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ECONOMIC IMPACT OF SPENDING REDUCTIONS

WEDNESDAY, JANUARY 2, 1985

U.S. SENATE,
CoMMITTEE ON FINANCE,
Washington, DC.

The committee met, pursuant to notice, at 1:31 p.m., in room SD-
2'1(15" Dirksen Senate Office Building, Hon. Bob Dole (chairman) pre-
siding.

Present: Senators Dole, Packwood, Danforth, Wallop, Moynihan,
Baucus, and Pryor.

[The press release announcing the hearing and the prepared
statement of Senator Dole follows:]

(Press Relgaae from the U.S. Senate, Committee on ZFlinla&cﬁ' SD-219 Dirksen Senate Office Building, December

FINANCE CoMMITTEE ANNOUNCES HEARING ON THE ECONOMIC IMPACT OF SPENDING
 REDUCTIONS

Senator Bob Dole (R., Kansas), Chairman, and Senator Bob Packwood, Chairman-
Elect, of the Senate Finance Committee announced today that the Committee will
hold a hearing on Januar;h?, 1985, on the economic impact of spending cuts that
reduce the Federal deficit. The hearing will begin at 1:30 p.m. in room SD-215.

Senators Dole and Packwood expressed the hope that the January 2 hearing
would et the stage for prompt consideration in"the"99th Congress of significant re-
ductions in Federal spending. The Senators indicated that a major goal of the hear-
ing is to explore the immediate and long-term economic benefits from spending re-
duction, emphasizing how accepting the temporary burden of spending restraint can
produce a more productive economy for the nation as a whole.

Legislative Reorganization Act.—Senator Dole stated that the Leﬁlative Reorga-
nization Act of 19 6, as amended, requires all witnesses appearing before the Com-
mittees of Con ‘to file in advance written statements of their proposed testimo-

1y, and to limhit their oral presentations to brief summaries of their argument”.

Witnesses scheduled to testi? should comply with the following rules:

(1) All witnesses must submit written statements of their testimony.

(2) Written statements must be typed on letter-size paper (not legal size) and at
least 100 copies must be delivered not later than noon on mber 31, 1984.

(3) All witnesses must include with their written statements a summary of the
principal points included in the statement.

(4) Oral presentations should be limited to a short discussion of principal points
included in the one-page summary. Witnesses must not read their written state-
ments. The entire prepared statement will be included in the record of the hearing.

(6) Not more than 1 minute will be allowed for the oral summary.

DoLe SAyYs SPENDING Cuts “FIrsT AND ForREMOST” IN DEFICIT FIGHT

WasHINGTON—Majority Leader-elect Bob Dole (R-Kansas) said today that cutting
‘tihe ltlation’s dgﬁcit is the top priority of the 99th Congress, which convenes Thurs-
ay, January 3. )
. X’I‘he hearﬁh of our economgois the key to everything we try to achieve, both as
individuals and as a nation,” Dole said in his final hearing as Chairman of the Com-
mittee on Finance. Congress, he emphasized, has a mandate “for attacking spending
first and foremost as a means of reducing the deficit.”

¢)
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The complete text of Dole’s opening statement at today’s hearing:

“I am very glad that we have the opportunity this afternoon to%egin tackling the
main challenge facing the 99th Congress: How to deal with the budget d=ficit. While
the new Congress will not convene until tomorrow, this hearing is clearly aimed at
setting the stage for a major assault on Federal spending in 1985. As far as this
Senator is concerned, we cannot begin that effort too soon—and I congratulate Sen-
ator Bob Packwood (R on), who is taking over as Chairman of this Committee,
for his work in setting up this hearing.

It is no overstatement to say that cutting the deficit is the top priority of the new
Congress. The health of our economy is the key to everything we try to achieve,
both as individuals and as a nation. Without a strong economy, we cannot afford to
aid the weak and hungry here in America, as well as around the world. Without a
strong economy, we lessen the reputation of the free world as the vanguard of
human progress. Without a strong economy, we lack the resources to strengthen our
defenses and the credibility we need to negotiate with the Soviet Union on our own
terms. In a very real sense, the deficit problem iglifikéd to every one of our endeav-
ors: From arms reduction to famine relief. -

Let there be no doubt that reducing the deficit is the key to a healthy economy,
and that cutting spending is the right way to reduce the deficit. Over the past four
years, we have made tremendous strides in the fields of taxation, regulation and
monetary policy that have strengthened the economy in important ways.

The tax burden has been restrained and we are in the process of improving the
way it is distributed. Regulatory relief has been offered, and the paperwork burden
restrained. Inflation has been brought down to manageable levels and we still hog:
to.seen;i it eradicated. But Federal spending and the resulting deficits have yet to
reined in.

Deficits in the $200 billion range drain resources from the private sector, cause
uncertainty that boosts interest rates and, consequently, undermine our trading po-
sition by keeping the dollar high. That means that, until deficits are reduced, our
economic recovery has a kind of instability built into it—an instability that must
and will be removed. The general welfare of the nation—which the Constitution in-
structs us to protect—demands that we act promptly.

Let me just point out that, while we have been cutting programs and implement-
ing tax reforms over the past few years, one program has continued to grow faster
than anything else. )

That is the interest on the public debt, which jumped 22 percent in fiscal year
1982, 8.5 percent in fiscal year 1983 and 16 percent in fiscal year 1984,

And, the public debt is projected to keep growing at a comparable pace. That
means that, unless we rein in deficits and their associated interest costs, interest on
the-debt can grow large enough to eat up all of the tax relief we have tried to pro-
vide, and make a mockery of all of our efforts to cut spending.

It is hard to argue for restraining the growth of food stamps, or Medicare, or of
defense if the interest costs keep growing out of control. There are just no painless
solutions around here, and it’s timhe to bite the bullet.

Blaming Federal Reserve Board Chairman Paul Volcker is not the answer—it's
merely an evasion.

We could debate for the rest of the year—in fact, we have been debating it for
several years—the relative merits of spending cuts, tax increases and economic
growth as means to reduce the deficit.

But two things ought to be clear at the outset and should guide our choices.

First, strong growth will not be realized unless we have spending cuts that reduce
the government’'s absorption of resources, coupled with a stable and responsible
monetary policy. Second, considering tax changes at this time would be highly con-
txi'oversial——particularly with the president—and might impede progress on the defi-
cit. '

Besides, most tax changes that raise revenue could not have a favorable effect
unless they are linked to spending cuts of a greater magnitude.

All of this translates into a mandate for attacking spending first and foremost as
a means of reducing the deficit. Once we have done that, and satisfied the financial
markets that we are serious and will stick to our pro%'ram, we can see where we
stand and consider further options. But, today we must focus on the immediate chal-
leng& and I welcome our very distinguished witnesses to join us in our efforts, Sena-
tor Dole concluded.
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STATEMENT By SENATOR MAX Baucus, SENATE FINANCE COMMITTEE—JANUARY 2,

INTRODUCTION

Thank you, Mr. Chairman.

Two nights ago, the clock in Times Square counted down the final seconds of 1984
and brought in the new year. ‘

And tomorrow, the clocks in Washington will count down the final moments of
the 98th Congress and bring in the 99th. .

But there’s another clock ticking: the deficit clock.

It shows that the Federal budget deficit is increasing by $22 million an hour.
bl It doesn’t stop for holidays, or for Congressional recesses. It keeps ticking inexora-

y on.

THE DEFICIT PROBLEM

At his rate, our total debt will increase by more than $200 billion this year, and
exceed $3 trillion by 1990.

What does this mean?

Such huge and persistent deficits: Drive up interest rates; prevent our farmers
and businessmen from competing overseas; put our economy precariously in the
hands of foreign investors; and mortgage our children’s future, by forcing them to
pay for our mistakes.

A CALL FOR ACTION

We need to act and we need to act now.

4 }_Ve must take steps that show that Congress is firmly committed to reducing the
eficit.

I believe that there is only one way to accomplish this: A one-year, across-the-
tl‘)oard freeze, on all Federal programs: Domestic programs; entitlements; and de-
ense. ~

No exceptions, no sacred cows.

WHY A FREEZE

A freeze is not perfect. Every member of this Committee, and every member of
the Senate, would prefer to cut some programs more and others less.

But that's why a freeze will work. By freezing ever{ program, it will break the
political gridlock that has prevented us from reducing the deficit until now.
¢ Democrats give up a little on entitlements. Republicans give up a little on de-
e

nse.
The result is shared sacrifice and a $150 billion reduction in the deficit over three
years.

\

THIS YEAR'S FREEZE

Last year, Senators Grassley, Kassebaum, Biden and I pushed for such a freeze.
I intend to do the same this year.
I hope that others will support us, so that we can enact the freeze quickly.

That will send a new signal to Wall Street and the financial community that this
year Congress is actually going to cut the deficit.

CONCLUSION

Mr. Chairman, I look forward to hearing from today's witnesses. [ hope that will
encourage Congress to act rapidly and across the boarc{

Thank you.

The CHAIRMAN. We've been waiting for Dr. Feldstein. I assume
he will be here. \

I want to thank, first of all, Bob Packwood who tomorrow will
assume the chairmanship of this committee. Congratulations,
Ha;ipy New Year, and a lot of luck with the tax program. [Laugh-
ter.
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The CHAIRMAN. We have four very outstanding mambers of our
panel. And I would like to include in the record a statement.
-~ Do you want to make a statement, Bob?

Senator PAcCkwoob. Yes.

The CHAIRMAN. Why don’t we take turns here and I will come
back and make a short statement and we will start.

Senator PAckwoop. Well, I hope when the witnesses are testify-
ing that they realize this is not a hearing on'the fast tax or the flat
tax or the fair tax or the fun tax or the vat tax or any other kind
of tax. What we are tﬂng to do is to gather information as to
what the effects might be on interest rates and on employment if
we adopt spending cuts of the magnitude that the administration is
talking about. More specifically, it i8 proposing spending cuts of
about $42 billion next year, $85 billion the year after that, and
$110 billion in 1988.

So premise your testimony on the assumption that Congress
adopts those cuts. Do not focus on whether we will adcapt them, nor
on whether the cuts should be more in military sgen ing and less
some place else, unless you think that the mix of the cuts might
have some effect on interest rates and employment.

Of course, being from Oregon, I've got a very deep concern about
this. While Oreﬁon’s economy is diversifying, timber is still our big-
. gest employer. Housing is timber. Housing is down, timber is down,
and when timber is down, Oregon is down. ‘

If with these spending cuts we can get a reduction in interest
rates and can look at an increase in housing, we can look at a

boom in Oregon, which I have a very deep interest in.
" Thank you, Mr. Chairman.

The CHAIRMAN. Senator Moynihan.

Senator MoyNIHAN. Mr. Chairman, 1 first congratulate Senator
Packwood who will be leading us in the Congress ahead. He knows
what is required on this side. And I know that he will continue to
keep this committee as open as you did during your tenure. We
going to miss you, but we are not going to miss you far. [Laughter.]

Senator MoYNIHAN. I hope our panelists might speak to a subject
that is of interest to all of us here, which is the increasing role of
debt service in the budget. We are approaching a deficit now in the
range of $200 billion, of which three-quarters is interest payments.
And, increasingly, we find ourselves in a situation where we are
literally borrowing money to pay interest. '

The overall debt of more than $1.5 trillion now, if it were paid off
over 30 years, would require some $52 trillion. It af)pears to me
that the 3:xestion of who owes this debt and who will get the pay-
ment is likely to involve the largest transfer of wealth from labor
to capital that I think has ever been brought about in Congress and
in the Federal Government. And perhaps some -of our panelists
would s to the question of interest.

The CHAIRMAN. Senator Danforth.

Senator DANFORTH. Mr. Chairman, thank you very much. I, too,
want to congratulate both the new leader and the new chairman
and express my pleasure at the fringe benefits that have flowed
down. [Laughter.]

Mr. Chairman, I think that the American peopie are always
ready and willing to rise to meet a crisis. I think the question that
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is before us is do we really have a crisis on our hands. What differ-
ence does it make if we have deficits of $200 billion or more? The-

'\ economy is now doing very well. 1 think people are reasonably

pleased right now. Witness the effect of the results in the election.
And, therefore, do deficits really matter very much? Does it matter
when the national debt goes from $1 trillion to 32 trillion to $3 tril-
lion or is this just a hypothetical concern?

And if we are going to take some action in reducing the size of
the Federal deficit, how much action should we take? How much
action do we have to take? Is it worthwhile to do the same thing
that we did in 1984 or 1982 and more or less chip away at the size
of the deficits? Is a little bit of action satisfactory? it make

- any difference if we reduce the deficit from $200 billion to $150 bil-

lion? Or are we in a situation now in which if we are going to do
any good at all we may as well address the large questions before
us rgther :han the relatively modest approaches that we have tried
in the past. _

I think that, obviously, this is the key issue before the Congress
in the immediate future, as it has been in the past. And I'm de-
lighted that we have such a prestigious panel before us.

The CHAIRMAN. Senator Baucus.

Senator Baucus. Mr. Leader, Chairman Packwood, Chairman
Danforth and other illustrious members of the committee, I first
want to thank the Majority Leader/'l‘em;;‘oralz' Chairman of the
committee for all the great work that he has done here. I can re-
member a couple of years ago when in darker days it was very dif-
ficult to put together a bipartisan group here in the Congress and
in the committee to encourage the ite House to get moving
more strenuously on these deficits. And it's you, Mr. Chairman,
who has put that together on both sides of the aisle on this commit-
tee to try to light a fire under the White House and under the Con-

ess and under the country generall,y to get the budget deficit

rouiht more firmly under control. It's not anything facetious at
all, though I would say, Mr. Chairman, in that respect you fall in

- the position of some.great.previous chairmen of this committee.

ere have been some very illustrions chairmen of the Senate Fi-
nance Committee in this committee’s history. Senator Daniel Web-
ster, one of the earliest chairmen of this committee, along with
Henry Clay. Senator Calhoun was also a chairman of this commit-
tee. We have all been graced with the chairmanship of Russell
Long for many years in this committee. And it is my hope that his
chairmanship returns at some appropriate time.

But in the interim, I think Kou have met the great tradition of
preavious chairmen and I think all of us are very proud to serve
under you. .

Turning to the subject at hand, Mr. Chairman, I'm goin%eto ask
the panelists to address themselves to a budget freeze. Senator
Grassley unforunately is not here toda})‘r and Senator Kassebaum
and Senator Biden and myself have pushed for an across the board
freeze on Federal spending for 1 year. No sacred cows, you know,
nobody is off limit. It includes defense, includes COLA'’s, includes
everythin%e

It's our belief that something along this line is necessary in order
to get some action immediately, right away.

\
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It's our worry that if we go along the usual process of trying to
find some areas to cut and some areas not to cut because interest
groups and constituencies are so strong in this legislative process
that as a consequence not much hap[l)lens. And I would hope that
the panelists do address whether in their judgment a freeze, total
freeze, on Federal spending for a year in order to get our act to-
gether, to get our house in order, makes sense to them or does not
make sense to them.

Thank you, Mr. Chairman. A

The CHAIRMAN. Senator Pryor.

Senator PrYor. Thank you, Mr. CHAIRMAN. And like my col-
league, Senator Baucus, and others, I would also like to congratu-
late you, sir, and also to our new Chairman, Senator Packwood. I
do look forward to serving with both of you in those new capacities

- and new roles.

Also reiterating one point made by Senator Baucus. Relative to
the freeze, I, too, have n a cosponsor and someone who is very
interested and someone who has supported that freeze since May of
1983. I'm planning to support it again if we havé the opportunity.
And I think that opportunity will avail itself in the coming weeks\
or months ahead.

But in addition to your comments on a freeze, I would also like
to pose to the panel at the proper time for an answer the question
of a form of legislation—in fact, I introduced a bill last year in the
last session of the Congress—relative to not only a freeze, but also
a trust fund created for the sole purpose and the sole purpose only
of dealing with the deficit. A deficit reduction fund, I think, under -
the bill that I ihtroduced was something that is a possibility of lelg-
islation and its time has come. Some say it will not work. I would
love to hear an answer or response by one or all the members of
the panel relative to that concept, especially if they are discernible,
identifiable new revenues to be raised. :

Right now, we don’t like to talk about new revenues, but I would
be willing to gamble just about anything that before we wind down,
Mr. Chairman, this year’s conclusion of this Finance Committee
that we will be talking about new revenues. Maybe not enacting
new revenues, but at least talking about them. And I would like a
response to that area and to those concepts.

Mr. Chairman, thank you for calling this meeting. And once
again I look forward to working with you.

