradley’s question suggest{ng that you won’t
- ‘know or be in a position to evaluate it until October 1. I

. want to say to you, from direct personal contact-in my State overy

 weekend with hundreds and indeed thousands of people and what 1

- obgerve over the country just from reading the papers and hearing -

- other reports, is that be too late. There is widespread appre-

" hension, there is widespread anxiety, there is widespread fear in

-+ this country about the state of our economy. And if the economy"
. continues on its present course, and you say we are going to wait
- until October to make a judgment of whether or not this program
- has succeeded or failed, then, of course, there will be a lengthy
. - period of time for any kind of analysis to suggest a change. 1

subn}:it”tb ‘you ‘that’s just too late for many, many people in this
- country. ) R o
. Secretary REGAN. I think the gentleman has misinterpreted the

answ%r that I gave to Senator Bradley, or maybe’l didn’t make
. “myself clear enough. I was answering there his question, ‘“‘How "
- long will it be before you think a Judgment‘abqut‘_a radical change *
> in your procedure should be made?” ~ -~ - .o T
' 1did suggest, in answer to ehrlier‘?gtions. that 1'thought the
. recovery would ‘startinth‘e'sﬁ, ng of th aﬂearan;wou'ld‘.continue_
* thro e summer and well into the f Ar,

‘and on into fext year.- . =

. That I8 what we sincerely believe. However, the Senator asked me, .

g et B st i b 0 et nanglel
nen otting worse, at what point’in time would you 'make that - = -
judgment?” Then, and theri only, did I say the fall of this year: But  ~ -

e EEREN
.* LoD
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o we are: eertgunly not waitmg until the fall to heve ‘any kin& of a" L

recovery.
“We are very s thetic to tho le to whom o\ W B
4 ympa mv?”ﬁm very sepzl'{veeg thatj

ing a bout }ugh rates of mterest.

Senator Mu'cnm, Well Ijust thmk it is a serious problem thatf-»~ |
ujre a change in the administration’s economic policy well

' before ctober 1. But you have covered that with others. T want to

cover one other point, following up on Senator Matsunaga 8 que& ,
tions about E e energy tax credi

The rationale that you used- in‘ suggesting the repeal of the - o

energy tox credit is that the original reasons no lo er ap Ey to it
they have. been: described by the President as obso
ment being that, as a result of. decontrol, Ynces have rlsen o

'T guess I would ask you why the same that you s est a

: plies in this cg% does not apply to: inoome tax proyis
: s:gn to promote oi

‘production? Why has not the same’ nse
prices that has made, according to our testimony,. conservation and
alternative energy subsidies obsolete also made. production tax sub-
ﬂ just as obsolete? What I.am asking is: If you are concerned =
ut the deficit and s estmg a number of tax provisions to he‘}r

;.close the deficit, why o n't we.repeal the oil industry tax provi-
“sions that were enacted last year as part of the tax cut? Does not

the same logic apply to them that you have just expressed—the al-
ternative energy tax? -

Secretary REGAN. No. I thmk I can fully explain that, Senator.
What we are suggesting here is that, in these alternative forms,
they have a new type of accelerated depreciation—the ACRS that

" the Congress p in 1981-They did not have that in 1974-5-6, .

and 8o on, when these laws were passed. They did not have the_
leasing provision at that time, investment tax credits, things of .
that nature. Therefore, now that the tax law has changed that
much and there are these added incentives there, they still have -

‘tax breaks Ain order Tgroduce these alternative sources.

The oil industry? They-have depletion. They are getting a tax -
break. So the two are equated in a way. Now, for the oil industry,
we are putting in the minimum tax. As you know, the deplet1
actually is in the minimum tax right now for the oil in ustry
we think we are putt - them both on an equal footi

Senator MrrcheLL. Well, Ijust strongly recommen the contr

i to y u for:-reasons more than just the necessity for clﬁs the def

ut really for reasons of fundamental fairness

‘ -most of the American people don’t understand the details of this

tax bill and tax leglatmn, but they do understand fundamental .
fatrness. You must be concerned the rising number of Ameri- ‘
cans now in the majonty who beheve that the ﬁmmxstra jon’s eco-

- nomic ﬁaogram is unfair. And for most Amerxcans, and will re-

| ernment. t eqmmi tee. and says

tract t

t.and say most le in my State, because I have:not
traveled widely in other §°° p y 1 of

, the symbol of that unfairness, the. -

- - tangible mamfestation of that airness, is when the Presxdent

says, ‘We've got to cut taxes on the oil industry; we’ve got.to give
t em a break,’ and it turned out to be $12 bill on, and that creates

deficit, And then he comes back in ext year’s budget, game Gov-,
‘%e ve got to cloee this deﬁcit,‘



" so let's cut medicare; let's cut medicaid, let's cut all of those pro-

~ There is a fundamentdl unfairness there that is apparent t6 most
of the American people. And I suggest to you-that is one of the rea-
.- gons why the economic program is not working. I urge you to re-
s eonsi,déjzﬁ;ioux‘ position in that respect. I think it will go a long way
o ll;é%;ngdtf?i t%mme(hm;eclcillars that are involved in closing the
udget deficit. - ot - ‘
" Secretary ReGAN. Well, you have to take a look at what has hap- .
- pened since ,the";decor,itri’)l’ of oil as to oil exploration in this country -
~ and the like, the number of wells that have been drilled, things of -
~ that nature. We are finding more and more oil in this country-as a
... result of the incentives that were given them." .~ T

~ Senator MiTcHELL, Is production of oil increasing or decreasing?
- Secretary REGAN. Actual production has stayed about the same, I
"believe, at this point. But we are finding more and more oil in' dif-
- ferent places—not only the overthrust belt, but elsewhere. So, as a
~*result, I think that the incentives that we have given to-the oil in-
“dustry are logical in view of what we have done. o
-“Now, as. far as cutting back on medicare and things of that
‘nature, remember for:these programs, again, it’s cutting the rate of -
" growth in these lprograms ere will be more ‘money. for medicare
~ in 1988 than in 1982, and more in 1984 than in 1983 under our pro-
cedure. So we are not saying actually cut back, we are saying cut
‘the rate of.growth in these funds, particularly the growth in hospi-
" tal costs which, I think the Senator would agree with me, are get-
. ting way out of hand at this point. o
_ nator MITCHELL. It is a very severe problem, but I-have to dis-
agree comgletely»-with the approach the administration is taking to
_ solveit. I do agree with you, it is a problem. R
- .- My time is up, and I don’t want to intrude on the time of others.
" Thank'you very much. ‘ : ‘
The Sw\m MAN. I just want the record to show that there is no
oil produced in Maine, and that we might want to take a look at
—. the tax breaks the timber industry gets; I think we can get into
.. this argument all day long. R o - o
“ T might also say the administration did not propose the oil
.~ amendment; they came from above. [Laughter.] L
- Senator MrTcHELI: But they supported it. -
"“The CHAIRMAN, Senator Grassley? = . _ o
' ° Senator GrassLey. Mr. Chairman; I would like to put a state-—-
“. ment in the record which -would substitute for an opening state-
-~ ment that I was going to make if I had been’here~ - -
£ . The first question I am going to ask you I will submit to you in
* writing, but'T wanted to mention it so you would think about it. It
. deals with your Department and the Department of Justice. It gf{s-

* _tains to successful challenges for_ attorney’s fees from the IR

" - under the Equal Access to Justice Act. We are trying to extend this

-~ provigion to the Tax Court, but there are .limitations on’ the

ay%gﬂigt‘pflfegﬁh?ﬂi;gow budsiet A u«zt- tin this -‘"1 5 1’ 

... It is my fee that congressional intent in this area is cleat. |

" would-like to agk you the extent to which you supervise the ‘5— HE
“and they:may have had someéthing to do with this—and oversee = -

RPN — .
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budget, requests. Hopefullyi this request wxll be changed Buﬁ Iwill -
submit that to you in wriu:le

Senator GrassLey. I would like to echo the point Mr, Mitchell
-inade, and a solution’ to-xt that Mr. Symms B: roposed.

1 sense, after being in Iowa quite a bit since Congress adjourned g
before the Christmas break, that there is this perception that the -
tax bill was not fair. 1 don’t agree that it is unfair, and I don’t .
mind sdying that publicly: Theré is a sense or perception of unfair-
‘ness that it was a tax cut for the corporations and a tax cut for the
wealthy, but that ‘the little working person isn’t getting a fair

- ghare, It is something that the President also faces. Fairness is so -
intertwined with this whole budget. The unfairness about increas-
ing defense spending as o gocial programs is a concern we
have to realize is there. o’u aren’t aware it, 'm giving you my
view from my State.
ﬁraveled a freat deal in my State during the month of January
~ and also even week. I thmk the President is in the middle of ~ -
s explaining the equities of his ilaan to citizens because of his ability ,
. to communicate. I also sense that there is a reluctance on the part
‘of White House advisers—not you, but of White House advisers—to
‘limit-the Presxdents ap ances on television and radio to avoid
. overexposure. The President’s success last year was based upon his
- ability to go to the people at the irassroots and convince them that
- enthusiasm percolates up through the system and is gradually re-
' flected in the Senate and House Particularly, that was_necessary
- in-the case of-the House of Representatives; and the job is even
more difficult this year than last year. ~
- SoIthink the Premdent is going to have to be more aggresslve in
‘helping those of us in the Congress who basically support his view.
I think it can be done, but it rests with what Senator Symms
ge:s%—offsettmg the liberal bias of the media. The Presldent i8 our
weapon

On a related point, how should we build confidence in the pro-
gram so that the business community will react?

I feel that we have made dramatic changes, even oonsxdering the

© fact that the-deficit is big er than we expected. If we don’t act, the
deficit is going to be bigger, and a high deficit is causing™
ﬁlople to doubt our program, particularly the business community,

e fact remains, we did make dramatic changes in budgetmg and

Bohcxes last year. And I ask, what do we have to do here to get
ortune 500, the Wall Street Ixf)le and the business communi-
ty generally to res J)ond favorably? If the whole success of supply-

slde economlcs the Reagan program. is based n their re-
nse to this t more can we do And how long we have to
o it for there to be a response?_

I am not asking that qnestlon in any way of chastisement I am

e just loo for a straw asp _
‘ thingr nator, that we will have t; segment.

the questhn and also segment the answer to this exten t's take
| tg‘emeﬁ; and buflding new plant and equi pment, .
: resent rate- ir curtent plans are Just barely keeplng up - .
' with he rate of inflation in t

I'think that you have to think at they Probablg

many plans to go ahead w e;:pand But when hey run the




S thrm?h a computer software program; the results don't come out
of the computer with the rate of return that they think they must

. that rate of interest comes down; and hopefully sooner rather than
" later, then I think you will start to sée that x“eoovexa;. The Wall
Street ares, whether it is-the buyers of securities or the sells

gecurities; the lenders of money or the borrowers, I think the whole
idea here is credibility.” Are we going to be a credible administra-
‘tion? Is the Congress going to work with us in order to get these

" " have to start borrowing that kind of money at 17-18'percent inter- -~
est. So I think that the whole key here is the rate of interest. If -

sellers of .

deficits down? Or are we going along year after year with ever-in-

creasing deficits? I think if they see the trend coming down, I think

then that’s when confidence will be restored. I think that’s when

that unusual: 'gép,"'thar:;ngremium‘ that we have to pay now for |

money, will start tosh ‘and, with it, interest rates.

- Senator GRASSLEY. Aren’t th‘eiaglving any consideration at all to
f)h%g dz;amagct: l%ccomplishn‘l‘entsit 1at we made last year in reversing
udget gro L ‘ - ‘ '
Secretary REGAN. Since I have been there—I guess I will have to
make a complete confession. What you are asking for is business-
- men to be other than businessmen. Businessmen are designed to
make profits, whether they are in the, service sector, in-the finan-
cial sector, or in the manufact sector. And if they can’t see
where they are going to make profits, regardless of what plan we
have, theK are not going to indulge in it. And they can’t make prof-
its with these high rates of interest. .
" Senator GrassLey. Well, the UAW is responding to the market-
place by»renegﬁ)tiating contracts; Ford and General Motors are re-
sponding to the marketglace ‘bl’t[ offering rebates; when are the
bankers. going to offer rebates? If there is money there to loan, in-
stead of fust WO about the profits, why can’t they take some
cut, too, in their profits, if General Motors and Ford can? Banking
is business just like General Motors is, isn’t it? T
" Secretary REGAN. Well, I think you have to look at their overall
b}end fg{ rates, or things of that nature, to see what their margins
of profit are. . - : :

'Bne portion of banking, that is the thrifts, as you know, have
been knocked out of the market by these high rates of interest,
" therefore they can’t help at this particular moment. The other
part, the commercial banis, they are looking at'the weekly flyctu-
ations in monely;,kwhat it is costing them and the like, and I timk‘
they are going like a yo-yo with this. - - -

nator GRASSLEY. I get tired of bankers telling me that they
havq_got plenty of money to loan but nobody wants to borrow it.
A (ll)oes‘;x t money respond to the marketplace just like cars and labor

- Secretary ReaaN. Certainly it is'supposed to, Senator. : '
‘Senator GrassLEy. Well, can’t you communicate that to' the
- bankers of this country? You know, the people that have the most
" to lose sometimes in our society and our economy do-the least to

. “keep it from h’apﬁening. Now, those aren’t my,wom_those are the. .

- - President’s. But
- respond to a change of

's true, dog-gone it. They -have hac

12 months to

e+

on, and they aren’t doing'it. = - -~ ~ .
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E SecretariRnéAN.‘Wellffi think, ‘thére; asl suggested in some of

y earlier answers; it is a combination of not knowing exactly

t is g:ing to’ hai%en to the business tax cut,;notkn‘;%& exact- -

s going to happen to the deficits, and hot knowing exactly
what the Federal Reserve ig going to do with some certainty,.. -

" Senator GrassLEY. Well, these people have tremendous influence -

on our economy—not as much as the Federal Government, but

they have tremendous influence. And somebody has got o get out
" there in front. Otherwise you are going to go back to the pump- -
- priming days of the New ﬂ'eal , and you know where that's got us,
- where we are today, and we don’t want .to go back to that, So we
have got to ask the private sector to réspond.. - =~ -~ .
The I . Senator Boren? . - , ,
‘Senator BoreN. Mr. Secretary, following alg::ﬁ with what Sena-
~tor Grassley just said. I hope my comments will not be misinter-

o preted or taken as being unkind, but I do want to be candid with

you. I want this administration to succeed.-1 have not {ried to play
partisan politics with it. I am very concerned that if it does not suc- -
ceed that those of us on both sides of the aisle with moderate and

reasonable views will see a situation in this country in which we

could have a lurch far to the other direction, far to the left, that
would be damaging to this country for a long time. -

So what I say I don't from a partisan viewpoint or a view-
point of one that is basi unsympathetic of what is attempting

* to be done. But I think credibility is the key. And, frankly, as long

as we have deficits growing at the rate they are, even if you take
Mr. Stockman’s figures, the optimistic figures; and you look at the
fact that we have indexed our income downward in the out-years of -
the tax bill and we continue to index mogt of oux benefit payments

" upward, we take the Stockman figures on the deficit itself, there is

| did support all the wa&up and

no one. that needs a crystal ball to understand why reasonable busi-

" nessmen who are looking after their own investments and are

having to look down the road at what they think will happen to

‘interest rates are guessing as they do. They are right to guess as

they do. . - .
e &eople of this country I think elected this administration be-
cause they expected it to balance the budget. When people talked
to me last year about supportip‘f a bipartisan movement, which I
own the line, they wanted to do it -

because they wanted to balance the budget. They think that that .

" has been the greatest er:blem, that these deficits are the greatest

problem we face. Theg ve not changed their mind. .
I just came from 10 town meetings in my home State—the Presi- .
dent suggested we get out and listen—and I just want to share with
ou that I asked the 53ueoation in 10 town meetings to crowds rang .
rng anywhere from 50 to 200 each, relatively small towns. I said:
ding?

o How many of you would be willing to put off the third year of the tax cut in order

- ings put
| -“th.?e&“

How many of you would be wﬂllnfoto_ have a lesser increase in defense spen

to get the deficits down? , , ; : S

-1 would suppose th rse werel 1,500-5,1000 peol?tle h: gll thoge meetl; '
1l U er, and 8 people said they might no willing—ou

00 to 2,000. All the rest urged l‘ne%o do that, and to advocate
to the administration,. . ~ S
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SoLam trying to listen to the American peopls. I wonder wheie
_~~the administration is? I am very concerned about it. L

"yl must say.to you also, candidly, that when proposals are made L

“like that made by Senator Hollings, who-said, 's put' a freeze;:
let’s look at entitlements; let's look at everything,” a very, I think; -

- cou us statement, “let’s look at military spending; let’s look at =

. how fast we can afford tax breaks,” and was branded as ridiculous
by yourself and others, that that is not a bipartisan spirit.
~ I am convinced there is a true bipartisan majority in this Con-
~ ﬁreas ready to get the deficit down and to tackle the very toth po-
) tical questions-that would be necessary to do it, if we co atﬁ:
- the President to join in with that real majority that exists in ‘this
Congress on both sides of the aisle. o -
~ And I urge you, I plead with you, don’t keep giving the President
this advice, if indeed you are, that the deficits really are not as im-
gortant ‘a8 is being said by others. They are. And people are. Wall
treet is reacting as anyone would: who is trying to make invest-
- -ments and decide where interest rates are going to go. And-the
;- long-term bond market is where it is because-people are making
- very rational calculations about what is going to happen to the
~ .rate of interest in the future, and they don’t want to get caught
o likethx;i}?:t. I think all of us know it, and I would just preface it by
- saying that. , ' ‘
- But I would like to ask this question: We are trying to get the
- interest rates down in the short run, and I think getting the deficit
- down is the only way to do it, overall. Have you considered at all
the fact that mergers and what I would call nonproductive use of
- credits took some $61 billion last year, for example, for Du Pont to
- buy Coneco, for United States Steel to acquire Marathon, and so
- on, and this will ultimately recycle in the economy? But yet if that
$61 billion could have gone more directly into productive invest-
.. ment—housing, and other things where we have serious need—
- wouldn't it have been better? | -
. T understand President Eisenhower jawhoned with the financial
community when he was President, that there is authority under
-+ existing law. I believe the President could authorize the Federal
- - -Reserve to take action to establish rules about the nonproductive
~use of credit. It is my understanding Mr. Volcker has said that he
would use such authority if authorized by the President. Is that
. under any consideration by the administration? :
. . Secretary REGAN. Well, if we are talking here in terms of credit
* . allocation, I think that that, at least as far as I'm concerned, was
o pretty weil»,discreditedinthe past. - B
" _You take the efforts as recently as March of 1980, in order to do
“this at a time when we had some similarities with the present situ-
. ation. They didn’t work, and they had to be taken off ,%ht away. I
~ don’t think that credit allocation by the Federal Government
.. ~works. I may think that I'm pretty good, but I don’t think that as
. Secretary of the Treasury I could participate in any kind of a sensi-
" ble allocation of credit better than the marketplace would be doing.

;- submit to the Senate and for the record a study that we have made -

far as your particular question, I would be glad to
of the recyclmg of some of these dollarsin these mergers that .
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ahows that they don’t have the disincentives that might appear on »
Senator Gwssmz 1 would like to see that study and I would be

interested in studying it..
() information follows ]
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. Merger Activity and Bank Credit

This report was prepared in response to a request to Secre-’
tary Regan by Chairman Domenici of the Senate Committee on the
Budget to provide a historic.perspective on the amounts of

" money involved in merger activity, 1/ It provides measures of
- merger activity for 1981 and for previous years and documents’
: the growing use of cash in these transactions. Thg’;npact of
the use of bank oredit for merger purposes is briefly analysed.
1981 Merger Activity : .
- Corporate mergers and acquisitions increased both in
_their size and in number-during the first three quarters of
- 1981, &according- to data reported by W.T. Grimm & Co. 2/ There
were 1,507 merger announcoments during this period compared
with  a total of 1,889 annocuncements for all of 1980, - Total.
- reported payments associated with these mergers in the first
nine months of 1981 amounted to $60.8 billion--about double ..
the amount for the comparable period the year before. - The

total for all of 1980 was $44.3 billion.

There has also been increased activity this year with
respect to larye merger deals. Ninety-four of the mergers in
1981 had a reported purchase price in excess of $100 million.
This is the same number that occurred during the entire pravious
year. 1In-1980 four of these transactions involved payments in
o exceas of $1-billion. Together, the four were valued at $8.4
- billion. -After nine months the 1981 count of billion dollar
mergers stood at eight. These eight contributed $24.3 billion
‘or nearly 40 percent of the overall dollar total for the first

dine months.

Mergers and takeovers are obviously not new phenonrena,
and it is doubtful whether current rates of corporate acquisi-
tion approach those of the period 1967 to 1969 in relative terms.
In particular the data on merger activity are biased upward.
The dollar amounts of mergers and the assets involved should be

October 30, 1981,

2/ W.T. Grimm & Co. collects data on net merger and acquisition

~  announcements, defined as "completed or pending transactions
as of the end of the applicable period. Grima records ‘
publicly arnnounced transfers of ownership of at least 10 _ .
percent of a company's assets or equity. Divisional or
partial sales must have a minimum purchase price of $500,000
to be included in the merger count.” W.T. Grima & Co.,

1980 ngiog guana;x. Data for 1981 was obtained from an
_October 21, 1 news release, "Merger Upturn Persists,

Third Quarter Up 25%." - . '

;/This request was made during a Committee hearing held on

s
!
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‘adjusted to remove the. effects of inflation, which agcount
for some of the rise in merger activity over time. Also, -
growth of the economy would normally be expected to increase
. the number of firmsg and, hence, the trend of mergers. What
is new, however, is the dramatic increase in the use of .
cash, rather. than stock swaps, in tha financing of mergers.
Purthermore, at least with respect to tender offers, 3/ bank
czogtt h;;,appatent;y been an. important direct source of :
that cash, . = - e 3 :

Historical Perspective

. Table l. reports merger announcements for the years 1973-
1981. These data show a relatively high level of mergers in
1973. The number of announcements falls p;ocipttouql¥ through
1974 and 1975 and more slowly thereafter, with a small upturn

in 1979 and a more noticeable upturn.in 1981, However, the -

data on larger mergers (in excess of $100 million) fllustrate
an almnost .exact opposite trend, increasing continuously .
since 1975. The_number of these large merger announcements
ncarli‘ttipled in 1976, almost doubled again in 1978, and
' sing very rapidly in 198l. The number of mergers with
payments in excess of $500 million almost tripled in 1979.

‘ Table 2 shows the type of announcements baing recorded.
In recent years, about 35 percent of the announcements each -
year have involved a divestiture. 4/  Over 50 percent of the
announcements involve the mexger of closely held companies.
This latter type of merger typically involves less use of
cash, with a greater réeliance on stock swaps. Mergers of
publicly traded companies constitute roughly 10 percent of
morger activity each year. Of these, less than a third are .
tender offers. Thus, tender offers, which account for most
of the takeover headlines, represent less than four percent
of total mergers. -

3/ A tender offer is one means of attempted corporate acquisi-

= tion by which an effort is made to purchase a controlling
or majority interest in_a publicly held stock, often by-
passing the target firm's management. s

4/ Divestitures arc defined as "partial sales where 10 percent
" or more of a company's equity is purchased as well as
divisional sales where a product line, subsidiary, or a
diversion is sold." W.T. Grimm & Co., 1980 Merger Summary.




Table 1 o )
Merger and Acquisition Announcements

' Number of Aﬂhouncelentn

rotal Reported

With purchase price in excess of ents**

Year Total n on m on ng 1lion)
- ) €070 n.a. T Nl n.a.
1974 2,86) Nl N Nele
1975 2,297 14 S O - 11.8
- 1976 2,276 39 . 4 20.0
= 19717 2,224 41 ) 2 - 23149
1978 2,106 80 5 , 4.2
1979 . 2,128 83 14 . " 43.5-
1980 1,889 94 : 15 44.3
1981* 2,409 125 - 16 8l1.7

'
t
d

*Annualized numbers based on 1,809 mergers during the first nine
months of the year. .

4 .
'*These tigures should be treated with caution. A minority
of total transactions typically. report dollar amounts.
Por ‘example, in 1979, payments data were available for 1,047
mergers, or 49 percent of the total number of transactions.
. In 1980, payment data wure available for 47 percent of the
- transactions. e

n.a. = Not available from sources cited.

Sources W.T. Grimm & Co., various news releaaes'and Her er Summ ¢
1977, 1980,




_Table 2
Merger !!22

(Percent-of total announcements.*)

Publicly Traded Companies -

‘ Privately~held
Year Divestiture Companies © Tot&l Tender Offers
1976 © 46 ) 38 7 2.2
1977 45 - ) 44 9 . 2.6
1978 39 46 212 3.4
1979 35 49 12 - 37
1980 . 35 52 9 2.1
N. A

1981** 34 56 n.a.

* A residual cateyory not shown here includes foreign sellers.
- ‘*Percentages reflect nine months activity.,
n.a. - Not available from sources cited.

Source: W.T. Grimm & Co., various news releases and Merger Summary,
' 1977, 1980.
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. W.T, Geimm & Co. reports that 30 percent of total announced
tender offers in 1979 (as distinguished from completed or
'pcgd;ng offers) involved bids of $75 million or more. The
equivalent figure for 1980 was 35 pexcent. This percentage
. has ingreased dramatically since 1975 when only 7 percent of ~ .
~the offers were.in this range. S/ This increase is due partly
- to a general inflation of asset prices over the years and partly

.to a real move towards relatively larger takeover bids. 6/

A longer term perspective on merger and acquisition activity-
may be obtained from data collected by the Bureau of Economics
of the Pecacal Trade Commission (PTC). - Two series have been
compiled by that agency: an overall merger series, and a
lgz?e merger series that includes acquired manufacturing and
mining companies with assets of $10 million or more. Data

- pertaining to those mergers are shown in Table 3. Unfortunately,
the FTC data collection effort was discontinued after 1979 so
that comparable numbers for ‘the most recent years are not avail-
able. Also, the PTC coverage of mergers is more¢ limited concep=-
tually than the data reported in Table l. 7/ The two series,
therefore, are not comparable. ‘ ‘

§/ W.T. Grimm & Co., Merger S ary, 1976, 19717, 1980.

6/ These data are not good measures of the reélative growth in
merger activity, as they contain an upward bias over time. .
Pirst, with economic growth, the number of firms in the -
economy will grow and there is no reason wh¥ the number of
mergers should not expand accordingly. Similarly, new-
economic growth, as well as inflation, should support an
upward trend in asset values over tinme.

1/ To be included. in the PTC data, an acquisition must meet
four oriteria: : T .

‘1. fThe PTC must have jurisdiction over the industry to
which the acquired company belongs. This excludes
S ‘ commercial banks, transportation entities such as
iy railroads and airlines, and communication concerns
: such as radio and television stations.
2. The acquiring concern must acquire at least 10 percent
of the acquired company's stock or assets.

‘3. -The acquired company must be American.

4. The icquirod company must be an independent company, a
: ‘subsidiary or division of another company, or a division
of-a-subsidiary. o -

- Bureau of Economics, Federal Trade Commission, Statistical
"R on Mergers and uisitio 92 . ereas
: WeTs GY reports dollar figures for goyuon 8 (for about
half its announcements), the FTC records dollar figures
- for assets of large mergers only. Th& latter also records
‘"compensation paid® whei: publicly available for large mergers.
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Table 3
v FTC Merger Series. . o
Overall Merger '  Large Haﬁutactufing and Mining Aéﬁqisitioﬁ; ‘

. SBeries . :
- Total Assets . Asgets as a
‘ - of Acquired Percentage of all
Number Pirms — “Manufacturing and .
Year Completed® Numbex** (Smillions) Mining Corporations
1948 : ‘ 4 114.4 - - 0,10 )
1950 — 5 186.3 0.15
~1951 _ 9 201.5 0.14
1952 16 385.3 - 0.22
1953 23 795.1 ~ 0.44
1954 37 1,479.0 . 0.81 _
1955 67 2,227.3 1.17
1956 - 53 2,110,.5 1.00
1957 47 1,427.7 . 0.62
1958 : 42 1,173.1 . 0.50
1959 - 49 1,712.2 0.69
" 1960 — 51 " 1,734.1 - 0.65
1961 46 -2,234.9 0.81 L -
- 1962 - .65 = 2,660,7 0.91
1963 54 - 3,187.1 1.04
1964 73 2,576.5 - -, 0.80
1965 64 3,721.9 1.07
1966 ‘ 76 - 4,380,2 1.13
1967 138 8,955.7 2.10
1968 \ “174 13,759.2 2,94
1969 138 12,219.2 2.32
1970 91 6,601.1 l.14
1971 ) _ 59 3,140.5 - 0,51
1972 2839 60 2,670.8 .0.41
1973 2359 64 ‘ 3,558.8 : _ 0.50
1974 1474 62 5,118.9 0.69
1975 1047 59 5,528.0 0.70 -
1976 1164 82 6,926.0 0.80
1977 1207 101 10,129.5 1.08
1978 1279 111 11,770.4 1.14
1979#%*+ 1214 .97 16,033.6 1.36

*  partial acquisitions are not 1qgluded in this total.

_** Dpata on number of acquisitions exclude companies for which data .
- were not publicly available. There were 589 such companies with
assets of $16,950.6 million for the period 1949-1979, These
assets are included in the data reported here.

- #e¢ pigures are rreliminary.

Source: Bureau of Economics, Pedoral Trade Conniasioﬁ. §ta§1§tigg;
Report on Mexgers and Acquisitions, 1979. Tables 10, 15, & .
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- The fin&;'céiumﬁ in Table 3 tepbrts assets of acquired

i manufacturing and mining firms as a percentage of assets of all

K

manufacturing and mining corporations. This series provides a -

o good picture of relative aggregate merger behavior over time.

hese data show peaks of merger activity in 1955 and 1968

- and indicate that merger activity had increased from a low in

1972 'to a possible peak in 1979, The W.T. Grimm data discussed

' ‘earlier imply that ft .is likely ‘this current sevies, if it had

been continued, would have shown a possible dip in 1980 (due
to credit controlg and the recession?) with a further upturn

o in- 1981, It is uhlikely, however, that 1981 data would have
- approached the levels of merger activity as had occurred in

~* the. boom years of 1967 to 1969. .

'In*1§67kto f9693 bver 80 percent of tho reported com= -
pensation paid for acquired manufacturing and mining companies

| id estimated to have been in the form of stock shares. The
- data in Table 4 show that this percentage has dropped precip=
‘itously to where in recént years tygica ly over 60 percent oOf
. the compensation is pald as cash an
. some combinatioh of cash and stock. -

much of the rest is in

~"Haing ;heaé,data,1two indexes of cash meréer activity have w

' 'beon constructed. The first is obtained by multiplying the

 :p9thntage of total manufacturing and mininy assets acquired .
by the percent of reported.compensation which is purely cash.

‘the potential impac

'~u;?hisfis‘the *cash only" index shown in Table 4. The second
+'index is similarly obtained, using the percent of reported

compensation that is either cash or a combination of cash and
stock. This index is the "cash involved" index.

, These indexes shoW vividly the increasing importance of
cash merger transactions. In the relative merger index of

Table 3 (column 4), the most recent x%ar, 1979, registers less
than half the :(relative) merger activity as does the peak year
1968. Howeverxr, in terms of the use of cash transactions, the
1968 activity is one=third that of 1979. This indicates that

‘'of merger activity on ¢redit market measures

‘has increased from historical levels.
 Tender Offers - .-

‘Cash has been the predominant form of payment for tender

:*bffers. especially during the seventies. Over ninety percent

of the offers from 1972 to 1980 have been cash offers. 8/ The
use¢ of cash, however, need not imply. the use of bank credit.
Pirms often utilize internal financing sources. To investigate
this relationship, the Securities and Exchange Commission
collected for the years 1979 and 1980 information on the source

8/ Douglas V. Austin, "Tender Offer Updatet

: 1978-1979", Mergers
~  and Aggpigiti°ﬂ!o Summer 1980, pp. 13«32, . - ’ -

;
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T cwnutlon Paid and cnh Merger Agtivitz T s ,
7?‘, ot i BTC Largé Mergér Pile* R
LT 2 o oot ° Indexes of Cash:
: © ‘Total ) SR e o Hotger Acglvltz .
doee . conpenntion : Cash & Stock . 'Cash** B :
oo ) Cash Combination Involved Cash
© Year ($ gl uogs) . (Percent) (Percent) - (Percent) only$ p_volved"
1967 " 2,955.3 3.1 2.7 ¢ 'S8 ".065 < C ogr22 o -
- 1969 $,390.3 8.2 7.2 15.4 4190 - ,3%87 ‘
. 1970 3,282.0 ‘28‘6 7.5 36417 +326 +412 .
1971 1,611.6 25.8 - 6.3 32,17 - .132 . J164 v -
1972 2,070.90- 21.8 5.6 27.4 %0897 7,112
1974 . 3,324.2 60,8 5.5 66,3 © «420 457
1975 2,826.8 59.4 13.7 73.1 .416 T 512
3 ¢ 197 ‘ 3,530.1 64.3 ‘ 6.8 7101 T .514 569
1977 :5,637.8 39.1 14,9 54.0 - 422 +583
1978 17.792.8 75.2 . 8.8 - 84.0. . .857 ‘ 958,
. 1979 7,796.3 ss.s : 32,9 98.5 8927 1.340
* Percentaqos are of asset totals, excludsng acqututiona for
which no publi¢’ data were" ‘available. —
. ** sum of ptevious two columns.
T 4 .Column “"Cash®,. this 'rablo, multipled by ttnal colunn, Table 3.
1] cOlunn *Cash Involvod'. this Tablo, nul.tipned by ﬂnal eolunn, R
lel‘ 3.' . . . N
Soutce: Constructed from hblc 27, FIC Statistical _Report, 1979. ;
: Data coverage of ﬁm and assets Is quite uneven from year .-~
to year. , :
;' b4
| o . -




*.  percént of the estimated cost was divectly bank financed, and

. . - . .- .
5o o to m
3 s T N : . - N

‘6f funds used in ducdbsstyl takeover bids. Table 5 shows
. the results: as compiled by the Congressional Research Service.

_ In 1979, more than half of the acquiring firms resorted to

h

some form of bank credit to finance their takeovers and nearly

three-fourths of the required funds were directly bank financed.

..Less” than four gercéné of the takeovers used an exchange of
“shares. Most o L

. Whether this meant a bank 'loan had to be resorted to for some
" other reason is unknown. In any case, the data show a high

the remainder resorted to internal financing.

Afg%ééhéb'on’ank participation for financing tender offers in

fhé-l980‘%kpqr1énce'wis sounewhat difteréht.) Less than 20
two-thirds were financed internally. This situation primarily
reflects the impact of credit controls in that year.

o ?é’some'extent, an emphasis on bank crediﬁ financing may
reflect depressed stock prices. If stock prices are depressed,

"~ as has been the case in recent years, takeovers -become an

attractive proposition. An acquiring firm will generally use bank

.. credit to finance the takeover if the price of its own stock is

depressed. However, as thé economy recovers and stock prices
firm up; stock swaps should revive as a means of !;nanoing take-

. -overs.

AT

‘~-¢pﬁtracted in 1981 have been taken down. For example, in one - -

‘1981 credit Activity

Only a portion of the known merger-ralated-loan commiﬁmgnis :

gix-week period in 1981, nearly $40 billion in lines of credit
had been announced in connection with nonfinancial corporate

- mergers of U.S. firms. 9/ U.S. banks and their overseas branches

were responsible for an estimated $20 to $25 billion of these,

.. ‘commitments. Through August, however, loan drawdowns at U.8.

e

banks associated with these mer er-related commitments amounted-
to;qpprbxlnatoly‘ss,z billion. 10/ . . Coy L
oL o

"

"9/ Pederal Reserve Bank of New York, guartetig Review, Autumn N

‘;gjvrzggags ghdthet $1.5 billion was booked ac’toroighﬁbrancho;
- . Qf UeBe

[ anks (and, as such, is not included in the usual -
.. bank ‘credit statistics). Unpublished estimates, Banking ==
" gection, Djyision of Research and Statistics, Board of
.Governors of'the Pederal Resexve. - ‘ . ‘
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) Table 5
'&umofméummsmufumnws )
D 1979 1980 !
-- \ ’fbmm .. Total Estimated
Number of ) Number of Cost
) Takeovers (ggunom) Takeovers Smillions
Total Bank Participation 44 4,009.32 ¢ 26 . 758,02 ¥
Unsecured bank loans 14 2,187, 03 /. 7 1‘5.36
“ Unsecured bank loans : N
plus internal financing *'2'3 1,447.99 y 12 506.80
Secured bank loans - - . 374.30 7 - 105.86 a/
" Internal financing only 33 1,29.42¢/ 27 £ 3,259.12 b/
- 100 percent in exchange ‘ : ‘ ™ -
- of shares ) 3 692.80 L3 352,23 b/
External, non-bank : .
financing ° . 1 . 35.00 0 » 0.00.- -
Source of funds not ‘ : - YR
available . .3 —— -4 .4 .312,00 b/
Total - 8l 5,283.74 ¢/ 57 43004
Excludes one takeover wt&T no cost estimate. o —
Excludes two takeovers with no cost estimate.
' Bxcludes three takeovers with no cost estimate. :
Excludes five takeovers with'no cost estimate. . -
‘g/ &:clm nine takeovers with no cost estimate.’
Source: Compiled by CRS from information provided by the SEC.
_:jv
oo ~l ,,...




‘4.1981 there was & net change of $25 biliion’
- . The $5.2 billion figire, thérefore, répresents 20.8 percent of
~34tho loans made during that period: This figure is bias&d

A8§ .

By way of coiparxnon, total eopmerclai bank. loann and in-
- vestments outstanding tn August 1981 anounted to §1.3 trillién( -
of which nearly $350 billion were domestic commercial and
" industtial '(C&X) loans. Between Décember - 280 and Sthomber
h thesq loans.

gward, since it assumes that none of the merger loan money

ained was repaid during the period. Nevertheieas, i¢
gearl that the merger reldted loans weré a.significant,; but .

- overbearing, componeﬁt 6f new domestic C&lI credit
oxtensions.

‘
3

: Impact of Bank Credi o ) - o " -

An informal sufveX of -banks indicated that U.8. banks did not -
expect to 1imit dredit to other customers and would fund any -
loan drawdowns through issues of certificates of deposit (CDs),.
federal funds/repurchase agreements (REPOs), or Eurodollar

., borrowings. 11/ This indicates that the formation of loan commit-
. ments themselves does not have an appreciable impact on bank credit
behavior. The bank consortia involved have read¥ access to
worldwide monaey markets, and it is likely they finance any major
drawdown, in the first instance, by increasing 1iabilities

* rather than, by seliing assets such as Treasury bills. 12/

The impact of an actual extension of bank credit which is -

“ uged to purchaseé stock will depend on the disposition of the

sadle proceeds-by the former stockholders. There is a good
presumption that a very high percentage of the proceeds would.
be’ reinvested. 13/ It is possible, of course, that the former -

.. stockholders would choose to purchase the very same bank liabili-- f

ties used to finance the merger loan. In this case, the funds
would be completely recycled With a sinimum impact on interest
A rates for Chs, REPOs, and other soney market obligatlons.

__/ Information obtained from Banking Section, Division-of Research
' and Stattsticn. Board of Governoxs ot the Federal Relervo :
" Board. . : _
__/ Banks typically face an exogenous loan demand in. ‘the short
run, nccoptinq all legitimate loan applications meeting a .
specified risk criterion. The loan rate may vary with the .
perceive rtaklno-s of the loan, but the rate struoture
‘itself changes with the cost of bank liabilities. It is -
very unlikely that a drawdown of a loan commitment will 1cad
. directly to a cancellation of another loan. ) .

42/ With institutional sellers, this percentage is- likoly to
apptoach 100 percent.

SN
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rhootettcnlly. howovqr, there. -ay be sorme small impact op

bank ‘reserves and interest rates if such credits rise substan~
tially above normal lévels. An increase in Eurodollar boftowings
and nonpersonal time deposits vwould cause a small increase in -
required bank resorves. This would put upward pressure on-the
federal funds rate and ot!:r shorre-tec: racesg. . Thuse ircerasg
" rates would have to cise fo izvels suiiidient to induce (1) =
" shift .from demand deyog ts and other checkable deéposits (whica

carry higher reserve requirements) into bank nondeposit liabil-
itiess (2) & sale of bank~held assets (Treasury bills) that. R
.eliminates bank’ liabilities and their attendant required reserves;
'(3) a shift into nonbank REPOs, which do not carry reserve require=-
ments; and/or (4) induce banks to increase theitr borrowings from
the Pederal Reserve, adding to the supply of available reservés. 14/
- Howaver, if loan drawdowns to finance corporate mergers var¥ between
$3-6 billion per year, this would involve a relatively smal propor-
tion, i.e.;, approximately 1l-2%, of total bank reserves. Require-
ments of this magnitude aré¢ in line with those of recent years, and
should not be a major new. influence.on the tinancial systen or -on
the level of interest ratos. o A

The 1npact on thé money aggrcgatea will depend upon the
size of the lending, the use to which the public puts the stock
sale proceeds, and the response of the Fedeoral Reserve. In many
cases the amount of the money supply will not change because the
funds loaned vwill be recycled within the banking system, althougi:
probably not in the same financial institutions or-even .in the
same financial form. Any effects on M1B; therefore, are likely
to be only transitory. To the extent that short-term interast
rates rise, there will be an inducement for the pyblic to
shift out of M1B assets into M2 and M] assets. In addition,
to the extent banks reduce their holdings of Treasury securities,
the initial impact on M3 will be ameliorated. Also, where ‘
banks utilise Eurodollar borrowings rdther than CDs, the impact
on M3 will be lessened. ,

.Conclusion

The level of credit extended by domestic U.S. banks tor”
aorgcr related purposes is small when compared to overall bank,
-loan and investment aceivity. Purthermgre, the fact that the : /

lIoan  proceeds are used to buy investments creates -the. ptesunpeion
.. that a very-high gercentage of the stock sale proceeds will be
‘reinvested ang, us, effectively used to finance 1nditect1y
‘the original extension of credit. FPor these reasons, the ex~ '
tension of bank credit for merger related purposes is likely
. to have minimal effects on the cost and availability of crédit.
It is not 1likely that such loans would have more than transitory
' effects on interest rates, required bank reserves; and the
growth of the monetary aggregates. ] ,

'

14/ This 1aat tenult offers only q -hort tern soluticn. Even=
tually, higher Federal Reéserve borrowing will lead to
either a higher discount rate, which will discourage that

_ borrowtng, or to a decrease in the nonborrowed reserves
target. In either case;, the borrowing acts as a short
tern buffer. Bventually interest rates must rise suffi- -

- ciently to induce one or more of tho other vesponses
-nntioncd in the text.



" various members of the DIDC voted in terms

T g

" Senator BoreN. On the question of the all-savers certificates that -
. were passed into law—there were very man ' active supporters. of
" the concept on this committee—last year, in order to.get .more.

" money-into the 8. & L.’s and the banks so that it could be loaned
~out ‘for housing; it is my understanding tha’tAfQII_Owi.rif the enact-

" ment of that provision that action was'taken, I believe, by the

“DIDC, the commission for deregulating or for setting rules and reg-
~ -ulations for financial instit,%ﬁqns;: which allowed a 1-percent bro-.

" k‘e%e; fee to so-called bona fide brokers for the selling of all-savers'
- certificates and which resulted, therefore, in a lot of the funds from
> the all-savers certificates being channeled to these financial institu-
~ "tions as opposed to the banks and sa  and loans where: they

" might have gone into houain%more otly. L
Was this the action of the DIDC? And I wonder if it was taken in.
. open session with a formal vote so that we might know how the
, of authorizing these
brokerage fees and really changing somewhat the nature of the all-
- gavers certificates. ' ‘

Soevetay Raaan. Well, from the point of view of what I was
" asking. my assistants here, whether or not that was done in ‘an

~ open-session or not, I don’t think that it was. I don’t recall. I think
~ it was done by the circulating of a memo, but I am not certain. I
- will check that for the record, Senator. o
-~ Asfar as why did we do.it, you must realize that there are cer-

" tain institutions i certain sections of the country that don’t have
~as much money as in other sections of the country. A broker work-" -
" ing to bring: money from one section:to another, I don’t think is

- outside the realm -of a real service being performed for a: fee.
‘Indeed, if the institutions didn’t want the money, they wouldn’t
ha:‘/led ‘to_tp;at;y,,{the brokerage fee. If they did want th
' Now to the extent that you would say, “Well, if the broker
* " weren't'there, would the money stay in the local community?” or
. what have you, you woiild have to say that in a surplus area such

" ag Florida it would remain in Florida. But Florida still has a sur-

" plus, from the point of view of other States. - -

""" So'T-think that that didn’t impede all-savers. I think th?e"‘fat’::e_ of

- -all-savers depends upon the fact that it is of short duration, {e«')ple

i gon't2undemtand',it,thingp of that nature, more than the brokerage
o “. e . L ' . . 3 . . , K .

" Senator Borzn. T-would agree with that. But for example, the

" or banks, the fact that these brokerage fees were'paid,
_'not directly required by-the' bill itself; did thaj result in more.
e EQS ing ix;:olthe? First Federal Savings & Loan of a small town _
. oma, of less?. = o . o . S
Secretm?y@’ ReGAN: Well, we'd have to find out where the money  ~
came from, where the brokers got it. I doubt if many: brokers, fora -

e money, they .

'Russell-Kansas Savings-& Loan or the similar local savmﬁ:; ing: 81511’ ns |
‘which were

“ 1.percent fee for a small amount of money—$5-50,000, something. = :
=" of . that hature-—would have gone into Ru "’1_1,‘ or what bave you, in .

" order to extract that money. 1 would think they would concentrate “
" their efforts in the. Loa ngoles's and Jacksonville's and other
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Senator BOREN. What about the DIDC? You said, and it was'my
understanding the reason I asked the question, thet this was not
done in an open, meeting, that it was not done b d}; formal action,

- that it was doné by informal staff ment m{ experience -
 in‘legislative and executive bodies, I have never participated in a
. -committee that took votes by informal staff agreement instead of
the t‘grigncipals actually voting. Is tlus standard procedure? Not only
_ issue but on-other very important igsues involved with de-
-remﬂ&ﬁon?of our ﬁnancial mstitutxons, is' this standard- operéting“ a
procedure
. Secretary REGAN. No, that is not standard operating procedure
‘The DIDC meets quarterly; and we take a vote. If there is some-
rtance or a technical matter that wouldn't call for as-
"-sembhng of all the members to vote-on just several minor items,
- there is a circulation of a document in which the pros and cons of
- the situation are there, and each member- then votes by signature
on the document.

‘Senator BOREN. So there would have been a vote‘ taken by | slgna
ture on the document?

- Secretary REGAN. Oh, yes. And for the reeord I will submit a
B ,more correct answer.

Senator BoreN. I would appreciate that

[The informatlon follows:] ' :

L The “ruling” is actually a staff interpretation of the Committee’s rule prohibiting
.~ the payment of finders’ fees for deposits subject to interest rate ceilings and was
. based upon a prior d“etermination made by the Committee. All members of the Com-

mittee were aware of érro response to the brokerage question prior to the -
on, uested

"‘>issuaneeofthedetsrmina The de mination,whichwas initially
asa and loan assocnaAtisoéi,dwas intt:nded to federally inlured depisitnbtyy

institutions in attrwting
 Preliminary information indicates that of number of tory instituﬁ ‘
-." tions utilize bmkx&ge arrangements. The do lume of broke r-
B cenaﬁ:;ul deposits at savings and loan associations is relatively
teed to be somewhere between three and five percent. We have seen no
evidence that brokemees are unreasonably expensive in relation to either ‘the
servicee that are p or the alternative costs of promoting ASC deposit pro-
_ ms. Moreover, no information has heen presented to indicate that smaller local
: tutions have suffered in their ability to attract local funds. Nothwithstan
'_theseinitialﬁndings,weamoontinuingtomonitorthssimatmnandareina
. Hion to take appropriate action should evidence, of abuse develop, -

" The CHARMAN. Mr. -Secretary, I know you ‘have ‘been herea
.~ couple of hours, but T just need to ask a few more questions that I
" .have been asked by members who could not be here. ..

. Senator Durenberger would like a response. He said, “I under-
. stand that the comg eted-contract. method of accounting is used ex-
-~ tensively by home! uxlders and many small ‘businesses. Will its
. repeal increase the rrowmi needs and costs of doing businees for
~ these groups?”’ He concludes hat it will and that it is hard to justi

'fy mcreasing housing costs at this time of high interest rates. - o

Secretary. Reaan. Concerning the com gleted-eonttact method of

R »accountmg we: are trying to solve a problem involving those who

- - do special work. for ernments, ‘whether city, State, or Federal :

.. Government, parti .defense contractors ‘and people of that

" - nature, whoareb ;lajectthattakesstoBandmaybe
P .

P more years than that to com
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We are making payments to them, by 'we,”’ 1 mean. the verioue .‘ a ;

ents of government. takmg that into account. They
agaiggt that enty vanoup
differenee is:profit or loss before taxes.

an t.hat period. andf;_“ - ‘

profit or loss to oonsideration as far as their re o stock- ‘_ R o
hol ers areé concerned,. an n;b:‘sied éxon that are ) resulte on *

whio executive bonuses are ‘things o %at nature,

But for tax pu , they don’t report. until the fingl yment,

and then they tedba:glloon payment o taxes, depen upon

, Iw%gnk. to the extent that they have ‘been f off Gov ‘
‘ ernment subsid ythitthmkbe it's time, with all the other BU dies we_
. are giving, tha ‘
" Now, as far as homeb\nlders are concerned, ordlnarily home*
- builders work pretty quickly, and a home can be built within a
Year So.1 doubt if many homebuilders have this particular prob-

The CHAIRMAN. I think what he was auggesth;ﬁwas if in fact it
would nnpact adversel % on homebuilders mall businesses. -
tary Rea ell, there is also an exclusion in there of
,000, as I recall for small businesses.

Incidentally Mr Chajrman, the complete description of all of
these proposals, as I said, will be forthcoming to you and this com-
mittee and to the public, ho%efully within a week.

'CHAIRMAN. administration given ' any - more
, thought—-I know 'in -the House bill last year there was some ques-
~_tion' of shortening the holding period, the capital gains ‘holding
{:eriod, from 12 months to 6 months, Have given that any
hought? You are not advocating that this i

" cas s y REGAN/ We have no plans at the present time to advo-
ca

- Theé CHAIRDZ\N It is my understandmg that some, includmg the
New York: Stock Exchange, would actually profit from such a
change: Theré would be a static loss, but they lieve’ that the end

, reSui‘t would be a profit, at least mcrease revenue to the Govern-

. men ~

Secretary REGAN I argued that way, Mr Chairman, for many

The CHAIRMAN Rxght Well I think you understand what hap-
pened last year. It was a uestion of how the amendment was—— -
, Secretary Regan. I vividly what happened at that time.
+*_The CHAIRMAN. Right. And I do, too. I remember what |

Roetenk(iwski told ‘me; that he would not aeoept that provision, _
more orless.

nator Boren mentioned the all-sav ers oertxﬁcate Is there an ’
Bﬂh o e G o oeoheal B vifsiaboultiasa "“ﬁ°ﬁa?a g
0 onth o rovision. Have.you an oppor-
tytomakeadecismnont g y ppo |
taé? We have not.come to final ooncluexon, but

- our tentative conclusion is that there is no need to oontinue it; that -

i "has not_eerv tga that it was eeign i:hink .
lish r t we can. wgk v;ith thrift‘ lliln t\:)stt
. accom of. trying more mone; -
institu!tions without need for the allﬁvers e y oee

’ &

e




'l'he Cm\muw I know there‘would be some; and in- factthere

beer: somne interest in‘thé extension of that. My point -

has already’
- ’in raising 1t now is a matter we are %oing to have to consider; that -
it is a revenue loeeg; Now, maybe

Sectetary REGAN. Well what wé planned to* do in 'I‘reas as &
to wait for 6 months, to have 6-month' ‘figures in hand an then-- L

hat “in"itself i is nodt @ reasonf

. make a gtudy of it, ‘to‘make certain: that we knew what we' were

about as to- exactly what' the effect of ‘all-savers has been.
_ The CHAIRMAN. If we permit the foreign tax credit to offset the
new minimum tax, many U.S. multinationals will continue to pa i
n6U.S, income tax. And that’s a matter of concern to some of us. It
seems. that they ought to be help ing us pay for the military that :
protects their worldwidé interests. I'm not certain what your posi-
tion is on that, but it is a matter we are going to consider.
Secretary ReGAN. We have taken no position on it, but we would -
be to discuss it and work with you on it. :
e CHAIRMAN. All right. And I know the defense will be that it
is double taxation, but it seems to me we ought to be able to miti-
gate or eliminate that and still not let them escape all taxes. :
retary REGAN. Well, I think that was one of the reasons that -
" there was such an outcry ainst the leasing provision, that some
-of the oil companies were able to use both sides. :
The CHAIRMAN. The Occidental case, I think, really focused alot
“of attention on leasin, g Do you think there will be a fall oﬁ‘ of leas-
mg:crcteiwty this week' [Laughter
tary REGAN. I know there will be, Senator. I know there i is.
_ 'The CnAmMAN In the black lung bﬂl, among other things, we .
- put a provision that required reporting—not-that it needed to be
required; you are going to do it in any event. But as I understand,

that date “was January- 8], and we hope to have that informatlon | E

Secretary ReGAN. We have had a prehminary We have'looked at
‘a quick study, but I want to wait. I think I can promise you that by
‘the middle of March we will have the completed study. We are
gmng it top priorit K at IRS and at Tax Policy. And if we can get it
‘there by mid-Marc then we can start studying it and drawing

. conclumons from it. ‘

. Some of us, who don’t understand 1t probabl o

wonder why the Federal Reserve _publishes weekly-money su y' o

numbers. Is that in the law, or is it.a procedure that has

adopted? It seems to us it causes a lot of confusion. You spend the e
" next week uft until Friday worrymg about what happened thé last. -

Fri%ay, and has an effect on mterest rates, among other things
- we

Secretary REGAN. Well of course the real expert on that will be -
~ before this committee tomorrow, Chairman Voelker. But I might -
. give my own ?inion on that, Senator. I'think it's more looking at -
- the Sunshine Act and things of that nature, the Freedom of Infor-

mation Act. This information is gathered now weekly by a regula-

- tion of the Federal Reserve. Since they have the figures ; they,pub- a
" lish them; because I think they feel t| 1at anyone oould msxst upon S
that information. o R
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"~ Now, a8 far as whether they should publish it, whether t y
{ should require it or not, there is a very large body of thought |
‘says they shouldn’t do it, that no one else does this on a weekly
- bagis—no other nation. And the last time the finance ministers and
the central bankers met, there were a lot of the foreign finance
ministers that were urging me and Chairman Voelker that we not
&mliah weekly for the simple reason that it added too much static"

what was going on.

The coun%e ent to that, tho h is tha ht, there

wild guesses, then, in the marketplace aders in
the mar etplace with big positions are not going to sit still and
‘wonder from month to month what is happening to the money
supply. Thej -are gg’i'ﬁf to try to t some type of proxy for the -
moneéy supp t whatever it 1s So why not
,; publish the we have them? :
do think, and here I ave been stern for quite a few years 80

thls is not something new, that Wall Street overdoes it Friday
- afternoon: 1 wish they would all % uit at noon on Friday and let
" those figures come out without fast action and hair-trigger phone
.calls in order to try to unload or add to a position depending on
-what's ha%gened in the marketplace. I thmk there is too much sen-

sithty to the weekly ﬁﬁg.res )
“  The CHAIRMAN. Ma if we reduce the holdmg %nod we will

- get that agreement that they cloee on Frlday noon. They might be
wﬂlmg to do that. : ‘
Secretary REGAN. Unfortunately, you are about two sides

of the street~—one in the stock area and one in the nd.

The CHAIRMAN. Well, Senator Bradley may have other questions, -
but'l wanted to indicate that it is our urpose, the Seénate Finance
.Committee, to move ahead on'the dent’s budget and not wait.
In some reports the administration’s: strateg}w is to wait until Sep-
. tember. I tggnk that was only a report that I haven’t heen able to

_,00

. But it seems to me that if we can aecommodate all the members

who ‘have an interest, we would like to complete all of the hearings
-in the next 4-to 6 weeks on revénue increases and also budget re-
~ ductions and user fees and other things that we have jurisdiction
- of,-and_hopefilly be in a positiont when you are back here on the

deEt-ee increase to have worked out a bipartisan compromise
With Members of Congress that Senator Boren alluded to, andl

i ‘évery Senator has alluded to, and see if we can’t just put
eome nice eeonomlc package on to the debt ceilmg increaee andxt)ry

to do it ear Z’ o
me that is’ 80 im rtant to ‘the economy and to’ the
interest rate’ problem. I know you haven’t had the time to say yes

_or no on that, but it certainly, as you commented, is going to _an o

-~ active time ‘when the incréase comes up here; thereare going

~a lot of ideas floating around. It would be better if we jm had one_ -

id?h that we could agree on, the medority of members, then go ]

] Secretary ;Rec}m “That'is very interesting, Mr.

ting something t t hae probabxhty rather
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There is one thing as Secretary of the Treasury, though ‘that I
wieh you would do for me, as long as you are going to do sométhing
in the debt eeiling area,.and that’s change the Senate procedure on-
the debt ce so that the Secretary of the Treasury wouldn’t '
have to be eo ‘up as often, whether it is myself or one of m
successors. I that we are playing games with the debt cei

.In t epass%geofbu ets, and 80 fo weknowthatweare '
- golng to create deficits drive the Secretary of the Treasury
| u here, hat in hand, to ask that a temporary ceiling that is now
‘ t—-15 or more ge ears old, that is about $400 billion; be raised an- -
nually? en the
accommodate the ceiling at the same time? -

Thé CHAIRMAN. Well, the House has adopted that procedure, and
we are more a deliberative body. I guess when the Democrats were -
in control we didn’t think that it was a good idea to do that ‘Now
%‘at thteere]m a change, I think they have had a change of heart
. ug T

Secretary ReaAN. Well, speaking as one that is in between, 1
‘wish you would change your minds. ;
The CHAIRMAN. Plus, it is an opportumty to see you on a fre-

quent basis. [Laughter -

Secretary %G ‘Jell I can assure the Senator that I would
come anyway. :

, Cmmm Senator Bradle , do you have any cloemg words

_of raise for the admmlstratlon ughter]

| nator Bmm '

Mr. Secretary, I think t tth:slsone of those few occasions
where 1 actually have sat - through the whole meeting:. 1 did that
‘because I wanted to see th people’s opinions. You find h
after they come back from a hgﬁ they have their speeches pre ge o
~well honed. And I have frankly found some of the thmge 've

said rather interesting. o
- My own suggestion to you is that you listen to what Mem- Ea
bers either: intimated or said directly today, everyone from Senator
~ Grassley saying, is-it business that is sabotaging this w wlhole effort, o

- to other Senators who are interested in specific provisions, to my

nate i8 acting on its budget, why doesn’t it just =

own concern that you not be ideologicall l‘igld in ‘these matters.

. You know, I think we have to, ag;ee that when Senator Bgker -
~said this was a nverboat gamble, that from the standpoint of the -
Congress that is exactly how we felt. And I know that it was the
contention of the administration that:if you p
cuts that that will drive very deép cuts in spendi
ught to reevaluate that. I mean, ngress, as Senator. Grassley "
d, cut $130 billion last year, and we are wxil.mg to cut some more
} year Butlthastobeabalaneedkmdofapprﬁ S
‘ -think Senator ng’s comment could be sta another way;
and that is, don’t send confus essages. And probably the moat -
that is bein sent by the adminietratxon today is -

S that d}a%gcx don’t create on I know I saw your chart, and:I

| "tion And, as you said laet yeaf, you just can't’turn aroun ?

- saw’ the “dec ‘deficits and the rising interest rates, and so.
L forth but th fa of the matter is that most politicians, eertamly o
h many Democrats, for a- number of years ha T
e American’ people that gher deficits cays:

d_these big tax
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ship in a very short distance. So my fear is that that is going to

- drive people’s expectations and therefore determine their economic
decisionmaking, and have a long-term impact that will be detri-
mental to the success of the program and therefore to the country.
) - Finally, I actually did have a question, and that is:-I'm interested
. to see your proposals on the repeal of various tax expenditures.
' _And I'm curious why you didn’t go further. You might have seen
.. Martin Feldstein’s article in the Wall Street Journal just this
.. week. He recommended eliminating a number of other so-called
~ loopholes, tax expenditures, and I'm curious whether part of the
o tration’s flexibiiity is a willingness to consider many more

of these? : :

- Secretary REGAN. As I said in my prepared testimony, Senator,
" we are more than willing to work with this committee and with
Ways and Means to ses what the wishes of the committee are in -
-this area, as long as they don’t interfere with and become disincen-
tives to what we already heve in place in both the business and in

the individual tax cuts.

. Senator BrapLEY. Because I think what you heard here, at least
from Senator Heinz and a couple of other people, is that you've en-
dorsed the idea of a minimum tax that affects all corporations, and
yet you haven't been very agressive on the idea of the tax prefer-

- ences. I mean, you have come up with $7 billion, which is better
‘than nothing, but I think there is a certain wish that the adminis-
tration would kind of take the lead here even more than it has.

"~ Secretary Regan. Well, I don’t.think we want to go overboard on
- .these and wipe out entirely what we did last year with ACRS and
the individual cuts. And that’s why we have suggested these. If
~ there are replacements for what we have suggested, or if there are
.. better ones, we would certainly be willing to discuss it. |
Senator BrapLeY, Thank you very much. |
- - ~The CHAIRMAN. Senator Bradley, I might say we have the Joint
- -Tax Committee and the Finance Committee staff reviewing all tax
- expenditures. They have becn doing it for a number of weeks. And
- - we may have some suggestions in certain areas, and certainly we
. expect to work with Treasury on that, ~
- Mr. Secretary, we thank you very much.
- Secretary REGAN, Thank you, Mr. Chairman. :
-+ _The CHAIRMAN. It may be necessary for you to come back again,
. but we appreciate your_testimony and look forward to w:ﬁr.ing :

o - withyou. . T | »
. -Secretary ReaAN. Thank you, Mr. Chairman.

-+ [Whereupon, at 1:18 p.m., the hearing was concluded.]
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ADMINISTRATION’S FISCAL YEAR 1983 BUDGET
PROPOSAL -

WEDNESDAY, FEBRUARY 24, 1982 A
A U.S. SENATE,

COMMITTEE oN FINANCE,
" Washington, D.C.

The committee met, pursuant to notice, at 9:44 am., in room
2221, Dirksen Senate Office Building, Hon. Robert Dole (chairman)

residing.
P Present: Senators Dole, Danforth, Grassley, Roth, Symms, Bent-
sen, Bradley, Moynihan, Mitchell, Boren, Baucus, and Byrd.

Senator . I've been informed that the chairman has been
temporarily delayed, but should be here any minute. And he has
regt;eeted that I open the proceeding.

we are, indeed, pleased to have before us today Hon. Paul

Volcker, Chairman, Board of Governors of the Federal Reserve
System. Mr. Volcker, we appreciate your being here today and we
would ask you to proceed. .

STATEMENT OF HON. PAUL A. VOLCKER, CHAIRMAN, BOARD OF
GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Mr. VoLckeR. Senator Roth, I have a statement which bears a
certain resemblance to a statement that I delivered yesterday to
the Ways and Means Committee, and perhaps I can just summarize
some of the points as a method of getting s

As you know, we are in difficult economic circumstances; we are
in the midst of a recession. At the same time, I would want to em-
g;h:size that we are making progress on inflation. I think that is

damentally important. It's important because of its implications
for the trend in interest rates over time, which is important for the
business situation as well as for its own sake. The more progress
we make on inflation, the more room we are going to have for
growth in this economy. We have to keep very much in our minds
that part of the process of dealing with our very evident economic
problems is dealing with inflation, which, of course, we have been
trying to do. We now see early signs of progress on that track. I
think that suggests we are beginning to lay the groundwork for a
sustained recovery. It is at least as important that that recovery be
solid and sustained in precisely the month or quarter in which it

ox{etary policy, of coui_se, is directed in large part toward deal- ”
ing with the inflation problem. It will continue to be so. I review in
my statement, very briefly, some of the objectives for monetary

(95)
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pqg?thlaasg: ear and state our targets for this year. I make the
my. I think it is also going to be a tight fit by design, because our
mone targets are designed to keep pressure on reducing infla- -

- tion for the reasons I suggested. _ |

Interest rates are certainly a key to the speed and rapidit{nof re-
‘covery. In ‘that connection, I would point out that—as you know-—
there has been a very heavy-burden on monetary policy in dealing
with the inflationary situation That, in itself, has repercussions on
financial markets, on interest rates. I think it is always in our in-
terest—and I use “our”’ broadly, not just to mean the Federal Re- -

~ serve—that too much of the burden not be left on monetary policy
alone in dealing with that situation. .

That, of coursé, brings me to the immediate concern of your com-
mittee, the fiscal situation that we face. It is sometimes confus
‘to’describe that situation because of the variety of numbers an

. projections that are out. I take off from the projections of the ad-
niinistration or the CBO or the many private forecastérs that are -
all in the same area as to what the outlook would be if no action’
were taken—if we just accept the budget and budgetary trends as

~ given, and assume the defense program of the proportions the ad-
ministration has been proposing. I think all analysts are basically
in agreement that we then face the prospect of widening deficits,
and substantially widening deficits, as recove%*vproeeeds. That is
an unusual and potentially alarming situation. We haven’t been in
that situation where, assuming a good recovery, assuming lower
unemplofrment,' assuming the revenues you get from recovery, as-
suming lower unemg oyment comﬁxgsa ion payments, we have a
;r,agidl‘y widening deficit even so. t is the problem to which I

‘ the Co 38 has to address itself, because it does have the
potential for absorbing far too much of our savings potential for
squeezing out the very investment activity and the housing, that

" we want to see d this recovery period.

- Though the administration has clearly recognized that problem
and has prop: a very sizable program for 1983, 1984, and the
years beyond to deal with the bu&etary situation; their pro
for reduction in the deficit are in the ﬁx:cﬁmtude of about $65 bil-
lion for fiscal 1988 and $82 billion for 1984. And if a program
of that magnitude were to be enacted and carried through, then
you would move the deficit curve down a bit instead of having
these sharply rising figures as recovery_ proceeds. Whether that’s
~ enough or not is a matter of judgment. I've expressed the opinion
. on a number of occasions that I would prefer to see a greater safety
ma.rﬁla.r;. The key here, in my mind, is really 1984, when the recov-
ery had a lot of time to proceed. What kind of a problem are
you potentially looking at for that year and that kind of prospec-
tive? I think the istration has proposed a very sizable pro- -
gram. The challenge is before the Congress to move on that pro-
gram or to present a program of comparable magnitude or r. I
___think the larger that program is, the safer we will be, in terms of
repercussions in the gnencxal markets, in dealing with the prob-
lems that are 80 evident now.
. The ox;lg' other point I would make is that I think we are not just
dealing with a potential problem for 1983 or 1984, but for y.

lythink they are consistent with recovery in the econo- . -
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Financial markets look ahead; they look at what the prospects are
for 1988 or 1984 and react today in the light of those prospects.:
‘Y:gagan stailke a b%f%r bettelr conditionsbin aﬁcltl'amial marketsi
enhanc e pros or early recove y &c as soon_an

- as fOroei:gly as you can to deal with thos;yﬁxture d%its. I am not

- 80 much concerned about the deficit for filscal 1982, the current

- fiscal year—which is in the neighborhood of $100 billion. That defi-
cit very largel{‘does reflect the immediate repercussions of the re-
cession. It is the future deficits that loom large in my mind and
large in the minds of those in the market as they have to make

their lending and investment decisions. ‘ :

- That’s a broad summary of my statement, Mr, Roth. )

Senator RotH. Mr. Volcker, it has been said that a 1-percent in-
crease in the gross national product will increase revenues of the
' Government roughly $30-85 billion. That a decrease in unemplog-\k
ment of 1 ge_zfcent will increase revenues of the Government rough-

1y $25-80 billion. Little is said about getting the economy to grow
_ again. Do you agree with those figures? Some people say well, we

work so hard to cut spending—it is difficult to accomplish, particu-

larly,\short-rg:ﬁf, and that we are losing sight that some growth in
‘the economy will have a far more significant impact. _

Mr. Vorcker. 1 agree with the second figure you cited. I just
don’t have in mind the relationship regarding the first figure. It
may be correct. But I think this goes precisely to the point that I
"was trying to make. The kind of projections that you have before
you, whether you look at the administration’s or the CBO’s, assume
an increase in the gross national product. They assume a (ieclinl.nf

rate of unemplognent of what seems to me a reasonable leve
These are more-in the nature of projections and assumptions, per-:
haps, than forecasts. But they do make that assumg:ion that you
are gﬁ)‘ing to get the gain in revenue and the decline in expenditure
of which you speak, as you look ahead into 1983 and 1984. The
hard fact that stands out after you do that exercise in projection is
that even so, the deficits will rise to historically high levels. That is -
the problem; even after taking credit for the very facts that you
mentioned, you are left with this very large deficit. We wouldn’t
have any problem if these deficits disappeared as the economy re-
covered. That ouiht' to be our objective, but that is not the way
things stand at the moment without any action by the Congress.
Senator. Rorn. Well, as you know, most people feel very strongly ——
that the high interest rates are standing in the way of recovery.
Many people feel that the interest rates being charged by the
banks of something like cost of livi alﬂu:s,s Cgercent is obscene. The
8 ion has been made in the ﬂ of Congress that we ought
to have some kind of maybe what you might call a windfall profits -
‘ taix o&: these }:ﬁgh interest rates to the extent they exceed inflation
plus 8 percent. : o
For example, I showed you a little earlier, an article in the New
~ York Times showing that the rate of return for the last quarter
has been extraordinarily high. For First Chica%%, the pertcent
change in their operating earnings, over 80, was 200 percent; City
Corp., 126 percent; Chase Manhattan, 89 percent. What would be
our views of trying to level some kind of a tax on interest rates
yond a fair return, say 8 percent or so over inflation? —_—
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Mr. VoLckeR. Let me address myself to those profit that
you quoted, first, to put them in a little prospective, The fourth
uarter profit figures were, I think, good for most banks. The first
t you have compare them with not such good tR::ot‘lt ﬂﬂ

ures for the fourth quarter of a year ago. If you look at the profi
for the year as a whole, they were up for the major banks. But in
relation to their asgets, I don’t think 16 profit lficture of has
been extraordin in 1981 or relative to earlier years. They cer-
tainly have been olnf better than some other sectors of the_econo-
my recently; I don’t think that there is any question about that.
~ In terms of put on an excess interest tax instead of an excess

profits tax, I saw that idea for the first time yesterday, and I
wouldn’t pretend that I have sat down and analyzed it, but it is
very hard for me to see how that is a workable proposition. Who do
you put the tax on? Do you put the tax on the homeowner? Or the
consumer who owns monelvn market certificates or has deposits or
the ui.valetg) o{ deposits iIn money market funds? Is that who we

are about taxing?

Senator . I think I am talking about the large banks.

Mr. Vorcker. Then I suppose you are talking about an excess
profits tax on banks. o

Senator Rorx. That's right. _

Mr. VoLcker. I am not sure that you can make a strong case
that there are excess ggofits in banks. As a bank.lng regulator, I
have to be concerned about the capital position and the strength of
the bank too. Banks had a good fourth quarter—most banks, not
all of them—I don’t want to deny that. But if you thought of an
excess profit tax in reference to some base period, some return on
assets over a period of time, I don’t think you would find much
excess profits there. ‘

Senator RotH. Let me ask you this question. My time is up and
the chairman is here. But is there any—do you feel that as a gener-
‘al proposition that it is fair to say tha a bank is receiving a good
return on the cost of living plus 2% to 8 percent?

Mr. VOLCKER. I don’t t you can put it that way in terms of a
bank. The bank has to look at its return in relation to what it pays.
I think you can say that the level of market rates is high relative
to the current cost of living. That point has been made over and
over again. I would note that in lool‘c)igng at history, there is not the
degree of stability in that relationship that some of these com-
ments imply. In particular, -1 think it is not realistic to think the
interest rate is going to follow the consumer price index on a
monthly basis or a quarterly basis or even an annual basis. That is
not ‘the vva.;;1 it has worked historically. I agree with the general
~ point that there should be some tendency over a period of time for

interest rates to bear some relationship, on the average, to the in-
flation rate, presumably being above it. But there have been long
periods in hmto& where it was below it and real interest rates
were n%ative. ere have been periods in history where it was
above. We are in a K:riod now where, I believe, the inflation rate is
declining. But we have come off a period of very high inflation
rates and I think it is fair to say that the market is not entirely
convinced; it is not as confident as I would like to see it about the
future prospects for inflation. I think, perhaps, the market is un-
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derestimating the progress we are going to make on inflation.
There’s a lot of caution in the market, based upon the fact that
looking back over the last 15 years the trend has been in the other
direction. In that sense, I supmee‘, theY are sort of from Missouri, if
I may use that expression; they still need some convincing. It's
very important, in terms of our own policies and in terms of fiscal
&) cy, that we continue to demonstrate that the prospects are,

deed, toward a lower rate of inflation. S

When you talk about a real interest rate, what you really have
in mind is the interest rate prevailing in the market relative to
what people think the inflation rate will be in the future, not to
what it was last month. One way of exf)ressing our objective is to
be convincing enough about the inflation rate and have it come
around that you will have these interest rates decline. Thesé inter-
est rates are very high; partly for that reason, I don’t accept at all
the proposition that interest rates have to rise as economic recov-
ery proceeds. We are starting with a very high level of interest
rates, and if we can get a recovery going consistent with the de-
cline in the inflation rate—and I think we must; that’s the onl
way the recovery is going to be sustained—I think we can loo
toward interest rates declining for a long period of time, with that
in itself helping to keep the recovery going. ‘

Senator ﬁo'm I would hope- that your statement would allay
some of the concerns. And I appreciate your concerns.

Thank you. Mr. Chairman. *

The CHAIRMAN. Senator Byrd. [No response.]

Senator Moynihan.

Senator MoyNIHAN. Thank you, Mr. Chairman. Mr. Volcker, you
have heard from Senator Roth a proposition which is gaining some
support on the Republican side that there should be a windfall
profits tax on major banks. And this follows a succession of years
in which the other side was exceptionally confident that if there
could be a huge reduction in tax rates, there would be no loss of
revenues. In other words, no deficits. In other words, no anticipated
huge levels of Federal borrowing or higher rates of interest.

e degree of economic confidence which is shown on the other
side with respect to equal and ogposite propositions, is getting to be
Fart of our economic probleins. But we will ask the banks how they

ike the Republican proposal. I will ask you, as the biggest banker
in the country, is it your intention to keep interest rates at these
extraordinary levels throughout this recession? Now we had what
was called ‘‘good news” yesterday. In the middle of the worst reces-
sion since the 1930’s, the prime rate dropped to 16.5 percent. .

I think it is a fact that in 1777, with the British occupying New
York and Burgoyne headed for Albany and the South in the hands
of the British, the Continental Congress issued bonds at 6 percent.
The market is now charging, I think, 12 percent for 90 days. Are
you going to keep these rates this extraordinarily high? When was
the last time the Federal Reserve changed its rates?

: xr. VoLckeR. You have got the Federal Reserve charging this
rate.

Senator MoyNIHAN. No. '

Mr. VoLckeR. I think the market is charging these rates.
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Sextor MovNHAN. Your money supply, to some degree, is in-
tended to affect the rate. o o
Mr. VorckEr. My money supply? The money supply has some in-
fluence, but that’s a complex influence.

Senator MoYNIHAN. Someé influence, sir.

Mr. VoLcker. What?

Senator MoyNmHAN. Well, surely you have a plan. You don’t
always succeed.

Mr. Vor . We have a plan with respect to the money supply.

Senator MOYNIHAN. Yes.

Mr. VoLckeR. But that’s different from having a plan with re-

spect to intgfeet rates.
. ?:;}Iator' OYNIHAN. You have no plan with respect to interest
ra

“Mr. Vorcker. We don't have a specific plan with respect to inter-
est rates. I would think, as I suggested in my answer to Senator
Roth, that the most powerful influence in bringing down interest
rates over a period of time will be the prospects for inflation, and
our policy i8 certainly directed toward encouraging a decline in in-
flation. I think that that is, in the end, fundamentally important to
- the outlook for interest rates. ‘ ~ :

There are other factors that affect interest rates as well, certain-
ly in the short-run. There is a lot of pressure on monetary policy
with respect to gea.ling with inflation in the short-run. There-is not
a e supply ‘of money out there relative to economic activity,
- and that tends to gut pressure on interest rates. The fiscal position

_ aggravates that effect. There is something you can do about those
interest rates. :

Senator MoYNIHAN. Let me ask you a question to get on the
record what I think is the case. Surely of all the branches of the
American Government, this fourth branch, the Federal Reserve, is
the least understood. And its policy decisions, while open, are not
comprehended very readily. Is it not the case that about 2 years
ago, you switched your main object from controlling interest rates
to controlling money supply? t there was a conceptual change
in the way you went about your work?

Mr. Vorcker. No. I think that overstates it in th sense that
before October 1979 we were also looking at the money supply. We
had money supply targets. The Humphrey-Hawkins Act requires
that we have such targets and that we present them to the Con-
gress. Tha:dprocedure and the intent of a money supply target was
not changed. What was changed was the approach by which we at-'
tempt to reach that target; we now operate much more directly
through reserves and the reserve base and their relationshi%to the
money supply, where as we used to operate directly on the Federal
funds rates in the short run. However, the operation on the Feder-
al funds rates in the short run was e:ggned to affect the money
supply over a period of time, so that objective has not changed. :
. You refe to the compiexity and the difficulty of understand-
mgewhat the Federal Reserve was about. | .

Senator MoyNmHAN. We have all followed perfectly what you just

said.
Mr. Vorcker. These things get difficult, but in effect, we're tried
to simplify that. Let me make the point this way: The basis of our
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operation—before 1979, but perhaps more clearly after 1979—is to
work on what is a fairly simple and I would hope comprehensible
relationship. Too much money means inflation. If you are going to
deal with inflation, you have got to bring down monr?éigro h.

Senator MoyNIHAN. Would you be willing to predi¢t what the
prime rate of interest will be at the end of 1982? .

Mr. Voircker. No. Because I religiously refrain from such projec-
tions. People might attach some importance to them,

Senator MoYNIHAN. If someone said it will not be much below -
what it is now, would you think them wrong? :

- - Mr. VoLckER. You are not going to lure me into a precise predic-
tion of that sort. I will say, as I have said, that I think these inter-
est rates are extraordinarg{v high relative to the current inflation
rate. Our policies are aimed at reducing that inflation rate. Over a

riod of time, I would expect those interest rates to decline and to

ecline even with business recovery, but just how much time that

will take on a direct path to interest rates during this period
ahead, I don’t want to try to be precise about. )

I know certain things that will speed that. I think it is essential
in the bac und—or in the foregound, if you will—that there
not be any doubt about our own intentions about persisti.n%“in the
fight on _inflation. Right now, one of the major preoccupations in
the market is the budgetary situation, and if you want to strike a
blow for speeding and insuring and reassuring a decline in interest
rates, then I think you want to deal with that budgetary situation,

- because it is another major element in our financial market pic-
ture today and one of the reasons why markets have been hesitant,
as you suggest in the midst of a recession, in terms of interest rates
being held at these levels. :

Senator MoyNIHAN. Thank you very much.

The CHAIRMAN. Senator Danforth. -

Senator DANFORTH, Mr. Volcker, if our main concern in the Con-
gress is to try to get interest rates down as far as we can as fast as
we can, what would you advise us to do?

Mr. "/owxm. Then you go as fast as you can and as large as you
can in dealing with the budget deficit, prospective budget deficit.

gain, I am not 8o concernéd about 1982, ; : B}

Senator DANFORTH. Now, I thought, there was some confusion in
Secretary Re%:in’s testimony yesterday as to whether or not there
is a relationship between the budget deficit and interest rates. I
take it your view is that there clearly is a relationship between the
budget deficit and interest rates? - ‘

. Mr. VoLckER. Yes. My view is there is a relationship. But let me

- “define that relationship. If you look at history, at a time series of

-~ deficits and interest rates, you will probably find a correlation in
~ the ‘ogoe_lte direction;-that is the bigger the deficit, the lower the . .
- interest rates that appear on the surface. You mi%l;t, want to leap
. to a conclusion that you should have a bigger deficit to get interest
- - rates down. Well, what you seé in just that simple correlation over
~* time is that deficits tend to bé bigger when the economy is in reces-
‘sion or most sluggish; you have very powerful forces, ordinarily in
a recession, to gush inﬁerest rates down, and some of those same

- forces push the’ u&t'mwdeﬁcit. So you see, on the surface, there

isn’t much relationship. o : '
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. ,

We have a situation here, as I tried to emphasize earlier, which,
left unattended, would produce a very large deficit in a period of
Egperity. What does that mean? t means that the Federal

ernment would be preempting a l:rigg sizable share of the &o-
, e

tential savings of the economy, or a higtorically large share of
total amount of credit availgll){e, and I think that does put. pressure
on interest rates.

Senator DANFORTH, Well, Secretary Regan’s testimony was that
while the Federal deficit is very high, private savings are going to
increase at a rate faster than the deficit. Therefore, the ratio be-
tween savings and the deficit will continue to go up, and there isn’t
anﬁproblem in financing the deficit.

r. VOLCKER. I would agree the probability is and my own expec-
tation would be, that the sa rate is going to go up as the econ-
omy expands. It has been extraordin ow. You have taken
some tax measures to encourage savings, but thea]i)rospects for in-
flation itself—indeed, the level of interest rates, all encourage sav-
ings. I would expect to see savings rise. That's a matter of propor-
- tion. We are starting right now from a situation in which certain
_private credit demands, anyway, are depressed. That is particularly

true in the homebuilding, home buying industry. It is an enormous
user of credit when it is operating at a high level. So we have got
to make room for what we want to see. -~

Senator DANFORTH. As I understand it, your view is that regard-

less of Secretary Regan’s testimony yesterday with respect to any
increase in private savings, still, it is verfr imlﬁ)rtant for the Con-
gress to get to work on the deficit and to close the deficit. ‘

Mr. Voircker. Well, I suspect, first of all, that Secretary Regan
was referring to projections, prognostications, assuming that the

President’s program is enacted.

Senator DANFORTH. Yes.

~ Mr. Vorcker. I am now talking about a deficit before the Presi-
dent's program is enacted—that $150, $160, $170 billion deficit that
is ing you in the face in 1983, 1984, 1985. Obviously, if you do
what the President is sugges and enact a program on that
order of magnitude, you have taken a very big chunk out of the
problem. As I said earlier, I would feel more comfortable if you
went'cbl:fond‘th‘at.' If you want to make a striking impact on the
lf;i:an ial markets, the more you do, the better off we are going to
. Senator DANFORTH. Do you think that we should amend what we
did on the tax bill last year? - ‘ ,

Mr. VoLckeR. I might say, in general, that I am very reluctant to
get'into the composition of what you might do. I ti my only ap-
propriate role is to suggest the nature of the overall problem. You
get into a lot of other considerations when you ask which expendi-
ture, which tax, j o o '

Senator DANFORTH. Secretary Regan took the position yesterday - -
- that we should reduce sp‘endinﬂ but we should not reduce or delay -
~ the tax cut. He felt that there is 4 very big difference between clos-

ing the deficit on the spending sidé and closing the deficit on the
revenue side. My suspicion is that if .we want to take really bold
action on the deficit, we can’t leave out half of the problem and
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that we are going to have to look at the revenue side. Would you
say that that is true? , ‘
- Mr. VoLcker, My position on that is very sim‘f)le, Senator. I
~ think from an economic standpoint it is better to do it on the ex-
: renditure two side. I am not looking at social objectives, I'm not
ooking at defense; those things are all important. I'm ijust glvi:ﬁ
you strictly an economic judgment for the health of the overa
economy. You would be better off doing it on the spending side,
and I would urge you to do all you can on the spending side. If you
can't get it all done on the spending side, then I think you have g.‘l)t
to come around and look at revenues, but that doesn’t necessarily
mean loo at the income tax or the business tax provisions that
ou enactéd last year. There are other sources of revenue. You can
ook at so-called loophole closing for what that is worth, and you
can look at other areas of taxation too. There are areas of excise

-. taxation for instance; there are areas of energy taxation where

choices can be made. I don't think anything I say necessarily says
you have to look specifically at what was done last year, at that
taxtpr'ogram, which was designed to produce certain favorable in-
centives.

The CHAIRMAN. Senator Bradley.

Senator BrADLEY. Thank you, Mr. Chairman. Mr. Volcker, it
seems that what you are saying is that the sooner we get the defi-
cit down, the more likely it is that interest rates will come down.

Mr. VoLCKER. Yes. -

Senator BRADLEY. But have you given us any assurance that in-
terest rates will come down if the deficit is reduced even more that
the President’s pztﬂected target? -

Mr. VOLCKER. I can give, I guess, is a commitment as to how
/the market is going to react. I can give you a judgment that if the
market were convinced that the deficits were going to progressively
decline siﬁsiﬁcant below the $100 billion level that we are start-
ing with this year, I think that would be an extremely constructive
element in market thinking and would be reflected, particularly, in
long-term rates.