The CHAIRMAN. Thank you very much. I would just say very
briefly that we are very pleased to have this outstanding panel.

It's my hope that we have already demonstrated—there are
three on each side the political aisle here. We have all indicated
what we consider to be the No. 1 priority in this country, and
that's cutting the deficit. I have to share the view expressed by
Senator Moynihan that the fastest growing program in America is
not agriculture, defense, Medicare. It's interest on the debt. It
jumped to 22 percent in fiscal year 1982, 9% percent in fiscal year
1983 and 16 percent in fiscal year 1984. It's going to be in this
year's budget at about $150 billion just in interest on the debt.
Compare that to Jack Kennedy's last budget for the entire Govern-
ment of about $99.9 billion. It gives you some idea.
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And I don’t think there are any easy answers. I'm very happy
that we took action on 1982 and 1984 at least to stem the hemor-
rhage because without that action, the deficit would not be $200
billion. It would be closer to $260 billion, $270 billion.

And there may be some magic formula. Maybe we can just blame
Paul Volcker, ignore spending and cut taxes. That might work.
Some will say it has already worked. But many of us are con-
cerned. I think it’s bipartisan.

But I'm afraid if we don’t address the deficit, the increased inter-
est costs are going to eat up the tax cuts and eat up all the work
we did on restraining spending in this committee and other com-
mittees, And it's prett to ask people to make further sacrific-
es in Medicare, Medicaid, agriculture, food stamps, whatever,
unless we are willing to swallow the very bitter medicine and do it
very soon.

I think this hearing and the attendance and the willingness of
the panelists to be here indicate that we are serious about it.

And I would ask that my statoment be made a part of the record.

Dr. Schultze, you will be first. .

Dr. ScaurtzE. You just looked at my hair.

The CHAIRMAN. I looked at Greenspan. [Laughter.]

STATEMENT OF DR. CHARLES SCHULTZE, SENIOR FELLOW, THE
BROOKINGS INSTITUTION, WASHINGTON, DC ’

Dr. ScHuLTZE. Mr. Speaker-elect and Mr. Chairman-elect, and
other members of the committee, thanks for inviting me.

You have asked me to talk about the economic consequences of
spending cuts. I want to do so in my own way, which is, first, to
talk about the consequences of not reducing the deficit—we should
ask ourselves what happens if we don’t reduce it. :

" Second, while spending reductions are essential in cutting the
budget deficit, spending cuts alone, and especially spending cuts
which ignore Social Security and virtually ignore defense, will not
be sufficient to bring the deficit down well below $100 billion b
1988, which is a minimum target on the way to balance by 1990.

Let me briefly summarize my first goint—t e economic effects of
the deficit—and then spend a little bit more time on the second
part.

What are the impacts of large deficits? In the first place, the
impact of large deficits not likely, to be principally in terms of in-
flation or unemployment. I don’t think the large deficits, even if
unattended, in the next 2, 3, or 4 years, are going to lead to an out-
burst of inflation. I don’t think they are going to lead to a reces-
sion. Now that latter is a little less certain, but I don’t think they
will, if handled correctly. .

We are not facing a crisis. I wish we were. The damage from the
budget deficits is not immediate or direct or obvious. Rather,; it's
long term and indirect and subtle. But just because arsenic doesn’t
work in a hurry, it doesn’t mean it isn’t a terribly damaging
poison. -

Let me start by pointing out that the way the economy behaves
under the influence of such huge deficits depends upon the Federal
Reserve. I'm convinced the Federal Reserve has been and is still
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dedicated to its primary goal of preventing an excessively rapid ex-
pansion fed by huge budget deficits from generating new inftation-
ary pressure. '

e Fed has been willing and will continue to be willing to do
whatever is necessary by way of restrictive monetary policy and
high interest rates to s%t‘xeeze enough other activity out of the econ-
omy to make room for Federal borrowing of 6 percent of GNP in a
noninflationary manner.

But the Fed also has a second objective. The Federal Reserve
does not want, unlike 1981, 1982, to put this economy through the
wringer of a recession to get inflation down further. So the Federal
Reserve is very sensitive of not going too far with its restrictive
monetary policy. When it appears it is making a mistake with too
much restraint, which was probably the case this summer, the Fed-
eral Reserve has shown its willingness to back off somewhat as it
has been doing for several months now in order that the initial re-
straint is not carried too far and does not lead to a recession.

We are, in other words, running a car with one foot on the brake
and one foot on the accelerator. The Fed has to push a little bit
more, a little bit less at various times so we get fluctuating interest
rates. But, fundamentally, I am convinced that for the foreseeable
future with a little bit of luck and'some care, the consequences of
ghg cle_ﬁcit are not likely to be a serious recession, or an outbreak of
inflation.

In this process, however, of adjusting to a huge Federal budget
deficit within the constraint ‘of noninflationary ?-rowths, the Feder-
al Reserve has to squeeze something else out of the economy. The
Federal Government is borrowing 5 percent of GNP. Something
has got to give.

‘To date, the main area that has given—as the Fed has attempted
to squeeze out enough to make room for the Federal deficit—has
been the international sector of the U.S. economy. Large deficits, a
responsible noninflationary policy by the Fed, high interest rates,
and an over-valued dollar have led, as you all know; to substantial
restraints on our exports and to a flood of imports. The U.S. mer-
chandise trade balance, which was $25 billion in the red in 1980,
will be something like $110 to $120 billion in the red this year, and
more next year.

Dollar for the dollar, the mirror image of this excess of imports
over exports is an inflow of foreign savings into this country, sup-

lementing our domestic savings. So initially we have made an ad-
Justment to the large deficit b]?,' borrowing from abroad. Roughly
speaking, about 60 percent of the deficit is now being directly and -
indirectly financed by foreign borrowing.

But that, in turn, even though it is perhaps a less painful form of
adjustment than some of the others, is very costly. The United
States is in the process of getting rid of its foreign assets and accu-
mulating foreign debt. We and our children will be paying the debt
service, not' to ourselves, but to foreigners, as a result of this initial
impact of the budget deficit. We will be reducing the growth in our
future living standards because, of course, we are now adding
about $100 billion a year to the foreign debt we have to pay debt
service on.
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Next point. Ultimately—now nobody knows when and probably
anybody who tells you when you should immediately start by not
believing them——but ultimately, foreigners are not going to contin-
ue to pour their savings and capital into the United States and con-
tinue to buy U.S. securities at the rate they have been doing. _

As the foreign-inflow of savings shrinks, as it ultimately will—
my own judgment is later than sooner—then that deficit has got to
be financed out of domestic savings. So far we’ve been supplement-
inF domestic savings with an inflow of foreign capital, but eventu-
ally, we are going to have to adjust bgosqueezing something else out
- 80 we can accommodate the Federal borrowing within our domestic
savings. A - :

And that’s going to mean the Federal Reserve, some time down
the pike, is going to have to raise interest rates even further than
their already high, real level in order to squeeze out domestic in-
vestment to make room for financing the Federal budget deficit.

Finally, the mounting interest ﬂayments on the Federal debt will
force an unwanted increase in the future in Federal tax burdens
simply to pay interest on the debt. The longer we wait, the larger
that ultimate increase is going to have to be.

In short, the consequences of continuing the deficit unchecked in -
the long term, while subtle and indirect are substantial—and there
are three of them: First we are going to have to pay increased debt
service abroad, substantial debt service, on the foreign debts we are
piling up. That will lower our living standards. '

Second, as foreigners ultimately reduce the inflow of savings into
the United States, we are going to have to squeeze out domestic in-
vestment. And that’s going to slow down the growth of productivi-
ty. It’s going to mean higher interest rates. And that's going to
lower our living standards. | -

And, finally, as we accumulate Federal debt, the future tax
burden has to rise. We will have an unnecessarily high level of
tarzé:s in the future, and that will tend to lower our living stand-
ards. .

Again, my 1iudgfment is that the %oblem is not a crisis. It's not a
catastrophe. 1 almost wish it were. We might do something about it
more quickly. It is subtle, long term poison.

Let me turn to my second point. To cut the deficit by the neces-
sarf large amounts, spending reductions are—essential, but they
will not be enough; particularly, if we confine them to spending

outside of the defense budget and outside of Social Security.

- Apart from recession and near recession years, budget deficits in

the United States have averaged 1 percent of G during the

three decades from 1952 to 1981. The net saving of the United

States before taking into account the budget deficit is only 8 to 9
rcent of GNP. And we are %:)in‘g to be running a budget deficit of
percent of GNP, more than half of domestic net savings.

At a minimum, we should aim to get the deficit down to the
ran‘ge of $76 to $90 billion by 1988, which is 1% to 2 percent of
GNP, on the way toward balance by 1990. Such a large cut can’t
realistically be achieved solely by cutting spending.

Take a look at all Federal civilian spending outside of Social Se-
curity, Medicare, and interest on the debt as a percent of GNP.
These numbers are on page 11 of my testimony. It's everything the
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Federal Government does except defense, interest, Social Security
and Medicare. In 1965, that was 6.8 percent of GNP. By 1980, it
had risen to 9.3 percent of GNP. By 1988, it will be back down to
6% percent, were assuming no further cuts beyond last year’s Con-

ional action. That is, as a share of GNP civilian spending, out-. -

side of Social Security and Medicare, has already been cut to less
than where it was before L.B.J. launched the Great Society pro-
grams. Ronald Reagan and the Congress have already brought
about something of a revolution here.

Total spending in these civilian programs that I'm talking about
will amount to only $325 billion in 1988. The reported administra-
tion spending cuts, if the media are correct, would reduce these
programs by $65 billion and bring their share of GNP down to
below what it was in 1948 and, indeed, below 1940. In my judg-
ment, aiming for such a low target is undesirable, unrealistic, and
probably counterproductive in terms of congressional cooperation.

An economically defensible and politically feasible program to
reduce the budget well below $100 billion by 1988 requires that all
elements, in the budget be involved, including taxes, defense, and
Social Security. _

Let me just give you one example: Sugpose you disallow cost-of-
living increases everywhere for 1 year. I would exempt programs
for the poor, but that wouldn’t make a lot of difference in the
budget savings. It doesn’t cost very much.

Second, freeze most discretionary Federal civilian spending. I say
“most.” You would have to make a few exemptions. .

Freeze the inflation adjusted level of defense appropriations at
the 1985 level. You can’t freeze¢ spending, but you can freeze the
inflation adjusted appropriations.

On taxes, several possibilities. The best would be to adopt the
Treasury tax reform plan, but with personal rates set at a range of
17 to 40 percent and a corresponding change in the corporate rate.
You would bring in an additional $60 to $70 billion in revenues bﬂ
1988. Taking into account the savings and interest payments whic
you would then get, this would hit the target of a $70 to $30 billion
deficit by 1988.

All four elements across the board. u
In summary, the deficit is a very serious economic problem.
Spending reductions have to be part of any program to cure it. But
alone they won’t be enough. I think the approach ought to be

across the board.

The CHAIRMAN. I think what we will do is hear from each of the
panelists and then we will have questions.

[The prepared written statement of Dr. Schultze follows:]
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Mr. Chairaan and Meabers of the Commf{ttee:
1. Introduction
A. Summary: You have asked me to discuss the economic {mpact of spending
reductions. I will approach the answer to your question indirectly:
firse by outlining the long-tera econoamic damage that would ensue froa
fatlure to deal with the budget deficit, and second by suggesting that
spending reductions--while a necessary component of a budget reduction
package=--are not sufficient to do the job required--i.e., getting the
deficit down to a range of $75 ~ $90 billion by 1988 on the way to balance
by 1990.
B. Preview: 1 will discuss briefly two aspects of how the current and
prospective federal budget deficits affect the U.S. economy, and then say
a few words about what it will take to deal with thea:

1. How the deficits have twisted the shape of the recovery to date.

.The author {s a Senior Fellow at the Brookings Institutfon. The views set
forth here are solely those of the author and do not necessarily represent the
opinfons of the trustees, officers or other staff meabers of the Brookings
Ingtitution.
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2. What are the likely future consequences for the U.S. economy {f the
deficits are not sharply reduced?

3. All elements of the budget will have to be included in an economically
defensible and politically feasible attack on the deficit; including
increases in taxes, and cuts {n defense spending and social security
benefits as well as other civilian spending cuts. -

C. Background: Size of the deficit. If nothing further is done to reduce the

deficit it will likely:’

¢ exceed $200 billion in 1985, and rise to the neighborhood of $235
billion by 1988;

® remain about 4-1/2 - 5 X of GNP into the indefinite future;

® these forecasts are based on the August 1984 CBO estimates, adjusted to
assume a reasonably optiaistic 3-1/2% average growth rate for GNP,

11. How the deficits have affected the economy to date

A. Necessary to start with a few words about the policy of the Federsl

Reserve.
® Given the massive stimulus to demand and spending generated by the huge
growth in the budget deficit, the Fed”s principal objective, froa early

1983 until summer 1984, has been to liamit the speed of the recovery in

order to keep it from being excessively rapid and theredy threatening
.

reneved {nflatfon.

® Fed vas willing to do vh;tevcr was necessatry by way of a restrictive
monetary policy and high interest rate to achieve this objective; indeed
it demonstrated its willingness to do so by beginning to tighten
monetary policy in May 1983, only 5 months {nto the new recovery; an

unprecedented early date for tightening.
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B. Consequences have begn & clash of two oﬁpoulng forces:

® Large upvard stimulus to some sectors of U.S. economy from the budget
deficits;

® Substantial restraint on other sectors of the econoay from Fed’s high
interest rates;

‘0 'The net result has been an overall recovery of about average speed, but
with a major twist to penalize interest sensitive sectors of the
economy.

C. Another way of looking st the same phenomenon:

o federal borrowing grew to 5% of GNP

® given Fed“s objective of preventing excessively rapid recovery,
somewhere else in the econoay 5% of GNP had to be squeezed out of other

interest~sensitive activities by the high Interest rates
BV R

D. There are only three possible routes by which hishagilntetest rates can
crowd out private activity, to make room for federal borrowing of 5 X of
GNP:

1. An increase in private saving ({.e., a8 decrease in consuaption) to

finance the extra federal borrowing; or

"ﬁﬂQZ. A dec;é;le in interest-gsensitive private spending

2A. Lower housing construction,
2B. Lower business investaent; or

3. An inflow of saving from abroad: i.e., lower exports and higher

{aports, leading to an inflow of foreign savings into the U.S.

E. Surprising fact about the last two years is that most of the consequences
TN s -a L -
of the deficit have been felt in the foreign sector, {.e., route #3 above
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® we have had little increase in private saving as percent of GNP;

¢ there has been some reduction {n housing below normal recovery levels
but not large;

® no reduction below normal in share of GNP going to business investment;
(1981 tax cuts on business income and reduced prices of capital
equipaent has, to date, offset the impact of higher interest rates on
U.S. business investaent).

F. Major effect of budget deficits and high interest rates has been on

fnternational sector of the U.S. econoay

® High U.S. intevest rates (and other factors) led to massive "over
valuation” of U.S. dollar abroad--~dollar {s 30X to 40X overvalued;

® Exports cut; flood of imports into U.S.;

¢ 1981 U.S. trade deficit $25 billion; 1984 deficit $110-5120; 1985
deficit even larger;

® Mirror image of massive U.S. balance of payments deficit is an equaily
large intlow of foreign capital and savings into the U.S.

® Inflow of foreign capital and savings into U.S. now equals about 60X of

the federal budget deficit;

¢ Thus, instead of adjusting to the huge federal borrowing with an
increase in private domestic saving or a decrease in domestic
investment, the U.S. has adjusted thfough running a huge balance of
payments deficit and borrowing staggering amounts froa adbroad.
G. Consequences of the “"twisting” of the shape of recovery:
1. Inflow of foreign saving has "sheltered” U.S. private investaent froa
the effects of the large increase in federal borrowing: foreign savings

suppleaented U.S. savings so domestic investment didn”t have to be
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significantly crowded out.
BT,

2, This has sudbstantially penalized our most dynamic industries--the
export industries; e.g., in the 1970s the U.S. was becoaing a major net
exporter of capital goods--by the end of 1984 that trend had been
sharply reversed—25% of U.S} business investaent in durable equipment
now comes from abroad; foreign markets for our high tech industries
sharply curtailed. .

3. We have substantially exacerbated the already difffcult prodlea of
t-port;colpetttlve industries
o distorting the pattern of investaent in U.S. industries;
® generating large rise in protectionist pressures

4, Most {mportantly, for the long run, we are piling up massive foreign

debts on which the nation will have to pay debt-service; our future

\
.

growth in living standards will be depressed as we pay this

debt-grrvice abroad )

¢ the inflow of foreign saving has enabled the U.S. both to finance a
lazge federal deficit and to keep up the levgl of private business
investaent high;
But,

¢ most of the fruits of that "sheltered” {nvestaent, in terams of
{ncreased output and {ncome won’t go to U.S. cftizens but will have
to be used to pay debt service to foreigners.

I1I1. Puture economic consequences, if deficit not sharply reduced: 1. Iapact on

unemployaent and inflation
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A. Again, cannot consider this question without some further discussion of

Federal Reserve policies.

B. Fed now has two major objectives:

1. Primary objective; already outlined earlier: Fed will do anything
necessary by way of tight money & higher interest rates to prevent the

nagsive budget deficit froam generating an excessively rapid recovery,

an overheated economy, and a renewal of inflationary prelsurec.'tt has
already demonstrated its willingness and ability to do this.
2. But, Fed also has no desire to see another recession. Unlike 1981-82 ft

will not deliberately put the economy through the wringer of another

recession in order to get inflation down further. So long as {nflation

remains moderate--as it shows all signs of doing~-Fed will not stand by

and watch economy go into recession.

® If it appears that monetary restraint has gone too far, that economic
growth is slowing too much--as apparently happened this fall--Fed
will move to ease monetary policy, lower {nterest rates, and correct
its ai{stakes-—as it has been doing for last several months.

® Real {nterest rates are still so high,--even after recent
easing--that Fed has very large scope to use monetary policy to
correct any afitake or to offset any softening in economy; more so
that usually, the Fed {s now in a good position to provide
counter-recessionary assistance for the econoamy, should that be
necessary to avert a recession.

® In short, with one possible exception that I will talk about later,

Fed will not deliberately pursue restraint to point of recession; it

can and will act to avoid any serious recession;
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--we could have several quarters of very slow growth,
~=but=-gubject to the one exception--we are unlikely to have
recession. g -
C. The upshot of this is that the large federal deficita, even If left

unattended, are not likely in the next several years to generate either

recession or inflation

D. Nevertheless, deficits will have other very damaging long-tera

consequences for U.S. economy .
IV. Future consequences of deficit: 2. Slowing the long-tera growth of U.S.
1iving standards

A. To date, as discussed earlier, major consequence of huge def{cits and
correspondingly large federal borrowing has not been to crowd out private
domestic investaent, but to squeeze out exports, encourage faports and
attract a large inflow of foreign savings. The cost has been a massive
fncrease in foreign indebtedness and in future U.S. debt service to
foreigners.

B, Two alternative scenarfos for the future:

1. Most likely scenario: Foreign investors will not continue to finance

U.S. budget deficits indefinitely; foreign savings inflow will begin to

shrink:

® Currently foreigners are acquiring $100 billion or more per year in
dollar denominated securities; as time goes on, their portfolios get
wore and more top heavy with dollar assets and the risks they run {n
case the dollar declines get larger and larger.

® Eventually, therefore, the demand for dollars on the part of

foreigners will decline, the value of the dollar will gradually (?)
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begin to fall and, after a lag, the inflow of foreign capital into

the U.S. will begin to dry up.

With foreign savings no longer supplementing the limited flow of U.S.

domestic savinge, the 4-1/2 - 5X of GNP borrowed by the federsl

government will have to to be diverted from U.S. domestic investment

in housing and in business capital formation. Productivity growth

will slow, and long-tera U.S. economic growth will suffer.

The Fed will have to engineer another large rise in interest rates to

crowd out domestic investment in order to make room, in a
noninflationary way, for the large federal borrowing that will be
going on year after year.

¥With substantially lower domestic investment, the longer-teram growth
of the U.S. economy will be markedly slowed; improvements in our
future 1living standards and those of our children will be seriously

impaired.

An alternative less likely but still possible scenario. When foreign

demand for dollars begins to recede, and the value of the dollar begins

to decline, conceivably it could fall not gradually--as in scenario

#1--but precipitously due to speculative forces. The following chain of

events could occur:

® The rapid fall in the dollar necessarily brings with it a sharp

increase in import prices and a noticesble rise in the CPIl and other

inflation indicators.

¢ yhile the Fed, under circumstances of continuing moderate inflation,

does not want and can avoid a recession, it might well be willing to

subject the economy to a recession in order to contain & new
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inflationary threat coming ITOm &8 Tapiaiy Ldiiiuyg uviiass

® In a recession political support-for the large tax increases and
expenditure cuts needed to deal with the budget deficit would be even
weaker than today; dealing with the deficit would be postpbned even
further into the future.

¢ Under curreant budget policies even an average sized recession could
give us two years with budget deficits well above $300
billion--further exacerbating already severe problems of rising

interest payments on the public debt. .

IV. Long-tera consequences of the budget deficit: 3. The internal arithmetic of

large, continued deficits

A,

Let’s go through some siaple "deficit arithmetic”:

® A one year deficit of $200 billion adds $200 billion to the level of
federal debt on which we have to pay interest; at average 9% interest
rates that adds $18 billion a year forever to the stream of interest
payment.

® Two years of $200 billion deficit adds $400 billion to the nationsl debt
and $36 billion to annual interest payments, forever.

® Three year adds $54 billion to this stream of interest payments.

® Thus, by postponing action on the deficit for 3 years the first $54
billion of the tax {ncrease needed to deal with the deficit would bde
wvasted--thrown away to pay for the added interest burden that {nexorably
accunulates by waiting.

The ratio of federal debt to GNP, which steadily deciined from over 100

percent at the end of World War II, to a range of 25-30 percent in the

late 1970s, is now rising agsin, and rising sharply. Mcreover, the growing
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federal debt/GNP ratio can”t be financed at interest rates of 2 to &
percent, as it was in the 1940s and 1950s.

C. By 1989, if nothing is done to reduce the deficit, over 40 percent of
personal income taxes each year will go for debt service.
¢ however, "wasteful” we think some aspects of governaent spending are, we

usually get at least something for our tax dollar--but {n the case of
interest psinenta we get nothing.

D. There is a loss to the nation fros & high tax burden by way of reduced
work incentives to work, save, invest, and take risks;
~=the burden is far less than the "supply siders” would have you believe;
~-but a loss nevertheless.

E. By falling to rdise taxes (and cut spending) now, we will simply have to
raise them even higher in the future; wve don”t avoid a tax increase by
vaiting--ve si{aply postpone it and make {t worse, when it does finally
come.

In sua: Continuously siphoning off 4-1/2 = SX of GNP fato federal borrowing has
depressed and will continue to depress future U.S. living standards in three
ways:

1. Initially, it has generated large increases in debt owed to forelgncfl, 80
that part of any future increase {n U.,S. productivity will have to be paid
abroad in debt service rather than being available to incresse U.S. living
standards.

2. Later, as foreign capitel inflow shrinks, the deficits will squeeze out
U.S. domestic investaent and thereby markedly lower the growth of U.S.
living standards.

3. Finally, the contfnuation rapid growth in the ratio of federal debt to

—
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GNP, inexorably generates an increasing tax burden for future
taxpayers--which adds its contributions to the growth-depressing effects
of the budget deficits. '

V. To cut the deficit by the necessary large amount, spending reductions

alone are not enough

A. Outside of recession and near-recession years, budget deficits in the U.S.
averaged 1 percent of GNP durfing the three decades 1952-198].

B. The net saving of the U.S., (before taking account of the federal bdudget)
is only 8-9 percent of GNP. At a minimum we should aia to get the deficit
down to the range of $75 - $90 billion by 1988, {.e., to 1=1/2 to 2
percent of GNP--on the way towards balance by 1990.

C. Such a cut cannot be achieved solely by cutting spending, and especially

not by confining most of the spending cuts to civilian prograas (outside

of social security), as the Adainistration is reportedly adout to propose.
1. All federal civilian spending, outside of social security, Medicare,
and interest on the debt as 8 percent of GNP:
1965: 6.8%
1980: 9.3%
1988: 6.5% (assumes no further cuts deyond actions taken
in last year’s budget decisions)
¢ 1.e., a8 8 share of GNP civilian spending, outside social security
and Medicsre, has alrcady been cut to less than where it wvas before
LBJ lsunched his Great Society program; the room for further cutting
is suall.
® total spending in these civilian programs will amount to only $325

btllion in 1988;
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® the reported Administration cuts, which reduce these programs by $65
bllllon,'to & total of $260 billion, would bring their share of GNP
down to 2512! vhat it was {n 1948, and indeed below 1940; aimaing for
‘such a low target is undesirabdble, unrealistic, and probably
counter-productive in teras of Congressional cooperation.
An economically defensible and politically feasible prograa to reduce the
budget weli below $100 billion by 1988 would, in my judgement, require

that all elements of the budget be involved including taxes, defense, and

social securfty.

The following package is an example:

1. Disallow cost~of-living increases for one year in all programs
including social security; (exempt SSI, AFDC, and food stamps at modest
cost).

2. Freeze most discretionary federal civilfan spending (a few exeaptions
needed).

3. Freeze the inflation-adjusted level of defense appropriations at
approximately FY 1985 levels.

4. Adopt the Treasury tax reform plan, but with personal rates set at 17,
28, and 40 percent (instead of 15, 25, and 35) and with s corporate
rate at 37 percent (instead of 33). This would yield an additional $60
= §$70 billion in revenues by 1988.

Taking into account the savings in interest payments on the debt, froa

lower deficits and lower interest rates, this program would get the budget

deficit {ato the $70 - $90 billion range by 1988,
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The CHAIRMAN. Dr. Greenspan.

STATEMENT OF DR. ALAN GREENSPAN, PRESIDENT AND
CHAIRMAN, TOWNSEND-GREENSPAN & CO., INC., NEW YORK

Dr. GREENSPAN. Mr. Chairman, I would like to focus somewhat
on the same issues as those of Charlie Schultze, but first let me
track into a slightly different area.

While the strategic purpose of reducing the deficit, as Charlie
has pointed out, is to prevent long-term, excessive absorption of pri-
vate savings and a crowding out of private investment, the short-
term tactical Eurpose is to create in law a fiscal policy which the
financial markets perceive as sufficiently credible to drive long-
term interest rates down.

There is no need for a pact with the Federal Reserve stipulating
that if Congress reduces the deficit the Fed will ease money supply.
The markets work very efficiently by themselves. If the average
cynical bonds trader begins to perceive that a budget reduction
package is not a phoney, the desire to turn a profit can be counted
on to drive bond prices sharply higher and long-term interest rates
correspondingly lower.

There is clearly a difference, however, in the way bond traders
and other participants in the world markets view a reduction in
the deficit. A deficit reduction package which is heavily weighted
toward tax increases is less likely to induce a marked decline in
interest rates than one heavily or solely weighted in the direction
of expenditure cuts.

There is a strong presumption in the financial community that
an increase in tax rates could just as easily become the base for
increased expenditure programs as for reducinf the deficit. The ar-
gument that the Congress has not historically employed tax in-
creases, to finance increased expenditures, is apparently unpersua-
sive to the financial community.

The past is likely to tell us little about the future behavior of the
Congress when confronted with pressure from constituencies.

It is true that Presidents and the Congress continuously cut tax
rates through the 1970’s as inflation pushed most taxpayers into
progressivelé higher tax brackets. And Federal receipts as a per-
cent of the GNP of taxable incomes has remained relatively steady
during the past couple of decades. .

It is argued, therefore, that increased tax receipts have not been
the basis for financing new outlay programs. The critical consider-
ation, however, is glpendin which rose as a ratio to GNP, increas-
ing the structural deficit. Unless the upward I)ressure on spending
is reduced, tax increases will eventually be triggered, since deficits
can't increase indefinitely. In that event, taxes are supporting in-
creased spendinf programs albeit with a time lag. :

There can be little doubt that the markets do not expect expendi-
ture cuts ranging up to $100 billion or more annually by fiscal
1988. Should they actually occur, or of more relevance, should they
be enacted into law currently in'a manner which is credible to the
financial community, long-term interest rates are likely to fall by
at least 2 full percentage points with short-term rates falling even
more.
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Thus, even the sharp reduction in purchasing power implied by
such a major contraction of the Federal deficit would surely be
overridden by increases in effect of demand generated by the
marked decline in interest rates. : o

Most immediately, home building would rise quite significantly,
increasing from recent levels of 1.7 million housing starts annual r
to well in excess of 2 million starts, and perhaps as high as 2.2 mil-
lion annually at least for a while.

But the more important and lasting impact would occur in the
capital gcods market. The exceptionally high cost of capital, which
has prevailed in recent years, has led to a disproportionate empha-
sis in investment in“short-lived assets. That is, those with quick
cash payoffs. '

Lowered long-term interest rates would surely propel stock prices
higher and lower the cost of equity capital. And the combination of
lowered cost of equity and debt would increase the incentive to
invest in-plant and other long-lived goods.

Considering the pent-up demand for longer lived investments at
lower costs of cai)ital, the expansion could go on for years. This
would be especially helpful to those depressed areas of the Ameri-
can economy which build long-lived facilities or the inaterials
}Nhigh go into them—steel, heavy equipment components, and so
orth. .

However, to the extent that the increased purchases of long-lived
assets are supplied from abroad, little employment would be cre-
ated here. As long as the dollar continues to rise in foreign ex--
change markets, large, probably growing, shares of the U.S. equip-
ment market would be foreign sourced. The key remains the ex-
change rate.

Lowered interest rates to the extent that they are not ‘ully offset
by the monetary authorities abroad would bring the U.S. dollar
down in foreign exchange markets, and thereby increase the rela-
tive cost of imports in the United States.

I should point out, however, that the evidence suggests that only
a small part of last year’s rise in the dollar was attributable to
higher relative dollar denominated interest rates. Most of it reflect-
gd a very substantial demand for dollar investments as a safe

aven.

Nonetheless, to the extent that dollar exchange rates are

brought down, our net export balance will expand especially as it
relates to long-lived investments,
+ A weakening of the dollar will add some upward {)ressure to the
inflation rate, but it is likely to be modest. Over the longer run, the
reduced need for the Federal Reserve to accommodate excessively
large borrowings by the U.S. Treasury will be far more important
as an anti-inflationary factor for the American economy. That as-
sumes, of course, a major success in reducing the budget deficit.

Thank you.

[The prepared written statement of Dr. Greenspan follows:)
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There (s a very broad consensus in this country that deficits that
now confront us are too large, threaten the economy, and must he
addressed as quickly as possidle. I know of no one elected to the
torthcoming Congress who did not express deep-seated disapproval of
budget dat?ctts and support their reduction.

There is, however, far less consensus than appears on the surface,
While the Congress may be virtually unanimous {n calling €or
deticit reduction, what the vast majority also implicitly have {in
mind {s {mposing taxes on, or cutt*nq benetits to, some other
legislators' constituents, or closing down a military base in dis-
tricts other than one's own, Advocacy of deficit reduction has to
mean a willingness to accept a share of the burden of reducing the
deficit, If it does not, such advocacy has the trappings of
rhetorical nonspeak.

Our political system is clearly biased toward cutting taxes or ex=-
panding ostensihly costless henefits to recipients. We have seen
enumerable instances of large benefit increases {(such as social
security in 1972) or tax cuts baing whisked through the Congress
with virtually no opposition. Rut cutting henefits or ralsing taxes
is clearly not a symmetrical exercise., Recapturing benetits pre-
viously bestowed or burdening voters with increased taxes is nath
the American political system's greatest strength, Hence, the per-
sistent blas toward {ncreasing federal outlays and deficits,

While the strategic purpose of reducing the deficit is to pravent
long-term excessive absorption o€ private savings and a crowding
out of private investment, the short-term tactical purpose {s to
create, {n law, a fiscal policy which the financial markets per-
caeive as sufficiently credible to drive long-term interest rates
down, There {8 no need €or a pact with the Federal Reserve
stipulating that {f Congress reduces the deficit the Fed will ease
money supply. The markets work very efficiently by themselves, It
the average cynical bond trader begins to perceive that (indeed a
budget reduction package is not phoney, the desire to turn a profit
can be counted on to drive bond prices sharply higher and long-term
interest rates correspondingly lower.