Senator BRADLEY. As we struggle with this question, we have the .
President’mosal of roughly §26 billion in nondefense cuts, $20
billion in led management efficiencies, and $9 billion in tax
increases in the form of loophole closing-—-—

Mr. VoLckeR. You are looking at 19837

Senator BRADLEY. 1983. That's the target. That comes to roughly
- $54 billion. We are also, as you said, in a recession. Hopefully, it
will bottom out by summer, but one can’'t be absolutely certain.
'And there are rather ominous signs out there like the productivity
decline in the last 2 or 8 months of 1981. Normal economic analysis
would say that if you are in this kind of recession, the tax cut that
we have already passed, which goes into effect in July, basically,
will helg consumption; will help the economy respond.

In 1988, the tax cut is worth $37 billion. The third year of the
tax cut goes into effect in July of 1983,. So, that there is only one
quarter 1n fiscal 1983, which is worth $9 billion.

" Now, what I am trying-to assess what would get the economy
moving and get the deficit down deeper. Let's say we take a $564
billioh figure as given—and there will be disagreement on this
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committee and in the Congress about what the composition of that
is. Would a deferral or a cancellation of the tax cuts that are sup-
) goeed to go into effect this July be a sufficient message that the

eficit is now m;tegoing to be reduced $54 billion, that instead it's
going to be reduced roughly $90 billion? So, depending on whose as-
sumptions you have, the deficit would be $60 billion in 1983, not
$90 billion, or $55 billion, not $90 billion. Would that act be more
stimulative to the economy and get interest rates down quicker, in
yozt?r view, than would the tax cut given as a consumption lead tax
cut? . :

Mr. VoLckER. If ly:ou took that strong budgetary action, I think
that would have a favorable effect on interest rates, all right, and
you would get the stimulating effect from that direction.

I'm not sure you have to go that fast. I wouldn’t suggest that.
You have emphasized 19883, and that is, obviously, the budget that
is immediately before you. But let me emphasize, if I can, the years
beyond 1983, which in some sense are even more important. Right
now, in 1982, while you have a $100 billion deficit, a very large
component of that is cyclical. The structural deficit is not so big
1982. The structural deficit gets big%er each g:ar thereafter, and it
isnotgoi.n%tobeasbiginl 83 as it is in 1984, or as big in 1984 as
it is in 1985 as things now stand. But I am not sure you have to go
quite as fast as you are now sug%esting. *

I think it is important in the budgetary actions that you take in
1988, that you look through to their effect on 1984 and 1985, be-
cause that is where the problem is potentially even more acute
than in 1983. . :

Senator BRADLEY. We have three choices if we are going to try to
affect those 8 years: One is entitlements; two is clearly defense
spending which mushrooms in the outyears; and three is the reve-
nue side—the taxes, the tax cuts that were passed last year. Par-
ticularly, the growing revenue loss from the depreciation change.
Now what's your suggestion as to how we look at those three?

Mr. VoLcker. What I am implicitly suggesting is that I don’t see
the need to look at that tax cut that is coming up in just a few
months, Considering that we are in recession, the main deficit to
be worried about is progressively in 1983, 1984, and 1985, so you
have time to deal with it.

Senator BRADLEY. So, that what you are saying is that not only
will 1982 not make a difference, but 1983 doesn’t make much of a
difference either.

Mr. Voiwcker. Everything is relative. But 1983, in and of itself,
doesn’t seem to me as critical as making sure that you get the
thing on a path in 1983 and beyond that. I am not saying sit here
and do nothing about 1988. You have got a $564 billion program of
reductions in front of you. '

Senator BRADLEY. But you said you would like to see even more
than that.

Mr. Vorcker. I wouldn’t be unhappy to see more than that. But
my focus, again—where 1 would particularly like to see more—is
more of an implication for 1984. ,

I am interested in getting a pattern for the budget that will show
a declining rate of deficits as the economy improves. In 1988, you
are still going to have a lot of unemployment excess capacity be-

-
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cause the economy will be coming out of recession, hopefully—I
expect it will be commgkfnu‘}: of recession. But 1983 is not as press-
ing a problem as is making sure you have dealt with the 1984 or
19 gro{)oea.la I'm assuming that you do at least as much as the
President is proposing for 1938.

The CHAIRMAN. Senator Mitchell and then Senator Bentsen and
Senator Grassley. :

Senator MircHELL. Mr. Chairman, gou have expressed the need
for concern about 1984-85 and to establish a path. Is there anyway
that that can be done with the indexing provisions scheduled to
take effect in 19857

Mr. Vorcker. I suppose that makes it harder, but, yes, it can be
done. You %ust have to look at expenditures and other sources of
revenues. You have indexed taxes—that was not an idea that I
origi —but you can live within that constraint, sure.

nator -MrrcHELL. Do you think we should repeal the indexing
provision now scheduled to take effect in 1985?
_ Mr. Voicker. I would like to get the economy back on a basis
where price stability is a normal presumption and the issue of that
indexing wouldn’t even arise. .

Senator MITcHELL. It doesn’t now appear tg be the case, though,
and your urging of action to set a path for tlie future, your concern
for the future, seems to me, to lead inevitably to the urging of re-

i thato C T .

Mr. :Vor.cm'. That’s one thing you can look at, but I don’t be-
- lieve it is true that that is an absolute prerequisite; it is obviously
something you can look at, but that only phases in, in 1985

Senator MrrcHELL. But there’s a wide range between an absolute
direction and something you can look at. What I am asking is what
you recommend. If you were here now and someone proposed re-
peg?ng indexing scheduled to take effect in 1985, how would you -
VO

The CHAIRMAN. I'd vote ‘“no.”

Senator MrrcuHeLL. Thank you, Mr. Chairman. My questioning of
you will follow.

Mr. Voircker. I will give you a straightforward answer to that. I
don’t think that should be the source of debate right now because
it doesn’t take effect until 1985, and I think you are going to have
to do something before 1985. That’s irrelevant to 1983-84; it be-
comes relevant, obviously, after 1985, but you have got a couple of
- years before you have got to look at that one. :

Senator MrrcHELL. You used the phrase a couple of times ‘“you
have to deal with the budget deficit, deal with the budgetary situa-
tion.” Let me ask you another specific question. Should we su%port
the President’s budget as proposed which contemplates a $91.5 bil-
lion deficit for 19837 “

Mr. Vorcker. That would sure leave you a lot better off than
where you are now. I feel if that were enacted tomorrow, so to
speak, and the markets knew that that was in place, you would
have an improved situation. ‘

Senator HELL. In other words, the deficits projected by the
President are acceptable to you? :

Mr. VoLckER. I don’t think it is a question of being acceptable or
unacceptable. What I said was that I would feel more comfortable
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finance would

—--Senator MrrcHELL. Right.
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with more m , particularly as the years progress. I would feel

more comfortable, particularly, if the reasonably projected deficit
for 1984, assuming the same business icture, were significantly
!oviegrss than he has projected for 1984 and if it were somewhat lower
m .

I think the job becomes progressively greater as the time period

is extended.

Senator MrrcHELL. Well; he has projected deficits of $92, $88, and
$78 billion in 1983, 1984, and 1986.

Mr. VoLckERr. We are all making judgments. Even if you assume
the President’s program, which is a long distance from where you
are now, I think we would be much safer, better off, if. we could
look forward to lower deficits in 1984 and 1985—and to some extent
in 1988 as well. : _

Senator MrrcHELL. At what point, in terms of the size of the defl-
cit, is the Fle;'l?eral Reserve Board l{kely to respond and loosen the
money supp -

Mr. Vorcker. I'd put that question a different way. The more
fressure' taken off the markets through these budgetary actions

he more easily the economy will live with the present projection o
the money sup&y; in other words, not so much of that available

diverted to the Federal Government so that the
private sector—housing, small business, farmers, business invest-
ment—will have more room to grow and expand, which seems to
me the object.

I don’t think we can afford to abandon the effort against infla-
tion through monetary policy, while at the same time you are
moving toward fiscal discipline.

Mr. VoLceer. We have to maintain an appropriate monetary
policy at-the same time. —_—

Senator MrrcHELL. Agreed. But as you have made clear many
times, in your public statements, the restrictive monetary policy is
made all the more necessary because of the policy.

Mr. VoLcker. I don’t know if I have said quite that, Senator.

_ What I said is that it is all the more difficult to live with in some

sense when fiscal deficits are ve lar%e. But it is necessary, I
think, whatever you start on the fiscal side. It just becomes much
easier to live with when the Federal Government itself isn’t pre-

-~ empting.

%nw with"respect to the defici

nator MITCHELL. Are you sazinﬁathat it doesn’t make any dif-

what your course of action would
be? {hiuess I misunderstood what you have been saying all these
months.

Mr. VoLckeR. Saying it doesn’t make any difference, I think, is
going too far. We have to maintain restraint on the growth of
money, I think, whatever the deficit is. Let’s not get that down to
the last decimal point, but the general concept still holds: With too
much money, you are going to have inflation, and we would under-
cut what you are doing on the fiscal side if we conducted an infla-
tionary policy. We don’t intend to do that.

~ Given that, the implications for interest rates, the imilications
for the economy will be quite different, depending upon what fiscal
action you take. : -
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Senator MrrchHeLL. Well, if I understand what {ou are saying is—
it doesn’t make any difference what we do with the deficit, you are
not going to loosen the money. :

Mr. Vorcker. That's ri%ht.-We are going to maintain a restraint
on the money supply that we think is appropriate to dealing with
the long-term continuing threat of inflation. Obviously, we are also
permitting money growth consist?nt with the growth of the econo-
my under those conditions. We will continue to do that.

Senator MitcHELL. Thank you.

The CHAIRMAN. Senator Bentsen.

Senator BENTSEN. Mr. Volcker, you have been talking about the
Congress cutting the steps, and I agree we should do that. But Con-

alone is not at fault; the cause of a substantial amount of

that deficit rests at your door. Your overrestrictive tight money

policy, which keeps interest rates at these record high levels,

- causes unemployment. And for every 1 ggrcent increase in uhem-

ployment, the deficit increases some $26 billion. Since last July, un-

employment in this countl;y has increased almost 2 percent. So
almost $50 billion of this deficit comes because of your policies.

Last year, we saw the biggest increase in the number of small
business bankruptcies in the history of our country. Last month,
that was repeated again. And yet the small business sector emplo
far more People than big business. Thus, the effects of {our tight
money policy have contributed substantially to the deficit we face.

Getting down to specifics, last year you estimated that you were
going to increase M, by 8% to 6 percent but it actually increased
only 2.2 percent. In the second and third quarter you actually ton-
tracted the money supply, while in the fourth quarter you in-
creased it approximately 12 percent. \

What 1 would like to ask of you, Mr. Volcker, was that by
intent—is that the way you intended it to come out? Or was it be-
cause you did not have the mechanical means to control the money
sugfly more within your targets?

r. VOLCKER. If I may make just one preliminary point on the
deficit, then I will answer your question. You emphasized the im-
portance of unemployment, recession on thc deficit. That’s true this
year. But let me just emphasize again that when you are looking
out there at 1984 or 1986, you are looking at deficits that assume -
no recession and assume a high level of business activity. That's
quite a different situation. I just want to goint out that that is my
concern, not this year’s deficit. It’s the deficit that you would have
even in a situation of Kdrosperity.

Senator BENTSEN. My concern is how you handle the money
supply and what the supply was—I don’t want that extrapolated
into the future. _

Mr. VoLCKER. Let me turn to the money supply. Last 1\gear, in the

middle of the year, we said we thought an-appropriate M-1 number

" would be at the lower end of that 3% to 6 percent range that you

gfl‘en:etc!i1 ht) We came in at 2.8 percent, a little more than 1 percent
ow that:-

Senator BENTSEN. But the quarter to quarter results are also im-
portant. I don’t pay any attention to those weekly reports.

Mr. Vorcker, Right.
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Senator BENTSEN. Unfortunately the market does pay attention
to the weekly figures. My question, though is why should the quar- -
terly reports vary that much. Don’t you have the mechanical
means to do better than that? Or was that result intentional? -

Mr. VoLckeR.: We don’t have the mechanical means for produc-
ing absolute stability in that number. The more interesting ques-
tion is whether we should. I think what is important is that the
trend be maintained in the right direction. And, of course, in judg-

even the trend, you have to judge the effect of various changes
in the market.

Senator BENTSEN. But is it a consistent trend when the money
supply contracts in the second and third quarter and then in-
creases by 12 percent in the fourth quarter? ;

Mr. VoLckeR. Yes; but I don’t think the second quarter contract-
 ed. I am not sure the third quarter contracted either.
ths:liltaﬁl.ﬁ BENTSEN. I am told that the composite figures indicate

a .

Mr. VoLcker. If you take it from a peak figure in April, you can

o several months and see a contraction. But the peak figure in
pril was higher than we wanted to see it. There was a bulge in
April, and we were lSert_‘ectl hapv to see the money sugpl de-
cline a bit from a bulge in April. You don’t see that much differ-
ence in the quarterly numbers. There was some fluctuation in the -
quarterly numbers. M, was low over the summer following a peak
};%vel in April. Then it began growing again in the last quarter of
e year. '
ese fluctuations were not out of line with historical experi-
ence. They are well within historical experiences in foreign coun-
tries. Then you face the question, which is a very real question, of
how much more stability or rigidity you want to buy in monthly or
quarterly money supply figures, at what expense. If you were going
to use present techniques or adopt new techniques to enforce more
stability on one particular aggregate, M,, let’s say, I think all the
analysis su%gests that you are going to have still more interest rate
instability. Is that a good tradeoff? I don’t think that necessarily is
a terribl;aréood tradeoff. In the end, it's the interest rates that are
going to affect the economy. \

I might also note that while we came in low on M; last year—
even a bit below the lower end of the target that we said we were
satisfied with—on M,, another monetary aggregate that in some
ways may be giving a more reliable reading, we came in about a

a percent high. We had to make a judgment, not just based
upon one particular number that we know was affected by a
number of changes going on in financial markets, but hopefully
based on some kind of a balanced analysis of what was going on
with all the aggregates and in the markets generally.

Senator BENTSEN. Are you saying that you do not need better
mechanical tools to produce a more stable money supply—one that

1 have some continuity? . «

Mr. Voircker. We have pro , in fact, some changes with re-
spect to money market funds, but we have not made proposals
beyond that. If it were the Congress’ iu‘ ent that you wanted to
“in the end, you can, in effect, control whatever we do. If you saici
‘the be all and end all was to have an absolutely stable M;
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- number—I wouldn’t recommend that—but if that was the law of

" the land, you would need additional instruments. ‘
Senator BENTSEN. Well, Mr. Volcker, the M, number is obviously
- not stable when it contracts for two straight quarters and then ex-
pands by 12 percent in the third. That kind of volatility causes the
- people in the bond market to build in a risk-factor discount. And

- that is not just a risk factor for inflation; it's one for movements in
the money supply.

Mr. VorLcker. I disagree with that, Mr. Bentsen. The question
would never arise, we would not be in this colloquy, if the money
supply came out nice and stable every month. I don’t happen to
think that is the nature of the beast. But the volatility that the
market most worries about, in my judgment, is the volatility in in-
terest rates. To the extent you have a tradeoff here——

Senator BENTsEN. I think those two go together.

Mr. Vorcker. 1 think they go together but in the opposite way
that you are sugieeting. If you enforce a rigidity on the money
supply from month to month, you are going to have more volatility
in interest rates, in my judgment. Apparently, there-is a difference
in judgment. ;

e CHAIRMAN. Senator Grassley. :

Senator GrassLey. Mr. Volcker, I support the independence of
the Fed, and I suppose most of us in the Congress do. Independence
appears to be.leading to isolation. Last week in the paper it was
- reported that you had your third meeting with the President. Are
three meetings with the President of the United States enough in 1
year? Is there going to be any change in the policies of the Fed as a
result of that meeting last week?

- Mr. VoLcker. I think we have met more than three times. I am

obviously perfectly happy and delighted and welcome as many
meetings as possible. You asked whether as a result of that meet-
ing there was a change in policy. I would have to point out, Sena-
tor, that I think in the broad intentions of policy, the administra-
tion and the Federal Reserves see things very much the same way.
: Senator GrassLEy. Well, then have the reports of the President

- and Secretary Regan been wrong, the reports that have shown up
in the media lately. Particularly, they have been challenging the
volatility of money supply and the inability to control it. Have
_ rts been inaccurate? :

" Mr. VoLckeR. I read the reports in the media about the questions
of volatility, but that is, in my judgment, a secondary issue. In
terms of the basic thrust of policy toward maintaining restraint on
the growth of money, I don’t think there has been any disagree-
ment at all. ‘ '
Senator GRrassLEY. Should there be frequent meetings between

. you, as a powerful economic leader in our country, and the Presi-

“dent of the United States? , .

Mr. VoLcker. In the end that’s up to the President, of course,
but I welcome as many meetings as he wants to have. =
' Senator GrassLEY. You don’t see those meetings as useful tools
‘ fo:igou doing a better job? o . :

T r. Vowlees’ I dO-

911160 - 82 - 8 ' N
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Senator GrassLEy. You do. Well, then wouldn’t more meetings
enhance that without jeopardizing the independence of the Fed so _
that there is more correlation? «

Mr. VoLcker. I don’t think there’s any problem with the

irtx:d:l?endence of the Fed in those meetings. I don’t have that sense
a . .
- Senator GrassLey. All right. Then on a second point, sir; you
stated in an earlier answer to one of the questions that the mar-
kets still aren’t convinced of the future of our economic policies. Do
you think the criticism of the Fed in the marketplace for releasing
monetary aggregates on Friday afternoons causizf needless finan-
cial overreaction-is warranted? Does the occasional overreaction by
lenders jeopardize your achievement of long-term goals?

Mr. VoLcker. I don’t like this procedure of lx:ubhshing the mone
supply weekly. Eve?'body all over the world hangs upon the publi-
cation of a weekl;i"hlgure which, in itself, is not meaningﬁll in any
particular week. The question is what to do about it. I don’t thin
our problems are going to be solved one way or another by whether
we publish it or not. There is a presumption that if you have the
information, you publish it. -

Senator GrAssLEY. Has there been any thought to announcing
the egate less frequently?

Mr. VoLCKER. Yes, lots of thought.

Senator GrassLEY. And what’s your feeling about that?

Mr. VoLckeRr. My feeling has been, so far anyway, that the diffi-
culties are less in doing it than not doing it. But that decision is
constantly reviewed.

Senator GRASSLEY. Are you satisfied with your tools for control-
ling and making your policy decisions, such as lagged reserve ac-
countin

Mr. VoLCKER. Right.

Senator GRASSLEY. Are you going to change that policy to a more
current method of accounting?

Mr. VoLckeR. That will come before the Board of Governors in a
few weeks and we will make that decision.

Senator GrassLEY. Do you see any more sui)é)ort for it now
within the Board as there was back in 1976 or 1977 when it was
first suggested? -

Mr. VoLckEeR. I think the Board is of mixed opinion about it, and
I wouldn’t want to prejudge how they are going to come out.

Senator GRASSLEY. Are the staff reports from your staff to the
Board as favorable as they were in the decade of the 1970’s when it
was rejected? o

Mr. VoLckER. I don’t remember the staff reports in the decade of
the 1970's and I can’t make that comparison. There are some tech-
nical reasons that point in that direction, and there is some staff

~ view that it is a good idea. I think it would be wrong to suggest
that many people in the Federal Reserve think it’s a terribly cru-
cial decision one way or the other. ' '

Senator GRAssLEY. You say there aren’t too many people that
think it is a crucial decision? ‘ T

Mr. Vorcker. I think that’s correct. - ,

Senator GrassLEy. OK. If that’s the case, then there sure have

been a lot of economists writing about it in the press and scholarly
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- _economists who think it is very i

- will publish under the Freedom
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journals lately. Some experts say making the change is very impor-

tant. -
- Mr. VoLcker. There is one school of economists that thinks it is

o it_ngrtanttomakethatc e. I don’t happen to think it is.

nator GRAssLEY. Along that line, is there considerable opposi-

- tion from the community toward the change because of in-

creased costs to them :

Mr. VoLckER. Yes. Generally, I think the banks are opposed.

Senator GrassLEy. How overri is that opposition going to be?

Mr. VoLckeR. It's not overriding if you thin]l:‘ it is important.

Senator GrAssLEY. You don’t think it’s important?

Mr. VoLcker. I don’t think it's critical, no. But that doesn’t say I
don't think the bank objections are profound either. I don’t think it
is that much of a cost. In general, it's true that banks are not
hagpy about the prospect. Mgany of them, as a matter of analysis,
ahg manmn); economists, as a matter of analysis, don’t think it is very

nator GrassLEY. I thought the recent literature on it was over-

- whelmingly in support of the Eolicy change.
M (s)

r. VOILCKER. f dorr’t think that is true. There is a school o

portant. '
clogios for Dolng dotained this morning. Wo bad s meoting on
apologize for e morning. We a mee on
tlgg Caribbean Bg;gn L |
With reference to Senator Grassley’s question about weekly re-
rting, would you feel more comfortable if there was some clear
egislative authority to hold up the money supply data for say a
month? Would that tend to smooth market performance?
Mr. VoLckeR. As things stand, we have two problems in not pub-
lishing weekly. There is a presump%on, I think, in the law that we
of Information Act. There is a
uestion as to what the status of this would be under the act, but I
think there is a substantive presumption that if we collect the fig-
ures it is on balance useful to the market to have available the fig-
ures that are available to us. - ,
I think there is a further question that I want to examine. Under
our present techniques, we are bound to collect the data or some-

- thing very close to them. We don’t have to put them in precisely

‘the form in which they are now published. I begin to wonder
whether we want this data every week. That would involve a
change in our operating: grocedures, because the reserves are now
maintained on a weel;lf basis and that, in essence, is why we col-
lect these figures weekly in the first place. If we didn’t enforce re-
serve requirements on a weekly basis, but rather over a longer
period, we presumably wouldn’t collect them weekly. ,

A particular proposal that we made on contemporaneous reserve
accounting, for instance, involved a longer reserve aver

 period. If we adopted that proposal—while we certainly haven’t
made this decision—it would at least be consistent with that pro-
_posal not even to collect the figures weekly. -

- The CHAIRMAN

. Are you worried at all about the 1982 deficit?
Mr. Vorcker. You worry about-deficits, but that’s not the pri-

. mary source of my concern.
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The CHAIRMAN. In other words, if we wanted to pump a few bil-
lon dollars into the 1982 deficit.

Mr. VOoLcKER. I'm not encouragi.ng that. All I am saying is you
have a much smaller structural deficit in 1982 than you have in
each year movin% out beyond that. If you could assume a busi-
ness year in 1982, if you didn’t have the recession—the deficit
would be of fairly modest proportions. The big difference between
1982 and 1984 or 1985, let’s say, is that if you make that same as-
sumption in 1984 or 1985, you have a very, very large deficit.

19%‘21,179 CHAIRMAN. You wouldn’t recommend that we just ignore the

Mr. VoiLcker. Not at all. Obviously, if you ignored the 1982 defi-
cit and went about spending more in 1982, that would have reper-
cussions in 19838 and the years beyond, too. You are just going to

multiply your problems.
Thep aumwm Well, there has been some discussion. I hope

they find some bipartisan sup&)rt. Maybe one way we can ap-
proach this is to act earlier in the year, rather than waiting to go
through a budget process that may never develop in the first place.
Maybe we could use the debt extension process that has been used
in the gast and put together an economic package of sorts, if you
~can find a maiontg of votes in the House and the Senate. Hopeful-
"1y, that would send a clear signal or a signal that we were trying-to
come to grips with the deficit. I think, very honestly, that many in
th: Congress v"i‘l;‘o are oonc&r:eg ab:i:t the d(lalﬁcit aaen’t.goi%ﬁ tig
cut spending. They are go make speeches and wring the
hands, but when it oomesg‘to voting, let’s say, to reduce medicare—
maybe I had better not use this sample because I know we are all
going to do the right thing. Let’s just say in some other committee
when it comes to voting to reduce a program, you may find some
slipping off. So I think what you are suggesting is the best way to
uce the deficit is to look at the spending side. -
Mr. VOLCKER. Yes. ,
- The CHAIRMAN. And if that fails, then the revenue side.
Mr. VoLCKER. Yes. L
The CHAIRMAN. But if you were going to list the way we should,
it would be in that order. And without being specific.
Mr. VoLckER. Yes. '
The CHAIRMAN. I think you have indicated you are not pre
to say we ought to dismantle last year’s tax cut. We are looking at
specific provisions like the leasing provisions. I don’t imagine you
- want to comment on that. But we do have a responsibility where
‘we believe areas mame too generous or whatever to take a look at
them. There are all kinds of ideas on just what we should do. Sena-
totfx Donlxenici made a speech in New York last evening; laid out an-
other plan. ) |
Now you have testified before the Joint Economic Committee,
the Senate Banking Committee, the House Banking Committee and
f the House Ways and Means Committee. During those pleasant mo-
- ments before all those committees, did we, in essence, cover eve%
~ thing that you think might be helpful to go to work on this $10K
billion . problem that you describetf, that we have to the, I think,
~ Senate Budget Committee? .
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Mr. Vorcker. I think all the points have come out. I continue to
- feel there is a certain amount of confusion, so let m%ﬂust empha-
size it again. My concern is what those deficits look like in a “no-
action” scenario, because I think all the analysis before you points
toward a rising structural deficit. I think that is the heart of the
roblem. All those figures indicate that gou really have a very b
ob in front of you in 1983, 1984, and 1985. You can e abou
whether the magnitude of the 1984 job is $85 billion or $110 billion
- or $100 billion, but that argument pales in significance compared
to the necessity of getting to that area in the first place, Obviously,
I have a ce concern, given the magnitude of the job, that we
will end up with something, let's say, much less than what the
geside‘x)xlt has proposed; he has already taken a very large swipe at

e problem. :

e CHAIRMAN. But to get to his $91 billion, you have first got to
find $50-60 billion.

Mr. VoLcker. That'’s right. You have first iﬁoi: to find the $56 or
$64 in 1983. And you have got to find $84 billion in 1984 to get to
his figure in that year. That's what I would emphasize; the magni-
tude of that job. , :

The CHAIRMAN. We have a vote in progress. We will hurry back.
I know you have some time constraints. The Fed doesn’t rate the
Congress so we don’t get any ratings. We rate the Fed a lot. Do you
have a system down there that rates the Congress? ,

Mr. VoLckeR. No.

The CHAIRMAN. You haven’t asked anybody to resign in Con-

gress. -

Mr. VoLcker. No. We try to work together. -

The CHAIRMAN. I think you are doing a good job. I just want to
suggest—I assume there is a temptation for some, particularly in
my party since you are not a Republican appointee—because at
scapegoating time we can’t find any easy answers so we start look-
ing for a target. So as big as you are physically and also because of
the importance of your role, I assume you are fair game. But I
want to suggest that that view is narrowly held. And we believe
that %%ur meetings, as Senator Grassley said, with the President,
with Don Regan, indicate that there is a broader problem here. It's
not a Fed problem. It's not a congressional problem or it’s not an
executive problem. And it's a little early for scapegoating, it seems

, me. :
- Mr. VorLckeR. There is no question that we all have a very large
roblem before us. We are in the midst of a very difficult period.
ut I just want to record that I think we are also-in the midst of a

transition toward a much more satisfactory future than what we

had in the 1970’s when we had a {)rogressxve deterioration in the
economic situation. I think we are laying the foundation for a pro-
gressive_improvement in the economic situation during this decade.

The CHAIRMAN. Are you fairly optimistic on interest rates this

-year without saying what they are going to be?

~ Mr. VoLcker. I am optimistic in the sense that I think they are

- extraordinarily high for any prospect that I see for inflation, look-

- ing at the business situation and all the rest. I would assume that

with correct actions on our part and on ou:cﬁ?rt. interest rates

have no place to go but down. We want to facllitate that process
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and do it in a way that is not just a flurry. There is no point in
adopting a policy that may, for 2 months, make everybody feel
ﬁ:os, because if t go down, they might pop right up again. We
ve to do something more fundamental than that. '
‘The CHAIRMAN. Mr. Volcker, if it is all right with you, we will
have a recess for a couple of minutes. Senator Boren and Senator
Baucus would still like to pose some questions. They will be back
when they vote. We will stay in recess until some Senator returns.
-[Whereupon, at 10:56 a.m., the hearing was recessed.]

AFTER RECESS

Senator Byrp, The committee will come to order. Mr. Chairman,
I haven’t been able to be here for the entire meeting. A group from
the Virginia Legislature is in the Capitol along with the Governor

on a matter aﬁ‘ectiniVirginia. N

I rather suspect that some criticism this morning was made of

“the Federal Reserve Board. I don’t know, but I have heard on the
floor of the Senate the Federal Reserve Board condemned for high-
interest rates. I just want to say that I do not associate mﬁrself with
those comments. I think that it has been that the high interest
rates result to a very considerable degree from the continued reck-
less, irresponsible spending by the Congress of the United States
over a period of 15 to 20 years. -

I think the Federal rve Board is doing what needs to be
done. I think the Congress of the United States has not done what
needs to be done. o

-1 don’t find among my colleagues a willingness to get spending
under control. :

The press reports that there has been great reductions in spend-
n;g There have not been reductions in spending. There have been

. reductions in the rate of increase in spending, but there have not
been reductions in spending.

I know the Chairman of the Federal Reserve Board in his state-
ment today and in other public statements has expressed great con--
cern as to the magnitude of the projected deficits. The Senator
from Virginia wants to express the same view.

Frankly, I am alarmed at the prospect of 8 consecutive years of
$100"billion deficits. I am convinced that this year will end with a
deficit of more than $100 billion. Next year, the deficit will exceed
$100 billion. And g?hssibly the third year, likewise. I think that's
highly dangerous. The Congress must get into this act of control-
ling inflation. And as a result of that, controlling or bringing down
interest rates, | , \

Now, Mr. Volcker, on page 4 of your statement, you say, “Credi-
bility in dealing with inflation will have to be earned by perform-
ance and persistence over time.” It seems to me that that is abso-
lutely sound. We can’t correct what has been going on for so long
inlg short period of time: We must have a consistent andpersistent

. - m lcy. " ' L : ) . ) o .

On page 8 of your statement, you say, “All the estimates before
you, by the administration, by the Congressional Budget Office or
. ¥ flprivate forecasters, point in the same direction.” Namely, hiﬁh

~ deficits. “In the absence of action to close the potential gap, the '
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deficit will rise to about $150 billion or more in 1988, and to still
larger amounts in later years.” That's even a little more pessimis-
tic than the figures that I have been working with.,

Mr. VoLcker. Those are the , if I may {iust interject, Sena-
tor, that the administration an the Congressional Budget Office

_ lay before you in the absence of action.

Senator Byrp. Well, I think it is even more alarming than I had -
asserted a moment ago. . I note you say “in the absence of action.”

Mr. VoLcker. That’s an important phrase I liberally mean, “in
the absence of Congress doing an;

Senator Byrp. And I don't look for Congress to do too much. I
don’t look for Congress, for examﬁ e, to support reductions in the
rate of increase in spending that the Presxdent has proposed. And I
don’t look for Congress, and maybe justifiably so, to increase some
of the taxes that the administration has proposed. So I think that
these may be more realistic figures than the ones that I have been
working with.

Now in page 9, you say: |

_ The deep-seated public instinct that sustained deﬁcits will lead, sooner or

- later, to pressure to create more money to finance those deficits, or will otherwise
‘ stimulate inflation, which undércuts the effort to restore stability.

3 There again, it seems to me that that is a sound, logical, oom- '
- monsense approach to our problem. I think the pubhc does feel
that these continued accelerated, accumulated deficits are bound to
lea‘g‘s to more mﬂatlon, it's bound to lead to contmued high interest
ra
Now in page 10, you assert:
Given the nature of the problem before us, and the clear risks of underestxmating
. the size of the budgetary problem, I can only conclude that the Co should set
its sights for still larger budgetary savin@, ieeping in mind the wl ning gap now
: ‘projected beyond fiscal
‘There again, I thmk you are totally correct. But I don't see the-
‘Congress, either the Democratic House or the Republican Senate,
settmg its sxghts—it may set its sights but I don’t see it accom lish-

ing o to accomplish a er budgetary saving my
ﬁFment, there should be a er bu%etary saving; there should
ess spending than has been proposed. But I thmk the hkelihood
: is it wﬂl end up with more spending.
Mr. Volcker, I just want to say that I think the points you
B _make your statement to the committee today are sound in my
: judgment and I would hope that the Co eex:f'ress would take to heart
. your deep expressed concern for the need to show more budgetary
+ = restraint, to reduce spending to a greater degree than has been
" _. 'proposed, and to reduce the horrendous deﬁclts with whxch this
cN ;.oountry is now faced. ,
‘ 10 CHAIBMAN. Senator Baucus A
o wator BAycus. Mr,,Chairman, in res nse to the pomta put to
you y Senator Bradley, you ‘mentioned probably. as important
: .8 it 18 to get spending down for fiscal 1988 and the deﬁcit of .1983,
tois ?Itﬁe ly more important to address the out-years, 1984 1985,
%o g6 \
¢ - Mr owxm.r%‘hey go together |
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Senator BAucus. Yes. They go together. That is really my ques-
tion. I am curious as to how we set that pattern without s -
cantly cutting the 1983 deficit. I am looking at the out-year defense
speminfnor other out-year spending programs and even the taxes
we put in place or don't put in place in fiscal 1988 as they affect
future years. It seems to me that to set the pattern you mentioned,
vou have to act. » .

Mr. VoLcker. No $estion of that, You have to act in 1983. You
have to act now to affect 1988 and if you are going to get the mo-
mentum goin%‘in 1984 and 1985. You have to act si cantly in
1988. Again, the President has already proposed a $65 billion pro-
g:m, and we were just talking about how urgent it is to go beyond
ta 8§ I was expressing even more urgency for the years beyond

Senator Baucus. I perhaps misunderstood then. I was a little sur-
prised that you didn’t seem to—— |

Mr. Vorcker. No, there’s constant confusion, I'm afraid, about
looking at this before or after the President's proFosa.ls. M - re-
marks are couched in terms of the raw budget before the lyresi-
dent’s proposal. In my colloquy with Senator Bradley, I was assum-
mgethat you would go at least as far as the President went in 1983.

nator Baucus. But I'm wondering whether it is important to
go even farther than the President prop:t.ed for 1983. )

Mr. VOoLCKER. In my judgment—and we are in the area of reason-
able debate I suppose—it becomes more important beyond 1988. We
need to fet in motion programs that will make even further prog-
ress in 1984 and 1985, when I would hope and expect—it part
rests on the fiscal action—that the economy is going to be operat-
ing at a higher level. We are going to want to see more home build-
ing, more private investment, more of other sectors that compete
with the Government for the supply of sav-in%s}; o '

Senator Baucus. Moving to another area. The central question is
that the interest rates are so high, but with inflation co down,
at what point, in your view, does the cure become worse t, the

i t is, at what ‘point is the discrepancy between interest
rates and inflation so great that perhaps there is time for the Fed-
eral Reserve to adopt a different course? I don’t know what that.
would be, but I would be curious where in your mind that woul%
become so0 large. o

Mr. Volrcker. I don’t think we are going to be faced with that.
The.question presumes that there is some alternative course that
will assuredly bring interest rates down—not only bring them
down for a few months, as we we’re“dust discussing with Senator
- Dole, but k‘eegothem down. It will profit us nothing to embérk on a

heroic effort to bring interest rates down for 8 months to find out -
- that we have undertaken a policy course that in the next 6 months .

- sends them up. e | R

Senator BAucus. I'm not asking you whether you think interest.
rates are going to come down or not or whether inflation i8 going -
to come down or not, but at what point in your view would the dis-
.crepancy be too great? That is; what if inflation on an annual basis -
. were to stay at & very low rate, 6 percent, 7 percent. With the way

gtereat r;?bes are now, would tﬁat cause you to change your course -

anyway? < R N A
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Mr. VoLcker. I don’t think the interest rate level in itself can be
singled out in terms of that judgment. I think what you really have
to ask is what is going on in the economy generally. .

- Senator Baucus. I'm assuming that unemployment remains high

and interest rates are high. ,

- Mr. VoLCKER. It is always possible that, taking a look at the
~ economy as a whole, taking a look at changes in financial markets,
behavior of individuals, behavior of businesses in holding money,
you will reach a conclusion that you have got the wrong monetary
{a’rget‘, and you would change that. I don’t anticipate that happen-
. ing, but you are, 1 suppose, hypothesizing situations where we
would want to do that. I cannot deny that that situation hypotheti-
callg' can arise, but I can’t judﬁe right now all the circumstances
~ that would lead one to that conclusion. .

~ Senator Baucus. 1 mention it because when I was home during
~ this last week, this is a point that came out very often in talking to
businessmen. That is, they felt that inflation has come down so
much that it is time for the Federal Reserve to ease up a little bit.
. That's how they analyze it. And that's why I'm asking the question
in the way that I am. -

Mr. VoiLcker. I think there’s always legitimate argument as to

recisely where those ets should be, precisely where we should .
withih those targets. We've expressed our judgment on that very
recently in setting these targets, su%;gestin we'll evaluate all the
- factors that you’ve mentioned and others. lgight now we think it is
acceptable if, on the M; number, we come out on the higher part of
the range, or that we come in on the high part of the range on Ms.
We’ve taken those kind of factors into account.

Senator BAaucus. Let me rephrase it slightly differently. That is,
. a lot of the talk, you say, is on inflation rate, M,, and unemploy-
- ment, growth. Those are averages. Is there a point at which you or

the Federal Reserve will begin to change course in some way? At
what point is the discrepancy so great that you begin to become
- alarmed? And if we look at credit allocations or if we look at some-

thing. o

Mr. VoLcker. I can’t give you any particular signal. I can say I
think there is implicitly a process of continuing review.

Senator Baucus. Is there a point? If you analyze the economy to
the extreme between big business or large businesses—the ex-
tremes in the economy become so great that aren’t seen in the
averages that you do somethi

Mr. VorLcker. We are hypothesizing, I suppose. Conceptually we
could reach the conclusion that there is something going on_ that
we didn’t anticipate; some change in relationshi{:s' that we didn’t
anticipate that would lead us to conclude that,-let's say, we had to
increase the supply of money further than what we say now, or the
‘reverse. Last year, for instance, we got half way through the year

. and we observed what was going on, made the best judgment we
. could, partly on technical Frounda, that the money market funds.
' were dprovid’i'ng some substitute for M,-type balances, and that we

- would be satisfied coming in low in that range. We undershot M,
, sh&‘;ly at the end of the year. You could arrive at the reverse
- judgment at some point. We did arrive at a judgment; at the
-~ moment, we find it acceptable to be in the upper part of tfxe range
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and to permit the money sup‘;#{y to run somewhat above those.
cones that people like to draw with our ranges for a while, in the
light of all that had gone on and was gging on currently.

- I think your question suggests maybe a more discrete point than
typically exists, because we are constantly making these judgments
as we go along. We will certainly stick to the general points; that
the prospects for the economy are not going to be improved—in
fact, the prospects for a sustainable recovery will be ed—
unless we are concerned with the inflationary problem and the pos-
gibility that an excessive YE'owth in the money supply can reignite -
the inflationary process. We are just inning to see the kind of
i that we need on that front. Within that general frame-
~work, a precise number, precise action naturally can be reviewed.
We have a lot of experience behind our judgﬁlent as to the general

courss of the money supply and its relationship to inflation.

Senator Baucus. My time is up. Thank you very much.

The CHAIRMAN. Senator Boren.

Senator BOrREN. Mr. Chairman, the interest rate situation—I
think there are many of us who feel there not only cannot be an
economic recovery until interest rates begin to come down so that
we can have the growth in the private sector we need, but also that
if they do not begin to come down relatively soon, very soon, that
we are going to have a ve)g sharp break in the economy. My ques-
tion to you is how long do you think the economy can sustain
either the present rates of interest or what appears to be some long
range possibility that the rates will go up. As people look down the
line at these out-year deficits that you are talking about, I think
the market is responding rationally. I don’t think it’s an irrational
response at all when they see the kind of out-year deficits that are
looming. We've indexed our revenue to go down and indexed our
payout to go up. I think anybody looking at that would say what is
going to haipen to Government borrowingmin the future. When it is
increased, there is going to be more crowding out. We don’t want to
be caught like the thrifts and others so we are going to put even
more of a pad in our interest rates.

Mr. VoLcker. I think you have described part of the process that
is going on very eloquently.

nator BorReN. So if-we don’t make any changes here to avert
that and to change the outlook by stogging the indexing reducin(gl
the deficits, reducing the Government borrowing pattern, we coul
have interest rates going up. How long do you think the economy
could sustain interest rates at or above the level that we now have
without some kind of serious problems?

Mr. VoLcker. I don’t think I can make that judgment with any
degree of precision. Obviously, we would be happier to see interest
rates foing in the other direction. It would be healthilfor the econ-

omy. It would be healthy in supporting a recovery. How long will
rates stay at what precise level, I don’t know when; that is a very
difficult judgment to make.

There are a lot of factors out there. Let me say that the principal
problem at the moment seems to me to be this one in financial
markets. There are other factors in the economy that wonld, on
any kind of typical analysis, suggest that the economy is getting to
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the point where a recovery would be a normal expectation. Indeed,
that is our feeling of what is most probable. o

You've got production rather sharply cut, inventories declining,
consumption supported in part by the large deficit that is going on
and prospectively by the tax reduction at midyear. There is a lot of
good, old-fashioned business cycle analysis that suggests we are ap-
ghroaching a phase of recovery. Now the financial market looms

ere as a stone in that path. |

Senator BoreN. But wouldn’t you say again though that the fail-
ure of interest rates, again caused by their expectations, to come
" down is really a major impediment here?

Mr. VOorLCKER. Yes. - -

Senator BoreN. Because it is also drawing into interest payments
funds that would otherwise be available for increased consumption
to help the economy.

Mr, Vorcker. Yes. Of course, thoge interest payments end up in
somebody’s hand, too, and are available for consumption in some
sense. But they certainly add to the pressures on business. We have
business profits severely squeezed at the moment, and that’s an ad-
verse factor in the situation. But I agree with the thrust of what
you are saying. |

Senator BoreN. Well; because of the cause of the problems that
we have just discussed, there are many feople—k happen to be one
- of them—who are very, very concerned that we could have a sharp
break in the econormy in-the next 12 months if something doesn't
hagpen. And when I was talking to people at home—I was particu-
larly talking to people in agriculture and small business—many of
them see this as a very personal thing to them. Many of them that
have talked to me, laid out hic detail, confidential details of
their personal proi;lems. And these were very solid people, not
marginal people in iculture and small business. And they are
bare on. They can’t really make it. Some of them can't
make it as long as a year. And what they say to me is:

_It looks to me like no one is really pulling it all together. What we ought to have

ght now is a coordinated emergency economic p . It ought to include the ad-
tion; it ought to include the Congrees; and it ought to includé the Fed. Why

aren’t they getting together?

- One of the reasons I called on the President to withdraw his
budget and start over, to sit down with I\ﬁ)(u, to sit down with Chair-
man Dole, and to sit down with people like Senator Baker, Senator
Hollings, Senator Domenici, and others, and let's work out an
emergency program we can all agree on. And I think the country

- would accept it. :

- If you were drawing up such a program and you had the freedom
and ouﬁ%e% in such a meeting with key congressional leaders and .

- the President and with yourself being present, and you were called
on as to what you see the central t we mi&ht do together? I

- gather ":a.rt of it would be to say go to work on the outyear deficit.

- Mr. VoLcker. No question._ . . ' e

 _ Senator BOREN. A very principal thing. Get them 16wer even

- than the President has talked about. -~~~ -~ =~ . . o

' ‘Senator BoRreN. Are there other elements that might be forth-

~ coming? For example, the transfer of funds to'money market, no -
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reserve requirements in terms of any kind of a level playing field
that af)pliee to money markets, that applies to bank deposits, some
possible discussion o temporari'hdual credit policies or other kinds
of policies that might assist in the short run while we are working
on the real cure. t other kinds of things would you like to
mention in that if it were to be held?

Mr. VoLckER. Let me object, if I can, to the premise of your ques-
tion. I don’t think the economy is going to have the kind of rate
that you suggest. MR

Senator BoreN. I hope you are right. :

Mr. VoLckeR. Obviously, we all hope that that is ritght. But I also
do not think economic polic¥ is in quite the degree of disarray that
the question may presume. I think a lot of pieces have been put in

lace that should be a central part of a sustained policy. You have
onlg1 some things in the tax area. You are left with a budgetary ~
problem.

Senator BoreN. Yes. -

Mr. VoLcker. Just loo at incentives, savings, and all the
rest, I think they move in the right direction. I t monetary
policy, broadly, is in the right direction, too. I think we see prog-
ress on inflation; that is fundamentally important. On the regula-
tory side, I think we are seeing progress. We've maintained open
markets internationally. We see more competitive ggﬁssures where
perhaps they are needed domestically. A lot of fundamental things
are going in the right direction. We are not talking about moving
off in a grand new program as your question may have implied, but
there are things that need to be done. We want to reduce any risks
that exist of the kind that you see. And; of course, the thing that is -
missing is that budgetary outlook at the moment, and that seems
to me to be the most important thing.

You referred to things like money market funds or credit alloca-
tions. We've made some Y‘roposais with respect to money market
funds, but I don’t think they are central to this effort; I wouldn’t
want to put it out of proportion. We think both from a standpoint
of managing monetary policy and for equity reasons the proposals
we made-are very sensible. But I wouldn’t elevate them to the im-
portance of the budgetary problem, the tax policy, general mone-

ta.gpohcy. )
nator BoreN. At the .
Mr. VoLcKER. At the mm? those things are useful. But I just
don’t think they are central to the success or lack of success. When
you get into a whole different approach of credit allocation, our ex-
- perience on that has not been very happy, historically. We did that
in somewhat different circumstances, although the circumstances
- also had some similarities, in early 1980. We got a d of reac-
tion that hadn’t been bargained for, you may recall. I don’t come
away from that experience with fee that that is a promising ap-
proach for handling our economic problems.
Senator BoreN. The reserve requirements for the money raarket.
~ Something along that line. But that requires leqlslation. :
~ Mr. Vorcker. That requires legislation. And it is partly a matter
of equity in that case. . )
Senator BoreR. Right.
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Mr. VoLcker, Our tgropo‘sal was & rather modest one. Just to
remind you of it, to the extent the funds are running a checking
account business, they ought to segregate that business and play
under the same rules as banks.

Senator BoreN. Right.

Mr. VorLcgeR. To the extent they are not running a checking ac-
count business, they wouldn't.

Senator Boren. If I could Eust ask one followup here. On the size
of the deficit—again : this is like as you, you cannot
say how many months or years—but in terms of ball park figures,
in terms of reducing the outyear deficit—of course, we have esti-
mates that are very hard to private economic anafysis concensus
that could add some like a trillion to the debt over the next §
to 6 years under the budget. The CBO sadye somet in the neigh-
borhood of $400 billion that would be added to the deficit if we used
the President’s administrative assumptions over the next 6 years.
Now what would you sayinballmﬁguresifwe were to adopt in
" toto the cuts suggested by. the ident? We were talking about
building in eno of an additional cushion that we think would
effect the psychology of the market enough that it would help to
b down the interest rates. Are we t:ﬁu.ng in terms of say on
the 1983-84 loo down the road, or are we talking about an-
other $4£ to sgo billion -of reduction of the deficit a year? Is that a

Mrga\!}ownn. You are quité right in saying you have got to talk
in a ball park area when you get out in that area.

Senator BoreN. Right. - -

Mr. VoLcker. I guess the way I would put it is that if you did

eve,ﬂnhing the President was asking for, something with that net
" result, you would get in the ball park, but not as comfortably as I

would like to see it. You are getting in a range where it becomes a
matter of judgment as to how safe zou want to be. Given precisely
the concerns that you expressed at the start, I would urge you to go
beyond that, because I t it provides a safety margin and more
assurance. If you do eve he President asks for with reason-
able projections of savings and all the rest, I think you then begin
to get within the range of historical experience, although you are
kind of on the high side in terms of historical experience. I would
like to see tyou 080 B]o}yond. I have used the figure on a number of
occasions of $100 billion compared to his $80 to $85 billion in 1984.
It would be better if you went beyond that. . R

Senator BoreN. So, if we went somewhere $20 to $40 billion less
deficit—I realize we don’t know whether we are arguing apples or
oranges. -

Mr. Vorckkr. Right.

Senator BoreN. Let’s say the $91 billion figure is right for next

- year. And the figure for the following year is right.
Mr. VoLcker. Right.
Senator BOREN. of $91 billion, if we were using all his as-
es—if we were to go to $71 in-

mtions——-keeps apples and appl ]
of $91 or down as far as say TSI or $61, if we got down that
far, you would feel very comfortable—again realizing we have to
looti; at indexing and some other things that will tly affect
outyears, .
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Mr. VoLckeR. Right. ‘
_Senator Boren. But you would feel comfortable in predicting at
that point that psychologically the markets would begin to react by
feeling less of a need to have a cushion? .

‘Mr. VoLCKER. If the market felt some assurance of that kind of
outlook, I feel quite confident that it would react and react strong-
ly. You face a market now that might react favorably if you en-
acted an amount equivalent to the President’s program. My judg-
ment is that they don’t believe even that is going to be done.

Senator BoreN. Thank you, sir.

Senator MiTcHELL, Mr. Chairman, I would like to ask you one
more-question. You have rightly stressed here today and over the
past many months the n to control inflation. Some economists

ave suggested that one of the deficiences in our current approach
is that we have no mechanism for directly dealing with the wage,
prﬁe seliral, and the effect that that has on inflation. .
r

. VOLCKER. Right. _
- Senator MrtcHELL. So, there has been suggested, I guess what is
. most commonly described as a ‘“tax b incomes policy” that

seeks to use mechanisms of the Tax Code for incentives to encour-

age anti-inflationary behavior %!;'h both labor and management.

&'ou%_d you comment on that? at is your general reaction to
at

Mr. VoLckeR. The problem toward which that kind of policy is
aimed is very clear, and the logic is very clear and very attractive
from the standpoint of trying to resolve these problems. I think the
problem is a practical one. Can that kind of approach be made
workable, sustainable, equitable? I think on that score, however at-
tracted one is to those proposals in concept, they begin to break
down. What do you actually do? Is it sustainable? Can you adminis-
ter it? Is it going to be fair? Is the public going to tolerate it?

Tax-b. incomes policies are a response to the evident prob-
lems that we have had with earlier attempts in the same general
area—with more overt controls or more voluntary programs. The
experience, overall, has not been so successful, to put it mildly,
tl}ali:tyou have any justification for putting a lot of weight on that

now.

f we could develop institutional arrangements, some sense of
greater coherence, greater concensus, in this process, as time
passes, I think we will be better off, but I don’t think we can do it
right now. We haven’t got the groundwork. We haven’t got the ad-
ministrative capacity to do so. There is some possibility; I don’t
want to put too much weight on it, but other countries have done
this a little better than we have through the years. Maybe we have
something to learn in this area.

I have to make one final comment. I don’t think that kind of
thing can in anyway be a substitute for mone discipline or
ﬁsca? discipline. One of the great dangers of that kind of program
is, like it or not, Ele:pl,e do look at it as a substitute. They say, “OK,
if we are doing this, you go ahead and expand the money supply or
you go ahead and run big deficits.” I think we can be sure of one
thing; it’s not an either/or proposition. If we go ahead and have an
inflationary increase in the money supply, it is going to be infla-
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tioma,rybﬂti én t'ghe end regardless of these other programs; they are not
- a substitute, -
- Senator MrrcHeLL. I didn’t suggest it as such. I gather what you
- gre saying is that you have no problems with the eonceg: of the
process but you are skeptical about whether or not it can be practi-
caily implemented.

r. VoLcKER. That's right. I don’t know when the practical res-
ervations seep over into a philosophical reservation. I certainly rec-
m why people talk about this, why they think about it. They

ink it is an area that has affected all advanced, mixed economies;
that is, how you reconcile in the end high levels of employment,
‘very low levels of unemployment, with maintaining an equilibrium
in the labor market that doesn’t give you an inflationary problem.

_ An inflationary problem, in the end, will undercut the prosperity.
If we can devise, in time, a different kind of institutional arrange-

- ment in that market; obviously, it can be helpful. I don’t want to

. express the feeling that I think it is relevant now or that there is
some kind of a magic answer out there in the future.

Senator MrrcHELL. No. But to the extent that the large wage set-
‘tlements continue to exceed productivity by la.rﬁe margins, you
would agree that the problem of controlling inflation is simply
made much more difficult. -

. Mr. VorLcker. No question. _ ;

- Senator MrrcueLL. Thank you. _

. Senator-BrabLEY. Mr. Chairman, last time we talked about elimi-
nating the tax cut in July of 1982. What if the tax cut were acceler-

" ated from July to say January and no tax cut were provided for
1988 or 1984? This is the idea that Senator Domenici floated last
‘njghg?in New York. Is that the kind of relief you would recom-
men : - - '

Mr. VoLckER. I haven’t seen Senator Domenici’s speech.

Senator BRADLEY. I think that's what Senator Dole was alluding
to earlier.

Mr. VoLcker. Right. . |

- Senator BRaADpLEY. When he asked whether-it would be helpful if
~ we could push some of this deficit off into 1982. \
Mr. VoLcker. I haven’t got any direct responsibilities in these
. areas and cannot reply in detail on whether this particular tax
—measure or spending measure is better than another one. =
~ . Senator Brabrey. OK. Let’s go to another question. Inflation is
much lower than it has been in recent years. Interest rates are
~ very high. The real interest rate is very high, You have said that
" you want to keep the interest rate high to try to squeeze as much
i’nﬂa tion as you can out of the economy. And-you then said earlier
that you felt that these high rates of real interest would refute.the
~ claim that as the eco_nom%star_ts to heat up-again, as we begin to
- grow, mte‘x?'est rates will then go up. Could you play that scenario
once more , -
 Mr. VoLcker. I wouldn’t describe it as the possibility of he
up again. Heating up has some vision of boom and so forth. All
am sa% is that given the starting point of interest rates that are
- higtorically very high, I se¢ no reason why.gou cannot have a re-
covery proceed at a reasonable rate of speed for a very considerable -
period of time without bringing more pressure on credit markets
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and -on- interest rates. Indeed, I can see the possibility that they
W:llllld l?i‘;llx g}xould de:clinigg b::aus% _theeetointeaxfst rates are aligxftlir-
mally if we are goi continue to make progress on infla-
tion. One t hazar% that the market, in partfcular, focuses on -
now is that the chances of that happening are gravely diminished
if you are going to run these big deficits during this period. We
want to do everything we can to enhance the possibility of that

happening. o : :
4 e element of that, I think, is maintaining a disciplined mone-
tary policy, but another element is maintai disciplined fiscal
* -“policy, and that is going to require some action. If you put those
rerequisites in place, 1 just don't see any reason—I don’t accept
h:es notion—that economic recovery has to bring higher interest
rates. |

Let me point out that as recently as during the recovery from
the 1974-75 recession, I think it is roughly true that 18 months
after that recovery started, interest rates, particularly at the short
end, were lower than when the recovery s d.

Senator BrRaDLEY, But if deficits continue, they will eat up a big
chunk of private savings. '

Mr. VoLckkRr. Exactly. _

Senator BrRADLEY. And, therefore, the critical point here is the
level of deficits. Now, as you look out at 1983, 1984, 1985, at the
i)rojected deficits, assuming the cuts the President has asked for in

983, and as they carry through to 1984, do you see at those levels
of deficits the likelihood that we will be able to finance them and
still not provide the remainder of the private market with a situa-
" tion where there will be very serious-competitions for credit and
therefore push up the rate? Or must we go more?

Mr. VoLcker. More; and I think you are in the ball park. I would
feel more comfortable if you went beyond that, but you begin to get
in the ball park in that area. Obviously, I feel much more comfort-
able with that than with the present situation. \

- Senator BrapLEy. You and I and every Member of the Congress
know that there are two ways that you spend money. One way is
through the budget process; the other way is through the Finance
Committee. And the assumption of these big tax cuts last year was
that they would drive-up cuts in the budget. Another possibility
that-is occuring to more and more of us is that thef\;omight foster
more significant closing of various loopholes. Now, from your per-
spective, is that neutral from an economic standpoint? - |

_ Chairman Vorcker. It depends upon the loophole, I suppose, but

I would certainly think that is an area you can look at. That is one
of the options before you, a very clear option. - . : .

Senator BRADLEY. hly, the tax expenditures are $260 billion.

Chairman VoLckeR. Right. ' : :

Senator BrapLEY. You know you are facing deficits. We've cut

spending $180 already. . , ’

-~ Chairman VorLcker. The President has proposed you look at
S nater BeanLEY. Well, he has roposed we look at the equiva-
. .~ Senator BrRApLEY. Well, he has proposed we look at the equiva-

lent of ?l billion. = B - , ‘ .

- Chairman VoLcker. Right. - ‘
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. Senator BravLey. Now $7 billion out of $260. Meanwhile, we are
. _going to cut spending $26 billion. From your standpoint, it is neu-

. tral, right? | o \
. Chairman Vorcken. Right. You would have to look at the partic-
. ular tax expenditure, but those are fair game. I don’t see why you
-~ ghouldn't look at them. Let me express the pcint more broadly and
' r'erha , therefore, less helpfully. There are lots of areas you can
. look. You have got the deficit problem. Ideally, you would close
.~ that deficit by taking measures either on the spending side, or on
.. - - thé tax side, where the action you are taking has other benefits as
-well. One area that comes up repeatedly is what you do in the
energy area.
- Senator BrapLEy. If I could just interrupt. The energy area, let's
" 'say if tax credits don’t mean much, and we are going to get big dol-
- .lars out of the energy area, looking at intangible drilling costs——
-~ Mr. VorLcker. I am thinking, in that case, of putting on a tax.
- Senator BrapLey. OK. What about things like employer contribu-
tions to health plans or taxing unemployment compensation or
‘eliminating deductions for consumer interest or a variety of other
things that are all grovided for us? _
Mr. VOLCKER. I literally don’t know enough about some of those
things. You mentioned health care deductions. I know that we have
- a big problem. 1 don’t know the answer to it, but one of the sectors
of the economy where costs and prices are rising the most raf)idly
is the medical area. That’s also an area where you have got a lot of
third-party payments. .
- .Senator BRADLEY. Could I ask you then, out of the $260 billion of
© - tax-expenditures, which ones would you advise us not to touch for
" the health of the economy? :
_ Mr. Voicker. Looking at it strictly from an economic standpoint,
I suppose you should most cautious about those that have a
" clear and direct rationale. I am speaking as an economist now.
Those that affect investment, savings incentives, and so forth-may
be really useful. One that was enacted last year was the all savers
certificate. I was not very enamored with that at the time. I don’t

- think it is a very useful tax expenditure in terms of accomplishing

the. stated objective. Of course, that is scheduled to expire next

year. — . :
- Senator BRADLEY. But that’s one that we can cut.
Mr. VoLckeRr. That's right. .
©~_ Senator BRADLEY. So your general advice would be don’t touch
- those that have the broadest general incentive for savings or in-
- vestment? ~ ’ |
Mr. Vorcker. Right, if they are effective. Some things go:under
that label and are not very effective, but if it is one that is not ef-

- fective, look at it. o .
- Mr, BraprLey. Which brings us back to one man’s loophole is: an-
. other man’s incentive. o : o -
L ~,«Mr.'-‘Vou,om. That’s right. And, fortunately, for all my other.
. w, I'don’t have the job of having to make &at particular deci- =

. n: - ‘ : B ' ,
"+ Senator Braprry, Why don’t ‘'we emphasize Ms moré than M,?:
 That's my last question. Why do't wereport i
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Mr. VoLckgr. We report it monthly for a statistical reason; that's
when we get the number. We don’t have that number weekly. I
think your question is appropriate. Looking at the Open Market
Committee, you have got 12 people, and you will get a different
answer to that question from each of the 12, But I it is fair to
say that there is a feeling that that figure in some ways may give

ou a more reliable reading than M, particularly, in the short run.
gﬂsborically, it has moved rather erratically because of all these in-
terest rate ceilings. . L

Senatb:r BRADLEY. In a deregulated environment, isn’t it a more

Mr. VoLckeRr. Yes, there is some evidence of that. Since the im-
portant deregulation that was made in 1978, I guess, M, velocity in
technical terms has been much steadier than M, velocity on an
annual basis, which suggests that it has some meaning. Indeed, we
give it weight; there is no question about it. We do give it weight in
our policy determination.

If you ask a group of economists who may agree upon the impor-
tance of monetary targeting and monetary restraints and all the
rest, you are likely to iet as many different proposals as to what is
the ri‘;ht aggregate to look at as there are economists—we haven’t
got as many aggregates as there are economists. If you have three
economists, iiyou may get three different proposals. We take all of
them, and if we one of them is distorted for one reason or
another, obviously, we discount it at that particular time. But you
can’t arrive at a fair judgment without looking at a variety of evi-
dence, certainly inclu M,.

The CHAIRMAN. Senator Byrd had a final question. We do have
four economists next,"And we hope to get four views. .

Mr. VoLcker. Maybe you will get four answers to that question.
- Senator ByrD. Just one brief question. Some economists recex:‘tg

have stated that they feel that the inflation rate is underestimated.
I wanted to know what you consider to be the true inflation rate.

Mr. VoLcker. The inflation rate? |

Senator Byrp. Inflation.

Mr. Vowcker. I can quote some figures to you. The producer
price index has been a little more than 4 percent in the I?ast 6
months. The Consumer Price Index is around 8 percent. If I re-
member the figures correctly, it was 8.9 percent for the whole of
1981. If you look at some broader based industries, if you look at
the trend in wage costs and make some allowance for productivity,

ou will probably get a figure in the area of 9 percent now. It

to move down some but not as dramati as the pro-
ducer price index indicates. Those b::furee be a better reflec-
tion of the inflation that is embedded in the economy at the
mgxgnenti. hYou are in zhere so:lmlawhere under 1(()l peroe'ﬁf, I would
udge—I hope coming down and I expect coming down. The cu-
{arindioes that are so wid_%v used—the producer price index and
the Consumer Price Index—do show a better record. That will help,
I think, to effect wage claims and other factors in the economy so
:i.;n to help bring down the inflation rate over a persistent period of

e.
Senator Byrn. Would it be reasonable to say that the currect in-
flation rate is somewhere between 9 and 10 percent? -



127

Mr. VoLckER. I would put it closer to 9, I think, moving lower on
a trend basis. It depends upon what you mean by the inflation rate.
If you look at direct prices that people are aﬁng, it's lower than
that. If you look at what looks to be the underlying rate, I think it
is in that neighborhood. The current inflation rate, as measured in
actual prices, is less than that. -

Senator BYrRp. The Federal Reserve Board is the No. 1 inflation
fighter. What does the Federal Reserve Board consider to be the in-
flation rate?

Mr. VoickeR. I guess we are talking about definitions. Using a
commonsense definition, I think the inflation rate currently is
probably 8 percent or lower. :

The . Senator Sy . ‘

Senator Symms. Mr. Chairman, I apologize that I wasn’t here.
We had highway hearings this morning which I had to chair. But
in view of that, if I have any questions, I will just submit them in
writing to the chairman. ;

The CHAIRMAN. I might also suggest that Senator Wallop would
like to submit some questions in writing. We will have those.

[The prepared questions follow:]

Answers BY HoN. PAuL VOLCKER TO QUESTIONS FROM SENATOR WALLOP

1. Mr. Volcker, a recent Congressional Budget Office study entitled “The Pros-
pects of Economic Recovery” states that the Economic Reoovexx' Tax Act is ex
to boost economic growth by stimulating consumer demand and raising incentives to
save. And noting that it-may take a little longer for the savings and investing ef-
fects to develop, they are vitally important to economic growth and {lroductivity. In
almost thé same breath, the report goes on to note that monetary policy is expected
to be exactly o te to that of fiscal poli%—that high interest rates will restrain
consumer spen and that “there is considerable risk that tight credit conditions
will offset the investment incentives of the act.” This study further notes that the
fiscal policy is not expected to have much of an effect on inflation, but that wages
are the cnitical factor in that area. With that in mind, could you explain to me,
what intérest is being served, by monetary policy which restricts, at the very least,
the Economic Recovery program the Congress put in place last year?

2. Mr. Volcker, I have a chart in front of me that shows the percentage increases
and decreases in M,y since 1978. Of particular interest to me is the incredible
change in the consistency in the fluctuations of M,p beginning right around the first
part of 1980. It seemed that on several occasions 1ast year, and this year, I heard
reports that the basic supglgd of money unexpectedly dropped or increased more -

_than projected, and no one an explanation. How can there be a consistent mon-
etary ﬁ) oy when there does not al)pear to be any mechanism by which M, can be
controlled, or anyone who can exﬂaain it in any event? Is it proper that something
whic%x you cannot control, should have such control over the ion interest rates

8. Mr. Volcker, I realize that there have been modifications to the formula used to
compute Mg, but does that explain the extreme deviations from what was a rather
consistent pattern before 19807 Are those deviations at least in part attributable to

licies which you bave followed—policies which may in large part explain the
ﬁme risk premium in interest rates now?

I also have another chart in front of me which traces the yield on 8-month treas-
ury bills from 1876 thru 1981. At the same point in time that M., started to fluctu-
ate greatly, treasury bills started to show the same erratic behavior with rates fluc-
t‘mzttfnza between 7 and 16%-—what kind of consistent monetary policy can such be-
havior possibly demonstrate? -

4. Mr. Volcker, it is not unusual for me to hear in Wyoming, as well as here, that
the high interest rates are killing us, and that the person who is the most responsi-
ble for keeping them at those intolerable levels is a man I didn’t even get the gp r-
tunity to vote for, Mr. Volcker, I am not ting that the Chairman of the Feder-
al Reserve should be an elected office, but 1 wonder what your opinion would be of
making the Chairman of the Federal Reserve a member of the dent’s cabinet
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her economic program? _ : o
cker certainly the Congress has a responsibility ahead of it to dedl with -
10 | make 8 cant progrees in the projected deficits figures. However,
the Congrees makes cant progress in reducing the deficit ﬂﬁ\wes‘avlnfousay
think we will, what assurance is there that your policies not be
8o restrictive as to stifle possible s cant recovery by this economy? -
newer No, . T ojecveofthe Adinisirailon’s oremic proge  Racognin
A , support economic while redu on,
the critical role of mogetary policy in. the t againstciizﬁation, this
for a consistent policy of monetary restraint. The Federal Reserve’s objectives
for growth of money and credit in 1981 and those for this year—announced on Feb-
ruary 10, 1982, in the Board’s Monetary Policy Report to. Congress—are consistent
with the Administration’s program for economic recovery. The objectivé of mone-
tary policy is to slow the on of money over time to rates consistent with the
n of an eeonon:i ) in line with its productive potential at reasonab
stable prices. But I should emphasize that a program of restrained money gro X
not synonymous with & terest rate policy. The level of interest rates, esper
~cially long-term rates, is influenced by a varlety of factors besides the supply of
money, including prominently expectations about inflation.

e recent credit market conditions have had a damping effect on economic ac-
tivity, a relaxation of money growth would exacerbate—not cure—the problem. Eco-
nomic theory and,:?erienc'e alike indicate that ‘Krogreas toward price stabili
cannot be obtain thout adequate restraint on the growth of money and credi
-Failure to persist in the effort to lower the trend of monetary would have
long-lasting and dam%oonsequences‘ for the performance of the economy. The
recent improvement in tion—which is to be translated into expecta-
tions—would be reversed, with potentially adverse effects on financial markets, par-
ticularly long-term rates. Indeed, continuing doubts and skepticism that anti-infla-
tion efforts will be carried through in light of the large federal deficits

: e?cted in the comlgﬁ years—is a cant factor exerting ulfward pressure on
interest rates today. Thus, the Federal Reserve’s announced policy of restraint on
the growth of the monetary aggregates, rather than hinde the economic recov-.

~ ery program, is a key element in the nation’s attempt to reduce inflation, restore
~ greater stability to financial markets, and improve the prospects for sustained eco-

- n )
Anavlv)er ﬁo. 2. Let me first observe that your chart c:ecﬁi,cts money growth on a
monthly basis, which I do not believe is a ificant factor in economic perform-
ance or inflation. However, we are mindful of the need to understand the pattern of
money growth over time and have done considerable research on the matter. A Fed-
eral rve staff stuﬂ of the first year of the new monetary contro! procedures
(February 1981) identified several factors which contribute-to variability in short-
term money growth. It was found, for example, that eommrisom of money stock
variabﬂia for different years are importantly affected by the seasonal adjustment
process. nal factors applied during the current year—and, to a lesser extent, in

=
S8

recent earlier years as well—are not able fully to reflect seasonal pat-
terns. Annual reestimation of seasonal factors—as money supp! ta for suﬁo-
quent make possible better estimates of the c seasonal patterns—
grad tends to smooth some of the ini observed variation in money.

Even after allowt:g for disto: effects of seasonal factors, there apparently has
been a rise in the short-run v ility of money growth since the introduction of
the new operating procedures. Evidence however, that swings in monetary
growth in the first year of the new contro gocedum importantly reflected large ..
- variations in money demand associated with the imgodtion and subsequent removal
of the credit control program. Further, in early 1981, the rapid shifta of funds into
the NOW accounts introduced nationwide at the erd of 1980 significantly affected
variability in M, growth. Finally dm;% the gﬂod since October 1979, the demand
for money oecasﬁmany has been buff bﬁo 0 ragid but erratic pace of financial
. innovations, which have arisen as mon lders have responded to high market
- interest rates aeekingwagv?‘pamthe transactions balances. -
Apart from rei?edﬂ lopments, movements in the money stock over short
B riods naturally reflect the underlytn&:olatility in the public’s demand for money.
enormous volume of transactions that occur each da‘z in our complex economy,
involving financial assets as well as goods and services, {s associated with consider-
able sharb-run variation itg gmum‘q.i;l?oney. Efforts utﬁi eliminato-qugg a{:ota‘tt-run
uctuations, which tend to larﬁ -reversing, would necessarily be a ex-
- pense of even greater volatility in l&restrate-, : ' A

g%
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Answer No. 3. M,
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.. But to restate the more important there is no empirical evidence that
mon -to-month fluctuations have 8 impact on the course of the econo-
my. In evaluating the ex&enenoe wi monetery control, the focus therefore should
be on long-term regard, the Federal Reserve has had a considerable
of su thegrowthofM;overthepasttwoyearsoonsietentwith

was inltigduoed in Febmarzwl980 when the mone aggre—
fates ‘were redeﬁned? It differed from M w the inclusion of other checkab o dejx
lts (OCD), con interest-bearing NO eimilar accounts. Growth.in
%niﬁmtly ected the g'rowth of Myp on  sovore] occasions both before 1980
ce. The major im beenreerredtointhereeponsetothe
revious question, namely the Bid growth ollowing the nationwide authorization
%‘ W accounts at year-end 1980 regmtxon of the public’s adjustment to
OW accounts, the Federal Reserve publish usted”’ M,y in 1981, calcu-
lated an M;; less estimated shifts into new NOW aooounte from sources other than
1B which as of Janm 1982 has been relabeled M;, now has a substan-
~ tial 0$ component, it like respond somewhat differently to interest rates
~ than it did when its OCD component was leee important. Because OCD can serve as
a savings medium as well as a medium of exchange, variations in savings prefer-
ences can affect the public’s holdings of OCD. In Ea.m ar, OCD-—together with
traditional savings deposits themselves and other liquid instruments—represent a
more attractive temporary store of wealth in times of ‘l;:tifhtened uncertainties re-
the future course of interest rates or economic activity. For example, in the
OlgB Amwt 1980 period and in the November 1981 to January 1982 period,
accelerated along with sa and certain other liquid assets. Thus it
maybethatthechangingeom tion of M, has tended to make it more variable. In
view of the changing nature of M,, the Federal reserve monitors closely the behav-
ior of each of its components.
The variations ifi interest rates and monetary growth rﬂ:u refer to do not indicate
a lack of consistency in monetery policy. ther they primarily reflect variatione in
" the amount of mone {l demanded by the public and the aooomqe.n
market reesureeimp edbyanefforttokeepthemox;:cyuneglycoee toatargeted
, the sharp run-up in rates in M, and M,
tened "to exceed the upper bounds of their growth rate ranges for that year.
Subeequently, as the monetary aggregates began to decelerate, credit controls were
introduced in March 1980. The profound effects on economic activity and financial
conditions led both to sharply reduced demands for money and credit and to consid-
erable downward pressure on interest rates. The extreme sharpness of the economic
contraction at that time was followed by an unusually prompt and vigorous rebound
-in economic activity and demands for money and credit. As a result, the money
stock began again to move rapidly toward the upper end of its target range. Policies
to resist this movement were aoeompanied by upwerd movements in intérest rates
during the second halif of 1980. .

Interest rates began 1981 at reeord levels. However, shortly into the year money
demands began to subside and financial market pressures eased for a time. A subee-
quent bulge in money in the eeoond quarter resulted in a growth in \nred
serves that exceeded the growth of nonbo reserves provided by Federal Re-
serve open market operations, and short-term/interest rates moved back toward
their earlier highs. By mid-summer, demands for money and credit weakened, while
the Federal Reserve provided reserves in an effort to maintain adequate monetary
growth. Aeeordingly, inhereet rates declined until the final month of 1981, when.
- money demand again picked up, apperently in part as a result of hetghtened pre-
cautionary motives.

No. 4. Asyouknow.theFederalReeervewascmted the Congrees in

1918 as an independent agency in order to insulate monetary po cy decisions from
short-term ures. One of the main ideas in the minds of the framers of
oﬂginafg‘ederal rve Act was that the System should be a distinctly non :
tisan organization whose functions are divorced from partisan

ations.
. Although the Federal Reserve, ee an ind dent agency, is responsible for reach-
ing judg‘xlggnte in the mon po cy area, ﬁ 38; accountable to the Congress
maintains close comm onswithboth and the Administra-
ﬁon.Deelg::txg.theChaimanof edereiReeerveamemberofﬂ:ePreeident’
cabinet, r,eouldreoultinlomeeroeionofthie carefully constructed
independence—an independence tlregardueuenﬁalifmonetarypoiicyiato

‘ beﬁ-eeﬁomday—todaypoliﬁulpreuumendplayitepmpermlelnachhﬁngew
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nomic stability. There is also an issue here of credibility, which is a vital, even if
intangible, component of successful monetary policy. We must be concerned about
the market’s perception of our will to continue a plined monetary policy, and
%a perceptioht‘ d be uadermined by an erosion of the Fed’s independence within

© governmen o : o

_Answer No. 6. The central objective of monetary policy currently is to return the
. economy to growth in line with its c&:;ductivé potential at reasonably stable pricea.
- For the pas’ir:wo years, in particular, Federal Reserve policy has been d&ected

‘toward the achievement of objective by sl the growth of money over time.
In my opinion, the progpects for inflation are now improving :?nlﬁcan , although
the battle is far from won. Given these ) for slowing of inflation, the mone-
tary ta for 1982 will “leave room” for economic later this year, Accel-
erating the growth "of the money supply in an effort to bmg interest rates down
quickly runs the risks of rekin tionary expectations and therefore be:
self-defeating. In such an event, the “inflation premium"” in interest rates wo
rise, and the on inflation itself could be reversed,

In regard to :ﬂ: longer-run period for which Congeas will be attem to con-
trol and reduce bﬁet deficits, let me note again the scale of the problem. In the
absence of deficit-reducing measures at least at large as the President has proposed,
the unified deficita in fiscal year 1983 and 1984 are projected to be over 4 percent of
GNP (that is, larger than the post-war record in the recession year of 1976) and over
-2 rmnt of total groes saving provided by the private domestic, foreign, and state

- and local sectors combined. Potential deficits of this magnitude suggest an intense
competition between the federal government and orrivate borrowers for the limited
pool of saving and, hence, continuing ures of interest rates, especially on the
. assumption of renewed economi¢ gro and recovery in private demand to finance

business fixed investment, housing, and so forth. In contrast, a significant reduction
in the deficit within the context of a moderate anti-inflationary monetary policy
wo;l‘d result in more credit being available to the private sector at lower interest
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The CHAIRMAN. Mr. Volcker, we thank you very much for your
attendance this morning. And I assume that it is fair to say that
we hope we will be seeing you again before the Committee. If infla-
tion and interest rates drop too rapidly, we may have a hearing on
why it happened. [Laughter.] :

nd I hope I am Chairman when that hearing is held.
Mr. VoLckkRr. I would be delighted to return under those circum-
stances or any other, Mr. Chairman.

The CHAIRMAN. If it happens too fast, I am certain somebody is
" going to criticize it so we want to be prepared and we aré already

" Taying plans for the hearing.

nk you very much. ,
[The prepared statement of Chairman Volcker follows:]

—_—
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Statement by

Paul A. Volgket

Chairman, Board of Governors of the Federal Reserve System

I appreclate this opportunity to participate in your
hearings on the President's economic proéfam. The responsibilities
of the Federal Reserve are, of course, limited to monetary policy,
but we must necessarily recognize the broad interrelafionships
among monetary and other policies bearing upon national economic
performance. Your Committee has particular responsibility for
initiating specific -revenue and bpehding measures; in reaching
your decisions, you must also take into account their implications
for the overall fiscal position of the government and tﬂg impli-
cations forxgigggpial markets. It is at that point that our
concerns intersect, and my comments this morning will be largely
directed to that area.

I have often expressed my concern abou£>the critical
need to break the inflationary momentum that had come to grip
the nation in the 1970's and spoken of the indispensable role
that monetary policy has to play in that effort. At the same
time, I have emphasized the extra difficulties that result from
placing too heavy a burden on monetary poIicy alone in the fight

‘on inflation -~ difficulties manifested in exceptionally heavy
pressures on financial markets and interest rates, and therefore
on credit-dependent seccors of the economy. -

Current developments both reflect needed progrese on the

_inflation fro;t and reinforce my concern about the burdens placed
on monetary polic;\;;\i;lng about and sustain that progress. In
the best of circumstances, ending an inflation, once it has becom;“
embedded in behavior and expectations, can be painful in the short

run, however necessary that effort is to our future strength and
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prosperity. The hard fact is the economy is now in the grips

of a second recession in as many years. Recent developments

have some of the characteristics of earlier cyclical downturns.
But the current recession has been superimposed on a pattern of
stagnation extending over a number of years -- years characterized
by a rising trend of unemployment, lagging productivity, and
particularly strong prussures on the older industrial sectors

and regions. And, even now, after months of rising unemployment,
interest rates have remained painfully high, delaying recovery

in some important sectors of the economy.

In broad terms, 1 don't think there is any great mystery

as to why the economy and fiqpncial markets have behaved in this
way. During the 1970's, infiation increasingly became viewed

as a way of_life, and in the process economic incentives were
distorted and our productive energ{;s sapped. As we lost our
most important financial yardstick -- a stable dollar -- interest
.- rates rose and became highly volatile. As monetary policy moved
to deal more forcefully with the inflation -- particularly in a
context of fiscal imbalance -- the strain on financial markets
became more acute. But the alternative course of trying to
accommodate to inflation by providiﬁé excessive monetary growth
would offer no lasting relief -- and probably little respite

even in the short run -- for that approach would only feed —-
inflationary expectations and reinforce the reluctance of lenders

to commit funds for any substantial period of time ahead.

-,
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Now we can see clear signs of progress on the inflation
front. A -reversal of the pattern of the inflation rate ratcheting
higher in each successive économic cycle would be an event of
profound importance, not least in encouraging a return to qggh
lower and more stable interest rates. We cannot '"prove" that
we have yet turned that corner. Indeed, some of the progress
against inflation reflects the more immediate and temporary
effects of recession-weakened markets, the pressures of extra-
ordinarily high interest rates on commodity and other sensitive
prices, and recent surpluses in petroleum and grain production.

But we are also seeing signs of potentially more lasting changes

in attitudes of business and labor toward pricing, wage bargaining,
and productivity. Not surprisingly, the effort is most clearly
apparent in industries where costs and wages have been most ;ut -
of line, where international competitive pressures are particularly
intense, or where regulatory change has encouraged greater price
competig}on. But, I believe tﬁé ﬁgttern is likely to spread,
"building in" lower rates of increase in nominal wages and prices
over time. And, as the inflationary and cost pressures ease,'the>
economy can resume a healthy growth pattern, with greater job
-opportunities, increasing productivity, and higher real wages.

But if that bright pto;pect is to be achieved, we simply
cannot afford now -- just as the disinflationary process is
beginning to take hold and beginning to be believed -- to abandon
our monetary vigilance. Past failures to "carry through" have

left a legacy of skepticism and uncertainty among workers and

~

-~

-
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'businessmen, among consumers, and among participants in financial 7
markets where lenders demand "inflation" and "un;ercainty“ premiums
" when committing their funds. Credibility iﬁ dealing with inflation
will have to be earned by performance and persistence over time.
Prudent fiscal and other policies must help in achieving that
credibility. But I believe it is broadly and rightly recognizgd
that, whatever those other policies, appropriate restraint on the
expansion of money and credit will continue to be fundamental to
festqring price stability. .
- As you know, I _testified two weeks ago before the House.
and Senate Banking Committees to report the Federal Reserve's
specific intentions with respect to money and credit growth for
-1982. Without repeating the details, I'd liké to highlight a
—few=of -the major points. )
Developiménts during 1981 were broadly consistent with
the continuing effort to reduce growth of monéy and credit to
non-inflationary levels over time. There were, to be sure, some
divérgent movements among the various monetary and creqit aggregates
that we target. Those movements are largely explicable in terms
of technological and regulatory change -- the introduction of
NOW accounts nationwide, the enormous growth of money market
funds, and other factors affecting ﬁhe preferences of the public
for different types of financial assets. SPecifically. Ml-.B growth
(adjusted for the estimated shift of funds into NOW accounts)
~decelerated further last year, averaging, over the year as a whole,

a little more than 1 percent below the previous year -- the third™
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consecutive year of-lower growth. From the fourth quarter of 1980
_ ﬁo the fourth quarter of 1981, Ml-B growth (adjusted) was 2.3 per-
cent, a little more than 1 percentage point below the lower end of
the target that we had indicated was desirable at mid-year. The
growth of the broader aggregate M2 -- about 9-1/2 percent over the .
four quarter‘period -- was a bit higher than in 1980, partly )
reflecting tﬁe extraordinary growth in money market funds,
As you know, the money supply increased particularly

sharply in the early week;-of 1982, following fairly large
increases in November and December. Increases of that size

are unusual when production and incomes are weak, and the
- recent rise appears to be related in considerable part to the
desire of individuals to place marginally more of their assets .
in highly liquid form. Interest rates, after falling sharply

last fall, retraced part of that decline in January and early
February, partly because the rising money supply was reflected

in renewed éiessﬁre on bank reserve positions. More recently,
~ monetary growth appears to be moderating, and bond‘ﬁarkets have
rallied, }

-- These recent movements, in my mind, emphasize again two
relevant points in aéseasing our monetary targets and their
implications. First, in a large an&‘complex economy, short-term
fluctuations in money supply data -- for a month or even a quarter,

and much more so from week to week -- can be anticipated as consumers
and businesses adjust their cash holdings. So long as the trend

Al
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is appropriate, those short-term fluctuations should have no
important implication for economic activity or.-inflation.

Second and more fundamentally, our targets are, by design,
limited to amounts n;ceasgry to finance real growth in a frame-
work of declining inflation. The stronger the inflationary -
momentum, and the more pressure on credit markets from other
directions, /the gieacer the risk that high interest rates will
squeeze out housing, investment, and other private activity
supported by borrowing. F

We bélieve the targets for 1982  established this month
(reaffirming tentative targets set out last July) will be con-
sistent with recovery in business activity over the second half
of the yeﬁr. Our target range for Ml of 2-1/2 to 5-1/2 percent
is-consistent with growth in money over the year as a whole
larger than during 1981, and the Federal Open Market Committee
has suggested that, as things now stand, growth in the upper-
part of the range would be acceptable. The FOMC also suggested
M2 gt;wth toward the upper end of its 6-9 percent range (the
same as last year) would also be acceptable. But these ranges
also imply a "tight fit," in the sense they are predicated on
the assumption and prospect of a further decline in tﬁe rate of
inflation. ) -

-~ The fact is that consolidating and extending our progress
on inflation will require continuing restraint on monetary éfowth.

and we intend to maintﬁin the necessary degree of restraint.
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Thatvfesérqinti by providing assurance that inflation will
continue to decline; should over time be.a powerful. influence
in bringing down interest rates as well,.particulatly in the
long-term area.  ‘Indeed, prospects for any lasting relaxatiah
of 1nteres£ rate pressures would be dim without the continuing
monetary discipline that succesaiagainsc inflation requires.
For the more immediate future, interest rate prospects

depend crucially on other factors as well, and 1 am fully
aware that interest rates are vitally important to the timing,
strength, and éustainabiliﬁy of economic récovery. The most
- important of those 'other" factors is surely the outi;ok
{of the Federal deficit, and it is a factor directly within your
own purview.

- -As you know, this year, fiscal 1982, we will have a
very large Federal deficit -- on the order of $100 billion.
To a-considerable extent, that deficit is a reflection of the
recession, as it reduces revenues and raises outlays. In the

particular circumstances of today, the current deficit, to a

large degree, acts as an "automatic stabilizer" for the economy. ' ‘
The financing load should be manageable in a context of reduced
credit demaﬁds by other sectors.

As we look ahead to 1983 and beyond, the situation is
quiﬁe differeﬁt, @nd that is the aoﬁrce of my concern about the
budgetafy situation. What 1s‘so discurbihg is that the current
services budget (taking account of the Adﬁtnistration's defenée

program) shows a sharply rising deficit, even if we assume révenues
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are lifted and spending :eattainqd-byﬂrathe:4strong recovery.
All the estimates before you, by theAAdmgnis;ratién. by the
Congressional Budget Office, or by private forecasters, point
in.the same direction. In the absence of action to close the
potential gap, the deficit will rise to about $150 billion or
more in fiscal 1983, and to still larger amounts in later years.
Looking ;t the same situation in another way, even if we assumed
"the unemployment rate would soon drop back to six perc;ht or 80 --
“about the level of the best recent years -- we would be faced
‘-with'large and riging deficits unless strong new .measures are
taken to contain them.