There is clearly a difference, however, in the way bond traders and
other participants in the world markets viaw a reduction in the
deficit, A deficit reduction package which (s heavily weighted
toward tax increases {s less likely to induce a‘marked decline in
¥Br. Greenspan is President of Townsend-Greenspan & Co., Inc,

Townsend-Greenspan & Co., Inc.
120 Wall Streat New York. N Y 10008 212-943.9518
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interest rates than one heavily or solely weighted in the direction
of expenditure cuts, There is the strong presumption in the €inan-
clal community that an increase in tax rates could just as easily
hecome the base for increased expenditure programs, as for reducing
the deficit. The argument that the Congress has not employed tax
increases to finance {increased expenditures is apparently un-
persuasive to the financial community. The past is likely to tell
us littlé about the future behavior of the Congress when confronted
with pressures from constituencies,

It is true that Presidents and the Congress continuously cut tax
rates through the 1970s as inflation pushed most taxpayers into
progressively higher tax brackets. Hence, Cederal receipts as a
percent of the GNP or of taxable incomes has remained relatively
steady during the past couple of decades, It is argued, thereforas,
that 1increased tax receipts have not been the basis tor €inancing
new outlay programs, The critical consideration, however, is spend-
ing, which rose as a ratio to GNP, increasing the structural
deficit, Unless the upward pressure on spanding is reduced, tax in-
creases will eventually be triggered, since deficits can't increase
indefinitely. In that event, taxes are supporting increasad spend-
ing programs, albeit with a time lag.

There can be little doubr that the markets do not axpect eXx-
penditure cuts rangi .y up to $100 Dbillion or more annually by
fiscal 1988, Should they actually occur, or of more relevance
should they be enacted into law currently, in a manner which is
credible to the €inancial community, long-tarm interest rates are
likelv to fall by at least 2 full percentage points with short-term
rates falling even more. Thus, even the sharp reduction kn purchas-
ing power implied by such a major contraction of the Cederal
deficit would surely be overridden by increases in effective demand
generated by the marked decline in interest rates.

Most immediately, homebuilding would rise quite significantly, in-
creasing from recent levels of 1.7 million housing starts annually
to well in excess of 2 million and parhaps as high as 2,2 million
unfts annually, at least f€or awhile, Rut the more important and
lasting impact would occur in the capital goods markets, The ex-
coptlonall{ high cost of capital which has prevailed in racent
years has led to a disproportionate emphasis {n investment in
short-lived assets, +f{.e., thoss with quick cash payoffs, Lowered
long=term interest rates would surely propel stock prices higher,
and lower the cost of equity capital. The combination o€ lowerad
costs of equity and debt would increase the incentive to invest (in
glant and other long-lived goods. Considering the pent-up demand
or longer lived investments at lower costs of capital, the axpan-
sion could go on for years, This would be especially helpful to
those depressed areas of the American economy which bhuild long-
lived Cacilities or the materials which go tnto them -- steel,
heavy equipment, etc.



27

However, to the extent that the increased purchases of long-lived
assets are supplied from abroad, little employment would he created
here. As long as the dollar continues to rise in foreign exchange
markets, large, probably growing shares of the U.S. equipment mar-
ket will Ddbe foreign sourced. The key remains the exchange rate,
Lowered interest rates, to the extent that they are not fully off-
set by the monetary authorities abroad, would hring the 11,5, dollar
down In foreign exchange markets and theredby increase the relative
cost of imports in the United States. I should point out, howaver,
that the evidence suggests that only a small part of last years'
rise iIn the dollar was attributable to higher relative dollar-
denominated interest rates, Most of it reflected a very substantial
demand €or dollar investments as a sate haven. Nonetheless, to the
extent that dollar exchange rates are brought down, our net export
balance will expand especially as it relates to longer lived in-
vestments,

A wvaakening of the dollar will add some upward pressure to the in-
€lation rate, but it is likely to be modest. Over the longer run
the reduced need for the Federal Reserve to accommodate excessively
large borrowings by the U.S. Treasury will be far more important as
an anti-inflationary €actor for the American economy. That assumes,
of course, a major success in reducing the budget deficit,
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The CHAIRMAN. Dr. Roberts.

STATEMENT OF DR. PAUL CRAIG ROBERTS, THE WILLIAM E,
SIMON PROFESSOR OF POLITICAL ECONOMY, GEORGETOWN
UNIVERSITY, CENTER FOR STRATEGIC AND INTERNATIONAL
STUDIES, WASHINGTON, DC

Dr. RoBErTs. Mr. Chairman, members of the Finance Committee,
the economic impact of spending reductions is positive. There are
several reasons why this is the case. There has been much said in
recent years about how the private sector is crowded out by the
Government sector. The crowding out occurs because Government
spending preempts real resources from being used in the private
:gcti)r where, in general, they are used more efficiently and effec-

ively.

Keep in mind that crowding out occurs regardless of whether the
Government finances its spending by taxing or by borrowing. Real
crowding out cannot be reduced by raising taxes to reduce borrow-
ing. It can only be reduced by reducing spending.

f real crowding out is a concern,.the obvious implication is that
spending should be reduced regardless of the deficit. Indeed, spend-
ing should be reduced even if there were a surplus in the budget.

ntly published studies show that each dollar of Federal
spending reduces private investment by roughly $0.22. It's not only
rivate investment that is crowded out by Government spending.
ore imgortantly perhaps, Government spending crowds out incen-
tives and undermines both private property rights and self-reli-
ance.
The longrun effect, basically, is to transform the nature of U.S.
society in the direction of a welfare state.

The future depends on the economy growing faster than Govern-
ment spending. Your goal then should not be defined as a fixed
amount of budget cuts, but it should be defined in terms of Govern-
ment spending declining as a percent of gross national product.

Here your success will be helped or hindered by the performance
of the economy. The faster the economy grows, the less you will
l'é%}lg to restrain spending growth in order to reduce it as a share of
The slower the economy grows, the more you will have to curtail
spending in order to reduce it as a share of GNP.

Keep in mind that the Federal Reserve Board can easily offset
i‘our efforts to reduce the deficit and spending as a share of GNP.

or the last 6 months, the Federal Reserve permitted no growth in
the money supply as measured by M-1. The slowdown in the econo-
my in third and fourth quarters has added approximately $25 bil-
lion to the deficit, and increased spending as a share of GNP.

This means you will have to come up with $25 billion in spend-
in? reductions just to stay even. If the Fed follows a slow growth
policy or alternatively guns the money suprly and then slams on
the brakes, back and forth, the Congress will have no effective con-
trol over the deficit or over spending.

. Considering the central role played by economic growth, spend-
mq reduction in the absence of a progrowth tax and moneta
policy would require sizeable, absolute cuts in Government spend-
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ing or could require sizable, absolute cuts. I doubt that Congress
would bring in a budget in which the outlays and the budget au-
thority were less than the previous year. Therefore, you are unlike-
ly to succeed in controlling spending unless you can establish a
progrowth policy.

Such a policy would be reinforced and not hindered by spending
reductions. »

Mr. Chairman, during the late 1960’s and early 1970’s, European
governments failed to restrain the growth of their budgets. Instead,
they legislated value-added taxes to finance the growth of govern-
ment. There is a table at the end of my testimony that shows the
large increase in the growth of government was accompanied by a
sharp drop in the growth of the economy. I hope that we do not
repeat their mistake.

ank you, Mr. Chairman. That summarizes my testimony.
The CHAIRMAN. Thank you.
[The prepared written statement of Dr. Roberts follows:]

42-693 0-—-85—2
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The Economic Impact of Spending Reductions
Testimony before Senate Finance Committee
January 2, 1985
Paul Craig Roberts
Wm. E. Simon Professor of Political Economy
Center for Strategic and International Studies
Georgetown University

Mr. Chairman, members of the Finance Committee, the economic
impact of spending reductions are positive. There-are several
reasons why this is the case. There has been much said in recent
years about how the private sector is "crowded out" by the
government sector. Crowding out occurs because government
spending preempts real resources from being used in the private
sactor, where in general they are used more efficiently and
effectively. Crowding out occurs regardless of whether the
government finances its s;ending by taxing or by borrowing. Real
crowding out cannot be reduced by raising taxes to reduce borrowing.
It can only be reduced by reducing spending. If real crowding
out is a concern, the obvious implication is that spending
shouid be reduced regardless of the deficit. Indeed, spending
should be reduced even if there were a surplus in the budget.

In view of the economic facts, it is discouraging that some
people want to control government spending only when they work
themselves into a fright about the deficit. Too many decision-
makers and commentators believe mistakenly that crowding out is
primarily a financial phenomenon that occurs because government
borrowing raises interest rates and crowds out private investment.
In this mistaken view, crowding out can be reduced by raising
taxes to reduce the deficit even if spending continues to grow.

The view that government borrowing is the main determinant of
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real interest rates and private investment is not supported by
econometéic studies of the empirical evidence to date. One of
the first things I did in 1981 as Assistant Secretary of the
Treasury for Economic Policy was to initiate a study by the
professional staff of the U.S. Treasury of the effects of deficits
on interest rates and the prices of financial assets. This study
turned 1nto.a three year project that was continued by my
successor and was published by the U.S Treasury in 1984 under

the title, The Effect of Deficits on Prices of Financial Assets:

Theory and Evidence. The Treasury study includes all of the

academic studies to daéb. The study makes clear that the simplistic
relationship often asserted between deficits and interest rates,

and between iﬁterest rates and investment, is not supported by

the aevidence.

If you distrust the results of formal studies, turn to your
own experience of the last few years. Despite relentless predictionq
to the contrary, interest rates fell in the face of large, and
even rising, budget deficits, and the prices of financial assets
soared. Despite conventional forecasts that large budget deficits
would crowd out interest-rate-sensitive sectors of the economy
and permit only a weak and lop-sided re ,very in 1983, the economy

boomed. As the 1984 Economic Report of the President shows,

the strong recovery was led by business capital spending, which
made an unusually large contribution to GNP growth compared to

the typical postwar recovery. Misled by the conventional wisdom,v

B P
AY

the Reagan Administration, the Congressional Budget Office, and
the Pederal Reserve Board failed to predict the strength of the

recovery.
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The reason conventional forecasters were so far off the mark
is that they overestimated the effect of deficits on interest
rates and investment, and underestimated the effect of the tax
reductions which significantly increased the aftertax rate of
return on investment. The results of long-term research by
myself and former colleagues. at the U.S. Treasury show that
the effect of interest rates on the cost of capital is small
compared to the effect of taxation. These results were recently
presented at an international conference and will soon be
published.

Mr. chairman, members of the committee, do not misconstrve
my testimony as an argument that deficits don't matter. I am
saying that spending matters more, and that the adverse effects
of deficits differ from the assumptions of the conventional wisdom.
The evidence for financial crowding out is weak at best, but
the evidence for real crowding out is strong. Recently published

studies in Public Choice and Public Finance show that each

dollar of federal spending reduces private investment by roughly
22 cents.

It is not only private investment (and consumption) that
is crowded out by government spending. More importantly,
government spending, particularly transfer payments and
entitlements, crowd out incentives and undermine both private
property rights and self-reliance. The main problem with the
growth of spending is the transformation of the United States
from a free society, in which private property rights are respected,
to a welfare state, in which the productive elements of society

only have a residual claim to what is left of their income and
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wealth after all levels of government are finished redistributing
it to the politically deserving. As scholars such as Peter T.
Bauer have laboriously documented, when governments
make the redistribution of income more important than the
production of income, people reallocate their energies from
economic to political action. The enormous growth in special
interest lobbies, which many memberg of Congress lament, parallels
the growth in the proclivity of government to take from some to
give to others.

The growth of government has brought about an enormous
transformation in the nature of U.S. society. Over most of
our country's history, there was neither an income tax nor a
waelfare system. This was a period during which the economy
simultaneously absorbed millions of penniless immigrants, many
of whom could not even speak the language, and rapidly reduced
the poverty rate. Today poverty has been institutionalized by
the government's poverty programs, and the poverty rate no
longer declines. In the U.S. today, only the illegal poor--aliens
who do not qualify for the government's transfer and welfare
programs--are consistently able to work themselves out of poverty.
By undermining private property rights, a welfare state restricts
opportunities for all on the grounds that otherwise some will
succeed more than others. Those who are determineq to succeed
despite the government, move into the underground économy, and
everywhere we see the underground economy growing together with
the growth of goverament. As it becomes more difficult to succeed

honestly, criminal activity also becomes more attractive.
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The future depends on the economy growing faster than
government spending. Your goal, then, should not be a fixed
amount of budget cuts but gobernment spending declining as a
percent of GNP, Here your success will be helped or hindered
by the performance o!hthe economy. The faster the economy
grows, the less you will have to restrain spendirg growth in
order to reduce it as a percent of GNP. The slower the economy
grows, the more you will have to curtail spending in order to
reduce it as a share of GNP, Keep in mind that the Federal
Raserve Board can easily offset your efforts to reduce the deficit
and spending as a share of GNP, For the last six months the
Federal Reserve permitted no growth in the money supply as
measured by Ml. The slowdown in the economy in the third and
fourth quarters has added approximately $25 billion to the deficit
and increased spending as a share of GNP. This means you will
have to come up with $25 billion in spending reduction just to
stay even. If the Fed follows a slow growth policy or alternatively
guns the money supply and then slams on the brakes, the Congress
will have no effective control over the deficit or spending.

Considering the central role played by economic¢ growth,
spending reduction in the absence of pro-growth tax and monetary
policies would require sizeable absolute cuts in government
spending. This Congress is not likely to bring in a budget in
which outlays and budget authority are less than the previous
year. Congress, therefore, is unlikely to succeed in controlling
spending unless it supports a pro-growth economic policy. Such
a policy would be reinforced, and not hindered, by spending

reductions.
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During the late 19608 and early 19708, European governments
failed to restrain the growth of their budgets. Instead, they
legislated value added taxes (VAT) to finance government growth,
As the table shows, the large increase in the growth of government

was accompanied by a sharp drop in the growth rate of the economy.

THE GROWTH OF GOVERNMENT VS. THE GROWTH OF THE ECONOMY

Before VAT After VAT

Central Gov. Real growth Central Gov. Real Growth

Country share of GDP rate of GDP share of GDP rate of GDP
U.K. 29.6% 3.0% 38.0% 0.8%
W. Germany 24.5 4.7 30.4 3.1
France 29.9 5.6 37.5 3.8
Italy 30.9 5.4 44.5 2.4
Belgium 31.5 4.8 45.6 2.6
Average 29.3 4.7 39.2 2.5
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The CHAIRMAN. Dr. Feldstein. .

STATEMENT OF DR. MARTIN FELDSTEIN, PRESIDENT, NATIONAL
BUREAU OF ECONOMIC RESEARCH; AND THE GEORGE F.
BAKER PROFESSOR OF ECONOMICS, HARVARD UNIVERSITY,
CAMBRIDGE, MA

Dr. FeLosteIN. Thank you, Mr. Chairman. I'm very pleased to
appear again before this committee and to have this chance to
answer your question about the likely effect of deficit reduction of
the magnitude that the administration is considering.

Well, as I said, I'm very pleased to appear bofore this committee
and to have the chance to answer your question about the likely
effect of deficit reductions of the sort that the administration has
now been talking about.

I strongly support the efforts of this committee and of the admin-
istration to identify ways of achieving a substantial reduction in
future budget deficits.

The deficit reductions that the administration has set as plan-
ning targets, enough to bring the deficit down to 4 percent of GNP
in fiscal year 1986, and 3 0percen!: and 2 percent of GNP—in other
words, starting with a $40 billion deficit reduction for fiscal year
1986 and increasing to $110 billion in fiscal year 1988—-would, if it
were firmly embodied in legislation this spring, have very favor-
able effects on the American economy both in the near-term and
the more distant future.

In the short term, the effect of enacting a deficit reduction of
that magnitude would be a substantial decline in medium-term and
long-term interest rates and in the international value of the
dollar. The lower interest rates would mean more investments in
plant and equipment, and more housing construction. A mcre com-
petitive dollar would mean an increase in exports, and a decline in
imports. All of that would add up to a more balanced expansion
that would last longer and with less unemployment than the lop-
sided recovery that we otherwise face today.

Changing the financial market's expectations—and that’s the
key word—expectations—changing their expectations about the
size of future deficits is the key to achieving an immediate reduc-
tion in medium-term and long-term interest rates. Those are the
interest rates that affect business investment and housing starts.

If the financial markets continue to expect that the Government
will go on in future years borrowing vast amounts to fund huge
deficits, then real interest rates on those bonds and mortgages that
stretch into future years will remain high. But if the Congress
enacts legislation that convinces financial investors that Govern-
ment borrowing will decline substantially in future years, real in-
terest rates will decline, and they will decline at once.

In your invitation to testify, you asked how big a decline in inter-
est rates can be expected to follow from legislation that cuts future
deficits by amounts starting at some $40 billion in the next fiscal
year and rising to $100 billion in 1988, and greater amounts in the

more distant future.

\
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An interest rate decline of 2 full percentage points would not be
at all surprising. And even larger declines, 3 or even conceivably 4
percentage points, are ible.

To convince yourself that such a decline is a realistic possibility,
it's useful to look at the level of real interest rates on Government
bonds now and to compare it with that level in the past.

A 10-year Government bond now yields more than 11 percent.
Even a pessimistic forecast of inflation would indicate perhaps 6
percent over the next decade. And that pessimistic forecast still im-
plies a real interest rate of 6 percent.

By contrast the real interest rate on such 10-year Government
bonds averaged onlﬁr 2 percent in the decade of the 1960's and less
than 1 percent in the 1970’s. Since the projected budget deficits are
the primary reason for the current high level of real interest rates,
a major reduction in future deficits could shrink the real interest
rates toward their historic levels. -

Let me just comment for a moment on the very significant de-
cline in interest rates that we have seen in the last few months. I
think the principal reason for that decline has been the change in
inflation expectations. If you think back 6 months ago, we were
still hearing -a lot from some monetarists that inflation might be
ug near double digit levels by the end of 1984 or the beginning of
1985, and people were more generally worried that the economy
was overheating with 10-percent growth in the second quarter.

But, of course, the actual inflation has come down and the econo-
my ha: slowed. The worry about overheating is certainly no longer
present. ’

I think that the interest rates have come down because we no
longer have in financial markets the same fears that we.did 6

_months ago that inflation was bound to go on rising in the future.

But that means that real interest rates, that is interest rates ad-
justed for inflation, have not come down. We have seen the infla-
tion comgnent in the interest rate squeezed a bit. I think it's
going to take substantial reductions in expected deficits to reduce
those real interest rates in the future. Although it's not possible to
predict with precision the size of the interest rate decline that
would be caused by a program of deficit reduction, I think we are
on firmer ground when we estimate the magnitude of the increase
in business investment and housing construction that would result
from the deficit reductions that you are now considering. Since the
deficit reduction of $110 billion would add nearly $110 billion to
the annual pool of funds available for investment, we can predict
that total national investment would rise by this amount, even
though we don’t know just how much of an interest rate shift it
would take to bring this about. :

Moreover, it's the change in the level of investment rather than
;he change in the interest rate that is really the important thing to

ocus on. ~

To put an increase in an investment of $100 billion into perscf)e -
tive, note that 1988 investment increase of $100 billion would he
e?mvalent of an increase of nearly 30 percent in the overall level
of net investment in our econom{. :

Past experience indicates that housing would get about 40 per-
cent of the resulting rise in net investment. A rise of $40 billion a
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year in residential investment would be equivalent to about 400,000
extra housing costs a year, an increase of more than 26 percent
from the recent level. . .

In the near-term, some of the reduction in the budget deficit
would not flow into an increase in domestic investment, but in-
stead would cause a reduction of the inflow of investment from
" abroad. And that would bring with it a welcome decline in our
trade deficit. '

But since the capital inflow from abroad will inevitably decline
in the future, even if no progress is made in reducing future budget
deficits, the long-term effect of a reduction in the budget deficit is
to increase domestic investment by an essentially equal amount.

‘The clear implication of what I have been saying is that the pro-
posed deficit reductions would have a very substantial and very fa-
vorable impact on the long-term level of net investment, and there-
fore on the %roductivity of the work force and on the housing
standards of the population.

The deficit reduction legislation that you enact this spring will
also have an important impact on the face of economic activity in
the nearer term, especially in 1986. If you enact a reliable and con-
vincing reduction in future deficits, the economy can coatinue to
expand at a healthy pace. But if the deficit is reduced in a piece-
meal, year at a time way—some legislation this :j)ring, more legis-
lation left over for future years, in that piecemeal way—the result
of deficit reduction might very well be an economic down-turn.

Why is the predictability and the reliability of the future deficit

uction so crucial for maintaining the pace of expansion in 1986
and beyond? Let me explain very briefly.

The direct effect of deficit reduction is to contract the overall
level of demand, regardless of whether that deficit reduction is
achieved by cutting Government glpending or by raising taxes and
thereby cutting private spendiy. o sustain the expansion, this re-
duction in demand must be offset by increases in investment and
in net exports.

Fortunately, such increases occur automatically in response to
the lower real interest rates and the lower dollar that results from
declines in Government borrowing. But—and this is the key—there
are significant delays between the time when interest rates and the
dollar decline and the time when the resulting increase in invest-
ment and net exports reach their full level. :

If you are to offset the contractionary effects of deficit reduction
and sustain the pace of expansion, the interest rate and the dollar
must decline about a year in advance of a substantial reduction in
budget deficits.

In other words, the key to sustaining the economic expansion in
1986 and beyond is to convince financial investors this year, in
1986, that Government borrowing will decline significantly in the
years ahead. If they are convinced, then interest rates and the
dollar will come down this {ear, and the level of investment and
net exports in 1986 will rise by enough to maintain the pace of eco- -
nomic expansion. _

Legislation that unequivocally points to substantial and reliable
reductions of deficits in the years ahead must, therefore, be the No.
1 legislative priority for Congress this spring.
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Thank you.
The CHAIRMAN. Thank you very much, Dr. Feldstein.
[The prepared written statement of Dr. Feldstein follows:]
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o— — _
Thank you, Mr. Chairman. 1 am very pleased to appear

again before this very distinguished committee. 1 strongly
support the current efforts of this Committee and of the
Administration to identify ways of achieving a substantial
reduction in future budget deficits. The deficit reductions
that the Administration has set as planning targets, starting
with $42 billfon in FY 1986 and increasing to $i10 bi1lion in
FY 1988, would, if firmly embodied in legislation this spring,

have very favorable effects on the American economy in both

the near term and the more distant future.

Interest Rate Decline

The short-term effect of enacting a deficit reduction
program of that magnitude would be a substantial decline in
medfum-term and long-term real interest rates and in the
international value of the dollar. The lower interest rates
would mean more investments in plant and equipment and more
housing construction. The more competitive dollar would mean
an increase in éxports and a decline in imports. All of this
would add up to a more balanced expansion that would last
longer and with less unemployment than the lopsided recovery

that we facz today.

B L
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Changing the financial markets' expectations about the
size of future deficits is the key to achieving an immediate
reduction in the medium-term and long-term interest rates
that affect business investment and housing starts. If
financial markets expect that the government will continue in
future years to borrow vast amounts to fund huge deficits,
real interest rates on the bonds and mortgages that stretch
into those future years will remain high. But if the Congress
enacts legislation that convinces financial investors that
government borrowing will decline substantially in future

years, real interest rates will decline at once.

How big a decline in interest rates can be expected to
follow from legislation that cuts future deficits by amounts
that rise from $42 billion in 1986 to $110 billion in 1988
and to greater amounts 1n the more distant future? An
interest rate decline of two percentage points would not be
at all surprising. An even larger decline is certainly

possible.

To convince yourself that such a decline is a realistic
possibility, it is useful to look at the level of the real
interest rate on government bonds now and compare it with the
level in the past. A 10-year government bond now yields
more than 11 percent. Even a pessimistic forecast that
inflation will average six percent over the next decade still

implies a real interest rate of 5 percent. By contrast, the

real interest rate on such 10-year government bonds averaged
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only two percent in the decade of the 1960's and less than
one percent in the 1970's. Since the projected budget
deficits are the primary reason for the current high level of
real interest rates, a major reduction in future deficits
could shrink the real interest rates toward their historic

levels,

Increased Investment and lousing

Although it is not possible to predict the size of the
interest rate decline with precision, we are on firmer ground
when we estimate the magnitude of the increase in business
investment and housing construction that would result from
the deficit reductions that you are now considering. Since a
deficit reduction of $110 billion would add nearly $110
billion to the annual pool of funds avaflable for investment
(with the shortfall from $110 billion reflecting the increase
fn interest sensitive components of consumer spending), we
can predict that total national investment would rise by this
amount even though we don't know the size of the finterest

rate change that will occur to bring this about.

To put such an increase in investment into perspective,
note that a 1988 investment increase of $100 billion would be
equivalent to an increase of nearly 30 percent in the overall

level of net investment in our economy.

Past experience indicates that about 40 percent of the

resulting increase in net investment would be in housing. A
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rise of $40 billfon a year in residential 1nvéstment would be
equivalent to an additional 400,000 housing starts a year, an
increase of more than 25 percent from the recent level of

housing starts.

In the near term, some of the reduction in the budget
defictt would not flow into increased domestic investment but
would instead cause a reduction in the inflow of investment
capital from abroad -- and therefore a welcome decline in our
trade deficit. But since the capital inflow from abroad will
inevitably decline even if there is no progress in reducing
future budget deficits, the long-term effect of a reduction
in the budget deficit is to fncrease domestic fnvestment by

an essentially equal amount.

The clear implication of what I have been saying is that
the proposed deficit reductidns would have a very substantial
and favorable impact on the long-term level of net investment
and therefore on the productivity of the workforce and on the

housing standards of the population,

A Smooth Transition?

The deficit reduction legistation that you enact this
spring will also have an important impact on the pace of
economic activity in 1986 and beyond. If you enact a
reliable and convincing reduction in future deficits, the

economy can continue to expand at a healthy pace. But if the
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deficit is reduced in a piecemgal year-at-a-time way, the
result of the deficit reduction might very well be an

economic downturn.

Why is the predictability and reliability of the future
deficit reductions so crucial for maintaining the pace of

expansion in 1986 and beyond? Let me explain,

The direct effect of deficit reduction is to contract
the overall level of demand, regardless of whether the
deficit reduction is achieved by cutting government spending
or by raising taxes and thereby cutting private spending. To
sustain the expansion, this reduction in demand must be

offset by increases in investment and net exports.

Fortunately, such increases occur automatically in
response to the lower real interest rates and lower dollar
that result from the decline in government borrowing. But
there are significant delays between the time when interest
interest rates and the dollar decline and the time when the
résulting increases in investment and net exports reach their
full levels. To offset the contractionary effects of the
deficit reductfon and sustain the pace of the expansion, the
interest rate and dollar must therefore decline about a year

in advance of a substantial reduction in the budget deficit.

The key to sustaining the economic expansion in 1986 and
beyond is therefore to convince financfal investors in 1985

that government borrowing will decline significantly in the
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years ahead. If they are convinced, then interest rates and
the dollar will come down this year and the Yevel of
investment and net exports in 1986 will rise enough to

maintain the pace of economic expansion.

Legislation that unequivocally points to substantial and
relfable reductions of budget deficits in the years ahead
must be the number one legislative priority for Congress this

spring.

Thank you.
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The CHAIRMAN. Before we start the questions, Senator Wallop,
do you have any statement you would like to make?

nator WaLLor. No, Mr. Chairman.

The CHAIRMAN. If not, I will yield first to Senator Packwood, the
incoming Finance Committee chairman who will help put together
thigo uclﬁase and who suggested these hearings.

Senator PAckwoob. I notice that Dr. Roberts is the William E.
Simon Professor of Political Economy at Georgetown. I talked to
Bill Simon last week and I posed to him the same: question that
was asked of this panel. That is, assumin% we do cut $42 billion of
spen out of next year's budget, $85 billion the following year,
and $110 billion a year after that, what would be the effect on in-
terest rates? His answer was very similar to that of Marty Feld-
stein. He said a minimum of 2 percent, a minimum. He was much
more bullish about 3 percent or greater. I asked if I could make
that statement publicly, and he said, “Yes.” He couldn’t be here
today, but he was hapﬁy to have that ~n the record. ‘

But, Charlie, I think we are going to try something we haven’t
tried before. This President is very serious about spending cuts.
And we are not talking about $200 million off of welfare and $300
million off of foodstamps. He is talking about Pac-Man gobbling up
programs and eliminating them.

e end of Amtrak. The end of the Corporation for Public Broad-
casting, mibly. The end of the Small Business Administration
and the nomic Development Administration. Those are tough
cuts. And those are not poverty (rrogram cuts. It is not the lg:oor
that ride Amtrak. Those are middle income programs that have
solid, middle-income Republican constituencies.

To get this Co to adopt those kind of cuts, there is going to
have to be a trade-off in the public’s mind. And that trade-off is
reducing interest rates.

If Co actually puts into ;l)lace spending cuts of sufficient
magnitude, and I don't mean a l-year freeze, which would save
about $42 billion the first year, to cause you and Marty, Paul and
Alan and everybody else to say, “By golly, they have done it,”
wute.yfl?we expect reductions in the size of 2 to 3 percent in interest
ra

Dr. SchuLTzE. I'm very leery about giving numbers, but it would
be a substantial magnitude. a first afﬁroximation, and only a
first approximation, if you take $110 billion out of the defense
budget or you take §110 illion out of the Social Security budget, or

ou take $110 billion out of anf set of budgets, it will have a major
pact, so long as it's believable. That i3, if it's legislated in a way
that it's believable.

Senator PAckwoon. You mean it can’t be a mere promise to do it
next year?

Dr. Scruvrrzr. That's right. It would then have, I believe, a major
impact. I think some of the cuts that presumably the President will
propose are good cuts. Budget directors have been trying to get
them for 30 years, at least. I haven't researched back further than

0 years. I remember some of them myself.

me of them, I think, are questionable. Some of them, I think,

are outrageous.
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Senator PAckwoob. But it doesn’t make any difference, within

" reason, what the cuts are.

Dr. ScHuLTzE. The economic impact of them has little to do with
their eﬁuity fairness, who they hit. You will get interest rates
down. Now 1 think it is very important, very important, that the
Congress not make a great big run at this and fall on its face. The
damage that could be done—and Marty is quite right, Alan is quite
right—to markets in terms of does the Congress, the public, every-

have the guts to do this. Well, really it would be bad if it fal
on 1its face. That's one of the reasons that I would hope that before
anybody hangs or pins all their colors to a set of cuts out of civilian
programs outside of Social Security and defense—people worry
about what happens if you fail.

Dr. FELDSTRIN. I might just say one further thing about the de-
cline in interest rates. This may explain why Charlie and I and
others are a little reluctant to talk about the precise number that
it will fall because it's a question of compared to what.

If no action is taken, interest rates will go up. They won’t just
stay where they are. They will get higher. They will get higher be-
cause over time we can be pretty sure that the rest of the world is
nott:e going to go on supplying capital to the United States at this
rate.

Senator Packwoob. The premise of my question is interest rates
from where we are now. If we actually make those budget cuts and
enact them into law in the late spring or early summer, what will
haBpen to interest rates?

r. FELDSTRIN. Well, I said 2 percent but with a good deal of hesi-
tation. I think the question that ought to be in people’s minds is in
comparison to where those interest rates would otherwise be. And I
think that the risk is, without action, with the foreigners pulling
out their inflow of capital in the future, we would see interest rates
going up so that getting them down a percent or 2 percent from the
current level is an even bigger fall relative to what we might other-
wise be facing.

Senator PAckwoob. Alan.

Dr. GReENSPAN. I will address that subject, too, but first let me
address the question of whether it matters where the spending cuts
are. The inflation premiums embodied in those long-term interest
rates are essentially the markets’ forecast of expected inflation
through the full maturity of the debt instrument, 10, 15, 20 years.

And while we are focusin% on expenditure cuts through, say,
1988 or 1989, the markets implicitly, even though they don’t under-
stand exactly what these numbers may look like, are looking well
beyond that. And there is a difference between such things as de-
fense and entitlement programs. Entitlement programs are largely
a function of those demog):phic changes which affect individual
programs. We know that Social Security, Medicare, and Medicaid,
are going to be expanding programs indefinitely.

Defense, however, is largely a batch process. It is certainly true
that operation and maintenance expenditures and personnel ex-
penditures are ongoing and growing outlays. But procurement costs
are gross additions to a stock of capital assets. And when we are
building, as we are today, a very substantial expansion in what is
clearly our depleted defense resources, we are moving ever closer
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to the point when gross additions to a stock of F-16’s and 15’s and
14’s and various different missile components will reach a maxi-
mum. At that point, procurement will start to decline.

And the reason that we find historically that defense goes up and
down as a percent of the budget and the GNP, unlike the other
programs, is that we don’t have this continuous demographic push,
80 to speak, which affects other programs.

So a cut which takes out an average of, say, $20 or $30 billion

early from defense over the next 5 years is given much less credit
in the financial community than a comparable dollar amount in
entitléement pro%rams which would create a much larger reduction
in the years 1995 and 2010 than defense would.