. In recognition of this outlook, the Administra;ion has,
as you know, proposed substantial mea;urea to reduce the potential
deficit for fiscal 1983, and the years beyond The emphasis is
~on spending reductions, but some revenue measures are also pro-
posed. That program is estimated to reduce the projected fiscal
gap by $56 billion 4n 1983 and $84 billion in 1984. if enacted,
" as proposed, it would go a very considerable way toward dealing
with the fiscal problem. '

As you consider those and other proposals, I must emphasize

the threat that, unless substantial budgetary actions are under-
taken, private borrowers would be squeezed out of the market, with
adverse consequences for homebuilding, for business investment,
and for other credit-dependent sectors. In other words, che»
budgetary outlook, as it stands, does not seem to me consistent.
with the expansion in private investment we seek, and have sought

to encourage through tax reduction and other measures.

G eedlseeezm20 o -
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The problem is not simply one for the future ---for

1983 and 1984 and beyond. Financial markets constantly look

ahead -- any lender or borrower tries to anticipate and "discount"
|wﬁkc lies ahead. Anticipations of a future ''squeeze' are trans-

lated into present high interest rates, into a desire to '"stay
~éhort"-«in*lending, 1nto‘a reluctance to set into motion plans
to build and to invest. Moreover, the deep-seated public instinct ~
Kthat sustained large defigité»will iead; sooner or later, to
pressuré*tg create more money to finance those deficits, or will
otherwise stimulate inflation, undercuts the effort to restore
stability.”

I would also point out Ehat, even with measures as large

-

as those proposed by the Administration, we would be left with

historically high deficits 1in relation to GNP- or Qur probable

savings potential, as the projected recovery proceeded. And

those projections have little margin for misjudgment of the

underlying trend in spending or revenues, in interest rates,

in the inflation rate and the like -- areas where any projection

has an element of uncertainty. I note, in that respect, that -

projections of the existing budgetary gap by the Congressional

Budget Office run somewhat higher than those of the Administration.
The potential for continuing squeeze on financial

markets could be alleviated by increases in business and personal

saving. Such saving has been abysmally low in recent years.

" Greater price stability, bositive real interest rates, and the

tax measures introduced last year, all should work in the direction

of greater savings. But to count on a dramatically large increase
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:;n savings to "bail" us out of the budgetary problem would be
to miys the point, at best. We need larger saving to finance

" higher levéls of business irivestment and housing construction;
we cannot afford to have it dissipated in finéhcing prolonged
excessive budget deficits -- deficits that, as matters stand,
would absordb, or more than absorb, a reasonable projection of .

increased savings.

Given the nature of the problem before us,- and the clear

risks of underestimating the size of the budgetary problem, I

~can only conclude that the Congress should set igg sights for

still larger budgetary savings, keeping in mind the widening
. gap now projecteévbeyond fiscal 1983,
Credible steps to assure substantially declining
Federal deficifg-gi~the economy expands, looking COvard balance
as we restore“satisfacég;} levels of un;mployment, would be
.enormously helpful in resolving some of the problems in our
financial markets today. Indeed, such action could have a
" galvanizing effect in bringing about lower interest -rates
because it is concern about the budgetary prospects that . pre-
occupies the thinking of many potential investors in the market
today. B
In carrying the primary responsibility for
tax legislation and for certain large spending prograﬁs, your
Committee has the excruciating job of translaélng general
budgetary objectives into concrete legislation. You mua; make
éhoices involving social, national security, and programmatic

considerations far beyond the purview of the Federal Reserve or
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my competence. As a purely ecénomié matter, I do believe that,

in general, lower taxes -- particularly lower marginal income

tax rates -- will permit the private economy to perform more
effectively, tending to increase incentives and to reduce dis-
tortions. Yrgm that ;;andpoint, spending control clearly deserves
priorit&. But to the extent the needed job cannot be done by
expenditure control \alone, I gee mno alternative to considering
new sources of revenue.

The difficult economic circumstances of today should -
not blind us to the fact that we have much upon which to build.
We can see the tangible progress against inflation. The Adminis-
tration and the Congress have taken action to spur productivity,
work, and savings through the tax system. The inexorable upward
trend in spending has been bent lower. Regulatory reform is
underway.

.from that perspective, what we need is not any basic
change in directibn. but a sense of urgency and persistenc€~
"in "carrying through." That has clear implications for continued
discipline in monetary policy. And it has direct 1mp11cafions
for dealing with the budgetary problem that looms so large
before you.

Seldom, in my experience, has the challenge.been so
clear for all to see. And seldom has there been so strong a
consensus on the need to meet it with bold measures. It is
those facts that give me confidence that you and your colleagues,
working with the Administration, will find the way to reconcile
the competing priorities among the paggiculars of spending
an& revenue.decisions in a way consistent with needed reduction
in the deficit. The quicker that can be done, the brighter, in
oy judsment, will be the outlook for the economy. -
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" excerpts of testimony presented by Paul A, Volcker, Chairman,

Federal Reserve Board, February 10, 1982,
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Monetary Policy in 1982

_ Federal Reserve’s Objectimfonhe
Gmthduoneymdcredit
Th?ederdkemwmhswmmiuedmmm
ed growth in money and credit to exert continuing
downward on the rate of inflation, Such a
pdkyhemﬁd:fthemundworkhwbchid‘or

expansion.

Theuwuuduﬂncnbwingoﬁnﬂniondunng
1981, and the p for further progress are
good Failure to persist in the effort to maintain this
improvement would have long-lasting and damaging
consequences; inflationary expectations would again
dmonu,withpoﬁendaﬂyndmeﬁeeuonﬂmn
cial markets, particularly long-term rates, and the
nezteﬂonwcurbinﬂudonwou!dbeamudwith
‘still greater hardship.

Prognuwwudprieeaubﬂi can be achieved
mocteﬁecﬁvely—mdwlththzleuummmtof

s

eeouomi dluupdon—tbm;hacomblmtiond‘

monetary, fiscal, regulatory and other economic
policies. Butitilquimdarthtinﬂaﬁonunnoc
persist over an extended period unless financed by
excessive growth of money
angeuformoneymmhhlvetberefombeenm
with the aim of slowing the expansion over time to
rates consistent with the needs of an economy grow-
ing in line with its productive potential at
mblepdca ‘The speed with which the trend of

mwthmbelowendwimoutundnlydlmr-

blnseﬁecuonuhmnm performance
depends, in part, on the credibility of anti-inflation
pobciuandthelreffecuonprieeexpmdom a
well as on other forces influencing interest rates and
credit market demands, including importantly the
fiscal position of the federal government.
Giventheneomideudom,the?ederdOpen
Market Committee reaffirmed the ranges of
monetary shown in the table below for the
year ending in the fourth quarter of 1962. These
mgamthcmuthonunuuvdymhnjuly
for 1962 and confirm the Federal Reserve’s commit-
ment to reduce inflationary forces.

Ranges of Monetary Growth'
1982 Projected . 1981 Actual
M1 2% to 3% percent MI1B 5.0 percent
" . - M1B (shift adjusted) 2.3 pecent!
M2 " 6to9 percent M2 9.4 percent
MS 6% to 9% percent MS 11.4 peroent
Commercial Commercial ‘
Bank Credit® 6 to 9 percent = Bank Creditt 8.8 percent

*Formerly M1B. See footnotes page 11.



- M1 Growth
~| At its meeting in February, the Committee

nized that the recent rapid increases placed M1

1. January well above the average level during the

fourth quarter of 1981, the conventional base for the

over
these movements may be at least partiall
fairly quickly. The available analysis mﬁﬁt

|
%
g

be more normal in
1982, and given the relati low base for the M1B
M1 (for

, the Comumittee felt that growth in
:EMIB)'&hyurin theuppet!ulfoﬁunng
would be acceptable. At the same time, the FOM

niques for economizing on the use of checking ac-
count balances included in M1—could accelerate,

with restraining effects on M1 growth.

d\encentinmanuﬂecwdhp;unmemm .

range, '
The 1982 ranges for M3 and bank credit are un-
chngedﬁomthonbrlsel."l‘bmwwm
will be influenced importantly by the degree to
credit demands tend to be focused in short-term bor-
rowing and are funded at home or abroad.



The Outlook for the
Ec¢onomy in 1982

Prospects for Economic Recovery _
] early Pebruary i produ:i::memploy-h
ment declined further in January, with the
extent of the fall worsened by exceptionally bad
winter storms. Demand in the key sectors that had
led the decline—housing and consumer spending—
showed some signs of leveling off as the year began,
M&cmtmuhpmducdonl&dyhvmpd
- to relieve some of the remaining inventory
ances. It would appear that the economy is in the
of bottoming out and a perceptible recovery
ghﬁmuﬁvky:houldbeunderwaybymldyw.
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p impetus to the economy. At the same
mt—pudcuhﬂylfwbmdnw
at exceptionally high levels in later years—adversely
hﬂmmtwmrhuo‘:dm.
oderal Reserve’s objectives for money
thmmdmtwhhmﬂy-hmmg::h

-



Economic Projections
Given the current circumstances and in light of the improvement in inflstion during 1982 comparable
onetary for the coming year, the individual with the Administration’s, as well as a similar out-
members of the FOMC have economic per~ | look for the labor market. The Administration’s pro-
formance in 1982 that within the jection for real growth falls at the high end of the -
nxlinedintheublebdbw. FOMC consensus. Should prices and wages respond
members of the FOMC expect inflation to more rapidly to anti-inflation policies than historical

‘T'quarter, peroent

'{ Economic Projections for 1982
1991 Actual 1982 Projected
FOMC Members Administration

Changes, fowrth Nominal GNP 9.3 8w 10k 10.4
quarter to fourth
quarter, percent  Real GNP 0.7 %ol 3.0

" ONP Deflator 86 oK 12
Average level in  Unemployment -
the fourth Rate 8.3 8% to 9% 8.4
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~Mone

tary Policy and the

Performance of the Economy

in 1981

" The Growth of Money and Credit in 1981

In its report to Congress last F , the Board of
Governors indicated that the System intended to
maintain restraint on the expansion of money and
credit in 1981, The specific ranges chosen by the

‘FOMC for the various monetary antici-
] pnedadecelentionln that would
t in price perfor-

T geuuredﬁomthefwnhqumro“%to
: tbefounhqumuoﬁ”l the ranges adopted are
shown in the table below.

Review of the Aggregates- -
Even after for lhiﬁn into NOW accounts,
and reﬂectmgthe rapid pace of institutional change
in finaficial markets, the behavior of the

growth in adjusted M1B over the first half of
1 was well below that which would have been ex-

mooey, GNP, and interest rates. On the other hand,
.| expanded quite rapidly in early 1981, M2

| -over the first half was near the upper end of its an-
| nual range, while the expansion of M3 and bank

aggregated
in 1981 was more divergent than anticipated. Aver-

pected on the basis of historical relationships among -
deapite the weakness in M1B, the broader 1 tes

‘| of the aggregates during

credit placed these aggregates above the upper
bounds of their ranges at midyear

Afer objecﬁmtorlselnmldym
the FOMC elected to leave unchanged the previously
established ranges for the aggregates. However, in
light of the reduced growth in M1-type balances over
the first half of the year—with indications that this
weakness might reflect a lasting change in cash
management practices of individuals and businesses
related to the growth of alternative means of holding
highly liquid funds—and given the relatively strong
growth of the broader aggregates, the FOMC an-
ticipated that growth of M1B might likely and
desirably end the year near the lower bound of its
annual range. At the same time, the FOMC in-
dicated that M2 and M3 might well end the year
around the upper ends of their ranges. This expecta-
Itbnd»nﬂeaedtbeﬁuibmwmtmgﬂa;?rymd
egislative actions as well as the popularity of money
market mutual funds might mtemifythepublk'
ptefenneewbolduteueneommuedhmebm.du

aggregates.
'Ibeubleonthenextp;ge ts the performance
1 {: a somewhat

longer-term perspective, showing two measures of
annual growth. In both cases, a marked deceleration
in M1B is apparent since 1978, The table also clearly
illustrates that growth rates ®r the broader aggreg-
ates have been maintained around a higher level

—
-Monetary Growth 1981
1981 Ranges 1981 Actual 1981 Q4 Levels®
M1B 6 to 8% percent 5.0 percent 436.7 _
M1B (shif-adjusted) $% to 6 percent 72,8 percent 4253
M2 _6to9percent 9.4 percent 1806.9
Ms ) 6% to 9} percent 11,4 percent 2171.0
Bank Credit " 609 percent . 88percentt  1320.3¢

*Biljoas of doliars, seasonally adjused.

. I
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Growth of Money and Bank Credit (percentage changes)

' Year - MiB Ma MS z:ldu
Fourth quarter to 1978 8.3 8.3 1.8 1.3
fourth quarter... 1979 7.5 8.4 9.8 12.6
1980 6.6 9.1 9.9 8.0
1981 2.3 9.4 11.4 8.8¢
Annual averageto 1978 - 82 8.8 1.8 12.4 -
saaual avernge 1979 7.7 8.5 103 - 135
- 1980 59 83 9.3 8.5
1981 47 9.8 11.6 9.4

mdlugerdwergeneuhvedeveloped&om M1B
growth. In considerable part, these differences can be
uphinedbymmrdchangelinﬁnmidmrkzn

Changing Financial Practices -
As indicated, the h of the narrow aggregates
adjusted for shifts into-NOW accounts was low in

l”lmpnmdmththe«berwmdd:oln
relation to income and interest rates. Continued high -
interest rates provided a substantial incentive for
businesses to pare narrow money balances and to -
make increasingly widespread use of sophisticated
cash management techniques. At the same time, ex-
plosive growth of money market mutual funds
(MMMF-)Appundbpmmplbounboldlwmmi
account balances; the broader avail- -
abﬂityofNO mmudnmybmpmmpted
them to reconsider the way they handle cash assets.
Like_whe,themgmhofM!hnyeu
reflected changing financial practices. Money market

funds and instruments offered by depository inititu-
tions that pay market-related interest rates have been
accounting for an increasing of M2, as
such assets have become much more competitive with
open market instruments. Indeed, the attractiveness

of small time deposits was enhanced last year by the -

| liberalization of the interest rate ceilings on small

savers certificates and, late in the year, by the intro- -
duction of all savers certificates. Even 30, two-thirds )
of the increase in the nontransactions component of
M2 was accounted for by raoney market mutual
funds which grew 140 percent last year. ’

T
§




Economic Performance in 1981

’ ! at
the end of 1981 than it had been a year_carlier. With
the weakening of output late in the year,
ploymént rate rose : )
Whihum.ecmomlt:~ w‘wdﬁtymdhappoin“ ting last
ding inflationary pressures. As 1981

in retar~
progressed there

~

Real GNP from O4 ©
1972 Dollary ““g b

wn 1978 1979 1960 1961




.\ contrast, long-term rates rose substantially. The
pressure on long-term rates to reflecta -
credit demands, particularly as the economy expand-
ed, were a continuing strong investor concern. De-
apite substantial reductions in the growth of many
calendarryons B siphoned off roughly S e of
alendar year 1981 rou; & quarter
the total funds available to domestic nonfinancial

™| .borrowers. Also in the background were continuing

doubts and skepticiam that anti-inflation programs

Hoxsing Merket - -
The tensions in credit markets in 1981 had their
greatest impact on household capital formation.
Housing construction fell to its lowest level in the
postwar period; 1.1 million new housing units
weremedinlog{.ma e closing rate on
mgulbrmbomuwulJpemtinthé
fe quarter of 1981, up from 12.6 percent a year
earlier. High prices also adversely the ability
of those secking new homes to afford the monthly

'Labor Markst

* | Decem
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Amgefamﬂydhpqublelneodenededoomko
the monthly payment on a typical new mortgage rose
from 21 percent in 1976 to nearly 40 percent last
year. S -

Employment grew at a moderate rate during the first
three quarters of 1981 and the unemployment rate -
edged down. As economic activity hegan to contract
in the autumn, the demand for labor fell sharply and
the unemployment rate climbed to 8.8 percent in
ber—only fractionally below its ar high,
The unemployment rate of adult men tos
postwar record of 7.9 percent in December 1981,
_Labor productivity (output per hour worked) rose
at a 1% percent annual rate in the first three
quarters of 1981. However, output fell moré than
employment iii the fourth quirter and productlvity -

\-



| were
*| dates; and labor agieemeats at a number of firms

were modified in an effort to ease cost pressures and

10



quarter of 1962.
. December Jevel used for calculating 1981 growth rates

ber 1981 and January 1982 to the average level in

.

bank credit
. Level for December 1961, Because of the introduction

of International Banking Pacilities, this figure is not com-
parable to earlier data. January 1982 level is not yet

Eteoedin. year.

i

) at all depository institu-
tem
early in the

and small denomination time

banks and savings and loan associations, and
B velodiiy, before shift adjustment, rose at & rate

institution-only MMMPs.

M2, time atall in-
oo o e iy
credit i total Joans and investments of coramer-
to historical experience. However, the shift of funds
saving accounts or other sources of funds not includ-
measures of the narrow money supply
the figure, ]

M2 is M1 plus

of
that
by
M
Mi
by
tems in
m\vﬂmu.
balances, and demand deposits at thrift institutions).
qu'm'm

. > e
-oo0o8 O

to Congress may be obtained from Publications Services, Board of Governors,
1
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Paul A.

" Excerpts from Téstimony of ~
| Volcker, Chairman, -

 Federal Reserve Board

protection from future price incresses and toward
::e\dadvcicdvity,‘md too little toward production.
Increasingly depressed and volatile capital markets

reflected the uncertainties. Effective tax rates increas-

But, in a sluggish economy, those revenues did not
keep up with our spending plans and programs.
that , the notion that we might
comfortably live with inflation—or that we could ac-
cept inflation in the interest of strong growth--was

. 93~115 0 - 82 ~ 11

monetary policy

greater or lesser degree in all the widely used infla-
tion indices. Consumer prices rose 8.9 percent

last
year, 3) percentage points less than the 1980 peak,
and the inflation rate seemed to be trending lower

“| still as the year ended. Finished goods producer

prices have had an average increase at an annual
rate of only about 4 percent for six months. Expecta-
tions cannot be 90 easily measured, but earlier fears
that inflation might rapidly accelerate have plainly
dissipated.

Those gains, to be sure, have elements that may
not be lasting. Sonie prices are depressed by
recession-weakened markets, and some by the :
pressures of high interest rates on inventories and

12 - -



168

ooibioo
room for real
for sustaining

m prospects

growth—,
gress on inflation.

and much better
over many years—the greater the pro-

long period. There will be more
that

&
.mmmmh‘w& mm.,m
tham uMMMmMMW

§3tedey

i

] .u,m
i3
£%3

3

13




169

Today, we are acutely aware of disturbed capital
-1 markets, high interest rates, econotalc slack, and a
ity record. But, when the sconomy

should rise; tax and

budgetary
be sustained for . -
That is not an impossible vision...From the u::b

§

g
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What we can do Is relieve the concerns the
understandably bave—concerns reflected so

both the Administration and your own Budget Of-

fice. Withont action to cut spending—or, if that fails,

-year pass as we discuss what

%0 raise new revenueg—w - would face the prospect of
deficits rising to unprecedented amounts, whether
measured in dollars, in relation to the GNP, or as a
propoction of our limited savings and the supply of
loanable funds. We can debate amoig ourselves just
what level of deficit is tolerable in coming years and

or where revenues can be raised. But I think we all
know that, without action, we would be oa a colli-
sion course between our need for new plant, equip-
ment and housing and our capacity to save—and it
would be more difficult to reconcile the requirements
for a sound dollar with our desire to grow.

It could be argued we have a little time. A large
deficit in the midst of recession should be
manageable; it indeed provides some support for the
economy in a time of stress. There are also large
potential sources of demand in the private economy.
The latest economic indicators are not s0 weak as
they were. We can see we are making some progress
against inflation, perhaps axfast as could reasonably
have been anticipated. In all these circumstances, &
degnebfpnﬂenecilneeded—mdjusdﬁed. C

ut delay is another matter. In my judgment, the
more progress we can see in restraining costs, and
the more resolute your action, the earlier
we can be assured a prompt and strong recovery,

The course of action we have set in the Federal
Reserve scems to me consistent with that sense of
direction and urgency. But no single instrument of
policy can, aloné, do the job. We look forward to
working with you and your colleagues in the weeks
:i:g'ymontluabeadwmeenhuechﬂenmm

~
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The CHAIRMAN. We now have a panel of four outstan econo-
mists: Dr. Martin Feldstein, president, National Bureau of Econom-
ic Research; Dr. Joseph Pechman, director of economic studies, the

" Brookings Institution; Dr. Allan Meltzer, John M. Ohlin, professor
of solitical economy and public poli?, Carnegie-Mellon University;
and Dr. William Fellner, resident scholar, American Enterprise In-
- gtitute for Public Policy Research. RN :

I'm not certain whether you have had any time to coordinate
how you wish to proceed, but we are hopeful that you might sum-
marize the hlights of your written statement which will be
made a part of the record. That will give us an opportunity to ask
questions based on what Mr. Volcker may have said or what some- -
body else may have said or what you may have said. And I assume
we can start in the order in which I called the names. Marty, if
you want to start first, and then Dr. Pechman.

STATEMENT OF DR. MARTIN FELDSTEIN, PRESIDENT, NATIONAL
BUREAU OF ECONOMIC RESEARCH, CAMBRIDGE, MASS.
Dr. FeLpetRIN. Thank you, Mr. Chairman. I understand that you
would like us to summarﬂe in about b minutes apiece. -
: The CHAIRMAN. If we could do that. And then after each panelist
- has had a chance to do that, we will open it up for questions.
Dr. FeLDsTEIN. I think I can summarize the statement in about 6.
First of all, just a comment that I think it would be wrong to be too
gloomy about the economy at this point. I think there has been re-
markable p. in the last year, which in light of the current
recession and high interest rates often get overlooked. I think what
you did last year in the tax bill in providing incentives for invest-
ment and for individual savings will have powerful long run favor-
able effects. I think the progress on bringing down inflation has
really been very dramatic, very impressive. Much more so than
most of the skeptics of a tight money policy expected a year or so
.ago. And that is permeating through all kinds of prices and wﬁfes;
The second point that I want to make is that despiteé this fall in
inflation—no matter how measured—interest rates have remained
-high because of the fear that inflation may turn around and go
back up again in a very substantial way in the latter half of the
- '1980’s and beyond. I the financial markets are worried that
the Fed will d the money supply in order to speed the recov-
- ery, and in order to generate more tax revenue. And then in the .
longer run, I think they are worried that the Fed will expand the
-money supply to accommodate the deficit. =~
‘I don’t think you can explain high interest rates by the deficit
per se, by the borrowing requirement of the Federal Government
even under rather ;)essimistic assumptions about how much cutting
~can be done, But it's the fear that that deficit will lead to a change
- in monetaga licy, it wil lead to the kind of expansionary accom-
- modation we had in the 1960’s and 1970’s, in particular, thatI
. think is frightemn&ﬁnancial markets. e
It's important, therefore, to bring down the prospective deficit -
not only because of the crowding out of private investment, but )
. also in order to turn around these inflationary fears that are~
- adding so much to the interest rates at the current time. - .

-
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~ Third, I think it is possible to reduce the deficit more than the
- administration has predicted both over the next few years, and
- over the b or 6 years that I think it will take to get the budget in
. balance. In the statement, I suggest a mix of tax changes, defense
spending changes, and nondefense changes that will do that. And it
will do that without rescinding either the business or the personal
tax reductions that were enacted in 1981. -
The key, if one is really to have anything like a balanced budget
in 5 or 6 %rears, is to slow the growth of Federal nondefense spend-
ing until the share of GNP that goes into nondefense spending has
been reduced to about 18 percent. That was the share of GNP that
- went into nondefense spending in 1970. I don’t think that that is
~ an impossible task. I don’t think it represents going back to the
Dark Ages in terms of social fpoli or economi¢ policy. It does rep-
- resent reducing the share of GNP by about 6 percentage points.
That means if one is to do that over § or 6 years, slowin%the real
growth, cutting the real growth of nondefense spending by 2 per-
cent a year. A 2-percent reduction a year over b or 6 years com-
bined with a much more moderate rate of real growth than the ad-
- ministration has forecast—a 812 percent rate of real growth—will
bring (:own the share of GNP going to yggndefense spending to 18
percent, e o T
~  What that means in slightly different words is a reduction of the
"~ current real level of nondefense tsg:nding by about 12 percent,
| ghased in over b or 6 years. And that would bring it back to the
1978 real level. =
If you don’t do that, you cannot balance the budget without sub-
- stantial increases in personal taxes.
I think to achieve those kinds of reductions in nondefense spend-
- ing in a fair way and with the least disruption, it is necessary to
broaden the range of programs that are bein%‘reduwde beyond what
the administration has sufgeswd. I think the administration, by
omitting any reductions for social security and any significant
changes to medicare or the disability programs, has essentially put
aside 40 percent of nondefense spending. And that made it virtual-
~'ly impossible to achieve the kinds of reduction over the next 4 or 6
~years that would be required.
malgintlgle l{:ngrmal _stattﬁment, I make 'l?h numbeti'm (;f Is es.titins for
om changes in those programs. The one just men-
~ tion here is'in social securli) where I think the best thing to do in

*. the short:run is to change the indexing formula by having what in
" insurance terms would look like a deductible the Insurance™

against inflation. The first 2 percent would not be covered by the

- ‘indexing. And everything in-excess of it would be covered by it. But

~ we have 7-percent

= that would mean a i%ﬁercent floor before inde; began so that if
’ P . inflation measured by the CPI, social security -

benefits would rise, but 3{ 5 percent instead of by the 7 percent

~ under current law. Cumulatively, that would amount to very sig-

" nificant reductions in outlays over a period of years.

" Let me also say as I do in the formal statement that all of the

- changes that I would suggest in social security, medicare and dis-

. ability and' in other»pﬁig}_-ams, can be achieved in ways that in
t is not n

 effect exempt the poor. ‘ _ for example, to apply |
_ 'that Zpgroent floor on benefits to m ;secunty recipi,ents. %)ng C

-
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could exempt people whose monthly check is below some amount,
and still get virtually all the savings. That most of the dollars don’t
go to the very poor in these broad programs. And, therefore, we
could make z{anges in medicare and social security which saves
tens of billions of dollars without affecting the poor. :

—— . ._Turning to the revenue side, I think it is important nof to undo
n’

the major changes that were made last year. And I do it is
- necessary to undo them in order to get substantially more revenue
~than the administratiomrindicated. The decontrol of natural &s,
"~ combined with an appropriate windfall tax, perhaps coupled with a
-tax on imported oil could be an important source of revenye. I've
also provided a list of specific changes in tax rules that I think
would be desirable even if the goal were now not to raise more rev-
- But turning to the broad personal tax cuts, my view is that one
should not rescind that 28-percent tax cut. As you know, that cut is
really just enough to offset bracket creep and to prevent the share
of incomes: that are paid in personal taxes from rising between
1981 and 1984, Even more important, I would you not to re-
. scind the indexing that is scheduled to begin in 1985. I think if you
did that, it would have a terrible effect on inflation ex tions.
We all know that without indexing, inflation is a way of balancing
the budget; is a way of bringing in more revenue. Without index-
ing, the temptation to inflate away the deficit is overwhelming. I
~think if you were to repeal indexing at this time you would give
financial markets a signal that inflation is going to have a bigger
payoff in terms-of tax revenue and be more likely in the coming
years. 1

I will stop there. - )

[The prepared statement follows:] —
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On Balancing the Federal Budget
Nartin Peldstein

The combination of the current recession, the high interest rates and
the recent budgot‘fbrocaoto nake it easy to bde too gloomy these dlyi. It1s
important therefore to remember just how much progress has been made in the past
year.

—%he most tangible achievement has been the substantial reduction in
the rate of inflation. During 1979 and 19680, the consumer price index Junpsa\lt
more than 12 percent a year and many people began to worry that inflation was
out of control. In contrast, the 1981 CPI increase was less than 9 percent.

The producer price index showed even greater progreas, with the rate of increase
declining from 12 percent in 1979 and 1980 to 7 percent in 1981. The rate of
1nor';;q of average hourly earnings declined gradually.over the year; while
January's wages were 10 percent higher than a year earlier, December's wages
vere only B.1 percent higher. MNost economists antidiphto that the 1982 infla-
tion rate will shov a further substantial decline.

The significant progress in reducing inflation can bde oredited pri-
marily to the relatively tight monetary policy during most of the past two
years. Tight money prevented the 1980 recovery from developing into a full
expansion and then caused a further downturn in economic aotivity in the sumer
of 1981. The tight money policy also reised the value of the dollar relative to

- other currencies and thereby helped to prevent price rises for oil and other
internationally traded goods.

Nobodx likes a recession but it appears to de the unavoidabdle price
that has to be paid for bringing down the rate of inflation. MNoreover, the rise
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_in unemployment has brought much greater p‘rog_u’n in reducing inflation than the

skeptios of a tight money policy had anticipated. And now that the upvard
momentum of inflation has been reversed, further gains in reducing inflation
should be poeaibie with less slack in the economy.

. Thi.!inlncial narket is nevertheless still unsure about the deoline

_in inflation and about the Fed's willingness to keep money growth in the coming

years within ﬁhe bounds of gradually declining target ranges. The abnormally
high real interest rates at the present time reflect the financial market's fear

that the Fed may accelerate money growth in an effort to expand the econony and

" raise tgx receipts or that the Ped may monetize too muoch of the government debt

* in future years in an attempt to prevent real interest rates from rising. 1If

%h@'finanoiaz_gifkot had greater confidence that the Ped would not be persuaded
by Co;gresa or the Administration to.;;part from the policies that Chairman
Volcker has announced, the long-term interest rate would be simnificantly lower.

In addition to the progress in reducing inflation, the ngjor economic
achievement of 1981 was the enaotment of new tax rules to encourage inoreased
business investment and a higher rate of personal saving. I believe that the N
asccelerated cost recovery rules and the individual retirnent accounts will ocause
a substantial increase in saving and in business investment in the decade of the
19808 relative to their levels in the 1970s. It is 1-p6rtant that Cong;oas not
change the law in ways that will weaken these incentives. Noreover, priority
should be given to the very low cost reform of increasing the $2000 ceiling on
IRAs to keep pace with riaing incomes. i .

The prinoipal prodlem that now oloudé_fhe economic future is the
sories of vast defiocits projected in the Administration's recent budgét. Even
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if these btudget targets are achieved, the defioits would aversge matly'wb
bi1l4on a year betueen 1983 and 1986.

But the defioi’ outlook is even worse because the Administration's
‘revenue forecasts are likely to prove to be overly optimistic. Their forecasts
sssune a rate of nominal GNP growth that is not consistent with the Fed's plen
for limiting the growth of the money stock. If tight money keeps nominal NP
- growth below the Administration's projection by one percent a year, personal tax
revenue in 1964 will be 820 billion lower and the defioit will exceed $100
billion. And even this bleak figure assumes that the Administration is success-
ful in achieving all of its requested spending outs.

Sustained deficits of this ugnituée are a serious bu;'don for the eco-
nony and result in reduced investment, inoreased inflation or boéh. Since a
government deficit means increased goverament borrowing from the public, its
automatic effect is to raise the real rate of interest and theredy reduce
privdto borrowing and investment. And if the Fed tries to prevent this bdy
.purchasing some of the additional government debt, the resulting inocrease in the
' . nor;oy supply would raise the rate of inflation.

V¥hile a oonsistent monetary policy can prevent such inflation, the
result would be a substantial crowding out of private investment. Net private
inveataent in the ;Inuod States is now only about six percent of GNP. A $100
billion deficit in 1984 would imply that the government must borrow two and a
half percent of GNP. Since the resulting higher real interest rates would e
induo; an inflov of foreign capital, the government borroving would not displace
an equal amount of private investment. Wevertheless, the impact of a $100
billion defioit on private capital formation is likely to bes very signifiocant.

£l



The large defioits are, however, unlikely to cause the finanoial cheos’

and extremely high interest rates that some dour hli Streeters are predioting.

" Much of that pessimiem refleots a confusion between nominal market interest
r‘tu’ and inflation-adjusted real into?_qat ‘rates. The prinoipal resson. for high
market interest rates is the fear of inflation. If the Fed follows & polioy of
consistent monetary control, the inflation proiiun should fall even though there
are larger defioite. The direct effeot of the deficit is to reise the real

" dnterest rate to a level that reduces private opehdiné'horo and abroad by onoug;
to nnmoo the government borrowing. Simoe thé inflation premium uynn-at'
the” uno timne that the real rate of interest is rising, there is no resson why
huo deficits should produce higher market interest rates in tho future.

How much higher would real interest rates have to bo 1n 1984 4f the
government deficit that year is $100 billion instead of $50 billion? Although
eoonomists don't know enoush to give a precise ;atint;; a reasonadle answer is
*not luoh.‘ probably not more than one or at most two percentage points.” The -
rise in the interest rate is limited to the extent tﬁt fgndo are attracted from
abroad by a higher U.S. real interest rate. The interest rate inorease is also

‘ small if domestic borrowsrs believe that the large deficits are only temporary
and therefore that their cost of funds can be reduced by postponing their

. borrowing.. With some 3450 billion of annual m;ostumt in the United States and
more than that in the rest of the world, a temporary inorease in government

" borrowing by $50 bl;lion is 1ikely to have only e negligidle effeoct on the real
rate of interest.

Another source of exaggerated pessinism is the concern that_large
defioits vill “sbort the recovery.” It is, of oourse, true that a larger defi-

N

.
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“oit, by raising the real interest rate, will reduce spending for plant and ’
equipment, new housing and consumer durables. However, & larger deficit also
aeans oﬁhor moré government spending or lower taxes and therefore more con-
suner lpendiné, thus providing a direct addition to demand that can stimulate

and sustain the recovery. )
The real prodblem is that sudstantial defiocits ocould olininnto. a signi-
ficant portion of net capital formation. This adverse effect on capital for-
- mation, which could occur even if the rise in the real interest rate is small,
is the important reason to reduce the projooted\ defioits for the next few yéars ™
and to dring tﬁe bu@got into balance vithi; nve‘ or six years. I believe
gox;oovor that such a policy can be deeigned without resoinding the businesa or

' personal tax reduotions enacted in 193f. =

- " Slower Orowth of Spending

The key to balanoing the budget is to slow the growth of Federal non-
dofouo spending until these outlays equal the 13 porcont share -of GNP that they
a4 1n 1970. During the past two deocdos. the autoutie grovth of tax revenue
induced Congress to vote for new prograns and for program expansions that would

- never be enacted today. Although Tthou‘ programs are generally not without some

’ value, there ies an increasing belief that their value is not enough to warrant
thi‘ high urgiulltu rates that would be nécessary to finance them in the
future. - N )

Rgfuming nondefense spending to 1970°'s 13 percent share of GNP ‘ovor
the next six years would only require a 12 percent deoline in the real level of
‘nondefense outlays, dack to the real level that prevailed as recently as 1978.

" The combination of a two percent a year reduction in real nondefense outlays and

- - -
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a 3.5 perocent real GNP growth would be sufficient to dring ion&i'tonu spending
'baﬁk to 13 perdent ‘of GYP in six years.

A two percent annual reduction in real nondefense outlays can be
achieved most fairly and with the least disruption by making changesd in the full
range of government programs. Unfortunately, the Administration has refused to
make any significant ohanges in the Social Security &tironnt, disability and

_Nedicare programs that currently account for some 40 percent of nondefense

"spending. \Au a 7uau1t.‘ the Adnuiistutiou has been forced to propose many
spending ocuts that are unlikely to be enacted, thersby further mergaoins the
probable deficit in future years. ”

| It is now up to congnni to broaden the range of ;pondlng reductions,
not in order to cut spending by more than the Adninistration proposgd dut to
distribute the spending cuts in & way that is both fairer and more likely to
achieve legislative approval. Changing the Soocial Security indexing rule to
raise Sonofita only for Vprioo increases in excess of 2 percent would save nearly
Céo billion in 1986, or about one-tenth of the total required spending reduo-
tign. Poqtponing’ the age at whioh full retirement benefits are payiblo' and
changing the benefit forwula for new retirees could also achieve substantial
savings without causing painful adjustments for any individual. Returning to an
earlier standard of eligidility for disadbility denefits ocould save half 6;' nre
of the current $18 billion outlay. And requiring Medioare patients to pay a
modeat share 6f their hospital charges in the sane way that patients with pri-
vate insurance do would not only reduce the $45 billion Nedicare outlay but
would aleo help to control the inflation in hospital costs. All of these '
changes could be done in a way that exempts those who are truly poor without
significantly affecting the revenus savings. .
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Vhat about defense spending? In dollars of constant purchasing power,

the United States spent less on defense in 1980 than it did in 1960. As a
fraction-of GNP, defense spending halved from 10.0 percent of GNP in 1960 to

‘ ~ less then five percent in 1980. As an economist I do not know what fraotion of .
* GNP whould be spent on defense. That olearly depends on the efforts being ugdo .

by oun enenies and allies se well as on the technological possidilites for
translating more spending into greater deterrence.

The Administration originally proposed reising real defense spending
at seven percent a year, a rate that would raise the defense share of GNP by one
" percentage point in four years and that would double real defense spending is a
~ decade. The revised budget calls for nearly nine percent real growth of defense
outlcyt; between 1981 and 1485, Without judging whether such an inorease is
warranted by military conditions, I will only note that returning to seven per-

oent real defense growth would reduce defense cutlays by $20 billion in 1985.

Revenue o8 ,
Turning to the revenue side, there is wuch that can be done without
: revoking the personal and business tax cuts or tampering with the 1985 indexing
rule. Rapid decontrol of natural gas prices would conserve this important
resource and add $15 to 820 billion a yoar to tax receipts.
T There are several revenue producing changes in tax rules that would
deserve to be made even if there were i)ot- a defioit. Migh on my list is
- 1imiting the exolusion of employer contribution for medical insurance premiums,
a rule t\hat‘ is responsidle for much of the inflation of health care costs and
" - that now reduces income tax revenus by more than $15 billion and payroll tax
m;\gq by additional dillions. Other tax rules that not only reduce revenus .




but aleo distort economic incentives are the exclusion of unemployment benefits
(vith an estimated revenue loss of more than $5 billion) and of workmea's ocom- -
pensation benefits ($3 billfon) and ths deduotion of consumer interest (86
billion). The combination of natural gas decontrol and effioiency-improving. tax
changes could easily sdd 830 billion a year to revenue in 1934 and beyond. =

The personal tax ocuts of ?3 percent afo essentially just enough to
prevent bracket creep in 1981 throuil 1984 fron raising the share of inoome paid
in taxes. It would de good.‘hovovgr. to stretoh out the 10 percent tax out
ich‘dulod for July 1983 into 5 percent cuts in July 19684 and July 1985. That
would achieve the same ultimate tax rates but would 40 80 in & way that reduces
the defioits in 1983 through 1985 vhile the spending reductions are being made.
The extra revenues vb\xld be about %35 billion in fiscal 1984 and nearly $20

. billion in fiscal 1985.

Adding it U
How does it all add up? The 1982 defioit will be about three percent

of ONP. The combination of the business and personal tax cuts and a seven per-
cent real annual increase in defense spending would raise this to about aix per-
cent of GNP in 1987. Reduoing nondefenss outlays rron 18 percent of oup in 1982
to 13 percent would lower the deficit to about one percent of GNP. The -changes
in _'tax rules can produce a budget that is predicted to be in balance and that
has & g0od safety margin for keeping the defioit within one percent of GNP.

.~ Two things adout this strategy are obvious. Pirst, it will take five
or six years to_ achieve a balanced budget. Although otrﬁtohinc out the-personal

tax cut can reduce the extent of the budget deficits slong the way, there is no -

way to reduce government outlays rapidly enough to balance the budget by 1984 or

1985, Second, the strategy for balanoing the budget without reising taxes can
only work if Congress is prepared to make s 10 to 12 peroent reduction in real
nondoton_n outlays over the next five or o}x years. If ouoﬁ spending cuts will
not be made, there is no choice but to reise personal taxes. But if Congress is
prepared to slow the growth of government spending in thi‘ way for the next half

dosen years, the basic program of tax reductions, inocreased investment and lowver ‘

- iaflation can succeed.
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- The CHAIRMAN. Dr. Pechman. . - : 7

- STATEMENT OF DR. JOSEPH PECHMAN, DIRECTOR OF ECONOMIC
STUDIES, THE BROOKINGS INSTITUTION, WASHINGTON; D.C.
- Dr. PecaMAN. Thank you, Mr. Chairman. I don’t have to repeat

the obvious point that the budget that the administration has sub-
mitted would even, if enacted, yield deficits that are unsatisfactori-
ly high. And I guess the ptacti' cal problem before us is_how do we
get the deficits down. B o
~ Let me say that I have tried to &rioe out the Reagan budget real-
istically. I think some of the numbers that are being bandied about
underestimate what is likely to happen even- if the Reagan bud%eat
is approved lock, stock and garre 1. As you know, in year 1985, -
- the budget deficit gets down to about $72 billion. But his adsum%
tions are that wé will lgww in the next 5 years in the face of hiﬁ
intérest rates and high deficits almost as fast as we grew in the
early sixties when there was virtually no inflation and when inter-
est rates were 8 percent. These economic assumptions are quite un-
realistic. But you don’t have to moderate them very much to gener-
ate a large increase in the deficit. - :

For example, if you take the Congressional pudﬁet Office as-
‘sumptions, which reduce the rate of real growth in the President’s
budget by about a point and a half—and I think that is not unreal-

- istic—but still provides for quite a handsome expansion, and as-

- the deficit increases by close to $

- ‘est rates, you have to a

suming that the inflation rate goes up by a corresponding amount,
th 5&3 bﬁlion by that one change
. alone. . -

~ Then I think there are excessively generous estimates in' the

budget on what they call management initiatives, which means
sales of assets and land, accelerated leasing of outer continental-
shelf lands, and so on. There is also a vast underestimate of the
cost of the farm price support program in the budget. If you make
realistic estimates for those items, you add another $20 billion to
the budget deficit. - : :

Then, the fact that we are going to have a higher budget deficit
- during the next 8 or 4 gears and probably somewhat higher inter-

, add $26~bﬂﬁon for interest. —

Instead of a $72 billion deficit, you are up to a $160 billion deficit
in 1985. I think that practically any economist that you talk to
. would agree that that is outrageous in light of the assumptions
that are behind these estimates. It would mean that with unem-
ployment less than 7 percent and thé economy growing at a rapid

-+ rate, the deficit would amount to between 3% and 4 percent of the

GNP, which would be unprecedented, except for periods of deep re-
cession.. .- _ - -

"~ Furthermore, at that time, and under those economic assump-

.. tions, clearly, the deficit would tend-to crowd out private invest-

~ment, and, therefore, raise intereat rates. It would &also, by its.very

" nature, reduce national savings.