So it's important not to assume that Federal expenditures, so far
as this question of expectations of inflation, and therefore interest
rates, are concerned, are homogeneous. I don’t believe that they
are.

Senator PAckwoob. Dr. Roberts, I'm curious. I read your state-
ment. I understand your theory of what you are saying, but will
you address yourself to this specific question? If we make those s

cific cuts of those amounts, what do you expect interest rates to do?

Dr. RoBerTs. As long as, Senator Packwood, fvou are talking
about spending reductions, then I certainly would agree that it
would have a favorable impact on interest rates.

Senator PACKwooD. Do you want to quantify it?

Dr. RoBerTs. Well, there are so many other factors that could
even be more important. And as I pointed out, the Federal Reserve,
which is independent in its behavior, if it were to choose to pursue
a very low growth strategy, you could find that you wouldn’t get
the gain economic-wise of your lower interest rates that you would
expect from this to make the whole effort worthwhile.

there are so many ways that this thing could work out that
unless I gave you a whole set of different assumptions and we plot
each one through—but I'm certainly prepared to support the other
peorle testifying and to ee that if you actually cut spending,
real interest rates would fall.

Senator PACKwooD. A last question. I don't want to leave this
with what I thought Marty and Charlie said.

I understand if we do nothing, the interest rates might go up 3,
4, or 5 percent. Are you saying that if we cut spending, instead of
going up 3, 4, or 5 percent, it might go up 1 or 2 percent? Or are
you saying that if we actually cut spending, we can hope for a re-
duction from where we are now?

Dr. FELDSTEIN. I think we can hope for a reduction from where
we are now.

Senator PAckwoob. Charlie.

Dr. ScHuLTzE. I'm trying to think of the right verb. I think so.
The one worry is one Marty got to, I got to, and I don’t know how
to quantify it in terms of interest rates. And that is some day down
the pike that inflow of foreign savings is going to shrink and inter-
est rates are going to go up.

Clearly, you are going to be a heck of a lot better off, if you have
a budget deficit below $100 billion. Clearly, you will have lower in-
terest rates. Now how much that is going to be lowered—you only
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take it down to $90 billion instead of zero, I'd hate to get myself on

record.

I guess I will say this. If you did anything that was credible to
pull the deficit down by $110 billion by 1988, this session, I think
you will this session see lower interest rates. What I can’'t guaran-
tee is down the pike they wouldn’t go up again.

Dr. GReenspPAN. I think we are being much too cautious, gentle-
men. The financial community is so dubious, that if angthing of
significance is done on the exgnditure side especially, and the def-
icit side in general, they will be shocked. Interest rates will fall sig-
nificantly if the types of expenditure cuts we are talking about are,
in fact, enacted.

And while I do agree with Charlie that there is a short-term

roblem on the international flow question, clearly if there is a

rop in the propensity to invest in the United States,’ it does put
upward 'pressure on interest rates. But that's only for a limited
period of time. It is only during the period of time when the cur-
rent account deficit, is brought down to more manageable propor-
tions or obversely that the flows into the United States are brought
down to more manageable proportions.

When they are brought down to those levels—and that may take
6 months or a year or a year and a half—then that bubble in inter-
est rates that occurs on international account disappears, and the
fundamental forces which then drive interest rates are domestic.
And in that case, I would argue that the budget deficit, and the ex-

nditure question, becomes the key for interest rates. And, there-

ore, for where the economy will be over the next 6 years.

Senator Packwoob. Thank you.

The CHAIRMAN. Let me go to Senator Moynihan, Charlie.

Senator MoyNIHAN. Mr. Chairman, we've heard some very fine
statements and I think they define the situation that Mr. Pack-
wood is going to have to preside over. You got out just in time, Mr.
Chairman, as you say.

There is an elementary factor of democratic processes that they
have shorter time perspectives than other. It was noted years ago
that in Athens, it tended to be under the dictators that they plant-
ed olive orchards. It takes 26 years for an olive orchard to bear.

We are going to have to make decisions here that have long-term
consequences very much against our normal 2 year cycles. .

But I would just like to ask a few questions. And if I say some-
thing that any disagrees with, just disagree. And no hidden
agenda. I'm just trying to get out some baselines.

On the question of entitlement programs, entitlement g{ ams
do not now add to the deficit. And assuming that the care
funds are put in shepe by the end of this decade, the funds will be
in surplus by the 1990’s and a very considerable surplus. That is
the case. And, indeed, if you look out long enough you see large
suggluses by the end of the 1990’s.

if we may cut entitlement expenditures—not for the purpose
of cutting the budget deficit—it will just cut further——

Dr. GREENSPAN. I think it's the other way around, Senator. In
other words, if you cut entitlement programs in the unified budget,
you will reduce the budget deficit.
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Senator MoyNIHAN. That’s right. But as such, they do not con-
tribute to the deficit.

Dr. GREENSPAN. But cutting them would reduce.

Senator MoyNIHAN. Cutting them would reduce.

Now Dr. Roberts has made the point about our level of spending,
and made a point that whether you tax or whether you borrow it
has the same effect on private investment. The crow out effect
is equal or comparable. And Dr. Roberts suiggeswd that as govern-
ment spen creases, a society becomes less free.

Now it is the case that in the 1970's the Federal Government
budget outlays, as a percent of GNP, stayed at about 20 percent.
The budget outlays in 1970 were 20.2 percent and in 1979, at the
end of the decade, 20.8 percent. In the years since, they have gone
up to almost a quarter. They were a quarter in 1983. ey were 24
last year. They will be about a quarter now.

So there has been, I think economists say, a structural change in
what is the normal level. We have gone to 256 percent. And the
proposition is whether we make up the deficit by taxing or by bor-
rowing—it won’t change the impact on the economy while that
level of 25 percent remains.

We have already heard Dr. Schultze 88? that the spending on do-
mestic programs will be lower in 1988 as a percentage of the
budget than it was before the Lyndon Johnson era. Where are you
going to g *t this money? >

Well, one of your distinguished predecessors, Dr. Herbert Stein,
on April Fool's Day a year ago, said “repudiate the debt,” in the
Wall Street Journal even. But he wasn’t really being very serious.

Are you going to be able to get serious cuts out of domestic
sgending when they will soon be down to where they were during
the Kennedy administration when Senator Dole said the whole
budget hadn’t reached $100 billion?

Dr. RoBerTs. Senator, I don’t know what you will be able to
achieve. { wish you good luck. point of view, if I were a partici-
Eant in the process, is I would say, well, look, let's bring in a

udiet in which the outlays grow slower than the projected %rowth
of the economy. That's the way I would make up the budget. I
- would say, well, if we are forecasting an 8-percent economic growth
then let’s bring the budget in below that.

Senator MoyNIHAN. Those are projections, you know. That’s just
a number that somebody puts down on a piece of paper.

Dr. ROBERTS. I know.

Senator MoYNIHAN. Outlays can be real.

Dr. RoBerTs. And I'm afraid there would be a tendency to overes-
timate the economic growth in order to overestimate the budget
numbers. That's true. But if you wanted to do it in a way that
would work, it would be to keep the growth of the budget slower
than the growth of the economy. If you can do that, you can get
control of this process. There is no doubt about it.

And I think if you simply started on this path it would reassure
the markets and everyone else who allegedly needs reassuring.

Senator MoyNIHAN. When you are borrowing money to pay inter-
est, you have no control over it.

Dr. ROBERTS. Well, we borrowed money to pay interest ma
times in our history. And as large as the debt is now, it's still
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smaller as a share of the economy than it was in the years after
World War II. So despite the huge amount of public——

Senator MoYNIHAN. The years after World War II are special.

Dr. RoBErTs. But the economy did very well despite the huge
debt buildup. And we are now panicking about a debt which is not
as large in relative terms. It doesn’t mean I'm in favor of debt.

Senator MoyNIHAN. We had the largest deficit in history but we
had no debt problem.

Dr. RoBerTs. What I'm glointin out to you is that the economy
did very well at a time when relatively speaking the public debt
was the worst burden.

Dr. ScuuLtzE. You had a 2%-percent interest rate.

Dr. RoBerTs. That was a result of the Federal Reserve. The Fed-
eral Reserve enforced that interest rate.

Dr. SchuLTze. That's right. With the inflation we then had.

Several points. No. 1, right now as a nice round number, the defi-
cit is 6 percent of GNP. gending is not any longer scheduled to
grow any faster than GNP. If, indeed, you simnlﬁy had a policy
which let spending grow as fast as (NP from the current level and
revenues, which they would very rouglhgy grow along with GNP,
Kou will forever have 5 percent of GNP in the deficit. You first

ave to have a big expenditure cut. Then you set things so that
they srow f‘)ro rtionately with GNP. But obviously if you want to
get rid of the deficit, you can't start that wa{\.
Dr. RoBerts. I said “less,” Charlie. Let the ! udget grow slower
than the economy. That's what I said. )

Senator MoYNIHAN. Well, Mr. Chairman, can I hear from Dr.
Greenspan and Dr. Feldstein on that proposition? It just doesn't
seem to me the numbers are there in the way we are talking.
ther:o are? the cuts that you are talking about and where do we

ave to go

Dr. FeLpsTEIN. I don’t think you can get all of the spending cuts
just out of domestic budget, excluding Social Security and Medi-
care. And it was the domestic budget, excluding Social Security
and Medicare, that Charlie Schultze was talking about when he
1317% ’the share of GNP has come back to where it was in the early

8.

Dr. ScHurTzE. Mid-1960’s.

Dr. FELDSTEIN. Or the mid-1960’s. We are still a percentage point
or above where we were in the early 1960's.

__ But the big increase has come in the area of Medicare and Social

Security. That was 2 percent of GNP in 1960. It is heading for 6%
percent of GNP, close to 7 percent of GNP, by the end of this
ggceade. That's where all the growth of Government spending has

n.

Senator MoyNiHAN. But it does finance itself.

Dr. FeLpsTEIN. Well, total taxes do not cover total spending. We
have an earmarked tax for the Social Security and Medicare pro-

am which finances those programs. But if we slow the growth of

ial Security and Medicare, then we can reduce the overall
budget deficit. And if you ask where are the possibilities for reduc-
tion, some of them are in the rest of the domestic budget, but some
of them are, I think, in Social Security and Medicare.
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As far as the rest of the budget goes as a share of GNP, it has
come back down very dramatically. But in terms of real dollars, in
terms of dollars adjusted for inflation, it's approximately doubled
since 1965 so that some of those parts of the Government naturally
increase over time as we become more affluent and more numer-
ous.

But other parts ought to decrease as we become more affluent
and other parts need not grow with the size of the population. So
there is scope, I believe, for cutting the domestic spending exclusive
of Social Security and Medicare.

Senator MoYNIHAN. Mr. Chairman, my time is up, and I thank
you. .

Dr. GReeNsPAN. Could I just respond to your question, Senator?

Senator MoYNIHAN. Yes.

Dr. GReeNsPAN. I think it’s important to distinguish between the
immediate post-World War period and the current period. Profes-
sor Roberts is certainly correct that aggr;fate Federal debt as a

rcent of the GNP was quite high immediately following World

ar 1I when we had an explosive increase in Federal debt. Howev-
er, in the immediate post-World War 11 period, the rate of increase
in the Federal debt was very low and hence debt began to fall as a
ratio to the GNP. The contemplated rate of growth in interest pay-
ments was falling as a consequence.

The difference now is we are getting to a point where we have an
arithmetical dilemma in the sense that at some specific level of the
deficit—if $200 billion is not the required number, use $500 billion,
you get an explosive expansion in the ratio of Federal debt to the
GNP, and an explosive rise in interest payments which in turn——

Senator MoYNIHAN. The situation becoming unstable.

Dr. GREENSPAN. It’s an unstable situation. And I think we are on
the edge of that.

Senator MoYNIHAN. I think we are on the edge——

Dr. GReeNsPAN. I think we are on the edge of moving into an un-
stable situation. We are not there yet. In other words, we are not
now in a position where projections of the current services deficit,
and therefore the level of the debt are not at an explosive rate
where interest payments become cumulatively unstable. If, howev-
er, we move from $200 billion to $300 billion and move the Treas-
ury bill rate as a consequence, probabt!‘y to 156 or 20 percent, then
the fiscal system becomes extremely difticult to restrain.

It's that process which I think is the real danger in this whole
budget deficit issue. Its one which is cgpable of being fended off
now but would be exceptionally more difficult to do, say, 2 years or
4 years from now.

Se‘;aator MoyYNIHAN. Mr. Chairman, could I just repeat that in
sum

The CHAIRMAN. Yes.

Senator MoYNIHAN. We may be at a point where the dpaymenl: of
debt service becomes unstable, goes out of control, and cannot be
retrieved under the current monetary system. It seems to me that's
a very powerful statement by Dr. Greenspan, Mr. Chairman.
Thenk you.

The CHAIRMAN. Do you want to comment on that, Dr. Roberts?
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Dr. RoBerTs. | was just g:clr;g to respond to Senator Moynihan
about the payroll tax and Soci Securit&;cMany economists would
be prepared to argue that even though Social Security is currently
self-financed, that the payroll tax rate is sufficiently high that it
reduces employment, and thereby contributes to the general budget
deficit in that way. So it doesn’t fit the neat category.

The CHAIRMAN. Could Iljust ask a couple of questions? And then
I will move on to other colleagues.

Is it fair to assume that the financial market has less than total
confidence in the Congress? [Laughter.]

Dr. GREeNSPAN. I think that's fair.

The CHAIRMAN. Anybody who has any confidence in Congress
please stand up.

That seems to be the biggest hurdle. But as I just listened to the
testimonies or the statements of those witnesses, plus the state-
ments we have made up here, it would indicate to me at least there
is some hope of a strong bipartisan push. I know that in itself isn’t
going to solve anything, but we have to have some action.

Dr. Feldstein says we have to do it in a certain way. I'm not cer-
tain just how it may come out. David Stockman has a plan that the
President has yet to sign off on. Others will have plans. But it
seems to me that the climate is pretty good. Now it's very early.
It’s only January 2. And we haven’t met yet. It could change in 2
or 3 weeks or 2 or 3 months.

How much time do we have to make this all happen? If you are
oing to put a timeframe, when should Congress act? By July,
ugust, September? Does it make any difference?

r. GREENSPAN. I would say, gentlemen, that Brobably your side
of the table is far more capable of answering that than our side.
It's when the next election camI?:ign begins.

The CHAIRMAN. That’s after Labor Day, I assume. Probably start-
ed in some States already, Kansas and others. [Laughter.]

Dr. Feldstein.

Dr. FeLDSTEIN. I would certainly like to see it done by the
summer. What worries me, as I said in my prepared remarks, is
deficit reduction itself tends to put a dampar on the economy. You
need to offset it by convincing financial markets that it’s not only
beginning but that it's going to be sustained. And you've got to do
it in advance. You can’t wait until just before the deficit starts to
shrink. We are talking about fiscal dyear 1986 as the first year in
which to take a big bite out of this deficit. You want to get the in-
terest rates down 6 months, 9 months in advance of that so that
investment and export can pick up. There is that lag between the
time when interest rates drop and when it shows up in a substan-
tial increase in investment and a substantial increase in exports.

And that’s why waiting until the end of the calendar year and
then taking a big bite out of the 1986 deficit is a ver¥l dangerous
strategy, the kind of stra that could easily push the economy
into recession in 1986. The key is to get it done earlier and in a
way that is convincing as possible to the financial markets.

e CHAIRMAN. Charlie.

Dr. ScuuLTzE. Well, the last thing I want to do is suggest that
speed isn’t essential and that the deficit isn’t the country’s overrid-
ing problem. On the other hand, you know, sometimes the best can
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be the enemy of the good. And I believe there is enough flexibility
on the part of the Federal Reserve to bridge over any temporary
transition period. So I wouldn’t be terribly worried even if the
economy were softening later on in the year before you acted. 1
still wouldn’t be worried about going ahead and doing it anyway.

It’s not as if we had 2 percent interest rates and the Fed didn’t
have much room to push them down further. We have, depending
on how you measure it, 5, 6, 7 percent real interest rates. There is
a lot of room for the Federal Reserve to offset any transitional con-
. sequences of your acting on the budget deficit even in a temporari-

ly weak economy. So that, yes, of course, act in a hur%, but if you

happen to be late, then don’t close up shop and say, “Oh, well, we
are late, we missed it.” And also don’t say—I almost hesitate to say
this because we have had too many half loaves and I hope to the
Lord we get a full loaf, but even so a half loaf is still better than no
loaf, even on the deficit.
- Now I do not mean that to suggest that you wouldn’t be con-
cerned about doing at least a hundred and some billion off the defi-
cit by 1988. But it isn’t as if you have got to have the timing exact-
ly right and the amount exactly right.