- So6 you have a bl% roblem. And thé problem is not measured by
something like $70 billion in 1985, it is measurad by something like
~ $160 billion in 1985. The question is what to do about it.

. In making this estimate, I have assumed that all of the Reagan
- cuts in the nondefense: budget are adopted. You have to add to the
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deficit if the Congress does-not adopt every dime of the cuts. My
own preference would be to reduce, the ,rarZe of. growthof defense
- spending and apply some of that to moderate the cuts in nonde-

-'However, assuming .that you do make the savings that the
budget proposes, you still have enormoug problems that can be re-
solved only by working on the receipts side. I outline in my paper a
number of methods of increasing receipts enough to reduce the
$160 billion deficit in half. That would mean $80 billion in 1986
and would cut the deficit to a little less than 2 percent of the. GNP...
And, hopefully, the deficit would be going down from then on g0 it
would probably be tolerable, assuminiitqf coursé, there would be -
continued pressure on the downside of the deficit beyond 1986. .

1 sugiest'a fiumber of steps. First, I think that we sixptgley canno
afford the tax cuts that are now in place for 1983 and the indexa-
tion that would begin in 1985. I agree with Martin Feldstein that
these ought to be delayed. My own view is that indexation was a-
fiscal blunder, and that you will probably not enact it in this
decade after you look at the numbers. o . \

_ But be that as you may, even if you temporarily delay on indexa-
tion until you can afford it, you would be increasing receipts in
fiscal year 1985 by over $50 billion. ; -

I would also deregulate natural gas and adopt a windfall profit
tax. That, according to the Congressional Budget Office, would add
$12 billion to receipts. To followup on Senator Bradley’s questions
about tax expenditures, there are many more tax expenditures in
' the law that are counterproductive. In other words, they do more
harm than good. They misallocate resources, and reduce the rate of
growth of productivity rather than increase it. : .

The administration, itself, recommends a menu of something like
$20billion—including withholdin% on interest and dividends, which
you know I have supported it for 30 years. I hope you adopt it.

But I think that my administration has only touched the tip of
the iceberg. I have a list in table 1 of my testimony which would,
- increase receipts by close to $60 billion, $57.5 billion in 1984, an
$65 billion in 1985. If you did that—but I doubt that you will do all
of it—I think the economy would be better off.

- The program T recommend is to defer the tax cuts in 1983 and
indexation, deregulate natural gas, and adopt a windfall profit tax,
add at least $15 billion from the list of $260 billion of tax eiﬁendi-'
tures that Senator Bradley suggested. That gives $80 billion. I
think it would be a good start on reducing what is an intolerable -
prospect for the deficit. | ’ o
- Thank you very much. .

_ [The prepared statement follows:]

Syt
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© WHAT ‘TO D0 ABOUT-THE DEFICIT
by - '
Joseph A. Pechman

Statement before the Senate'Finance Committee
" February 24, 1982

1 am.pleased to have this opbortunity to discuss with this com-
mittee some of .the difficult issues in current budget and tax poticies.
In this statement, I will discuss briefly the economic and budget
outlook, and then turn to methods of reducing the large deficits that

seem to be in store for us.

The Econoﬁ!c and Budget Outlook

.2 915115 0 = 82 - 12

The Reagan team disregarded budget deficits in making ;és plans
forl the next several years. Hence they were ibIe'¥o persuade them-
selves that taxeéhcould be cut hy more than expenditures, without se-
}1ous economic consequences. But they forgot that the tight monetary
poticy -- which they support -- would collide with their 1loose fiscal
policy (f.e., continued high deficits). The result has been high in-
terest rates, which brought on the current recession and will continue
to retard the growth of the economy.

Assuming there 1s no fncomes policy to reduce the rate of growfﬁ
of wages pnd prices directly, the only mechanism that remains to combat
inflation 1s to restrain the growth of ‘money and credit, which then’



SIOws’dodﬁ the econony.> If this polfcy fs maintained fbr a long enough .
pertod of time, wages and prices will respond.  But, as the currédt"
experience amply denonstrates. the cost of this policy is Qery. very
high in terms of lost output and unenploynent.

Federal deficits exceeding $100 bi!lion a year are now in- prospect
for the foreseeadle future. Hy own estimate 1s that the deficits will
amount to $110 billfon fn fiscal 1982, $125 billion 1n 1983, $140 bi1-
Tion 1n 1984, and $160 dbil1ion in 1985, even 1f the Reagan‘@udget pro-
posals are fully iiplenenggd and the economy grows at the rate pro-
Jected by the Congressional Budget Office. The 1982 deficit s
tolerable because it is a year of recessfon. However, the deficits - in

the later years are not tolerable -- unless Congress does something ‘
about them, the deficits will raise interest rates and condemn the
econony\tglfrgﬁuent recessions and slow growth.

1 believe that reduction and eventual elimination of the deficits
would help to ease interest rates, moderate the effect of monetary
policy on the economy, and promote stable growth. In additfon, e‘lin.i-

=nation of the deficit; {(which {s really dfissaving by the fgderaI
government) would increase saving and thus permit a larger increase in

{investment, which mdy help to stimulate productivity growth.

Closing the Expenditure-Revenue Gap

The adainistration and the Congress have already reduced
non-defense outlays substantfally, and 1 have 1ittle doubt that further

cuts will be made thi; year. My own personal view 1s that a cut of 5

~
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pércent in defense spénding for 1985, which would reduce outlays by $15
biT14on 1n that year, would not endanger our nafiona1 security. - It
>u0u1d*-afso permit moderation of some of the non-defense spending cuts
-proﬂbseduin‘thé Reagan budget., 48u§ even {f any savings that can be
made in defense outlays are.not used for this purpose, there 1s still a
huge gap between expgnditures and receipts and that gap can be closed

~—

only by action on the tax side. ~

~ .

The soiirce of the pEBb1en {s that the 1981 tax reductfons reduced

the revenue potential of the federal tax system in 1983-85 by more than
we can afford. In addition, the indexatfon of the 1individual income
~tax which was incorporated in the law effective in 1985'§as avmajor
fiscal blunder. It will reduce federal receipts by $12 billfon 1in
fiscal 1985, $36 bil1don 1n 1986, $51 biiifon.in 1987, and so on.
‘There aré several methods of increasing taxes, some better than
others: | |
f. A traditional method would Se to fincrease excise taxes on
tobacco, alcohol, and gasoline. An increase in the tobacco and alcohol
taxes, which have not been raised for many years and have been eroded

by {nflation, may be justified on grounds that the consumers of these

_—
products impose costs on socfety which should be recouped through

‘taxation. A substantial increase in the gasoline tax would be appro-
priate to promote conservation. However, -except for the gasoline .tax,
~the revanue“ potentfal - of excise taxes is not great: even if all the
najor/excises were doubled, the revenue increase would be aboui $10

-~
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billton 1n fiscal 1984, and $11 biiifon in #1sca) 1985.™ Moreover, to-
bacéo and alcohol taxes are generally regreésive and increases in these
taxes are resisted by the pudblic. If excise taxes are increased, tax
fncreases should also be imposed at the highqr income élasses to offset
‘the regressive_effect of the. excises. -

\_ﬂuz.\ As natural gas 1s deregulated, a windfall profits tax similar
to tgghiax now fevied on production of of1 would be appropriate. Such-
a tax would not rafse as much re;;nue as was once thought; the Con-
gressional Budget Office estimates that the revenue gain-from increased
income taxes and.a windfafl profits tax as natural gas is deregulated
would amount to about $12 billion in fiscal 1984. President Reagan
opposes the windfall profits tax, but he might reconsider after re-
viewing the alternatives.

3. Another possidility is to enact a value added tax. This tax
is highiy {nequitable as compared to an income tax, since it is
regressive or, at best, broportional. The experience of politicians
with_ the value added tax s not good, but some may turn to this tax if
the revenue situation becomes desperate. I hope _that Congress will
avoid this alternative. The enactment of a value added tax after the

large income tax reductions made last year would be a clear {ndfcation

that the real purpose of recent tax policy has been to reduce the

am——

progressivity of the tax system.
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4. The best way to increase revenues in the future is to elimi-
nate many of the {rrational, uneconomic, and inequitable tax expendi-
tures. The administratfon recommends several revisfons that would
raise about $11 billfon in 1983 and more than $16 billioh in 1984 and
1985. I think that the goal should be to raise at least $50 bill{on by
this means. A st that would easily raise this amount 1n 1984 and
1965 is given in Table 1. This approach would raise _urgently needed
revenues and improve horizontal and vertical equity at the same time.

5. Since the huge 1981 tax cuts are major causes of the deficits
now {in prospect, {1t would be appropriate to delay or repeal the July
1983 cuts and the indexatfon that goes into effect in 1985. This would
increase revenues by about $37 billfon in fiscal 1984, $54 billfon in
1985, $76 billion in 1986, and $102 billion 1n 1987, and would be timed
fairly well from the standpoint of countercyclical po!icy.>‘}t would
also be useful to accelerate the July 1982 tax cut by three months.
The »reduction in revenues of $7 billion would help to accelerate
recovery from the present recession.

Over the longer run, 1t will be necessary to review the structure
of the {ncome tax to see whether it can be 1nprovg§ sufficiently to

remain the major source of revenue fot the federal government. I be- -

1feve that, by eliminating unnecessaryvﬁeductions. exclusfons and tax

" credits, 1t would be possible to-make the tax much simpler and more -

equitable than 1t fs today and cut the tax rates well below the rates
now scheduled to take effect in 1984. |
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In summary, we are in despérate fiscal shape as a result of last
year's tax-cutting spree and only tough action to increase revenues
will remedy fhe situatfon. A practical program would be to delay 'ti-1e
-, 1983 tax cut and {ndexation, derégutate natural gas and impose a wind-
fall profits tax, and eliminate at least $15 billion of tax expendi-
tures over and above the 1ist proposed by the administration. These
steps would Eaise recefpts by over $80 billion in 1985 and would assure
the capital markets that Congress will not t;olerate $160 billion
. deficits or more when the economy-is expecting to be operating at a.
high level. ‘

—
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Table 1. Revenué Effects of Varfous Tax Revisfon Measures, Fiscal "Yea't‘"s:-

oclesss | T |
© BiteRbof doMidrs oo
TItems . . oo 1984 . 1985
- Adninistration proposals e
Revised contragt accounting S 50 3.2
- Remove business energy tax credits _ _ 0.4 0.6
- Limit tax-exempt revenue bonds ‘ 0.3 - 11
- Eliminate modified coinsurance . 2.2 - 2.5
© Amortize construction period . L _
» {nterest and tax. . B S 1.1 1.0
" Enact corporate minimum tax 4.6 ‘5.1
Speed up corporate tax payments 1.7 . 0.9 .
- Withhold on interest and -dividends 1.3 1.4
~ Subtotal 16.6 ‘16.8
, Addipioqal‘ proposals »
- £1iminate 1981 act saving provisions 2.0 5.6
‘Eliminate -tax-exemption for -
~.all {industrial development bonds 3.6 3.7
Elininate~daterrat-of—income by domestic 5
{nternational sales -corporationss (01SC) 2.0 2.0
‘Repeal_percentage depletion - — 1.6 1.9
 _Terminate deductibility of consumer ,
-~ —— {nterest payments 7.8 8.1
‘Limit home mortgage interest deductions S
“to°$5,000 o S - 1.0 1.3
Terminate deductibility of state and :
. local sales taxes . 5.3 - 6.0
~Jax-one-half of socfal security benefits . 9.6 11.3
‘Tax’ a1l unempioyment fnsurance benefits - 1.7 1.7
“'Linit tax-free employer contributions to P
~ health plans to $120 a month - .33 4.4
Rafse -the threshhold for medical expense , :
__~=deductidon to 10 percent and eliminate . : _
~.--separate deduction for health insurance premfums 3.0 ?.2
Tota) revenue-effect o ‘ 57.5  65.0

* source; Budget of the United States Government Fiscal ¥ear 1983,
' ongress

' s 3-15, and 4-J; an onal Budget Office, Ta
) _ Expendftures: Current Issues and Five-Year Budget Projections for
—_Fiscal Years lmmr—_i‘_ eptember 19817, T RN

.3“ 33
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'STATEMENT OF DR. ALLAN MELTZER, JOHN M. OLIN PROFESSOR '

- OF POLITICAL ECONOMY AND PUBLIC POLiGX,. CARNEGIE-

.+ MELLON UNIVERSITY, PITTSBURGH, PA. - L
. Dri'Mzrurzer. Thank you, Mr. Chairman. In' my statement, I

- stress the uncertainty about Federal Reserve policy and budget .

. policy. I like to think about thé problem of the budget by télling'a -

.. very brief story, a good news, bad news story. The good news is
&:t a busload of supply siders fell into a ravine. The bad news is

1at there were three empty seats. [Laughter.]- | o

« . eration, deceleration in the growth of Government spending, reduc-
" tions in tax rates; and deregulation, which has beén emphasized by
- .this administration: I strongly disagree with Mr. Pechman’sapro-' E

.~ gram. He would solve our budget problems by raising taxes and re- -
pealing indexing. The latter raises taxes by using inflation to put
p’e'tl)'ﬁléiiﬁtdﬂhigher tax brackets. - . A ‘

_ _The problem with the administration’s program is not its general
-+ . thrust; it lies with its implementation. I enjoy hearing My, Volcke:

~ speak. I endogreadinghis‘stétements. I agree with most of what he -
. says but with little of what he does. If you look at tdable 1 of my -

[

Dr. Mevrzer. I support the general program ‘oif‘xﬁdnetar‘); 'd,ecel. e

- paper you will see that while he has been making clear and defi-.
 nite statements about the need and the desirability of slow fioney ~

- growth, for the last 6 years, neither he nor previous Federal Re-
- serye,ciwinne"n have remained within their target bands, Four out
- of the 6 years they have been outside, the entire ot band. No
~ . -matter how large they made that target band, 4 out of the 6 years,
- they. were not able to ﬁet in the band. And Mr. Volcker’s experi-

- ence with controlling the money stock in the last 2 years has not

~ been any better. Indeed, even worse, Not -only is moneev‘ ‘growth

- highly uncertain, it is highly volatile. Is it any wondér, therefore,

" that people in the financial markets have no idea as to whether in-
~ terest rates are going to be high or low or whethermonei};ggrowth

‘is going to be large or small, whether the bands are going to'be -~

met‘i I:s ?1t any wonder that there is uncertainty in the financial
marke c o o
~.__If you look at the rates of interest, adjusted for inflation, in the
. 'United States and other countries, then you get an estimate that
- -the risk premijum in-the United States is.extremely high. And that
. risk premium is there not-only because the Fed doesn’t meet its
. target, but because one cannot be certain’ from the experience of

"~ any 3-month period what the growth rate of the money stock will g

" be in the next S-month period or for the year. . L
- That situation requires correction. It can be corrected and should.

" be corrected.. Since the Federal Reserve is a creature of the Con-

g,eas. I believe it is something that the Congress should do. The
.. Congress treats the Fedéral Reserve with care; the chairman states
. desirable goals that we all share. But the implementation of his
. policies leaves much to be desired. Something needs to be done,

Wé had the experience of 1980. The growth of the money stoc.l'_:' S

: - collapsed for part of theyear, and then soared. Is that going to be .

e
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" the experienoe'of=1981—82? We ha‘df a big drop. Will there now be a. "
. big rise? What will the growth rate be at the end of the year? .. ...
" 'We've:had at an annual rate—even if there were no further-

owth: from -the'mon:?' stock for the rest of this quarter, we would - W

" - have 10-percent rate

| ALt s sfgl;{gl&fog g,;:qm:.rf‘mtg translates into
- at the lower edge of the annual band, ffewg Thave no lgz?néy-,éiowth .

L 2. Js Mr.:Volcker, then, going to: re ‘
"band? How I8 the market to, decide’ ﬁ%ﬁt’i}g&"ggxcel982 is an elec-
" tion yeqr, are we going to see & return to-the 198 nce. Wi
. we now get a correction for what happened for the last. months?
 And then another surge because the Federal Reserve reluctant to

main in his target’
0
1

 experience. Will

Eice intorast rates in an election year. Whb can be certain about

* those decisions? How can consumers, businessmen, investors, specu-
* lators, bond people, stock market people, or ahyone else make ong’

" term judgments in the face of pervasive uncertainty? We need
do some s to correct that: uncertainty. It isn’t just the tenor of

_~what the chairman says, it is the character of what he does that is |

- img’cmetm-n briefly to the fiscal side. Monetary policy is not our

" only problem. Thé' budget problem—there is: great uncertainty

. about the budget problem and how it will ‘be resolved. We are, I

" believe, on the verge of a fiscal crisis, Not in 1982 and ‘1988, the

years which recetve so much attention. There seems to be an inter-

* 'nal inconsistency-or at least a question about the internal consist-

- .ency between the projections for the economy and the projections

" “for the budget deficit. We have never had an experience anywhere
in“the world like this. The largest economy .in the world has a
rising share of saving used to finance the deficit. As we look ‘out
. not just to 1984, but on out as far as we can project, we do not see
“the size of the budget deficits coming’ down:relative to GNP or

- saving. That’s & problem which I think hangs over the economy .

" and ‘creates uncertainty about how the problem is going to be re-
~ golved, Coupled with the uncertainty produced by monetary.policy,
-~ we.have very uncertain outcomes. A ‘
- I'believe the policy of the administration is correct. The imple-
" mentation leaves much to be desired. We don’t know whether the
. deficit as a share of income or as a share of savings will continue to
. rise as_any ressonable set of &rojections could easily show. them
 doing. No one can be certain. We need to do something, We must
make further cuts in the growth of SSending, implemented in 1982
~* for. the 1988 budget. The cuts should not_be concentrated on the
~ deficits in 1982 and 1988, but concentrated on making cuts which
“will show a declining J)atim of deficits as a share of income in 1984,
1985, 1986, 1987, and 1988; under reasonable assumptions; not -
~ under a best case scenario such as has been provided by.%BO. .
-~ CBO gives a best case scenario. There are no recessions. There is. -
a stable growth of 3% percent. And in order to bring the deficit
- down—if one wants to call it a best case scenario—there is a very
slow decline in the rate of inflation. Much less than we ought to . -
- settle for in the monetary ' ' ‘ . L
-~ How should: this }
matter of political decision. Real income after taxes, real wages

a—— -
* -

roblem be resolved? I don’t think it's just a 3
.- after taxes, have been growing very slowly or falling for years. De- |
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".  spite the noise which one sees in the press and the clamor that
- comes from various people who have spoken on-the issue; real -
- transfer payments have not been reduced. Real transfer payments
have -been rising. And so- we must make a correction. You have .
= _voted in'transfer programs based upon assumptions about the econ:
.- omy growing and prospering at a rateé which we have not achieved. = .
. 'Now that we know that we are poorer, partly because of oil, partly -
..~ because of low productivity growth or for whateéver resson, we have - -
- to make a recontract. You have to reduce somé of thé transfers you -
.-, have given away because your decisions were ,based_nﬁdn*'a'belief :
_ that turned out to be false. It is time now to maké those adjust-
ments by reducing the growth rate of spending, not by pushing con- -
sumers and businesses into higher tax brackets. - =~~~
I would like to conclude by reading the last two paragraphs of -
my statement which say what I think is the central issue. =~ -
~ Current fiscal and monetary groblems pose a challengé to re
- sentative government. The problems are easy to state. Solutions
* are not hard to find. There are many. None are eca:iy to implement.
None are costless. None can be chosen on technical grounds alone. -
The problem is political; we must change 6ur_policies and the im- -
plementation of our policies. S T
- At issue is the ability of representative government to put an
-~ end to the current fiscal crisis-and the rising instability brought
- about by 'destabilizing budget policies and Federal Reserve actions.
- The alternatives to a change are much less attractive. We run the
~ risk of sliding into the combination of immobilism and instability
‘characteristic of modern Italy or of moving to some other less de-
* girable solution that no one can now foresee.
‘Thank'you. - - : ' ‘
(The prepared statement follows:] = S -
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AnUncertdn Outcome ' : !

Brief Statement prepared for the
Senate Finance Commltﬁg
Wednesday, February 24, 1982

by Allsn H. Meltur

‘ The sdministration’s budget policy and Federal Reserve monetary policy have at least
» one common feature. Both inmise uncertainty about thé future and theneby make planning for
. "thc future difﬂcult The reasons afe very diffeunt however. .
, r
N Fodenl Reserve l’oucy :
‘ The main problems wlth Fedenl Reserve policy arise because, duplte statements full of
* good Intentions and worthy goals, the Federal Reserve does not make any of the changes that
would improve monetary control and lower interest rates. No one can have any confidence in
Federal Reserve statemenu that reaffimi their commitment to slower money growth and lower
" inflation because, mote often than not, the Federal Reserve has not honored previous com-
_ -mitments. Currently, &% in the recent past, a wide gulf separates Federal Reserve statements
‘and Federsl Reserve actions. Table 2 shows the discrepancy between Federal Reserve announce-
 ments and achievements forA the six years in which they have announced targets for money
" growth. :

S

.= Tobb L

Munsy Geowth 197581 ) ) .
You - —?ﬁ_—nm%w— Actanl - Ervor
Eadingin Assousced .
4th Quarte by Fedoral Reserve
.. 19%04-D) 45.75% 60 $.8% ) 0.2%
- 1977 (M-1) : T 485.68 - $3 . 79 24
T 1978 04-1) ) 4065 s . - 722 . L9
vRoLy 30.60 T ¥ _ ss S ¥
- 1980 041%) ‘ 40-63 — 82 ) 20
1981 0413) . 6.0-85 1 50 21

198204 . 28.88 Y
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- In four of the most recent six years, the Federal Reserve failed to keep money growth
 within the pre-announced target band. Since 1979, the Federal Reserve claims o be more
;. concemed about money growth, and gives greater emphasis to money growth in its statements, -
‘ but monetary control has worsened. Annual errors are larger, and short-tetm variability has
* increased. Better procedures, endorsed by virtually all monetary economists, including Federal
Reserve staff, are available, but they have-not been adopted.

Recent Federal Reserve policy is more variable than in preceding yedrs. Sudden shifts
- in policy have been a principal cause of two recessions experienced in the last two years. The
" surge in money growth during December and January will, if continued, reverse the progress }
made toward lower inflation. An attempt by the Federal Reserve to rémain within the announced
target band for the year will require slow growth for the rest of 1982 and produce a pattern
. roughly similar to the 1981 pattern. It seems likely that the Federal Reserve will neither maintain
" the high rate of increase of the most recent quarter nor return to its announced growth path.

What will the Federal Resorve do in 19827 Neither you, nor 1, know. They do not seem
. to know. Why should anyone expect homebuilders, farmers, investors or consumers to act .
‘ boldly or confidently in the face of this pervasive unceminty about money growth, inflation,
interest rates and the prospects for sustained recovery that is, in part, a result of Federal Reserve
. policy? How can anyone be confident that interest rates will rise or fall under current conditions? Is ~
there any resson to wonder why published forecasts of intemt rates now cover the wideat spectrum
in memo:y?

These questions reflect the uncertainty we all experience. The response of the Congress to
" the uncertainty is puzzling. The Federal Reserve is a creature of the Congress, but the Congress does
- not undertake to improve the Federal Reserve's performance despite repeated failures to meet lt;
" targets. We are in danger of losing this current opportunity to have less lnﬂationuy more
stabilizing policies

Budget Policy .

The administration's budgets for fiscal 1983 and future years, when combined with _
 currently available guesses or estimates about future economic activity and inflation, raise doubts -
 about the internal consistency of the fiscal program and the future stability of the economy.

“These doubts are of two kinds. One concerns the success of the promising effort to restore

- -




productivity growth to its historic path and increase personal incentives by reducing current and
future tax rates. The other is the increased probability that the budget deficit wil fise at'a faster |
;  rate than output, thereby reducing real capital formation and generating increasing economic T ~
" instability with rising real rates of interest, falling productivity and a chain of events that no one ‘
* can forsee accurately or predict reliably. There is no way-to anticipate the full effect of ever-
' increasing real budget deficits and an everdncreasing share of tota! saving absorbed by deficit
~finance. While no one can be confident about the effects of continuously lncmdng deficits,
. the effects are unlikely to include any of the paths of stable growth and declining inflation used
- by CBO, OMB and pxivm (o:ecaten to geneme budpt data for the next five fiscal years. '
*“There is, therefore likely to be an inconsistency between the projectlons for the economy and

. {6t future deficits. The result may be deficits largsr than forecast, a dectine in reat incomesnd
" standards of Iiving leading to an economic ¢risis. Or, the'e economy may continue to limp along

.-, the path characterized by low productivlty growth, rising real transfer payments and a rising slze ~
of government.
There is nothinj certain about these outcomes, or any other. We have no prior experience

on which to base a reliable judgjnent because there is no example in which a large economy - ‘
. the largest economy - ran deficits of this relative magnitude for an Indefinite pg_rld&. There is

great uncertainty. Prudence requires that the uncertainty be lessened, promptly. -

I want to expand my views on three aspects of the budget problem. These are.the degree

. to which the problem is now manageable, the extent to which the underlying policy program is

correct, and the type oLActlon tlm should be taken to xeduce future deficits,

ﬁm,l betieve the budget problem is mmaauble. I am less concerned about' the deficits

for fiscal years 1982 and 1983, that receive so much attention, and more concemed about the stream
- of deflcits that conﬁnue ~ and seem likély to rise relative to our ability to produce output ~ for the
~ forseeable future and beyond The nearterm deﬂcm raise serious problems for housing and for

* the merchandise trade balance, but these probiems are manageable; the longer-term deficits may
" notbe. . ‘ -
o .. Second, 1 continue fo believe that the administration's policy or program is correct. Reducing
.- the growth of government spending, reducing the share of output spent by govemment and reducing
tax rates is a means of increasing incentives to save, work and invest. The problem s not in the policy
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conception or design but in its implementation. The proposed reductions in spending are too small
relative to the projected reductions in tax ¢ollections. To achieve the promised gains from tax

~ reduction requires additional cuts in the growth of spending. The prlncipal reason is that current -

policy dors not reduce the share of output spent by government and may, instead, lead to incmm

- inthatshare.. -~ ‘ » -

While the share of output spent by govemment is a more reliable measure of applicable

* tax rates than the revenue share, no single measure summarizes the incentive and disincentive
- effects of govemment programs. Nevertheless, when the administration proposed the fiscal

reform program, and when the Congress adopted Humphrey - Hawkins and the 1981 fiscal
program they proposed to reduce the shate of output spent by govemment to 20% of GNP or N
{ess. This proEnise is unfulfilled and is unlikely to be fulfilled. Currently, government spending
remains between 23% and 24% of output, and the percentage is not likely to be reduced without

further reductions in the growth of spending

‘ Third, for the United States, at present there are two main ways to use fiscal policyass

ool to increass productivity grgwth - by increasing the share of output invested in capital and

other productive assets — while reducing the deficit. We can, as a nation, decide-to reduce the growth

- of consumer spending, relative to GNP, by raising tax rates on consumer spending. Or, we can re-

duce the growth of government spending, relative to GNP.

Taxes on spending encourage consumers to save more and spend less. The additional

- saving finances investment, and the additional taxes reduce the deficit. Raising taxes on con-

sumers forces the current generation of consumers to finance capital accumulation and maintains
the size of govemment. ~

Reducing the ;rowtli of government spending lowers the budget deficit relative to GNP
and allows consumer spending to rise. Major reductions in projected spending are difficult to
implement quickly. Fortunately, the budget problem does not'mquire substantial reductions in
the outlays for fiscal 1982 and 1983. But, action is required this year to reduce spending for

; fiscal years 1984 and beyond. This is particularly true of military spendlng, where the distinction
~ between obligational authority and outlays is most relevant, but the distinction is not limited

to military spending. B

1 believe that the better solution is to reduce the growth of spending, not to raise taxes.
‘The main reason is that two oil shocks, inflation and slow productivity growth have left us
poorer than we expected to be when many of the income maintenance and transfer programs
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were adopted or expanded in the past two decades. Consumers' real incomes, after taxes, reflect .

 the slower growth of real income. Most transfer payments do not. Transfer payments have

. Increased in real terms at & fastor rate than real income, consumer spending and real wages,

Concluding Comments

. ~Current fiscal and monetary problems pose a challenge to representative gc;vemment. The

problems are easy to state. Solutions are not hard to find. None are easy to implement. None

are costless. None can be chosen on technical grounds nlone. The problem is poliﬂcal we must
chma our policies. -

At issue is the ability of representative government to put an end to the current fiscat

* crisis and the rising instability brought about by destabilizing budget policies and Federsl Reserve

- actions. The alternatives to a changs in policy are less attracﬁve. We run the risk of sliding .
into the comblmﬂon of immobllhm and instability chmmistlc of modern Italy or of moving

f: ~to some other less desirable solution that no one can now forsee.
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"Allan H. Meltzer - Supplementary Statement

Additional Statement on Tux Increases

The prospective budget deficits can be closed either by reductions in expenditures or
by increases in taxes. I favor the fomer, for the reasons given in my \sutemem.
If taxes are to be raised, I favor a tax on imported oil of $5 per barrel or more.
" Injtially a tax on imported oll would raise domestic oil prices to the level of imports and
increases revenues from the windfall profits tax. A ballpark estimate of the increase in~
revenues is, approximately, $20 billion if the tax is effective through the full fiscal year 1983,

An important, additional reason for favoring this tax is that it will encourage substi-
tution of domestic for foreign oilin consumption. The current position of the worlgl. oil
market places considerable downward pressure on the prices charged by the OPEC cartel.
A further reduction in U.S. imports would, I believe, be followed by additional price cutting.
Reductions of this kind, if achieved, would be of benefit to all other market economies that
are not importers of oll. The world would pay a lower price for oil. If this occurred, prices -
by U.S. consumers wauld not rise by the full amount of the tax.

The current position of the oil market, and the current and prospective balance of
payments position of most OPEC members offer-an attractive opportunity to reduce the
world price of oil for a sustained peflod. The lasting benefits to Westemn Europe, Japan and
to our militury-political position add to the usefulness as a revenue producing measure. s
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. 'The CHAIRMAN. Dr. Fellner. -~ ' -
. STATEMENT OF DR. WILLIAM FELLNER,; RESIDENT SCHOLAR,
*~ AMERICAN ENTERPRISE INSTITUTE FOR PUBLIC POLICY RE-
- -~ SEARCH, WASHINGTON, D.C. - B B
- Dr. FELLNER, Mr, Chairman, I would like to summarize very
briefly some parts of this g:aper that I prepared but which contains
mum ow to present without looking at this in
T e 1 ' : e
" The CHAIRMAN. Your full statement will be made a part of the
- record, Doctor. L
. 'Dr, FELLNER. Well, I will do what I can to say it without any
-~ numbers in front of you. I am one of the people who are very sym-
~ pathetic to the main thrust of the administration’s program, which
18 to disinflate the economy, and to remove some of the disincen-
tives which are in our tax structure and in other characteristics of
our ‘ilniistitutional setting. That is to disinflate and create supply
I think what needs to be avoided in order to establish credibility
of this program and to create confidence in the markets is to avoid
certain ambiiuities which are in the official pronouncements, in-
- cluding the budget documents, which makes everybody wonder
~ which of two routes will be chosen if ambiguities force a choice be-
- tween two routes. , '
"+ 'Now I will use two illustrations for this. One of them is the
nominal GNP projection in the budget. This nominal GNP projec-
~ tion in the budget foresees for the coming few éears an average
rate of increase of about 10 percent in nominal GNP. That is not
compatible with gradually elgrexxinvgtmg inflation. The past periods
- in which we had this kind of an increase in nominal GNP were
always si cantly inflationary. As a matter of fact, these were
- periods of rising rather than declining inflation. And the budget
- document does have this projection. - : . 4
 ‘Now'the Federal Reserve targets are not compatible with this in
all probability. They could be compatible only if money velocity
rose very much more steeply than been the case in the past.
What will happen if an inconsistency develops? If an-inconsistency
- develops, which way will it be resolved? This must leave the mar-
_kets in great uncertainty. If the Fed accommodates a 10-percent in-
- crease in nominal GNP over the next few years, that will not fit
"~ into a disinflationary program. If velocity should rise to the extent
. to which it would have to rise to make the Fed money growth tar-
o ggts compatible with that, then the money growth targets should
- beé adjusted, And it is unlikely that velocity will rise at that rate.
So here you have an ambiguity.: The markets don’t know which -

- way-you will go then. And that creates a great deal of uncertainty. - '

- And even if the right decision will be made, this slows readjust-
ment of expectations to the disinflationary program. That is one
remark I wanted to make. | T

" The other relates to deficits. Obviously, a careful analysis of

" what deficits mean to the economy would require going into details

- and fine points which I will not do. I will concentrate oh one pro-

~ "portion, namely, the proportion of private savings that are ab-

N Qiui;s ¢ - ez - 13 " ) P ) . ‘ e ~-
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- sorbed by the Federal deficit. If you want to arrive at finer conclu-
sions from that, a number of qualifications would have to be added,
E gﬁt I don’t think they would c the conclusions signiﬁeantly at

Now let me look at these numbers here and perhaps read that
~one paragraph before I finish. That is on page 8.
~_'The simple relationship in question is that of the Federal deficit
t6 the ate gavings of the public, that is, the percentage of the
public’s sa —net_personal plus corporate sa -—that ‘is ab-
sorbed by Federal deficits. In m a praisal, very optimistic assump-
tions need to be made ‘across to arrive at the estimate
that in 1984 this percentage will fall short of the two highest per-
centages observed for any year d e past quarter of a cen-
tur]w{n provided we com 1984 wit ears no less favorably locat-

. the business cycle than 1984 ‘be in the administration’s _
scenario for the next few years.

I describe the method by which I selected my years in a footnote.

If we consider these 12 years which %o less favorably
located than 1984 will be according to t ration’s scenar- .
io—if we consider these 12 years of the —we find that the
hlghest rcentage of savings was absorbed by the Federal deficit =

1971. was 40.8 percent. We obtain the next highest pro r- ;
tlon for 1978. This was 32 6 percent. Now both these years fall L
period with unusually weak productivity trends. That was reall .
very disappointing period. It is in these two periods that we d
the h?hest figures for savmgs absorbed by the deﬁclt, namely, 40.3

The next hﬁ, est percentages are in the neighborhood of 20 per-

cent; Two of the 12 years considered were surplus years. On very

, Ftlmmtrc assumptions, across the board the data suggest for 1984
rcent. If this degree of optimxsm is slightly reduced—

if the calculation is made more realistic—the data siggest for 1984

between 80 and 40 percent. And on somewhat more pessimistic or

cautious assumptions the data suggest for 1984 a &ro rtion ex-

ceeding 40 percent.. In this regard we are likely to eading for

‘proportions just about matching or even-ex proportions ex-

-perienced only in the dxatgﬁ point Iate seventies.

Now it follows from that xt>roposed deficit- reductions
are adopted, and if -the scenario of he -administration comes
through, wh1ch is an optimistic seenario in a lot of respects, even
then we are at very high ranges of historical experience. And if not
everything goes very well in those regards, then we are beyond
past experience, pas historical experience, in how much this defi-

. cit will absorb of the available sa even if we make exceedingly

favorable savings -assumptions,. And what I made there is the as-
- sumption that we get 8 percent savings relative to the GNP, while
at present, we are at 5,83. And that would really be a very. high

- y conclusion from this is that we should ‘5Ive very serious con-
sideration to raising consumption taxes. I would not go back on the !
personal income tax program because I would not like to see us

, return to the marginal tax rates to which we got through the—

. bracket creep, which I thmk is quite an unoonscionab e way of
manasmg ﬁscal affairs,

-

»
- A
-
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But I do think we should give serious attention to consumption
taxes in addition to adopting the deficit-reducing measures pro-
posed by the administration.

[The prepared statement follows:]

Testimony B::ore the Finance Committee of the U. S. Senate
Presented on February 24, 1982
by
William Fellner
Amarican Enterprise Institute
Yale University, Emeritus
Mr. Chafirman:
I greatly appreciate this opportunity to express my views before
the Senate Finance Committee. A
May I begin by saying that I belong among those uho‘have for a
long time suggested a reorientation of our policies toward disinflating
demand and also toward reducing the disincentives to supply created by
our tax structure and by other features of our institutional setting.
These are objectives which the p;ogran here under review is intended to
gerve and which are effectively served by many of the measures recently
taker as well as by many of those proposed for the future.

:r, what I think needs to be avoided much more carefully than
has been the case so far are official pronouncements involving anbighitiea
and thereby creating a great deal of uncertainty in the markets as to
wﬂgthet the authorities will persist in their disinflationary and investment-
promoting posture. I will use two illustrations: problems raised by the
official nominal GNP projections and problems raised by prospective budget
deficits.

The roughly 10 percent annual groqs? rate of nominal GNP projecged in
the budget for several future years is incompatible with moving gradually to

practically noninflationary conditions and thus is incompatible also with the
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Federal Reserve's announced intention to move gradually to'pracclcally non=
inflationary rates of increase of the money supply. Periods of such steep
increase in nominal GNP -~ roughly 10 percent a year -~ have so far been
significantly inflationary periods; they were periods of rising not of
diminishing inflation rates. A successful disinflationary program would
require putting us gradually in shape for moving through future business
¢ycles -- not yet the present cycle -- wiih something like a 5 percent
average annual increase of nominal GNP. The path of numerical money-supply
targets which the Federal Reserve seems to be planning at present might well
be consistent with this conception, but in this case that path would prove
inconsistent with the Administration's nominal GN? projection. Indeed, only
in the event of an unusually steep sustained increase in money velocity.
would the path of numerical money-supply targets which the Federal Reaerv;
scems to be planning prove compatible with the Administration's inflationary
nominal GNP projection. But {f that should be the case, then the Federal
Reserve should further lower the path of its numerical money-supply taégets.
The road to the right decisions is not closed by such ambiguities
but the markets have remained in uncertainty as to which course will be
choseﬁ, and this slows the adjustment of market expectations to the desirable
policy course even if at the end that should prove to be the chosen course.
Let me now turn to the problem of budget deficits. Quite generally
=~ aside from the present context -~ this is a problem a professionally
responsible appraisal of which would have to take account of a good many
"fine points". Some finer points might indeed come up in the discussion
following the brief statements of my colleagues and myself; yet here I will
limit ayself to calling attention to a simple relationship that, I suggest,

is significant. What I am essentially suggesting (and would be glad to

i
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defend) 1s that the refinements and qualifications are not weighty enough
to deprive of its significance the simple relationship to which I would
like to call attention.

The simple relationship in question is that of the Federal deficit
to the aggregate savings of the public, that is, the relation expressing
the percentage of the public's savings -- net personal-plus-corporate
savings -- that is absorbed by Federal deficits. In my appraisal, very

optimistic assumptions need to be made across the board to arrive at the

estimate that i{n 1984 this percentage will fall short of the two highest

percentages observed for any year during the past quar;er of a century,

provided we compare 1984 with years no less favorably located in the

business cyQ;e than 1984 will be in the Administration's scenario for the

~ next few years. Using the method explained in the foptnote, I congidered
twelve such past yeaié;l/} If we consider these twelve years we find that
the highest percentage of savings was absorbed by the Federal deficit in 1977;
this was 40.3 percent. We obtain the next highest proportion for 1978;

this was 32.6 percent. Both these years fall in a period with unusually

weak productivity trends. The next highest percentages are in the neighbor-

hood of 20 percent, and two of the twelve years tonsidered were surplus
years. On very optimistic assumptions across the board the data suggest
for 1984 close to 27 percent; if this degree of optimism is slightly reduced

the data suggest for 1984 between 30 and 40 percent; and on somewhat more

JE——

3!The question of cyclical comparability is a matter of importance because
"in years unfavorably located in the cycle the diversion of savings from
invegtment to deficit-financing does not have the importance here suggested.

_ For a comparison with 1984 1 took, beginning with 1956, all years that were
sacond years of expansion after a year in which a lower turning point
occurred and also all years in which cyclical peaks occurred and the yeéars
preceding these. Double countiang by the two criteria was, of course,
avoided. .
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pessimistic (or cautious?) assumptions the data suggest for 1984 a
proportion exceeding 40 percent. In this regard we are likely to be
heading for proportions just about matching or even exceeding proportions
experienced only in the disappointing late gseventies (1977-78).

What are the across-the-~board optimistic assumptions leading to
the conclusion that close to 27 perceant will be the proportion of 1984
savings absorbed by the deficit of that year? That 1s, what assumptions
would make the 1984 proportion come out in the high range by past
experience but would nevertheless make it come out lower than the two
highest percentages observed for "comparable" years in the seventies (as
defined in footnote 1)? The a;;umptions leading to this conclusion include
the assumption that all economic performance projections of the budget
documents come out right; and that, net personal~plus-corporate savings
will by then be 8 percent of the Administration's GNP estimate, as
against the 6.6 percent observed for 1977 and the 5.3 percent observed
for 1981. Now, if, in addition to the 8 percent saving tat; we assume
that Congress will enact all the newly proposed deficit~-reducing measures,
then, with all these ussumptions jointly made, the officially projected

1984 Federal deficit would absorb 26.7 percent of the public's net savings.gj

is
Thigﬁeess than the 40.3 percent obtained for 1977 and less than the 32.6

percent obtained for 1978, though even the 26.7 percent is quite a bit

higher than the analogous percentages obtained for all other '"comparable"
past years. But what if we reduce the here implied degree of optimism? ~
If we reduce our across-the~board optimism by assuming a 7 percent

instead of an 8 percent personal-plus-corporate savings rate relative to

3!To be precigse, this implies a saving ratio of slightly more than 8 perceat

(and the next paragraph siightly more than 7 percent) because for 1984 I
have no calendar-year deficit estimates and for that year I therefore related
the F.Y. deficit to the larger calendar year GNP times 0.08 (or 0.07).
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GNP -~ or rather assumed that the deviations from the across-the~boaxrd
optimistic scenario will add up to the equivalent of this change in the
savings assumption ~—~ then we would obtain 30.5 percent for the proportion
of the 1984 savings absorbed by the Federal defféit(/and this proportion
is very nearly as high as the second highest proportiaqn of the past (1978);
and if we continued to assume the 8 percent saving ratio, but assumed that
the deviations from the across-the-board optimistic scenario will be the
equivalent of qnacting only one-half of the newly proposed deficit reduction,
then the proportion of the 1984 savings absorbed by the Pederal deficit
would be 40.3 percent. This is as high as the highest proportion observed
for any past "conparaﬁle" year (1977) and is quite out gf 1line with any
other of the twelve observations for 'comparable' years.

I will not speculate here about further moves away from a very
optinistiéMchnario. Nor will I discuss the refinements and qualifications
for which such simple comparisons call but which in my appraisal are much
less weighty than is sometimes implied. Instead, I will conclude ches;
remarks by suggesting that options for raising consumption taxes deserve

serious consideration.
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The CHAIRMAN. Senator Byrd.

Senator Byrp. Senator Bradley has another meeting to attend, so.
I will let him go first.

Senator BRADLEY. Thank you, Senator Byrd, very much. I would
like to ask Dr. Pechman and Dr. Feldstein—in both their testimo-
nies, they alluded to tax expenditures as :dposaible way that we
could go. I wonder what criteria you might advise the committee to
apply to the $260 billion in tax expenditures that might guide us as
to which ones we might suggest and which ones we should stay

-away from. .

Dr. PecumaNn. Well there are several criteria. One is whether the
tax expenditure achieves the objective that it was designed to
achieve. I think many of the tax expenditures simply don’t do what
they were expected to do. The all savers certificate was mentioned
earlier and that’s a clear-cut case. That, of course, expires at the
end of this year, and I hope it will not be renewed.

Senator BRADLEY. Could I just interrupt and say that you are op-

erating in a little different environment this year than we were -

last year when a lot of these tax expenditures were passed. When
the marginal rate was 70 s)(ercent, that might have required you to
give a tax expenditure to X, Y, and Z to stimulate investment, but
since the marginal rate has dropped to 50 percent, the question is
which ones should we now consider? - -

Dr. PecHMAN. Yes. A second point is whether the tax expendi-
ture unnecessarily distorts investment decisions. I think, for exam-
ple, the preferential treatment given to interest on industrial de-
velopment bonds permits wealthy people to avoid taxes, and raises
interest rates on other tax-exempt securities, as well as on taxable
securities. :

I would eliminate the DISC provision, which I don’t think has
done very much good, and costs a lot of money. I would also do
some things that would raise the taxes of the middle class and even
the lower middle class. For example, it seems to me that the ex-
emption for social security payments was ill advised from the be-
ginning. Even if you assume that half the social security benefits
paid for by the employee, which is not the case, there is still an-
other half that is not taxable.

I would also tax that other half. I would tax all of unemployment
compensation benefits. We now tax them only if the individual’s
income is above $15,000; if he is married, he is not taxable until his
income reaches $20,000. .

I would limit the medical expense deduction to 10 percent. And I
would eliminate a separate deduction for health insurance premi-
ums. I would also put a lid on employer contributions to health
plans and so on. -

All of these things, it seems to me, would improve the allocation
of resources and improve the fairness of the tax system. They
would also reduce the deficits, which, of course, would reduce infla-
tion over the long run. -

My table 1. gives a list of tax expenditures of close to $60 billion
in 1984 and 1985. I hope that you look at the table carefully. I am
not sanguine about the chances of getting a significant share of it,
and that’s why in the statement I said I hoped that Congress

~.
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should add, at a minimum, $15 billion to what the administration
recommends. .

Senator BRADLEY. Dr. Feldstein.

Dr. FeLpsTEIN. I think you can’t make any general rules. You
“have to look at each one on its own merits, although highest on the
list would be those which are harmful. And I think you mentioned
several of those in your statement earlier, and they happen to be
similar to the ones that I have already listed here. The health in-
surance exclusion that employers and employees currently get for
health insurance contributions. ,

Senator BRADLEY. So you are saying you would address both em-
pltgrer and emp‘lo*{ee? —

_ Dr. FELDSTEIN. Yes. I think that the key thing is not to allow in-
dividuals to buy health insurance with dollars that otherwise go
untaxed. They should buy them with after-tax dollars rather than
~ before-tax dollars. I would agree with Joe that the exclusion of un-
employment benefits is one of those things that not only has ad-
verse revenue effects, but, more important, distorts the decision of
“ employees, and even more important of etx;&loyers. And employees
working together in thinking about things like temporary layoffs to
misdirect compensation through the unem‘floyment insurance
route. The interest deduction for interest paid in excess of invest-
ment income—TI think is also on the list that I had in my testimo-
ny—is one that does harm in undermining the savings incentives
that you enacted last year. \ _

On the useless list, I would put the all-savers very high. I think
there was very widespread understanding that that wasn’t going to
do anything to really help encourage savings. There was a mistak-
en view that it was going to do a lot to help the thrift institutions
and the banks. And I think both of those are now clearly false. And
that's a good candidate for elimination.

I would add one general caution, and that is that these features
of the tax laws are something that people come to expect when
they make long-term commitments. And turningooff any particular-
one can only be done when one has thought about the impact on
_ealzl]?ectations more generally. You want ‘feople to rely upon the sta-
bility of the Tax Code when they make decisions. And certain kinds
of changes would have very severe effects immediatel{ on people’s
capital positions and on businesses capital positions. If you were to
- disallow mortgage interest payments, which I know you wouldn’t,
that would have /drastic effects on the net equity that people have
in their homes. $o I think more generally there is the feeling that
you have an obligation to not make an abrupt turnaround in
things that people have relied upon in the tax laws.

One final point on this issue. We talk about it as if the only tax
is the personal income tax or the corporate tax. And all the tax ex-
genditure numbers that you quote exclude the social security tax.

ut with something like the employer payments for health insur-
ance, the revenue loss to the social security system is also extreme-
ly large from excluding that from employee compensation. And I
tﬁm.k’ if you decide to close some loopholes with the respect to the
definition of income, it is important to include that in income for
the purpose of social security tax as well as income for the purpose
of the personal income tax.
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Senator BraDLEY. You mean include gocial security payments?

Dr. FELDSTEIN. No. Take something like employer payments for
health insurance benefits. Théey are now not income. ‘

Senator BRADLEY, Right. , ,

Dr. N. They are not income for the personal income tax,
and they are not income for the social security tax. ~

Senator BRADLEY. I see.

Dr. FELDSTEIN. And the temptation would be to say that's income
for personal income tax purpose, but it’s not gayroll income for
social security purposes. And there would go $10 billion or more. I
am saying make sure that when you decide that something is
income, you call it income for both personal income tax and the
social security tax. . ,

Senator BRADLEY. Byou.

The CHAIRMAN. Senator Byrd. .

Senator BYrD. Dr. Meltzer, you made a statement which I think
is very significant. If I understood you correctly, you said you feel
we are on the verge of a financial crisis.

Dr. MeLTZER. Fiscal crisis.

Senator ByRbp. Fiscal crisis. How do you differentiate between fi-
nancial crisis and fiscal crisis?

Dr. MeLTzER. Well, in my statement I say that the fiscal crisis
arise from the fact that projected growth of Government spending
relative to GNP doesn’t-come down. The share of Government
spending to GNP does not go down, then the share of taxes to GNP
falls. The result is that the deficit increase relative to GNP. What
is that going to do to the economy? We don’t know whether it will
produce slow growth, lagging productivity growth, or whether it
will produce an explosion in real interest rates. As I look out to
1986, 1987, 1988, I have no idea. And I don’t think anyone else has
a clear idea. We have not been in that situation before.

ng;ator ByrDp. But we are, you feel, on the verge of a fiscal
crisis

Dr. MeLTzER. That's right. We seem not able to manage our
fiscal affairs. And we do not show any determination to manage
our fiscal affairs. -

Senator Byrp. Well, I agree with you. There are a lot of num-
bers, of course, floating around and no one can be certain of what
the deficit figures will be. But in my judgment, we will have a $100
billion deficit 8 years in a row.

Dr. MELTZER. At least.

- Senator BYrp. That represents a fiscal crisis.

Dr. MeLrzer. Well, I am much moreconcerned not just about 3
years—1982, 1988, 1984—but the fact that one sees deficits continu-
ing to rise in 1985, 1986, 1987. That’s as far as anﬁ'one has formally
gro ected them. But it would be a foolish man who would say that -

987 is the end of the problem. 1988, 1989, 1990, as long as we pro-
ject out those deficits, we not only don’t see them getting smaller,
we don’t see them getti.ng smaller as a share of income. That’s
what I mean by a crisis. Our ability to finance those deficits does
not seem to be Increasing as rapidly as the deficits. |

Senator Byrp. With a $100 billion deficit for 8 years or more
than that, how can we bring interest rates down with such huge
deficits such as that? , :
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Dr. MELTZER. Well, real rates—that is, rates adjusted for infla-
tion—may fall this year. There are three main factors, I believe,
operating on interest rates. The deficit is one of them, the one that
receives greatest attention. The other two are the uncertainties
being caused by the policy. It is not just the deficit itself but the
uncertainty caused by the combination of fiscal and monetary
policfl. People just do not know how we are going to handle this
f;3rob em, so they charge a big risk premium. It was conventional, a
ew weeks ago, to say in the financial markets we have seen long-
term interest rates go from 8 to 16 percent, but they are unlikely
to go to 32 percent. There are now people predicting that interest
rates will reach 25 or 30 percent. Lenders charge risk premiums.
We have this wide range of predictions about what will happen to
interest rates. It reflects the very enormous uncertainty which is
being borne by the financial markets. I emphasize the uncertainty
more at the moment than the level of the deficit. . \
. And, third, of course we have the monetary policy. We will

reduce interest rates at least to some degree as we bring the rate of
inflation down. ;

Senator Byrp. Dr. Fellner, you mentioned a number of places, in
your statement before the committee today, of deficits. )

Dr. FELLNER. Yes. i

Senator Byrp. On page 2, you say,

The principal problem that now clouds the economic future is the series of vast
deficits proj in the Administration’s recent budget.” Certainly I agree with
that. And then you say on page 3, “But the deficit outlook is even worse because the
Administration’s revenue forecasts are likely to be proved overly-optimistic.

I think that is certainly a reasonable and accurate statement.

Dr. FELLNER. Wel], I do think, Senator, that it is reasonable but
it was in my colleague’s statement, Dr. Martin Feldstein’s, not in
- mine. But I do believe it's a reasonable statement.

Senator Byrp. I'm sorry. I beg your pardon.

The CHAIRMAN. Go ahead. )

Senator Byrp. And then you say, ‘“Sustained deficits of this mag
nitude are a serious burden for the economy, and result in reduced
investment, increased inflation or both.” I think these points need
to be emphasized. Those are my words; not yours. :

Since a government deficit means increased government borrowing from the

public, its automatic effect is to raise the real rate of interest and thereby reduce
private borrowing and investment.

You certainly talk in my language.

And then you say, “Nevertheless, the impact of a $100 billion
deficit on private capital formation is likely to be very significant.”
‘This is a significant paper. ,

Then you say, “The principal reason for higher market interest
rates is that they are inflation.” There again, it seems to me that
that is totally sound. T :

Now then you get down, still on page 4, “The interest rate in-
crease is also small if domestic borrowers believe that the large
deficits are only temporary.”

Now my question to you: In your judgment, are these large defi-
cits only temporary? \
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hals):i Fm.ns;rmn Certainly not based on anything that Congress
one yet.

Senal:ory Byrp. And then on ;:39 6, “It is not up to Congress to
broaden the range of spending uctions * * *" [ with that.
“® ¢ * not in order to cut s(rending by more than the Administra-
tion proposed * * *"” And I don't agree with that. “* * * but to dis-
tribute the si):nding cuts in a waﬂ that is both fairer and likely to
achieve legislative ap{)}x":val.” Well, I think that if there are unfair
spendi.;f reductions, that ought to be let up of course. But I don’t
agree with you in saylngs t ought not to be cut below what the ad-
ministration recommends. It seems to me that there has been no
basic reduction in spending; there has been a reduction in the rate
of increase of spending. But it is still a very high rate of increase.

" Dr. FeLpsTEIN. If you achieved the real reductions in non-defense
spending that-the administration proposes over the period to 1987,
and you did the other changes that I talk about in this testimo:g;—
basically, some increase in tax revenue without changing the fun-
damental t that you did last year, plus a slow down from 9 to
7 percent in the growth of defense spending—we could look to a

ced budget by 1987. - ,

Senator BYRD. Your statement ends up on page 8 by saying,
;Fg::ttgf all, it will take five or six years to achieve a balanced

udget.

Dr. FELDSTEIN. That’s when 1987 is. :

Senator BYrp. Five or six years to achieve a balanced budget. I
think that is justification right there for the assertion that we are
on the verge of a financial crisis. But I do want to say that I am
impressed at your emphasis throughout this statement on the huge
magnitude of the deficit that is facing our country today.

E;wt %1;9 final bggestio:;il' Dr. Pechmanl, thrgu%}[l til;xe m very
seldom have we been on the same wave le . Most certainly, we -
are not today when you propose to tax social security benefits. You
say that at the very end. Bu;.ni'lou also advocate repealing tax in-
dexing. My guess is that you will prevail in that, Not this year; not
next year. But in my judgment, that will never become part of the
tax code. But that will become effective. I don’t see how you are
going to index eﬁ)enditures upward and index revenues downward.

Dr. . No. That is a very different thing, Senator. The one
has absolutely nothing to do with the other.

Dr. FeLDSTEIN. The indexing expenditures upward means that ex-
penditures maintain their real value. Indexing taxes downward
mean the taxes maintain their real value, so that if you have both
indexed, inflation shouldn’t have any impact on the deficit. Taking
away the indexing of taxes means—and maintaining the indexing
of benefits—means that taxes grow more rapidly than benefits be-
cause we have a %'h‘ogressive tax structure.

Senator Byrp. That’s true. And, of course, the Government gains
by inflation so far as taxes and revenues are concerned.

; Dr. FeLLNER. That's a dreadful thing. That is really a dreadful

Senator BYRp. I agree it's a dreadful thing.
Dr. FeLLNER. To build that into a fiscal system. That the Govern-
ment has an interest in creating inflation because that makes the
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tax revenue rise in a higher proportion than the income of the
public and the outlays of the Government. )

Senator BYRp. The Government gains. In other words, the more
inflation we have, the more the Government gains by it.

Dr. FELDSTEIN. And the day the Congress votes to rescind index-
ing, the financial markets will recognize the bad news, and will
say, ah ha, that means that Congress has a bigger vested interest
in higher inflation rates in the future.

Dr. FELLNER. Y

. . Yes.

Senator BYrp. Now you folks are experts on this and I am not,
but it doesn’t seem too logical to me.

Dr. PecHMAN. I don’t agree with them. I think they have exag-
gerated the ine%ui? of indexation. I think it is much more imtpor-
tant to reduce the deficits. We cannot afford indexation in the fore-
seeable future. I agree with you, Senator, that it should bé delayed.
And-I don’t think the roof will cave in at all. On the contrary, I
think it would be quite unfair to do what Dr. Fellner says: To sub-
stitute for indexing an increase in consumption taxes, which would
hurt the lower income classes.

Senator Byrp. Glad to know that.

Dr. MeLTZER. Senator, may I add to that? The nonindexed tax
system has not produced a balanced budget or even come close. In-

exing is a way of assuring that the Congress declares that it will
not balance the budget by pushing everybody up into higher tax.
brackets. Congress must declare that if it is going to balance the
budget or even get close to balancing the budget, it is going to do it
gycltlpnest maneuvers, voting for tax increases and expenditure re-

uction. ‘

- Senator BYrp. Well, that m:ir be. But I just want to comment on
Dr. Pechman’s interest in a balanced budget. I don’t recall that in-
terest in the past, Dr. Pechman.

Dr. PECHMAN. I’'m sorry, Senator. I would urge you to read what
I have written about that subject. I have always said that we ought
to balance the budget in good times, and that we should tolerate a
deficit only in brd times. My statement explicitly says that, in the
economic situation foreseeable in 1984, the deficit that is now pro-
jected is intolerable. :

Senator BYrp. I'm delighted to hear that. Thank you.

The CHAIRMAN. Let the record show that the vote on indexing
was three to one in favor. [Laughter.] -

Senator Mitchell.

The CHAIRMAN. That’s out there. Up here it might be 8 to 1 the
other way. .

Senator MrrcHELL. I just want tq_say, Dr. Feldstein, that you
Ee:s that the re of indexing would send different messages.
That is, that the deficit would be far more out of control.

~ Dr. FerpeTEIN. Exactly.
Senator  MITCHELL. d it would have an undesirable effect
rather than desirable.

Dr. FeLosTEIN. But the deficits are frightening to Wall Street be-
cause of what they say about inflation, not because of the deficit
‘gei' sem the ways :: m tl;e_ d:ﬁqit can dcreathte inflation is

pe ngress to e indexing, and then pers

tge monetary authorities to reduce that deficit through inflating
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the economy, pushing us all into higher brackets and collecting

more taxes. So if I were sitting on Wall Street and I read that t

committee had voted to eliminate indexing, I would say that was

tl.;e first step toward an inflationary route in eliminating the defi-
cit.

Senator~MrTtcHELL. Well, I appreciate what you are saying. I
merely submit to you that an equal number or perhaps greater
would draw the o%posite.

Dr. FELDSTEIN. But, you see, your position, Senator, is that index-
ing will reassure geop e because it will tell them that we are not
going to have the deficit. It helps to bring down the size. -

Senator MrrcHELL. No. That
won’t be as large. :

Dr. N. Won’t be as large. But the reason it won’t be as
large is because you would be counting on inflation to do the job
for us of bringing down the deficit. .

Senator MrrcugLL. No.

Dr. MevLrzER. No.

‘Dr. FELLNER. That's the only way we can along those lines.

Senator MrrcHELL. But Dr. Meltzer says a no-indexing tax struc-
ture has not produced a balanced budget, so index as though that's
the answer. }

-Dr.. MeLTZER. No, no. But look at the country. Look around the
world, and look at countries with very high inflation. Israel.

Senator MitcHELL. Do they have indexing?

Dr. MeLTzER. Yes; they do.

Senator MrrcHELL. Brazil.

Dr. MeLTzER. They have indexing.

Senator MrrcHELL. Chile.

Dr. MevTzer. Chile does not have indexing.

Senator MiTcHELL. Look in this country. k at Minnesota.

Dr. MeLrzer. How do a?ty of those countries manage whether
they were indexed or not? How do they manage to bring down the
rate of inflation. It was not b tryin}g\ to let inflation raise taxes.
That is certainly true of Israel, and that is certainly true of Chile.
It is certainly true of Brazil. It was true of entina. Inflation did
not keep their tax rates rising fast enough to keep down their bud-

ets and deficit, and that's why they ran into the problems.they

ave.

Senator MrrcHELL. Well, I want to get into a couple of others. I
don’t want to limit it all to indexing because we have got more im-
mediate Frobl,ems. :

Dr. Feldstein, based t;pon the portion of your statement that Sen-
ator Byrd reread, is it fair to conclude that you disagree with Sec-
retary Regan who came here yesterday and said, “Deficits do. not
cause high interest rates’? ‘ ~ .

Dr. FELDSTEIN. What I said in my statement and what-Ibsltove is
that the deficit per se, the borrowing per se, raises real interest
rates only a little bit. The primary reason for our high deficit is the _
fear of the inflationary policies that might occur either just to raise
taxes before we index or to accommodate a deficit in future years.

Senator MITcHELL. So in other words, the statement left out the
‘word direct or indirect. What you are saying is that there is a rela-:
tionship but it is indirect. Does anybody disagree with that? |

~

8 not my position. My position is it
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Dr. FELLNER. Yes.

Senator MrrcHELL. You disagree with that?

Dr. FELLNER. Yes.

Senator MrrcHELL. You don’t think there is any relationship be-
tween deficits and interest rates?

Dr. FELLNER. I disagree with the statement that there-is no
direct relationship. I think there is a direct relationship.

Senator MITcHELL. You think there is a direct relationship?

Dr. FELLNER. Yes.

Senator MrTcHELL. Oh, I see. So you disagree with the Secretary
of Treasury? -

Dr. FELLNER. Well, I don’t know what the Secretary said. Judg-
ing by the papers, the Secre said that the increase in the
saving rate will be so large that though the deficit absorbs a high

roportion of the savings, what remains will still be more than we
in the past. I think he made a statement of that sort. At least
that is what I read in the papers. ‘And that isn’t quite the same
. thing as to say that deficits have no bearing on interest rates. I
think what he was saying is that he hopes to get such a high in-
crease in the saving rate that even though a lot of that will be ab-
sorbed by the deficit, what remains will still be more than what we
now have. Something of that sort came through in the papers. i
Senator MrrcueLL, Well, I don’t know what the paqer said. I just

read you what he said. I was sitting right here and I have got his
written statement.
Dr. FELLNER. Yes. /

Senator MITCHELL. Let me ask you another question, Dr. Fellner.
You said that we ought not to touch income tax but we ought to
increase some taxes. t taxes do you have in mind?

Dr. FELLNER. Well, that would really require a study, a compre-
hensive study, and not someone who is working in a research insti-
tute and doesn’t have access to the full range of materials and data
that would have to be studied. But what comes to mind, among
other things, is a levy on oil imports.

Senator HELL. A levy on oil imports?

Dr. FELLNER. Yes.

Senator MITcHELL. Aren’t you concerned about that?

Dr. FELLNER. I'm concerned about all these things, but that is

one thing I would stud‘}r.

~ Senator MrrcHELL. Yes. Well, let me ask you about the general
effect. Aren’t you concerned about making, within a period of a
year or so, a major reduction in the personal income tax rates on
the higher income persons, and then increasing consumption taxes,
which are shared disproportionately upon those of lower income
that you would be effecting in our society a mai'or shift of the total
burden of taxation from the higher income levels to the lower
income levels. .

Dr. FELLNER. Well, these very high marginal tax rates have de-
velo&ed as a result of the bracket creep. Namely, it is a result of a
nonindexed tax structure due to which these marginal rates were
rising all the time. Now we are making a move to prevent that
from continuing. And as a matter of fact, I think we are getting at
least somewhat back from the present ve%high-rate, if you make
allowance for future inflation. We may be now doing somewhat
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more but only slightly raore. That that is an unfair measure to the
low-income groups is, I think, not a defensible proposition. .

Senator MricHELL. Well, didn’t we reduce that from 70 to 50 per-
cent? Isn't that a reduction on the ratgigdd?

Dr. FELLNER. That falls in a different category. That is not
really the same thing as the general rise in the marginal rate.

Senator MrTcHELL. But then we are reducing over a period of 8
-years the rate bf 26 percent.

Dr. FeLLNER. I would like to see an estimate of how many people
really paid those 70-percent taxes. ‘

Senator MrrcHeLL. Well, you will find that the people in the
middle-income tax category paid very closé to the rate on the tax
table. But the higher up you go in the aggregate, the greater the
gap between the rate on the tax table and the amount paid by the
taxpayers. A very simple reason that we all know is that all of the
available mechanisms for reducing the income tax liability are gen-
erally available only to persons at the higher income scale. Not for
any legal sense, but the guy working in the mill meking $18,000 a
year, he is not thinking about depletion allowances. He is thinking
about paying next month’s oil bill. .

Dr. ER. But that is still another way of saying that the re-
duction from 70 to 50 hasn’t really made much difference in that
regard. For what reason it has made not much difference, I don’t
know. But it has not made much difference in that regard. But at
any rate, I think that high marginal tax rates—to say that those
are equitable is at best half true and half untrue. Collecting these
high marginal tax rates and then spending the income of the reve-
nue of the Government for supporting the lower income groups,
that is fair to those in the lower income groups who will never
make it. And very unfair to those who want to get ahead and have
it in them to get ahead. You make it very cult by this very
high marginal tax rate for anybody to get ahead in the income
scale. So the equity considerations are very ambiguous in that
regard and it is certainly a very inefficient way of handling the
economy.

Senator MrrcHELL. Well, I disagree with you. But I apologize to
the chairman and the other members. I went beyond my time. I am
sorry, Mr. Chairman and Senator Boren.

Thank you very much.

Dr. FELLNER. k you.

The CHAIRMAN. I think under the early bird rule, I got here
before Senator Boren. I plan to stay in any event, but I wanted to
ask you a couple of questions.

Do any of you th?nk we ought to continue the all-savers provi-
sion? Do you see anything coming out of that except about $3%:-
billion revenue loss? ,

Dr. MeLTZER. No.

Dr. FRLLNER. No.

The CHAIRMAN. Dr. Pechman. |

Dr. PEcHMAN. No, I don’t think we ought to continue it.

The CHAIRMAN. Dr. Feldstein.

Dr. FELDSTEIN. Not continue.
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Dr. MeurzER. I would not continue although I think that there is
probably some small incentive benefit there. I would say it should
not be continued. : o ——
Dr. FELLNER. Same here. . -
The CHAIRMAN. Pardon?
. Dr. FELLNER. Same here. L
The CHAIRMAN. I'm not sure that will be helpful because we are
going to have to face up to that sooner or later. And I want to say
to Dr. Pechman that we are looking at all the tax expenditures in

_addition to those you listed. We have had our staff and the Joint

Tax Committee staff looking in a number of areas, including pen-
sion where you can contribute $45,000 if you are a doctor or lawyer
and have a corporation. And there ought to be some limit to what

you can put away tax free. We are looking at a number of those

areas as to whether we can cap some of the excess benefits in an
effort to raise some revenue. But I think we run the risk, if we
have a laundry list of revenue gainers—I'm not certain whether we
can accomplish all that in time, to send the right signal to the
ri%t people, whoever they are.

e had hoped to come up with a package—I hope—that we
would add to the debt ceiling extension when it comes to us in late
April or May. And do you feel that if Congress—and I am talking
about bipartisan groups, the Members of Congress—with the help
of the press, would really put their minds to it, and would add to
the debt ceiling extension of more or less of an economic package
with substantial increases in revenue, if necessary, including some
budget reductions, user fees, and we could even add appropriation
cuts and other things as they did in 1968, that we would have an
impact on the financial market? _

», PECHMAN. I think there is no question about it. I think that
the quicker you make it clear that you are going to reduce the defi-
cits out in 1984 and 1985 by at least half, the more you will reas- -
sure capital markets. And let me add that I am delighted to hear
that you are examining the whole list of tax expenditures. My pur-
pose in table 1 was not to limit your scrutiny.

The CHAIRMAN. No, there are a number of them. We may have
difficulties on some of these things. There may be some we can
agree on. I think we have problems if they become parochial—but
there are some nationwide where I think we can address those.

Dr. PECHMAN. Yes. ) : '

The %rwn% &t least I ho lmvve c:m adcll{ress those. gﬁs
anyone here obj modifying— ow it is tinkering—or repeal-
i.n%:he so-called leasing provision? :

. MELTZER. Do vzou object to it? ]

The CHAIRMAN. We will start with Dr. Feldstein. :

‘Dr. FELDSTEIN. Well, I would welcome a chance to discuss it in
more detail. But I think the leasing provision is basically a good
provision, which is necessary in the long term for carrying out the
intent of ACRS, And if you eliminate leasing, you will have elimi-

nated for many high growth or high leverage firms any favorable

incentive effect of accelerated equipment depreciation, S
There are abuses. And I can trun.k‘ of wag's‘in which I would
avorable effect with-

91-115 0 - 82 - 1u
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out, in effect, wasting revenue unintentionally. I wouldn’t elimi-

nate the basic leasing provision. ,

- The CHAIRMAN. I tgink there are about nine different options

now  under discussion on ways to tiéhten. One was repeal. And I
~would venture to guess that if you offered a motion to this commit-

tee to repeal it outright, it would be nearly unanimous. I have

never seen such widespread agreement amongeeonservatives, liber-
- als, moderates or whatever, Republicans and Democrats. I don’t say
they are abusive. It is just too generous. I don’t fault somebody for
taking advantage of a provision at all, ‘

Dr. FeLpsTRIN. I think the generosity is often thought about in
terms of lessor. That an IVM or a General Electric can substantial-
ly reduce their taxes. They are not getting something for nothing,

ouih, in this. They are, indeed, reducing their taxes, but they are
simagly transferring the tax benefit to others and making a very

small m ecton iti;Aﬁet Sf) the ﬁrstl_ few moll’fl‘eﬂclts’ tha;dxin::;rl.{et:tbecamlmt ta:
.ave market. So people are, in e , par: in

10 8' E:)m some other company. The-beneficiaries are the lessees
and not the lessors. One shouldn’t think about eliminating this be-
cause IBM is getting a great break or GE is getting a great break.
Even though they are the ones who appear to be ucing their
taxes very substantially, they are merely transferring the tax bene-
fit to the lessee. -

The CHAIRMAN. Dr. Pechman. . -

Dr. PecamMAN. | indicated that I would not approve eliminati
the leasing provision without substitutigf something else. And
am glad to hear that you are think.inf of alternatives. My preferred
alternative is to do something that I know is unpalatable to Con-
Fress, but I-think most economists would say that an income tax

aw ought to have some degree of refundability of investment cred-

its and net operating losses. I'm not sure that 100-percent refunda-
bility is either possible or desirable. But I certainly think gamal
refundability would be appropriate. And, also, I have the feeling
that you could probably control refundability better than you can
under leasing. But I am not an expert in this area.

The CHAIRMAN. I think one area of concern is whether or not
there is any confidence in what Congress will do. We can all attack
the President’s budget as being irresponsible. And I heard one of
my colleagues on last night saying that this is the first time in
history that everlybody in Congress was opposed to the budget.
Well, it is probably the first time in history we have been cutting
programs. In every other budget sent up here, it is seeing how
many billions we can le)lend of taxpagers’ money we didn’t have. 1
don’t think that is a valid criticism, but it is enough to get you on
‘the nightly news. Well, I won’t get into that. .

But do you have any confidence in Congress? Would anybody
here give us a vote of confidence? Is there anybody in the room
that would give us a vote of confidence? [Laughter. "

Dr. Pechman, do you think we will do what we should do?

Dr. PecaMAN. I have a feeling, just reading the newstpapers and
looking at the nightly news, that Congress is aware of this fiscal
crisis. And that you-are going to do something about it. I don’t
- think you could face the efectorabe in the fall unless you did some- -

thing very, very significant. I am hoping that youfwili‘

examine the
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" budgg:d very carefully and go beyond what the President recom-
mended,
. The CHAIRMAN. Dr. Fellner, thank you very much. I hope your
lwﬁMa total lack of confidence. [Laughter.] .

Dr . I really didn’t know it would last this long. Thank
¥ .

ou very much.

The a-ummn Thank you. T~

Dr: MeLtzer. I would not hazard a guess as to what Co.

will do in 1982. I will guess that at some point Congress do
- something about the bud{:t problem because unless-something is
- done, the deficit will continue to rise. And I think that the impor-
tant consideration for Congress is, of course—despite the fact that
this is an election year—is that there is an opportunity for leader-

 ghip in putting tegether a package which goes across many, many

erent constituencies. If Congress doesn’t do anything this year,
then in certsin areas, it becomes much harder to do something
next year and the problem just gets pushed into the future. I thin
you are all familiar with the military problem where cutting obli-
gational authority doesn’t do very much for you in the near term,
ut it does a lot for you in' the long term. And we should begin to
make those changes, I believe. ' o ,
The CHAIRMAN. As I traveled around the country, I think that is
one question that was asked of me. Will Congress do anything or
what will Congress do? It has got to be a &rt of the equation some-
where. Certainly, you need to know how Congress responds.
I will just ask one more question and then I will look to Senator
_ Boren. We've been told that'most people discounted the 1982 defi-
cit. Is that generally agreed?
~Dr. MELTZER. Yes.
Dr. PECHMAN. Yes.

The CHAIRMAN. So is it all right to put a few more billions in

‘there? .

' Dr. FELDSTEIN. No. Well, I would entertain accelerati‘n%lthe tax
cut that will go into effect on July 1, 1982. I would object, however,
to making it retroactive to January 1. I think that is just increas-
ing your deficit without getting anything for it. I would make it
prospective, And if you could act by April 1, you would get 3
months of stimulus, which I think would be neat. )

The CHAIRMAN. How about the revenue? ) . , :

- Dr. MevrTZER. Senator, I would like to say that any effort to raise
expenditures at this time, unless it is accompanied by some sign
that there is really serious action, not discussion, but action taken
about the future deficit, will, I think, send exactly the wrong
signal. That is true on both the tax side and the expenditure side.
If you are going to do something to accelerate spending or to alter
* the tax cut, it ought-to be part of a package in which the future

deficits are reduced by a m ! | amount.. - . :

The CHAIRMAN. Do I infer from your statement, Dr. Feldstein,
that you are not so concerned about the 1983 deficit'f .

- Dr. FeLDsTEIN. No. Remember what I said was I would -postpone
~ the 1983 tax cut to 1984 and 1986. I think it is important. -

_The CHAIRMAN; Because that just takes pressure off Congress to
do anything responsible. If we can find some painless way like des

~—
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ferring a tax cut that people don’t have, we can pile up a big sav-

mgr. FeLpsTEIN. Well, you don’t pile up a very big savings for
fiscal 1988 since it's only 3 months of a 10-percent tax cut, about
$10 billion. The main thing is in_1984, it reduces pressure. But on
‘the capital market, it means we don’t have as much crowding out.
But I certainly wouldn’t want to do it if the implication of doing it
was that we would simply spend that much more. I think it is terri-
bly important also that if it does get postponed, it gets postponed
for an explicit date. Although even that, I recognize, runs the
g:?ger that you can then postpone it again for another explicit

. The CHAIRMAN. That wouldn’t give the taxpayer much hope.

Senator Boren, unless someone here is under some time con-
straint about going to lunch or dinner——

Senator BoreN. I will try to be brief so that we don’t keep them
past the dinner hour. - |

How would all of you react to the general suggestion that we
ought to follow a tax policy which penalizes consumption more, and
- which rewards savings more? In other words, expands the ogportu-

nity for further tax exemptions in the savings area to get the pool

- of savings up. And would put further tax burdens on consumption.
~ &sa ét' general policy statement, would you agree or disagree with

Dr. PEcHMAN. Well, I don’t think I would go that route at pres-
ent, particularly when we have the vast amount of dissaving in
prosgect by the Federal Government. Right now we are facing
what will essentially be a full employment deficit of 4 percentage )
points, which cuts into total private saving by a factor of about 256
percent. If you balance the Federal budget, say, 8 to § years out, I
think you would have a satisfactory amount of national sa , and
productivity growth. If, at that time, the country decides that it
wants to grow faster, then the only way that I know how to do it
would be to reduce the emphasis on income taxes and increase con-
sumption taxes. But there, you would be hitting into the equity
question. My guess is that I would not vote for a change of that
~ sort, provided, of course, we are growing at a satisfactory rate.

- Senator BOREN. I suppose in theory, you could approach the
equity question by the way you waited, the types of 'artlcles and so
on. Primarily, luxury taxes. -

Dr. . No. The onl{,eway you can really tax consumption
:ideq&f,ely and fairly would be to introduce a graduated consump-

on tax. : . .

Senator BoreN. Uh huh. N '

Dr. PecHiMAN. I don’t think you could simulate the kind of
~ progressivity you have in the income tax system by way of value

added tax or a sales tax. That, essentially, is a flat rate tax, even if
you eliminate necessities. So the alternative is a graduated con-
samption tax, and I certainly don’t favor that. :

Dr. FeLpsTEIN. I agree that we should have—I with you,
Senator—more emphasis on savings incentives. And I think Con-
frem made a major step in that direction with the IRA’s last year.
1 think that the ceiling from $2,000 to higher limits would
" not be a program that favored the rich in any sense. If one took it
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from $2,000 to $3,000, it would basically be favoring middle-income
savers. And it would be turning what, for some people, is a reward
but not an incentive because they are going to do $2,000 anyway.
into more of an incentive because it-ragsea the ceiling for them.
think the cost of that is very small. And when Congress finds itself
in the position where it can think about any loss of revenue, that
would be very high on my list.

Senator Boren. You tgmk' , for example, when the all-savers ex-
‘pires that we ought to perhaps consider putting whatever the reve-
nue cost of something like all-savers are into other forms of in-
creased saving incentives, be they IRA retirement or be they other
kinds of retirement funds. -

“ Dr. FELDSTRIN. Yes. And I don’t remember the exact status of
glsgg 16-percent interest exclusion that is scheduled to come in

Senator Boren. No.

Dr. FeLosTEIN. I remember that that was intended, in some
sense, to follow on when all-savers is saved out.

Senator Boren. Uh huh.

Dr. FELDsTEIN. But I think it is there in any case.

Senator BoRreN. Yes.

Dr. FeLpsTEIN. So I would say that the extra revenue that you
save by eliminating all-savers ought to be directed to either ex-
panding that or raising the limits on the IRA’s.

.. Dr. . Let me say that I just couldn’t disagree with
Martin Feldstein more on the IRA’s. - ‘

Dr. FeLpsTEIN. You couldn’t disagree with me more on this than
on other things? - ,

Dr. PEcHMAN. Than on other things, right.

Dr. FrLDSTEIN. That is the limit. [Laughter.]

Dr. PEcHMAN. Martin has h this before. On January 4—I
think that was a Monday—my wife and I each transferred $2,000
--from one account in a mutual fund to another called IRA. It hap-

ned to be a money market fund. We didn’t increase our saving

y-one dime. And we got, essentially, a $1,000 tax cut for just
making this transfer. I predict that the increase in saving resulti
from your action on IRA’s last year will be very, very small. An
that the benefit of it will not go to the low- and middle-income
classes, but will ﬁ?s to rich people like Martin and me, and the
pegrle sitting in this room. -

A ow if you want to have a saving incentive—I want to repeat—
you are going to have to tax consumption or give a deduction for
net saving. other words, you have to avoid the possibility of
transferring or borrowing funds. I don’t know of anything in the
tax law yet that does that. As I indicated earlier, I am against

‘doing that. But I think you ought to eliminate the savings incen-
n::g, which are graffiti in the tax law -and do more harm than

- . »
Dr. MeLTZER. Let me speak as one of the poor, because Joe ex-
cluded me from the group of rich that included Joe and Martin,
~and properly so. He made the mistake of confusing marginal an
average tax rates. Of course, there are going to be people who will
do exactly what he said. But T am sure the Congress was aware of
that when they passed the law. At issue is not whether somebody
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will take advantage of the tax exemption and put some long-term
saving into an ; at issue is whether there will be some Peogle
who have not saved at all who will now save. My estimate of what
is going to hap(i)en to the saving rate is that we will see, as Secre-
tary Regan said, a substantial increase in the saving rate this year
because of the 8.

Let me give you some good evidence of that. The kinds of shifts
that we have been tdkx%g about here are the kinds of shifts which
took place in Britain. They lowered the progressivity of the tax
system. They put some taxes on spending. The saving rate jumped
before the recession began. And the savin%::te has remained high
in Britain. Their eroblem, like ours, has been that the deficit has
also remained ln% , 80 a lot of that savings is absorbed by the fi-
nancing of the deficit. ]

. . Canada is another good example of a country that
introduced these kinds of savings incentives and saw a very big in-
-crease in their savings. But on the proposition that the Pechmans
saved $4,000 and got a tax break, that argument would suggest
that one shouldn’'t have an investment tax credit either because I
bet there are some people who made investments and got the ITC
who would have made those investments even if the hadn’t
been there. We know that is true about any kind of incentive. That
li)te dofe_i:n’t have an effect on absolutely everything that vets a tax

nefit.

'Dr. PECHMAN. May I just interrupt on that? When the invest-
ment credit was enacted, I opposed it because I thought it would be
wasteful; I supported a net investment credit at that time. And I
have the same view with respect to savings.

Dr. MevLrzeR. 1 think Joe is makilﬁia very strong argument for
raising the maximum level for the . Because when we get up to
the level at which Joe will save more, we will have a big increase
in savings. :

Dr. FeLDSTEIN. Well, we don’t have the facts on the distribution
of the number of people who currently save at least $2,000 per
person or $4,000 per working couple. But extrapolating the best
earlier information that we had indicates that very few people are
already at the limit. Perhaps 20 or 25 percent of people are. And
for them, they are in the Pechman situation; they get a reward for
doing the saving anyway. But the rest of the population, it’s a net
incentive.

e . How can you refuse? You watch some of these

TV ads and you are going to be a millionaire if you put a little nest
egg of $25 a week or something like that. ‘

: nator BoReEN. Let me ask you another question, Dr. Meltzer.

Now in following up on your comment, I agree that we have built

into the interest rates now an uncertainty premium. I think that is

a real factor. Both uncertainty as to monetary policy and uncer-_

tainty as to the future side of the deficit. Crowding out. It also re-

flects the future antic?:ated inflation so that your long-term rates

are probably being padded here, whether it's by 2, 8, or 4 percent.

1It's a very significant risk factor minimization type_ fishing that
‘they are t to get here in the interest rates.

ou criticized very sharply the monetary policies and the failure

to stay within target. And the uncertainty that adds in addition to
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uncertain fiscal policies. What would be your sv.iggestion, if you
were making s tions to Mr. Volcker in the Fed, in terms of
. changes in policy that might enable them to stay more within their
- t,aﬁts? What kind of changes in the operation would g:u suggest?
r. MELTZER. Let me just preface my remarks with two others. I
want to go on record as favoring your consumption tax or fa ori,n%
the shift from income to consumption taxes for the reasons that
think Martin Feldstein laid out. And I would like to say that I do
not believe that crowding out is not a problem. Crow out is a
problem for the United States, and I have emphasi that for
many years. - ‘ . .

Senator BoreN. What if we get to a $2 trillion debt by 1986 or
1987 instead of a $1, I gather we would have severe problems. '

Dr. MeLTzER. I think it’s a problem in 1988 and 1984. But I don’t
think it is the main reason why interest rates are high. And I don’t
want to be misinterpreted when I say that.

Senator BoreN. Right. -

Dr. MeLTzEr. All right. As far as-the monetary policy is con-
cerned, I believe that we could have a significant drop in interest
rates if we would reduce the variability of moneta.rzlpolicy. How
could we reduce the variability of mone poli the United
States and the uncertainty? The simplest thing is let the Fed set a
target that it can control. Something on- its balance sheet. Let it
not try to aim at any of the money stock. Let it stop trying to con-
trol interest rates or to set its targets in relation to interest rates.
Let me briefly expand on that.

~ Senator BoreN. How would that work?

Dr. MeLtzer. The Fed now tries to figure out what money
growth will be by estimating what the interest rate will be at
which the demand for money and the su &l)y of money cross., It
then tries to-estimate how much banks will borrow. Those relation-
ships are in the short-term, very much less than air tight. Conse-
quently, the Fed makes errors. They underestimate how much bor-
rowing there will be in the economy. They underestimate what
they call the demand for money in the economy. They think they
- are going to get stable growth of money and then they get a bulge
in money. Now they have to decide, is that temporary or is it per-
manent? Should they take it out? Just exactly the problem they
face now. Should they take the bulge out now; should they let it
stay? Will it correct itself? Another week goes by and we get an-
other bulge. And then another week goes by and pretty soon people
begin to build up their inflationary expectations. Interest rates
\ b?m to rise and borrowing begins to rise. And then the Fed de-

cides, well, maybe the bulge is there longer than we thought it
would be. 'i"hey crack down on the money stock. And that puts a lot
of variability in money and interest rates. .

What I would do instead is six:gly this: They have a balance
-~ sheet. The recommendation we make is simply control the size of

~ their balance sheet. If they control the size of their balance sheet, -
 which they can read every day, they will have no Yroblem with
- variability. That doesn’t mean that interest rates will be perfectl

" gtable. ét means that they will be more stable. The market wi.ﬁ
know. If I were in charge of the Fed now, I would announce what
the growth of reserves or base money the balance sheet is going to

~— . : N .
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be for the next 8 months. And I would hit those targets for the
next 8 months. Then people would have confidence that 1 can
achieve the targets I set. If the Fed did that for 8 or 6 months, I
believe the ter part of the risk premium would go away.

t;.Se_x‘l?iatoz"" REN. You think you would haveé much less fluctu-
ation'

Dr. MELTZER. Indeed. Indeed. And a lower level of rates.