The CHAIRMAN. I think we can handle that last part on the title.
But I do think there is an urgency. And that is the point I wanted
to make. Not an urgency in the sense that we do it in the next 60
days, but certainly in the next 6 months. It would seem to me that
after that it gets more and more difficult because we are not in ses-
sio;:0 inDAugust. And then I think we are in an election cycle after

r Day.

I wouldn’t want to be the one to raise revenues in this hearing,
but I guess if you found a case where there was a big loophole out
there that ought to be addressed, that would be fair game in any
= packa%}e. Does anybody support loopholes here? [Laughter.]

Dr. GREENSPAN. We just sugport incentives.

The CHAIRMAN. Incentive. I understand the difference. In fact, I
read about those in Dr. Roberts’ book where I was probably men-
tioned on every other page.

But it does seem to me that the President has made it ver;lr clear.
We are only going to look at revenues as a last resort. And I think
that’s it. I don’t know when the last resort comes, but I think Char-
lie indicated it probably would come. And I'm not here to suggest it
or advocate that point of view, but I think we have to be very seri-
ous about what we propose to do. And I would hope—and I know
the chairman of this committee and Senator Long and other mem-
bers of the committee are going to be working as quickly as they
can,

Another thing that concerns manﬁv of us is the high value of the
dollar. I'm not sure you addressed that specifically, but would it be
fair to say that if we did do some responsible work on the deficit
that that might properly moderate the strength of the dollar,
which would of some help to farmers and others that I can
think of?

Does anybody di with that?

Dr. RoBerTs. I don't think you could take it for granted because
the assumption is that the strength of the dollar is due to high in-
terest rates due to big budget deficits. If that assumption is

O o madd
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wrong—in my view it is—then reducing the deficit does not
weaken the dollar. It might even strengthen it.

I would like to point out for the record that according to the
actual balance of payments statistics, at least as repo by the
Treasury, there seems to be a certain amount of misinformation
about huge inflows of foreign capital that are financing our deficit.
If you actually look at the figures, you don’t see any real change in
the inflow of foreign capital in the United States. For example, in
1983 it actually dro pe(f below the 1982 level. And in 1984, based
on annualizing the first two quarters, it’s running at about the rate
it was in 1982. .

What has happened has been an extraordinary decline in U.S.
capital outflows. That is, the U.S. demand for foreign currency ac-
counts has collapsed. So the money is staying at home and financ-
ing our own deficit. And you have to ask yourself why is this
money staying home. If you look at the figures—for example, in
1982, the U.S. capital outflow was $119 billion as compared to an
inflow of foreign capital into the United States of $35 billion.

In 1983, the U.S. capital outflow dropped from $119 billion to $49
biléion. The foreign capital inflow also dropped, but from $95 to

In 1984, based on annualizing the first two quarters, the U.S.
capital outflow is $567 billion, which is still less than half of what it
was in 1982,

Now somne people are of the opinion that what basically hap-
pened was the tax rate reductions improved the rate of return on
real investment in the United States on an after-tax basis, and
money quit leaving the country.
ahThg AIRMAN. I'm going to have to surrender my time. Go

ead.

Dr. GREENSPAN. Most of that decline in net capital outflow is
banking community data, essentially U.S. parent bank flows to af-
filiates abroad. To a substantial extent it's the pulling in, as I
recall, of the Latin American credit expansion starting in the
second quarter of 1982. I think that's most of it, but the point you
are raising is well taken.

Dr. RoBerTs. Alan is right that some of this is changing as a
result of the banks’ bad experience with Third World loans. But,
nevertheless, the loans to the Latin American countries have risen.

The CHAIRMAN. I think the bottom line is that I think there is
concern about the deficit, although there are some Republicans
who are no longer concerned about deficits. But most of us are. We
consider_ourselves to be traditional conservative Republicans and
we want to get it reduced. And we have been joined by many,
many on the other side of the aisle who have these same attitudes.

I have just read Senator Baucus' statement, which I think is an
excellent statement.

And I'm now prepared to yield. )

Senator Baucus. Thank you, Mr. Chairman. Gentlemen, I will
ask a series of questions. We don’t have a lot of time here and I
hogﬁ you will keep the answers really short.

e first question I'm going to ask each of you is: How much do
you think from an economist’s point of view—that is, strictly from
the point of view of should we reduce spending the first year, and
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by how much should we reduce sf)ending by the end of the third
year? Just give me some rough dollar estimates.

I'm going to start with you now, Dr. Feldstein.

Dr. N. I'd like to see the deficits on a path that bri
them down to 2 percent of GNP in 1988 and a balanced budget in
1990. I would like to see you do as much of that as you can {ere-
duced spending, but I suspect the taxes are going to have to be a
significant part of it.

Senator Baucus. Roughly by what proportion should that deficit
reduction be on the spending side?

Dr. FELDSTEIN. I can’t really give you an answer to that.

Senator Baucus. All right. Dr. Schultze.

Dr. ScHuULTZE. I can't sive you an answer on the number you
outgsht to aim for on spending. But, you can’t do it all by spending
cuts.

You ought to aim at a minimum for getting the deficit down to
somewhere between $75 and $90 billion. That is, well under $100
billion by 1988. I don’t know what the new numbers are going to
look like on deficit projections when the CBO and the administra-
tion stop wrestling around, but I'm going to say they are going to
be like $225 billion you have got to come down from.

Now some of that rgy'ou automatically get from saving interest.

Senator Baucus. Right.

Dr. ScHuLTzE. But if you froze all entitlement programs includ-
iég the Social Security in the sense of a l-year moratorium on

LA’s, everything—I would exempt the poor—and freeze defense
appropriations in inflation adjusted terms, my rough estimate is
you will take $50 billion out of spending in 1988. And I think if the
Congress could do that and then something around the same
lr}umber on tax increases or a little bit more, you would really be

ome. -

Senator Baucus. All right. Dr. Roberts.

Dr. RoBERTS. Senator Baucus, I will emphasize once again that if
you were to, for example, take a——

Senator Baucus. If you could give me a dollar amount. This year
and also in 3 years.

Dr. RoBerTs. It wouldn’t do any ﬁood Suppose you said you are
oing to cut it $50 billion a year? It may or may not reduce the
eficit, if that is your concern, depending on how the economy

grows.

Senator Baucus. We can’t control the Fed. We are sitting here
meeting today and we have to make some decisions. I'm trying to
determine what those decisions should be. Otherwise, I shouldn’t
even be here.

So what is just Kour best judgment on this?

Dr. RoBerTs. That's the whole point. If you want to reduce the
deficit, and if you want to reduce spending as a share of GNP, you
have to do it in relation to the performance of the economy.

A recent study by the Congressional Budget Office, which I re-
ported on—I don’t remember the exact figures, but it showed, for
example, that a 1 percentage point higher real economic growth
rate had about twice the effect on deficit reduction——

Senator Baucus. I'm sorry. I've got lots of questions here.

Dr. Greenspan, could you give me a dollar amount, please?
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Dr. GReENSPAN. I would say at least $110 billion on the expendi-
ture side by fiscal 1988 on the grounds that I think the problem is
so large that it is almost impossible to overdo the reduction as far
as the economy is concerned.

Senator Baucus. So you would say roughly by $110 billion or
more lay 1988.

Dr. GREENSPAN. That’s annual.

Senator BAucus. Annual reduction?

Dr. GREENSPAN. That's right. Annual, by 1988.

- Dr. RoBERTS. Another recession would wipe out the effect of that
on the deficit.

Senator Baucus. Another series of questions is: Strictly from the
point of view of an economist, trying not to put political value judg-
ments into your answer, which I know is going to be tough in some
cases—but the question is-—and I know Dr. Greenspan thinks it
does make a difference between defense and COLA’s as to where.
The real question goes to the mix of the spending cuts. As econo-
mists, can you all generally agree with the proposition that if you
cut x dollars in each next several years that from an economist’s

int of view that the value of the dollar and interest rates and so

orth—it doesn’t make that much difference what the spending cut
mix is? Do you all agree with that or is there a substantial dis-
agreement? _

Dr. FeLpsTEIN. I would associate myself with Alan’s general prop-
osition. That what matters in all this is what people think is goin
to happen in the more distant future; not just the next couple or
years, but what is going to happen out to the end of the century.

Some kinds of changes in spending are more likely to be perma-
nent than others. When you change the COLA’s in an entitlement
program or you zero out an entire program, then that leads to the
expectation of a more permanent uction in spending than 1
year changes in defense spending that could easily bounce back up
again.

Senator Baucus. You think the expectation of the financial
market is more significant to cut something like COLA's because of
the out-égar implications and something else.

I see Charlie shaking his head.

Dr. FELDSTEIN. I don’t know how strong to ive about that, but my
sense is that there is a difference.

Senator Baucus. Thank you.

Dr. ScHuLTzE. Give or take a nickel, a dollar is a dollar is a
dollar. If the Congress credibly—now you have got to be credible,
you can’t play Mickey Mouse—but credibly cuts the spending path
for the next 3 years by a large amount and does the things neces-
sary credibly, enacts them, to pull the deficit down below $100 bil-
lion, I'll bet there isn't anybody on Wall Street who stands around
doing what I would call second order calculations as to exactly
where it is or what this will mean for the year 2010. Because any-
body who bought a bond believing that the Congress’ actions this
year predicted what they were going to do 10 years from now ought
to have his head examined anyway.

So I would say a dollar is somewhere between $0.95 and $1.05.

Senator Baucus. Thank you.
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Along those same lines, as I indicated in my opening remarks, 1
am interested in a freeze, a total freeze, total across the board
freeze in Federal spending, including all programs. I understand
and agree with some of the modifications that Dr. Schultze suggest-
ed in some means tested programs that don’t amount to very much
in terms of total Federal spending.

I'm wondering if any of you as economists have any trouble with
the ::ﬁtal freeze on Federal spending, across the board freeze on
spending.

Or let me state the same question differently. Tell me the degree
to which you think that is either a good idea or a bad idea, strictly
from the point of view as an economic proposition.

Senator PAckwoob. Max, could I ask a question?

Senator Baucus. Sure.

Senator PAcKkwoobp. You mean a 1-year freeze ongl\‘r}?l

Senator Baucus. I mean a l-year freeze only. That’s right. As
you pointed out, Mr. Chairman, that raises about the same amount
as the President’s proposed spendin%‘cuts in the first year.

One advantage a freeze has is that it permanently lowers the
base because when we address future years, we are starting from a
lower base in each of the following years the freeze is in place.

I understand that the question then becomes, well, what about
1987, fiscal 1988 and so forth. But my thought is that if we could
freeze total Federal spending in 1 year of fiscal 1986, at least that
does permanently lower the base. And, second, it gives us a 1 year
period in which to try to get our act together and figure out what
we are going to do about defense, entitlement, domestic spending
and so forth.

We don’t live in a perfect world, but it just seems to me that that
is the place from which to begin.

Dr. FELDSTEIN. Senator, by a 1-year freeze, you mean that’s all?
Just a 1-year freeze and you let the future years——

Senator Baucus. I'm hoping Congress meets next year.

Dr. FeLpsTEIN. But I think that would be a very big mistake. I
think that's exactly the kind of piecemeal Year at a time approach
that I warned about, because then you would get lower spending in
1986, but you would have a much smaller impact on interest rates
8o you could easily push the economy into recession by a contrac-
tionary reduction in spending in 1986 without the favorable inter-
est rate effects that depend upon expectations that this is a long-
term, real reduction.

Senator BaAucus. What would your reaction be to a 1-year across
the board spending freeze but at the same time we enact that in
year two it's an across the board spending freeze, plus 1 percent or
something like that? Or hold the freeze for 2 years. I'm just curious
if g;u could quantify that.

. FELDSTRIN. The more you push long-term, the more you say
this is just not a $40 billion slice in year 1 and a $42 billion slice in
year 2. But actually is a major growing wedge that moves toward
the kind of $100 billion remaining deficit by 1988 and lower after
that. And the extent that you move toward that, then I don’t, from
a purely economic point of view, care whether you start by calling
it a freeze or you design it some other way.
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Senator Baucus. It's dangerous to modify it in these situations,
but what if it's a 1 year spending freeze and on to%of that we put
in cuts we thought were appropriate for each of the next 2 years
and enacted that in one package by summer?

Dr. FELDSTEIN. It depends on how many dollars a——

Senator BAucus. I'm assuming a very significant number of dol-
lars in order to get at the ﬁroblems we are getting at.

Dr. FeLDSTEIN. Then whether the first year is designed in the
form of a freeze or it's designed as a series of specific spending cuts
is secondary. It is not the central issue. The issue is what the
actual projected deficits are in each of the future several years.

Senator Baucus. Dr. Schultze, did you have any reaction to that?

Dr. ScHuLTzE. Tell me precisely what you mean by a freeze.
First, by a freeze do you mean you freeze cost of living allowances
in entitlement grograms that have such allowances; you don’t just
freeze spending!

Senator BAucus. Or freeze discretionary spending or——

Dr. ScHuLTZE. For example, if you freeze all the entitlement pro-
grams in the sense of no cost of living allowances, if you freeze,
that is, no increase at all in any of the discretionary civilian pro-

ams, my back of the envelope calculations tells me that's ahout

E& ll‘)illion worth of cuts by the year 1988. It isn’t as big as you
think.

That is, if by freeze you simply mean I'm going to set a total that
is no higher than last year for the total civilian budget of the Fed-
eral Government, that's quite a different kettle of fish. That
means, for example, you have to do something explicit in the farm
price support program. You can’t just freeze it. You have got to
change the law.

So I'm being longwinded, but the amount you will get out of a
freeze—all COLA’s frozen, no increase in discretionary programs—
my guess would add to about $25 billion a year. You do the same
thing to Defense appropriations, because you can’t freeze spending,
in real terms, you will get another $30 billion in 1988.

Senator Baucus. Well, the basic question I asked you is if we
were to freeze along the lines you are suggesting, to what degree
would the financial markets respond across the board.

Dr. ScruLtzr. If you did that and incorporated it in a long-term
budget projection which showed your intention of holding it, I
think it would be very good. I don’t think it would be a problem.

Senator BAucus. Anybody disagree?

Dr. RoBERTS. As long as people don’t think you are going to make
the spending up in the following years.

Senator Baucus. Thank you very much.

Dr. RoBERTS. If they get that idea, it wouldn’t work.

Senator Baucus. Thank you.

Senator DANFORTH. I'd like to reopen a point that Senator Moy-
nihan made. Some would say that unless we do something to con-
trol the growth rate of entitlement programs there is no way to
have the budget under sufficient control to produce the sort of eco-
nomic results we would like. That entitlement g ams now ac-
count for something like 45 or 50 percent of the budget; that their
cost has been increasing very rapidly; and, therefore, there should
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be some freeze or some adjustment of COLA’s to try to control the
growth rate of entitlements.

Other people might argue, as Senator Moynihan indicated in his

uestion, that the entitlement programs are paying for themselves,
that Social Security, we just p a Social Security bill, and that,
therefore, any effort to try to contain Social Security especially
would be viewed as an effort not to address the Social urity

uestion but as is often said to balance the budget on the backs of
the elderly.

Very tough political argument to make, of course. I'd like your
judgments as to whether it is possible or likely to come up with a
credible approach to reducing the size of the deficit without includ-
ing some adjustment of the growth rate of the entitlement pro-
grams. And if you care to venture it, some comment on the equity
of doing that.

Dr. FELDSTEIN. I think it would be very, very difficult to get sub-
stantial reductions in the outyear deficits without dealing with the
entitlement programs, middle income entitlement programs, in-
cluding Social Security, unless you are prepared to have very large
tax increases. I think the choice comes down to that.

I think after you have done as much as you possibly can to cut

back on domestic spendin prog'rams other than the middle income
entitlement programs an rhaps trimmed back on defense in a
significant we}y, you are still goinls to be left with deficits that are
far too large for a 2 percent of GNP target in 1988 and a balanced
budget at the end of the decade.
I think that only leaves you the choice of having very large tax
increases, tax increases on the order of $120 billion a year, or shar-
ing that burden more generally by looking at the entitlement part
of the budget.

I, frankly, don’t see how Congress can cut the entitlement pro-
grams and the means tested part of the budget and not in the
ga‘ringe tof fairness also look at the nonmeans tested part of the

udget.