Senator BoreN. Lower level. -

Dr. FeLDSTEIN. I just want to say that I agree with what Allan
says but I would pose a question that really reflects an uncertainty -
in my own mind to him. And that is, there are two kinds of uncer-
tainty. There is this kind of uncertainty that you have been talking
about: What is the Fed going to do the rest of this year and so on

Dr. MeLTZER. Right. .. .

Dr. FeLDSTEIN. And then the other %uestion is: What are they
going to do in 1984 if we still have an $80 billion deficit?

Dr. MeLTZER. That’s the budget problem.

Dr. FELDSTEIN. And does this raise the credibility—does what you
are suggesting—raise the credibility of the Fed statement that
come what may, they are going to stick with a certain growth path
for monetary base or available——

Dr. MeLTzER. Only the Congress and the President can take out
that uncertainty. I would like to say one last thing on that subject.
That is essentially what the German Central Bank does and for
that reason, among others. They did not try to target M-1 or M-2
or M-3. They chose the size of their own balance sheet. One reason
thgz did that was because they wanted a target that they could hit. ...

nator BoReN. It has worked much better.

Dr. MevTzER. It has worked much better. -

Sena;or BoreN. Until they started being so severely impacted by
our end. _

Dr. MELTZER. By our interest rates, and also their own very large
budget deficits. o

Senator BoreN. Do you agree with that also?

Dr. PECHMAN. I'm not a monetary expert so I will pass.

--Senator BoreN. OK. I understand that. That's very helpful. Let
me ask you this question. I was a little shocked about hearing the
discussion on indexing. It seems to me that you talk about uncer-
tainty and you talk about ex tions and psﬁchology——the finan-

“cial community has to be looking at the fact that all of our spend-
ing is indexed to go up, and our income was indexed to go down.
'And, therefore, this gap-creating deficit is going to grow.

- Dr. FELDSTEIN. Let me try again on that. I didn’t do it very well
last time. The spending is indexed to go-up in proportion to prices.
Taxes, if they are not indexed, go up more than proportion with

- prices. And indexing cuts back that excess so that they only go up
proportionate to prices. | |
- In other words, if you have both spending and taxes indexed,
they both rise in proportion to prices. Real taxes, real spendin
don’t change. There is no widening deficit. If we started with a bal-

. anced budget, having indexed spending and indexed taxing would

" not lead up to a deficit. The issue is do you want to use an unin-
dexed tax system as a way of raising the tax share, bracket creep.
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gqt going . to effect the very rich. They are not going to be
‘ by bracket creep.

Se torBonnN es; Iseewhatyouaresayingandthatisavery
g%additional point, .

MEevrrzeR. Senator, may I just add one thing. It leaves, and I
- am sure would agree, a problem. If you start the indexation
- with a verYy deficit, you are not going to get rid of the deficit
..-that way. You still have to take down the spen % rate.
~Senator BoreN. If you could get the deficit in

-"we could do something along those lines. I dont know. 1 guess I
,;nhave to say—I agree philosophically with what Xou are saying in
- terms of the fact that holding the indexing woul merel{ keep you
: infPla,ce for the tax system and not have it grow and holding down
a ation. I think, to me, having everyone see that the deficits are
- definitely going to shrink becomes even more important than hold-

ace and perhaps '

. ing to that principal at this point. The political realities are that

. on an annual basis, as most o

- most-observers; probably reahstl doubt that Congress will do
. eno h in terms of cuttmg the spendi ringing down into a bal-
st ‘budget, that we would then: have with on the kind of tax
ygohcles that you are talking about. So I am not so sure I would
‘ ahead with them.
Lot me ask uirou this question: Let’s suppose you could stnke a
deal that would say that all references to indexing in the law
- period—all of them. Pension funds and retirement programs, Gov-
" ernment sgendmg of all kinds, including social security, including
- indexing the taxes. In other words all references to indexing in the
.. law across the board everﬁthmg—could be removed, that would in-
" clude tax indexing as well as spending indexing, under ‘the argu-
- ment that there is some equltiy in that and that Congress ought to,
our States do—we fought this in our
- State and I opposed and vetoed several bills that had anything like -
. indexing in—I vetoed on the theory that the legislature should do
-~ the job each year. We operate under a budget balancing amend-
.~ ment; we should each year meet our responsibilities, set the pnor-
- -ities, try to do so with equlty And, of course, I alwa; ags said we will
“try to help the senior citizens ag much as we can rd each year
on an annual basis.
~ Would you be willing to make that kind of bargain if we could
.~ remove all indexing references to law. Would you be willing to bar-
- gain away indexing in the tax law as well?
" ."Dr, FELDSTEIN. 1 wouldn’t I think it would be a mistake. I think
" there are certain P lfartml;larly the social security pro-
. gram, where explicitly or unp citly you have to have indexing.
: Sn'immwmnm o Batally, ak to all people tha
ically, you make a promlse e t
;s ,hey ¢an retire at about age 65. With the kind of benefits you are
, wtirrently iving them; you make a promise that they L
‘ th very little in'the way of assets of their own and then you say _
u have to take your chance. We have a lot of, mﬂetlon, your .
nefits won’t be worth much unless we decide. we want to give it

“to you, An if don't have a lot of inflation, yo t a cer-
“tain monthl yk which will have the value’ tfxat it had §vehen you

tired: ‘e you can’t do that. I think That ;; why Congress de_,f 3

‘,',
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facto indexed up and down in the past. And then in 1972 started
formal indexing. ‘

Senator BorN. Well, you would say then that the reason we got
into problems because—because if you are going to index the taxes,
{lou are going to keep the income tax from gaining ahead of infla-

on, you continue to index the benefits, spending. ’ is where we
‘have gotten into such trouble. - .

Dr. FELDSTEIN. No. We got into trouble not so much from index-
ing—we got into trouble because we raised the share of nondefense
gpending by 5 percent of GNP, from 13 to 18 percent, over a

ecade. '

Senator BoreN. When you sa¥ nondefense spending, you are not
including entitlement programs . .-

Dr. FELDSTRIN. Yes, I am. Including all nondefense spen A
‘That $560 billion current was raised from 18 ?ercent‘ of G
in 1970 to 18 percent of GNP now. A small part of that is due to
indexing in excess of what otherwise would have been done on an
ad hoc basis to keep social security retirees whole. N

Senator Boren. Well, would you support the proposal then that
we go to the wage—not to exceed the wage index in terms of social

security? :

-Dr. l'zm.nsnm . Yes. I think there’s a case for that because that
really itns’troduces very little uncertainty in comparison to the un-

Senator BoreN. Over about a 8-year period because of the unusu-
al divergence of the CPI and the wage index, it has contributed
greatl our immediate problem of social security.

Dr. %‘m.ns'mm But it’s not a way of solving any of the social se-
curity problems or the general budget problem in the future. I
think to do that, 1{iou have to take it on head on.

Dr. PECHMAN. May I add just one point?

Senator BoreN. Yes.

Dr. PrcaHMAN. I really object to saying that a major source of our
problem has been indexation on the outlay side. The source of our
problem in the next 3 years is the fact that Congress and the ad-
ministration went on a tax cutting spree. Last year, you reduced
taxes by $150 billion in 1985 and you couldn’t afford it.

Dr. ngnmmn I am sure, Joe, you and I disagree on that even
more than on IRA. [Laughter.]

Dr. PecHMmaN. Yes, we do disagree on that. But I want to empha-
size that we would have been better off if you had not passed the
1981 act, and if you had just let taxes go the way they were and
deferred action on taxes until you could afford it. But you didn’t.
And I think that that was a gross fiscal blunder.

Dr. FELDSTEIN. But that would have meant raising taxes.
~_Senator BoreN. I have to say I don’t agree with that because I
‘think you have ca&ital formation problems. S

Dr. PecuMAN. You haven’t gotten any additional capital forma-
tion, you have got reduced capital formation as a result of your
action on the tax cut. | T

Senator BoREN. Are you talking about Federal tax cuts or~——

Dr. PECHMAN. I'm talking about the entire i)ackage. I was sup-

hink probably that

-'should have gone through.



215

Senator BoreN. You are talking about the indjviduals.
. Dr. PECHMAN. Yes. If I had my druthers, I wouldn’t have taken
" any action to reduce the individual income tax last {near Further-
more, 1 predict that the rate of growth of capital in the next 8
~ years will be lower than it has been in recent years because of the
deficit that was created last year. o
| Senator BOREN. If Government spending grows—Ilet me just ask ~ ——
o m this quegtion—as a progortion of our gross national product—it
, grown every year for the last 8 or 9 years or whatever—isn’t it
* obvious then that the capital formation must shrink? And it is very
. likely it will shrink if Government spending is a percentage of
gr_osetrixational product unless you are willing to cut back on con-
sumption. = - - :
Dr. PecuMAN. That’s right. You can raise taxes to reduce con-
sumption to make room for investment.
Dr. MeLTZER. Let me put it this way. You are going to make it
much harder to increase capital formation if you are going to allow
. Government spending to grow faster than the gross national prod-
- uet. And that undoes some of what I think is given Joe Pechman'’s
recent statement gives the wrong impression. He starts with the
1981 tax changes. Over the decade of the 1970’s, the economy grew
" more slowly. The oil shocks came, we analyzed those shocks incor-
. rectly; we introduced pxagrams tl’mgﬂ)umped up consumption and
- Government spending. We pushed the burden of slow growth.
into investment. The 1980 tax program tries to undo some of the
damage that was done.
. Senator BoreN. Well, let me ask one last question, Dr. Pechman. i
" Where would you cut the spending? If you don’t want to touch the ,
indexing, where would ¥ou cut spending?
Dr. PEcuMAN. Well, I would limit the adjustment on the outlay
gide to the increase in wages or prices, whichever is lower. I would
~ also take a very hard look at defense spending. I can’t believe you
couldn’t reduce defense spending in 1985 and 1986, say, by 10 per-
cent, and still have an adequate defense program. A
. T object to cutting back on medicare and medicaid and other
things that are in the Reagan budget. I think that user fees ought
_ . to be eliminated. And there are some other direct expenditure pro-
grams I would eliminate. But on the whole, it seems to me that the
mas'or roblem is that we are trying to increase defense spending
an uce taxes at a time when we can’t afford it.
‘The CHAIRMAN. Well, I thank the panel very much. I hope it’s all
right to submit some questions in writing. I think we have some
. mreas we would like to touch on. Particularly, whether or not you
~ gupport the Administration’s minimum tax on corporations—
whether that coutfled with leasing is going to sop up most of the
lt)hu:;ness tax cut dollarwise. There was some question raised about
The CHAIRMAN. Whether or not you think we could reduce the
long-term capital gain holding riod from 1 year to 6 months.
, t im that would have. Plus or minus. Your thoughts on
that. And some other areas that we would like to cover. ‘
-1 will just ask Dr. Meltzer: Your disagreement with the Fed
?oh is not as strong as some of the supply siders who have called
or Mr. Volcker’s resignation. - - ‘
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 Mr. MeuTzER. I think Paul Volcker’s statements are ic;od.'l don’t
think it is a personal issue and I don’t think it should be personal-
ized. I think Paul Volcker, under present circumstances, is making
an effort to get the rate or growth of money m%ked down to nonin-
flationary levels. I disagree with the wey in which he implements
hisgiolicy, but I don’t believe that his resignation would solve the
problem., | ‘ s

The CHAIRMAN. How bi%}:as that bus that went down with the—
h%ﬁ n;any seats were on that bus that went down with the supply
siders - _ . :

Dr. Mevrrzer. Not enough.

The CHAIRMAN. Well, I am thinking maybe that three empty
: mts l?tlgh]t hold all of them now if you went around Washington.

ughter. ,

You might need only a very small bicﬁ'cle to take care of them.
There may be one in the White House. I haven’t checked.

Well, we will send you a number of questions. And we appreciate
very much your patience. And Senator Boren will be happy to sign
your luncheon check. :

[Whereupon, at 1:36 p.m., the hearing was adjourned.]

/
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ADMINISTRATION’S FISCAL YEAR 1983 BUDGET ~
PROPOSAL

TUESDAY, MARCH 9, 1982

U.S. SENATE,
L. CoMMITTEE ON FINANCE,
, Washington, D.C. -

The committee met(,)&ursuant to notice, at 10:06 a.m., in room
2221, Dirksen Senate Office Building, Hon. Robert Dole (chairman)
P Present: Senators Dole, Danforth, Chafee, Heinz, Durenberger,
- Byrd, Bentsen, Moynihan, Baucus, and Mitchell.

- [The opening statement of Senator Bentsen follows:]

OPENING REMARKS OF SENATOR LLOYD BENTSEN
Parts of this budget seem ge and pound foolish. What do we gain, for ex-
y

g ample, if you save a nickel a that helpe le go to work
antf get ol¥ welfare, then have to spend E on gig er welfare mfeop
- -You are proposing budget cuts, Mr. tary, that in some cases will result in
. er

costs.

. Let’s take WIN, the Work Incentive Program, as a case in point.

* You want to abolish it and, in the words of your budget document, “give the
states greater flexibility to develop public and private job settings for welfare recipi-
ents than WIN does.”" ‘ -

- T must say, Mr. Secretary, that’s a very cynical statement in that budget docu-

ment. It says this Administration will give the states “greater flexibility,” when in

ty the outcome of these proposals if they are enacted will be to force state after
state to drop efforts to encourage Americans to find work.

The claim is that the states will have greaterflexibility by dropping WIN and
then using their Social Services Block Grant to fashion a word program of their
own. The fact, though, is that the Social Service Block Grant program is up for a
half-billion dollar cut in this budﬁt; What kind of “flexibility” is that?

elfWhal: thfisig&d%reany does, Mr. Secretary, is abandon efforts to get people off
welfare an .

-Histori gince it was established in 1967, WIN has done :ag:at job getth;s
'Americans off welfare rolls and onto employment rolls. It has co ntly curtail
~the rate of in AFDC, Aid to Famifias With Dependent Children.

- Between 1960 and 1965—the years before WIN—the number of people on AFDC
" rolls increased by 80 pereenk the cost of the %mmm went up by 85 percent.

It took a few years for to up a head of steam, but when it did it
rea.lliegad an imgxwt Between 1976 and 1980 the number of AFDC recipients actu-
a.l.xn lined by rcent and the cost of the program was reduced 12 percent.

‘ this d now your ration comes along, Mr. Secretary, and wants to wipe out, -

very su program.
In fact, this year’s b appears to reverse what I believe was your position on

WIN last year, Mr. .
" Let me;yif'l may, quote back to you some of t{our words in hestimoay before thJ?
~ committee last year. You said it was the intention of the Administration to—and
ﬁ:ﬁe—“stre hen the work requirements in the AFDC p " because *
3 _gt}igan public is not willing to bear the burden of suppormmpeople who can
- work.” ‘ :
(217 -
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What has happened in the months since then to change your mind, Mr. Secre-

I quote, from your testimony of last year, “Everyone who is receiving as--
sistance who is capable of working should be involved in a work program.”

Last year you assured the Finance Committee that the proposals endorsed by the
Administration would—quote—*“increase the self-esteem and work experience of
many recipients and promote self-support through zobs in the regular economy.”

1 agﬂe: with your testimong of last , Mr. tary. I agree wholeheartedlumr
with this next quote. You said the wor dprog-ram would also—and I quote—*“elimi-
nate current abuses in the program and, more importantly, lessen the burden of
-providing public assistance to those in need.” _

That's very true. It was true last year. It is true today. WIN, indeed, lessens the
burden of providing public assistance to those in need.

When you have a successful p for lifting people up and out of welfare and
help:ng them find a job, it not o:i!; helps those people, it helps hold down govern-
ment costs.

Every time unemployment goes up by 1 percent the federal deficit goes up by $256

. billion. The same principle is true here. You help an individual find work and go off
:ﬁlfat;e and tz:u not only reduce AFDC payments but the person who is wor is
e e8.

Whatpiesythe rationale for cutting out WIN, Mr. Secretary? Why have you, over
the past 12 months, changed your mind about this program which seems to be doing
a great job helping people find jobse? If you eliminate this program do we have an
assurances that the states will take on the expense of finding jobs for welfare :‘eci(gr

_ents—especially in light of cuts in the Social Services Block GrantAF%ram? ,
dgg:e the gdministra? on also plan to ask Congress to do away with work re-
quiremen

The CHAIRMAN. There are other members on the way, Mr. Secre-
tary. But I think in the interest of time, since some of us need to
depart a bit early today to meet with the President, we will pro-
ceed with your statement. :

Let me say, first of all, we are very pleased to have you before
the committee. I'm hopeful you can tell us how we can save a few
billion dollars. We believe this committee is prepared to meet its
responsibilities on both the spending side as well as the revenue
side if given the appropriate or proper ways to do that. I know you
will have some excellent ideas. o

So we welcome you back to the committee. You may proceed in
_any way you wish. I know you have some charts you would like to
go over, which.I think would be ::g helpful to members of the_
committee and members of our staff. So, Mr. Secretary, we are
happy to have you here.

nator Chafee, do you have any statement you want to make?

Senator CHAFEE. Mr. Chairman, do you have an opening state-
ment of your own? - .

The CHAIRMAN. No, but I would be very happy if you gave one.
[Laughter.] -

- Senator CHAFEE. In lieu of yours? [Laughter.)
I did have a couple of remarks, Mr. Chairman, but first I want to
join 1}:: welcoming our compatriot and former colleague, the Secre-
ere.
ta%\ere are three areas that I am particularly interested in hear-
about today. The first is preventative health. The second .is the
eftect of the proposed chanies in medicare and medicaid on the re-
cipients. And the third is the incentives to be provided in the pro-

yaml
We are all loo to reduce costs. At the same time, I know you
share our concern that any reductions be rational and compassion-
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ate. It seems to me, emphasizing preventative health is our best op-
portunity to reduce the costs. , o o

Nowhere, I believe, is preventative care more important than in
the pregnancy and the early years of life. The Federal commitment
to maternal, child health, and nutrition programs recognizes this
fact. So, I am eager to hear the administration’s justifications for
the proposed block grant including the maternal and child health
and women, infants, and children programs. l\aas:{‘be' you won't
‘touch on that subject today. If not, certainly we will look forward
to when you will bring that forward.

Also, I am interested in hearing how the copayments and their
use under medicaid will affect the use of the health care system by
poor individuals. Will copayments discourage individuals from
using the medicaid when they really need it?

" Finally, what also troubles me is that few, if any, rewards exist
to those providers who hold down costs. You and I have discussed
this (on occasion), Mr. Secretary, but, particularly in the medicare
area, where are the incentives? It seems the medicare system has
no such incentives. Perhaps you will propose some; I will be par-
ticularly interested in these ideas.

So, we look forward to hearing your testimony and are grateful
that you came, Mr. Secretary. : ‘

Thank you, Mr. Chairman.

The CHAIRMAN. Senator Bentsen. S

Senator BENTSEN. Thank you very much, Mr, Chairman.

Mr. Secretary, in looking at this budget, my concern is that in a --

number of instances you are proposing some cuts that will actually
en(llf up costing us more and_will end up keeping more people on
welfare.

Let me cite a specific. Let’s take the WIN program, the work in-
centive program; I think that is a case in point. You want to abol-
ish it and, in the words of your budget document, “give the States
greater flexibility in setting up their own programs.’

Now, I really think that is a very cynical statement; because
-when you turn around and look at the other part of the budget,
where you drop WIN, then you take the social services block grant,
and you say for them to have a program of their own with that,
~ but as I read this budget you are ing about cuttin% that by a
half a billion dollars, now what kind of flexibility is that

What this budget really does, Mr. Secretary, is to abandon efforts
to get g:eo le off the welfare rolls. Historically, since it was estab-
lished 967, WIN has done a great job of getting Americans off
of welfare rolls and on to employment rolls. It has consistently cur-
tailed a growth in AFDC—in the aid to families with dependent
children. Between 1960 and 19656—and those were the years before
WIN, before the work incentive program—AFDC rolls increased by
. 80 percent and the cost of the program went up bﬁ' 85 percent.

‘Now, it took a few years for to develop a head of steam, but

it finally did, and it really had an impact. Between 1975 and 1980

‘the number of AFDC recipients actually declined by 8 percent, and
- ‘the cost of the program was reduced by 12 percent.

‘ And now your administration comes along, Mr. Secretary, and

wants to wipe out what is a very successful program. In fact, this
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year’s budget appears to reverse what I believe was your position
. on WIN last Year , | o ‘
Let me, if I may, quote back to you some of your words in testi-
mony before this committee last year. You said it was the intention
of the administration to, and I quote, “strengthen the work re-
quirements in the AFDC program, because the American public is
not willing to bear the burden of supporting people who can work,”
What has happened in the months since to change your mind, Mr,
. Secretary? - ' '
Again I quote from your testimony of last year: “Ever{gne who is
recel assistance who is capable of working should be involved
in a work program.” And I agree with that. , o
Last year you assured the Finance Committee that the proposals
endorsed by the administration would, and I quote, “increase the
~ "self esteem and work experience of many recipients and promote
self support through jobs in the regular economy.” And I agree
with that testimony of last year. - S ~—— ‘
And 1 agree wholeheartedly with the next quote. You said the
work program would also, and I quote, “eliminate current abuses -
in the program and, more importantly, lessen the burden of provid-
ing public assistance to those in need.” Now, that's true. It was
true last year; it is true today. The work incentive program lessens
=~ ~-the burden of providing public assistance to those in need. _
‘ But then to turn around and say you are going to let them have
more flexibility in the States, and then cut that block grant by half
a billion dollars, now that just doesn’t add up to me. - |
TI}; _CHAIRMAN. Senator Heinz, do you have an opening state-
. men ]
‘Senator HeiNz. No, Mr. Chairman: Thank you.
The CHAIRMAN. Mr. Secretary, I think that is an indication of
our concern and our willingness to do the responsible thing. That
has been expressed by Senator Chafee and Senator Bentsen and, I |

ho&e, by myself.
e will hapi)y to hear what you propose. Then we will follow
the early bird rule on questions proceeding as quickly as we can.

STATEMENT OF HON. RICHARD S. SCHWEIKER, SECRETARY,
— DEPARTMENT OF HEALTH AND HUMAN SERVICES

Secretary SCHWEIKER. Thank you.

Mr. Chairman, Senator Bentsen, members of the committee, it is
a pleasure to be here today to discuss the portions of the Presi-
dent’s budget for fiscal year 1983 that concern the Department of
Heali:l}t‘gaene Human Services and that are within the review of this
committee.

The budget we present for fiscal year 19838 builds upon the new
course we began last year: it is based on hetl.pin those most in .
need, a new partnership with the States, _responsibility, ,
reform of the entitlement programs and regulatory relief. ,

"~ We will maintain our leadership role in health research, disease
prevention, and control. We will confront the hard facts of health
care cost inflation. -

Overall, the 1983 budget for Health and Human Services will

—total $274.2 billion in outlays, an increase of $20 billion or 8 per-
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cent over 1982 Our share of the budget will increase to 86 pe

more than all 50 States combined—more than the :

%et ‘of any nation on Earth except the United States and the
3 et Union, and $568 billion more than the defense budget. - -

- One year ago, the cruel reality of inflation and the harm it was

mfhcting prompted the American 'Feopla to demand that their Gov-

- ernment adopt spe reforms oday it is even more imperative

- ‘that we utilize discipline in Federal spen stemmming the rate
- of h in HHS programs, thus hel duggu

ce inflation.

e major sources of growth ha n in social security and the

R .‘medlcal entitlement programs, whlch have risen from neillxglb e
,Alevels to the smgle est source of budgetary growth

ngniﬁcant m&s toward reform was made in the landmark

- Omnibus Reconciliation Act of 1981, in which the Congress for the
- first time used the full leverage rovided by the Budget Act to
-~ shepherd significant entitlement gwng through to final enact-
. ment Much more, of course, remains to be done.

.~ Under ou:vfroposal social security benefits will continue at cur-
-‘rent levels

A th full cost-of-li increases; the budget makes no
. major recommendations conce social security benefits or fi-
nancing, gndmg the report of the National Commission on Social

 Head Start’s service to dmadvantaged children will be continued,

" as will our emphasis on preventive medicine and health promotion,

3 makmg ‘wellness” as pivotal as treating sickness.
...~ Mr..Chairman, I would like to just point to a few charts that I
think nnght outlme well the points that I am trying to make thh-

uﬁ y whole statement.

!S owmg of

E SCHWEIKER. The first chart here shows our agenda and
© our list of aceomphshments The agenda that we went to, in terms
. of my tenure as Secretary, was to put wellness at the top of that

1 l?ave a task force workmg on structuring the NIH in a wa
that we have a coordination of information for basic data researc
'on health prevention, and we are to have a report and a status an-
" nouncement shortly on that.
have set up a Public Health Service task force with medical
- _schools to focus their curriculum on wellness in health prevention
~.as well as on disease. They have been very ¢ hgerative and helpful

in [ ‘their curnculum attitude about t

" We are a with some of the private sector
Lo &:ps, mclu ﬁe Nfar ﬁ f Dimes and our Healthy Mothers

o paign; "t "Cross with its Hypertension, Atherosclerosis -
- ‘Campaign, and the Advertising Council of America mth a g'eneral )

educatlonal program on wellness.
: As you saw on the cover of one of the le news mai
, me have our sodium-labeling iroposal t ig in
S an unprecedented emphas
SLT plxgg a key role in hyperbensxon anc dmeasea of the heart.

. nieg _involwd

on the fact that’ sogiw

te sector ams are also being encouraged on’ incentives . .‘
_-that'we are workli)nr;gzn in terms of ﬁtness with the various oompa- e

o e
TR
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gﬁmnge of charts.} x
consumer choice and competition %:otposals, we have an
agenda of several items, one of which goes before the President to-
morrow in our Cabinet Council meeting to hopefully get our con-
sumer choice options there. —

One of the og:ions being considered is a voucher system that
would give, as Senator Chafee mentioned, an incentive to compa-
nies to compete, to gain from some profit advantage if they are
able to, or to compete in the marketplace with other companies in

bidding for their business under medicare, with a proviso that -

these vouchers must provide a floor equal to current benéfits.

- We also have a cost-sharing pro with a catastrophic glan,
something that our senior citizens have not had an opportunity to
have in terms of catastrophic protection, and a prop relating to

~ the tax deductions of private insurance with tax rebates as an in-

- centive feature. ' : , -

Chanﬁe of charts.]
k’e did continue our NIH research. As you well know, we have
52 Nobel Laureates that have either received awards—Nobel
Prizes—because of their work there or have been given grants that
goté;l;h:;'g recognf hartsm ]for them from the NIH.
e of ¢ .

regulation? Of course, we have worked with this committee in
terms of bl?ck gl(-lants to States, phasitrlalg out t}lxe Federal hea}th
planning role, and we are working on the drug lag. This year, for
the first time, we have set a new record on the number of new
drugs that have been approved by FDA—some 27. We hope to have
a task force report very shortly to even expedite that process.

We have saved about $2 billion in the waste, fraud, and abuse
area. One of the key areas has been the computer match of people
who are deceased and who are also receiving social security and
black lung ‘benefits. As simple as that may sound, it had never
been done before. We are continuing a computer match in that

area.
We transferred some eight Public Health Service hospitals and a
number of clinics to the private sector. And instead of just shutting
them down, in most cases we were able to have them utilized by
the private sector. In Seattle, in Baltimore, in New York, communi-
ties took them over. In Louisiana, State administration took them
over for child . ] am delighted that we were able to take them
and put them in the private sector and no longer have them on the
Government payroll, - __. - } \
Change of charts.] - ; .
e have targeted welfare benefits, with the help of this commit-
tee. We have reduced employment in my own Department by about
7 percent, and cut travel some 20 percent. :
: !Change of charts.] :
budget for the coming year is $274 billion. As you can see,
the biggest part of it goes to social security and HCFA (health care
financing), medicare and medicaid. . z
Ninety-ﬁve percent of the money in my Department goes to enti-

tlement programs

Basi when you are talking about cutting back, unless you
change ent{tlements you can only shave b percent of-my lmdget.y |
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- 'This year’s budget is $20 billion higher than last year’s budget,
- and that represents an 8-percent increase in spending. Except for
“Defense, it 18 twice the rate of the other Departments—8 versus 4

percent in increasing spending. T

[Change of charts. — ' -
'his particular chart shows the share of the Federal budget that
my De’ﬁz:rtment has. In 1970 it was 25 percent; this year it's 35 per-
cent. The new budget will bring it up to 36.2 percent. Even with
reductions in growth—they are not cuts, they are reductions in
growth on an absolute basis—my share of the Federal budget will
-~ continue to go up. I think that's very significant, considering we
‘are already f56 billion higher than Defense.
‘ Egh, e of charts.) -

Now; this chart shows how drastically they will go up. If you will
look at this program chart of spending in rhz Department, and it is
rather typical of social welfare spending throughout the Govern-

- ment since we do the most of it, each decade has seen a sharp in-
crease in spending in social welfare én'ograms—s nding was very
low in the 1950’s, moderate in the 1960’s, in the Great Society/New
Frontier days, and took off like a jet rocket in the 1970’s because of
indexing entitlement mandates, and the rise in categorical pro-
grams from 150 to 500. Even in the green area under the Reagan

~ administration; unless we change current law the curve will go up
even steeper. I think that ought to be a pretty alarming note: that
unless we change current law that rise will continue to escalate

- with the budget going out of sight.

Change of charts.] -
o show how modest our proposals are, in spite of our critics’ as-

-gsessment of them, just changing some $6.8 billion in entitlements,
slowdowns which we propose in this budget, we are only making
the difference in growth rate between the dotted line and the
straight line. Current law is represented by the dotted line. If we
change it some $6.8 billion, that will slow the increment of growth

- a very small amount. It shows you how serious the problem is.
Even the littlest change which seems to evoke the greatest outcry
is difficult to do. I think it is important to show that these changes
have to be made if we are really going to get that growth curve
under control. ‘

Change of charts.]

‘Now the good news is.that we have made some progress, frankly

- with your help. When I became Secretary. of this Department, we
were increasing our growth of spending in my Department at a
rate of nearly 18 percent. With a $200-plus billion budget, you don’t
have to be a mathematician to figure out that 18 percent of $200
billion gets to be a pretty big chunk of growth.

With the reconciliation battle, and with the help of this commit-
tee, we reduced that 18 percent to 10 percent. Thus, the growth in
my Department has shrunk to 10 percent. Our budget proposals
this g'ear would further slow it down to 8 percent. But, again, it is
- still 8-percent growth, still twice that of other Departments, except
for Defense. I think there is some indication here that we made
~some progress in the rate of growth, not the absolute dollars, but

- that is significant. =~ = .

-~ [Change of charts.]




224

In the area of hospital costs, I think we have an extremely seri-
ous problem, I know this committee has done a lot of work in this
area. Here is a good illustration of it. Hospital costs went up_19
percent this past year, twice as high as the cost of living. It is the
worst year in history for hospital inflation. The line here shows the
curve. “ |

It is interesting, though, that other medical costs have not done
nearly as badly, and we should give some credit to those elements:
I think pharmaceutical products were lower than the growth of the
cost of living, dental fees were lower than the growth of the cost of
living, and even doctor fees only rose slightly compared to the cost
of living. But hospital costs were the culprit. Over the last 6 years
they have averaged 14-percent increase com ‘to 10 percent for
the CPI. This year it was 19 percent—a totally unacceptable figure
- to this administration. : -

Change of charts.] . :

art of the indication of whl\_rl there is a factor here: my Depart-
ment pays 40 percent of all the hospital bills in this country. In
1965 we s ‘medicare and medicaid. In 1970 it was about $18
billion; $68 billion the last fiscal year. And this figure of $68 billion
" will triple in the next decade if we do absolutely nothing about it
and leave current law in place, which puts them at a $200 billion
ratai) in a very short period of time. So there is part of our real
problem. : : ,

1 -
Ecme of charts.]
think this shows why costs go 13: I think there is a good chart
explanation to it. As we all know, the consumer doesn’t play much
~of a role. The doctor orders a service in a hospital, the hospital ad-
ministration delivers it, and the health insurer pays for it. Obvious-
ly the consumer plays virtually no role in that consumer choice de-
cision. - -

. [Change of charts.] -

-~ An illustration of this statement, back in 1950 the hosgit:lod};er
diem charge was $15, in 1980 it was $245; it's probably $260 t. .
If you put it in constant dollars it went from $22 to $99, about 46
percent, eliminating inflation. But the key was that the out-of-
pocket costs paid by the patient were 80-percent cost shari;xtgl. back
in 1950; and now they are only 9-percent cost sharing. So the pa-
tient’s proportion has gone down. And if you put that in constant
dollars, the average person only pays $2 more for his hospital bill
over that 80-year span even though the hospital bill has gone from
$156 to $245. K‘ha t tells the whole story. Nobody feels the pain out
there, so the bill just keeps going up, we keep passing the buck
through the system. -

[Change of charts.]

ow, we have made some proposals in medicare that have some
controversy. We have got to get a handle on this some way. These:

K:oposale are a temporary way of dealing with the problem. We

ve some g:rmanent recommendations, too. And ically the
imgct will be on the providers and not the beneficiaries in terms
of the medicare sa . It is important, to note that hospitals will
et 37 percent of the burden; Federal employees, 21 percent of the

urden; physicians, 18 gercent of the burden; employers and group .
health plans, 15 percent; beneficiaries, 9 percent; for a total savings
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. of $8 billion. The portion that directly goes to the beneficiary is less
than 10 percent, and we have purposely designed it that way. I
-figure that if a hospital rate is‘a?linng up 19 percent, somebody
ought to be able to swallow somethi
~ the rate of the cost of living.
d of charts.] - ‘ ‘ : :
: . Chairman, last year 26 programs of this Department were
consolidated into seven block grants, reducing over 800 pages of
Federal regulations to 6. The new budgf; proposes to consolidate
" additional - & ams, thereby accelerating the return of decision-
‘making to the States and reducing administrative costs. o
Inherent in the President’s Federalism Initiative, as in the eco-
nomic recovery plan, is the idea that the time has come for a con-
~ structive change, for a sorting out of Federal and State responsibil-
 ities, giving new fiscal resources to the States to assume full part-
" nershjp in addressi.n% the Nation’s concerns, -
- Mr. Chairman, before getting into specifics of some of the key
programs I am going to about, I would like to take 1 minute to
mention our competition initiative. I believe firmly that part of the
solution to moderating various health care costs lies in increasing
- individuals’ participation in decigions about their health care an
‘in increasing the égportunities for competitive forces to operate in
‘the health care industry. To that end last spring I established a
‘competition task force within HHS to study proposals to encourage
consumers to make more cost-conscious health care choices and to
" "encourage the system to promote diversity while avoiding overregu-

-~ lation in the medical sector. : -

, T&cer;i;lg we. sent to the White House a number of options to be
N by the Cabinet Council on Human Resources. Once-se-
“lected and in final form, I believe we will have some positive mech-

anisms to improve economic incentives among consumers, insurers,
and providers for more cost-effective health .

- The medicare and medicaid proposals differ, in a sense, from pro-
posals to other entitlement areas, because health care entitlements
- suffer from the explosive growth in the cost of health care services
generally.’The costs of the medicare grogram were $36 billion—a

0-percent increase over 1979. In 1982 medicare expenditures are
- projected to:reach a staggering total of $49.6 billion—or a 16-per-
cent increase over last year. -

. The funding picture with respect to medicaid is also alarming.
Eh‘ﬂl}' Fe,gleliglsz of medicaid payments will soar to nearly $17.8
_billion in ;o

‘Hospital costs have been .thie ‘largest driving factor in:medicax“e/

g—with a rate that-is twice

medicaid program costs. T'ljle?lhave continued to rise at an intoler--
a

ably high rate—an estim 9 percent in 1981. Our present cost-

~ based .reimbursement continues to contribute to this trend, éven as
. we are trying to reduce inflation to the economy and cut the size of
- Fedeéral spending. - ~ - : o
“The medicare hospital insurance trustees now estimate that be-
“cause of e d inflation in hospital costs, the trust fund will
spend $67 billion under current law in 1987—a dramatic 176-per-
-cent increase over its 1980 disbursements of just a year or two ago.
If medicare is to continue to meet the basic health care needs of
~_the elderly, these trends must be checked. e

~——
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- Our fiscal *year 1988 medicare proposals would meet basic health -
needs ‘yet reform medicare coverage policy and reimbursements to -
ders as well as streamline program administration. Major sav-
resulting from these groposa]swﬂl be derived p y from
sources other than beneficiaries. Our- 1988 medicare ~pro‘ggosals :
would hold expenditures next year to approximately $2.6 billion
below what they would otherwise be and generally add additional
revenue of approximately $600 million. - -~ -~ - . g
- - I-might say that even with those changes, medicare will go up
$5.8 billion. So it is not that we are-cutting back; we are just trying
e oot olos ncludes legislation and regulatory initia
e ] u also includes ation an atory initia-
tives thaﬁ"em({)hasize control’ over medicaid ‘costs and improve the
efficiency and effectiveness of the program. As you know, we are
engefed‘ in discussions with the Governors on the details of the
President’s federalism initiative, which, if approved by Congress,
will mean the Federal Government will assume financial responsi-
bility for the medicaid program beglnniﬁuin 1984, Absent reforms
- in the interim, however, medicaid costs continue on an upward
- course. : ' |
~Our proposed reforms include modest cost-sharing requirements
for beneficiaries, reduced Federal matching for certaei% -services,
and increase emphasis on family responsibility. These prggjosa]a
are vital if we are to bring about needed reforms in the medicare
“and medicaid programs. - - .
In developing the 1983 budget, ever{' open-ended entitlement pro--
gram was closely examined for ble reforms. In the SSI pro-
gram, we identified a number of relatively minor changes, which
are: Relate SSI benefits more closely to an individual’s income and~ . .
circumstances; tighten the eligibility requirements for disability
pawnents;- and simp rogram administration. o
e have also included proposals that will affect the administra-
tion of the OASDI program, of social security benefits, as well as
the Ssaﬁlgmam. ese are intended primarily to facilitate pro-
gram ration and to improve or maintain program integrity
without affecting entitlements. , S
The social services block grant under title XX of the Social Secu-
rity Act enacted last year was implemented in: fiscal year 1982.
- This program was designed to provide States with ter flexibil-
ity in determining priorities among the needs of their population
and in allocatingqrwources‘accordingly. : L
A Tevel of $1.974 billion is requested for the social services block
grant to continue support for the variety of social services author-
ized-by this program. A State may also use a portion of its alloca-
tion to support work incentive programs; however, we expect that
in fiscal year 1988 as in 1982 the States will be in a: position to-use
the greater latitude in use of these funds to develop more cost effi-
cient and effective social services delivery systems.-~ = - ot
As part of this same effort, we are proposing a consolidation: of.
- major child welfare authorities under title IV of the Social Security
Act: child welfare services and: train.lng,- foster care and adoption
asgistance. The authorizing legislation for this block grant is now
- being-developed, and we believe we have created a program which -
reduces the Federal burden on the States while retaining the -es-
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- sential groter:tions for children in foster care and for those receiv-
in%vchil welfare services. , o »
.- - We are %om a number of additional ¢ es in the AFDC
. i whic insure that-assistance is provided only to those -
who are in need and cannot provide for themselves; strong work.
reg:irements; and administration of the pr:ﬂ‘gm is improved..

veral of the othez%%wosals would req that in determining
.- a family’s need for all sources of income available to the
- family will be considered, inclu the contribution of individuals
who share a household with an unit. We seek to further
reduce the dtg:lication of payments by different programs for the -
same need and to provide ass ce to only those adults which still
have stibstantial family responsibilities in the home.

' We propose to eliminate over several years Federal matchu;g for
- erroneous AFDC and medicaid benefit payments and to.establish a
~ consolidated fant to combine and cover State and local costs of ad-
" ministering the- AFDC, medicaid, and other food stamp programs.

 These are the major aspects of the fiscal year 1983 budget that

come under the jurisdiction of the Senate Finance Committee. The
important t! overall is that we bring reckless Federal spen '

under control. The only way to do that is to limit Federal expendi-

tures to those that are necessary, to restructure existing benefits in
such a way as to curb abuse, avoid duplication, and streamline ad-
ministrative expenses.

. I will be happy to answer questions that you, Mr. Chairman, or
" members of the committee may have.

Thank you.
[The prepared statement follows:]
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 * &:. Chairman and members of the committee, it is a distinct
- pleasure to be -here today to discuss relevant portions of
the President's Budget for PFiscal Year 1983,

The budget we present for fiscal year 1;03 builds upon the new
. course we began last year: it is baccd‘on helping those most in
" need, & new partnership with the states, fiscal responsibility,
reform of our entitlement p:oéra-b and regulatory relief.

We v11i maintain our leadership role in health research and in
disease prevention and control, We will confront the hard facts
of health care cost inflation. '

" Overall, thi~1933 budget for Health and Human Services will total
$274.2 billion in outlays, an increase of §20 btllién or 8 percent
- over 1982. Our share of the federal budget increased to 36 percent
-=still more than all S0 states combined -- more than the budget
. of any nation on earth except the United States and the Soviet
- Union,; and $56 billion more than the Defense budget.

 4oue yoi: ago, the cruel reality o£<1n£1at{on and the harm

it was inflicting pto-ptid the American people to demand that
eboir govo:nl‘nt adopt spending reforms. Today, it is even
more imperative ﬁhat we utilise discipline in federal lpcndipg,
-écaning the rate of growth in HHS programs, thus helping reduce
1nt1-glon.
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The major sourcas of growth have been in Social Security and
the medical entitlement programs, which have risen from o
nogugtbi- levels to the single largest source of budgetary
growth in this decads.

S8ignificant progress toward ntbra was made in the landmark
omnibus Reconciliation Act of 1981, in which the Congress,

-.for the first time, used the full iovongc provided by the Budget
Act to shepherd significant entitlements changes through to final

cnacmuﬁ. Much more, of course, remains to be done.

Throughout his Piscal Year 1983 Budget, the President is calling
for re-examination of our current law eligibility and benefit
commitments. _These proposals are the ionu_].t of many months'

of work within the Administration == grappling with the difticult
l sorting out of valid commitments from invalid ones, and excessive
benefits troi‘app:optilto ones. This is the challenging task’
the Congress now faces if these ptog-m- are to be brought

under eoneroi. »

Under our proposals, Social Sscurity benefits will continue at
current levels y!.eh’ full cost-of-living 1ncu;us;' the budget
makes no major recommendations concerning Social Security benefits
or financing, pending the report of the National Commission on
8ocial Security Reform. '

Head Start's service to disadvantaged children will be continued,
as.will our emphasis on preventive medicine and health pgo-ouon.
making "wellness® as ptvoux"u treating sickness,
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'Lnlt ynai, 25 programs of this department were conlolidatod into

~ seven Block Grants, reducing over 300 pages of federal regulations

© to six. The new budqot proposes to consolidate additional programs,
" thereby accelerating the return of decisionmaking to the states

and reducing administrative costs.

Inherent in the President's Federalism initiative, 