Dr. ScHuLTzE. Basically, I agree with Marty that since entitle-
ments in effect are 10 percent of GNP and they are 40 percent of
the budget in round numbers, you can’t have a credible program
that doesn’t go after entitlements.

No. 2, however, I woula also like to point out that it is no longer
true, and hasn’'t been for a while now, that in some sense entitle-
ments are out of hand, that the budﬁet deficit can be explained by
a continuing excessively rapid growth of entitlements. The problem
;18 tl(lle level is high, but they are no longer growing in any out of

and way.

For example, in 1983 entitlements were 12.5 percent of GNP. In
1985, 10.6 percent. In 1989, 10.3 percent. As a share of GNP, it has
been coming down. As a share of the budget, they have been
coming down. They are high. They are such a larif part of the
budget you cannot go after in all good conscience the rest of the
budget without going after them. But I wouldn’t any longer blame
the budget deficit fundamentally on out-of-control entitlements.

Dr. RoBerTs. Charlie, which years did you say they had come
down? The recent sg,'ear&; of high growth?

Dr. ScHuLTzE. 1983—no, 1935 to 1989, slow growth.
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Dr. RoBERTS. It has not happened yet. That’s right.

I think that what the Social Security report shows, if I remember
correctly, is that over the Elanning period, which is a long-term—
something like 756 years—the real value of Social Security benefits
are slated to triple, based on the assumptions of inflation and so on
that are used in the report. So that shows a substantial growth in
the real value of Social Security benefits over the planning period.
It's a long-term planning period that is used.

That seems to be mainly due to the way the initial retirement
benefits of each year’s crop of retirees are determined. There is a
formula that lets these benefits rise with labor productivity. So if
you have got the real value of Social Security benefits growing
with the growth of the economy, and you've got retirees growing
faster than the work force, then you have got a situation where it
looks to me like Social Security has to absorb a larger and larger
share of GNP. So it would seem to me that you could fix that prob-
lem without really affecting current retirees. It would only affect
people who are retiring in the future.

Senator DANFORTH. Dr. Greenspan.

Dr. GREENSPAN. I don’t see any way in which a really significant
reduction over the long-term of the unified budget deficit can be
enacted without some significant curtailment of entitlement pro-
grams; specifically, with respect to the COLA’s. I think we are
making a mistake by ruling out COLA adjustments as a means of
coming at this deficit problem.

We are swinging back and forth on the issue of whether or not
Social Security, leaving out the Medicare segments, is appropriate-
ly funded. The payroll tax revenues allocated to the social insur-
ance funds, excluding Medicare, in an accounting sense will keep
the old age and survivors and disability funds in reasonably good
shape. The problem, basically, is that ial Security is not an in-
surance program in the sense of full funding that a private insur-
ance program is. The actuarial input coming from the taxes is not,
in fact, equal to the present value of benefits paid out.

So in that sense, there is more going out than going in. From an
equity point, it's difficult to make judgments of whether Social Se-
curity is a problem. What I would say is that there is no Social Se-
curity problem with respect to its allocated revenues. That issue
was appropriately resolved with the congressional actions a year or
80 ago.

e are talking, however, about the unified budget deficit which
includes all of these various programs. In that sense, the allocated
revenues to Social Security basically are part of the total revenue
input and the outlays are part of the total outlay. And if you look
at the individual outlay items and the individual tax items, it is
very difficult to avoid the conclusion that a really frontal assault
on the deficit cannot eliminate from consideration the major enti-
tlement programs. I know of no way to do that.

Senator PAckwoop. David.

Senator PrRYor. Mr. Chairman, I'd like to ask a question of each
of the participants today. And, once again, I think they are doing
an excellent job. And this is a great way to start off the new year.
For us to see some parameters. You men have been confidants and
advisors to Presidents in the past and the present.
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Would you give us, after these years of experience and what I
consider to be a good understanding of Washington of how it works
and doesn’t work and what it responds to and doesn’t respond to—
could you share with us just a moment the approach on the spend-
ing side that you might advise a President or a Congress to consid-
er these next several months as to the expenditures?

For example, is our approach wrong? Are we using the wrong ap-
proach right now in going throu%h the reconciliation method and
sort of taking each agency and line item by line item and how
many cars they need and how many more computers they need? Is
this going to meet the test or are we going to require some across
the board program like a freeze as Senator Baucus has talked
about and I have supported?

Frankly, I don’t think the old system is goinitp get it. I may be
wrong, and I don’t know what system we ought to employ, but I
think it's going to take—we used to say over on the House side—
the frank bow meat ax approach, 5 percent off of you and so forth.
I don’t know that that's going to do it.

But I wonder if you gentlemen would share just a few moments
as to what your approach would be and whether the approach we
are using is outmoded and outdated and unworkable.

Dr. Greenspan.

Dr. GReensPAN. I think the problems starts with the 1950’s.
Prior to then, there was a certain view in this country of what the
appropriate functions of Government were. The areas which the
Federal Government was responsible for did not have built into
them an expansion which tended to eat into the real resources of
the country.

More recently we have requested of the Federal Government to
do more than 1 think our political system, the way we are struc-
tured, enables us to do. In a sense, we tend to create costless bene-
fits. And it is very difficult to reverse this process.

Just going back to Social Security for a minute, there are many
members of this committee who remember quite well how easy it
was to get a 20-percent increase in Social Security benefits in 1972.
That increase went throuih the Congress like a hot knife like
butter. And if the former chairman, Mr. Long, were here, he could
gi\;:ogou chapter and verse and some fascinating stories on that
episode.

Senators Moynihan and Dole know we struggled hard and furi-
ously in the Social Security Commission to recoup in dollar
amounts a very small fraction of that.

There is a bias in the system. And unless that bias is redressed,
we will have a continuous shift toward structural deficits. You may
solve it with a Herculean effort in the next year or so, but that
does not solve the fundamental institutional problem. That is the
reason | testified many times that I thought the appropriate consti-
tutional amendment was not to have a balanced budget amend-
ment, but to require super majorities in both houses of the Con-
gress on any money bill, on any authorization, a[:f)ropriation or
outlay on the grounds that if the bias were in the direction of in-
creasing expenditures, if one could make it more difficult to pass
expenditure legislation, one could presumably restore the balance
that existed in the 1950's and earlier.
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Dr. RoBERTS. Senator, as a former chief economist for the minori-
ty staff for the House Budget Committee I certainly agree with
your doubts about the ability of the. process as it works now to deal
with the spending. And that's why I think that the agproach you
should take is that the Government’s budget grows 2, 3 percentage
points less than the growth of the economy.

If you do that and you stick to it, then you have got the problem
under control.

Senator PrYor. Thank you, Dr. Roberts.

Dr. SchurrzE. I don't think it's fundamentally a process problem.
The Congress does have a way—and it invented a pretty good way
about 10 years ago to consider the total budget for the first time in
it's history. And it has got a lot of flaws, but I think the Congress
does a much better job and has a much better mechanism to look
at the total budget, rather than just piecemeal.

You have several processes by which to enforce it. They are not
?erfect, and they don’t work every year, but they are basically ef-
ected tools. The Congress is now considering and has for some
ﬁears the future consequences of its actions. I can remember as a

udget director 20 years ago it being very hard to get the President
to concentrate on the next budget year, much less b years out.

But the Congress now does. I think all the mechanisms are there.
We had small and very occasionally serious deficit problems until
about 4 or 5 years ago, but they weren’t overwhelming. We had
some problem of an up-creep in the Federal share of GNP taken by
the Federal Government, but it was pretty small, the smallest of
any other country in the world. But it was there. It was a problem.
It wasn’t a big one, but it was there.

I think what we are suffering from now is the tremendous politi-

cal difficulty of undoing a great big mistake we made 3 years ago.
Thinking we could have a massive tax cut and very rapid increases
in defense spending, and not suffer from budget problems. Well,
rou know, everybody bought it. The public liked it. The Congress
iked it. Both sides of the aisle liked it. Some of the Democrats
were trying to make the tax cut even larger so it's not a partisan
matter. I think everybody made a big mistake. And it’s as painful
as the very dickens to try to undo that mistake because we are
taking a lot of goodies back.

I think the process is there. But I'm not sure how serious the
public is about the need to reduce the deficit. Actually of all the
three elements that go into it—the Congress, the President, the
public—I think the Congress is a lot more concerned about it than
tllx:) %t!};er two. And it has the mechanism there to do something
about it.

Dr. FELDSTEIN. I agree with Charlie that it's not a mechanism
problem at this point. After all, what has happened in the last few
years has shown the ability of the Congress and the administration
to cut resources going to nondefense spending very, very sharply
from 9% J)ercent of GNP in 1980 to a little more than 7 percent of
GNP, and on a 6path that with no further legislative changes will
take it down to 6% percent of GNP. So I think you have shown you
have the abilitwhen you have the will to do it, to bring spending
under control. What is required now is to continue to do that.



66

I think the key thing is to have a sense of a bottom line that you
are aiming for early on. I think that the notion of 4 percent of
GNP deficit in 1986, falling to 3 percent in 1987 and 2 percent in
1988, and then working back from that into the specific pieces
really is what is needed at this point.

Senator PAckwoop. Malcolm.

Senator WALLOP. Thank you, Mr. Chairman. I am, as always, fas-
cinated by the collection of thoughts that come from the minds of
economists, all of whom at this table I consider my friends, and
many of whom I have had far too long an evening with in the
course of these discussions.

But I want to know how it is or why it is or what it is that ang'-
body thinks is the formula that exactly ties interest rates to defi-
cits. I am m{‘stiﬁed by the fact that with a $46 billion deficit the
last year of the Carter administration we had 21% Fercent interest
rates. And I'm not sitting here as an advocate of deficits. I just
want to know what the formula is. And I'm also mystified now why
interest rates are coming down.

Alan? I mean I read Henry Kauffman’s Solomon-like pronounce-
ments from his Solomon-like firm, and they don’t seem to have any
more accuracy than anybody else’s do. They have a lot more effect,
but they don’t have many more accuracies.

Dr. GREENSPAN. Solomon.

Senator WaALLOP. Solomon and Salomon. I made the distinction.
The Solomon-like pronouncements from the Salomon-like firm.

Dr. GReEeNsPAN. I think the problem is a concept—not a simple
formula. There is a fairly easy way to demonstrate that very large
deficits will lead to very high interest rates in extreme circum-

_stances. We see it in developing countries all over. There is very
little question that a major central government deficit financed b
the central bank will generate a level of inflation which will
embody itself in interest rates and hence the correlation will be ex-
tremely close.

Senator WaLLopr. But would you agree with me, though, Alan,
that the rimari'l problem in developing countries is also state con-
trol of all the other means of creating capital?

Dr. GREENSPAN. Sure; that is part of the problem but it would
exist even were that not the case. What the problem basically is is
that central banks finance the government debt which finances-the
failure of receipts to equal expenditures. So at root is the process of
g:e geg:ral bank, in our case the Federal Reserve, accommodating

e debt.

If the central bank does not accommodate the debt, then the
process is different. Demand exceeds the supply of capital and in-
terest rates get driven up. The reason you will not find a simple
correlation between deficits and interest rates—and, indeed, you
can’t—is that there are too many other complex forces acting, such
as a very significant softening in private credit demands during a
recession, a period when revenues fall for the central government
and the deficit rises. So what appears on the surface at least in
that period is a rise in deficit and a fall in interest rates.

The problem that you have is where it really matters, namely in
the period ahead—it is very difficult to construct any meeningful
scenario in which Federal budget deficits in the United States stay
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St $200 billion and rise in which interest rates come down and stay
own.

Senator WaLLor. You have no quarrel from me from that per-
spective, but you have a great quarrel from me as a panel for any
conclusion that there is this direct correlation that can be cured by
either a large tax increase or major efforts to cut without looking
at the other things, which you just mentioned, the dynamics of a
creative economy. And I just don’t see—I don’t know how we get
that part of the argument into our decisionmaking nere. We seem
toil))e tlerriﬁed of the idea of creating capital.

aul.

Dr. RoBerts. Well, Senator, I would tell you that none of the gen-
tlemen here could give you the formula, the connecting deficits
with interest rates. One of the things that the professional staff of
the U.S. Treasury spent over 3 years studying at our request was to
determine the effect of deficits on the prices of financial assets.
And these were not mitically appoin gople. These were the
professional staff at Treasury, every member of which was prob-
ably a Democrat b=cause the Republicans never hire anybody when
they take over the bureaucracy.

And they came up with a study that the Treasury published last

ear. It has a March date. It reslly didn't come out, I think, until

ay. And this includes a complete survey of every academic study

on the subject. And you just can’t find this simple relationship that
is assumed and that has been assumed here today.

And this is why I think it's a mistake to base your efforts to con-
trol spending on some direct, immediate or clear impact on interest
rates. If you look at the past 4 years, despite all the predictions
about what the deficit was going to do to the interest rates and
what the interest rates were going to do to investments and how
there wouldn't be a recovery in 1983, you will see that none of
these predictions came true. And despite rising deficits over this

l1l~iod and forecasts of rising deficits over this period, interest rates

ell.

It's very interesting to look at what has happened to real interest
rates over time. If you take, for example, DRI's——

Senator WALLoP. There is one other request I wanted to make.
Revenues are not only a function of the percentage of taxes raised
against things, but they are a percentage of the GNP, and the GNP
can’t grow beyond a certain point. Can it? Having tried its best, it
still doesn’t have enough capital in the system. I'm talking about
the Federal Reserve to grow anymore. And that does something to
interest rates as well as deficits, does it not?

Dr. FELDSTEIN. Yes. I e?ree with what you say. Certainly the
GNP growth is constrained in part by the amount of capital we ac-
cumulate. But the Federal Reserve is not the supplier of capital for
our economy. The suppliers of capital are the households and the
businesses that do the saving, and that’s where I think we have to
be very careful about anything we do, you do, on the tax side.

Senator WaLLor. There is a relationship, is there not?

Dr. FELDSTEIN. Well, what the Federal Reserve does fundamen-
tally over any long period of time is to affect the price level. It can
give a short-term slowdown or short-term pickup in the rate of
growth. It can create recessions and temporary booms. But it can’t
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determine the long-term real rate of growth of the economy. And
the danger in trying to use the Federal Reserve to promote growth
is that its a sure fire way of giving us more inflation.

Senator WaLLor. Well, 'm not suggesting that we do that. I'm
simply suggesting though that an economy then that has done its
darndest to grow and still has growth left in it and people seeking
jobs, and still wish to do so can’t, if you can’t produce more reve-
nue or more growth, if the money supply is so restricted that it is
below the rate of efficiency that exists in the country——

Senator PAckwoob. Dr. Roberts. -

Dr. RoBeRrTS. Some of my former colleagues at the Treasury and I
have recently completed a study that shows taxation has a greater
impact on the cost of capital than does the interest rate. I would be
pleased to submit it for the record.

[The study from Dr. Roberts follows:]



68

Supply_Side_Bconomicse
and_the_Coat_of _Capital

Presented at the Internationsl Conference on
“Adjusting to Shocka - A North-South Perspective"

Aldona E. Robbins
U.S. Departaent of the Treasury

Gery A. Robbins
U.S, Departaent of the Treasury

Paul Craig Roberts
Center for Strategic and International Studies
Georgetown University

Milan, Italy
Noveaber 21, 1984

The material contained in these remarks does not represent
en official position of the U.S. Treasury, and the suthors accept
sole responsaibility for any errors.



supply_Side Econorice._ond_ she _Cost _of _Cepitas
by
Aldona E. Robbins, Gary A. Robbins, and Paul Craig Roberta }/

.

I. Jotrodustion

The paper calculates the relative impact of fntereat rates,
taxes, and technology on the cost of capital. The results show
that the cost of capital is highly inelastic with respect to
changes in the interest rate. Taxation, however, substantially
affects the cost of capital, raising it by 30 percent for the
econoay as a whole. Increases in the coat of capital due to tax
changes raise the rate of return required from real productive
assets, which tranalates into fewer viable inveatment
opportunities,

The results of this paper dispute the policy prescription
implied by the view that Federal deficits cause high intereat
ratea, which {n turn, crowd out inveatment. The view thet higher
taxes would reduce crowding out and raise the investment rate is

« ~fnconsistent with our findings that taxation has significant

adverse effecta on the rate of capital formastion.

Ir. A Supply.Side_Erxspevork.for.dnalyzing.Producticn.Conts

Since the time of the New Daal, Aaerican economic policy had
been heavily influenced by Keyneaian theory. Policymakers
thought that by following "demand management® strategies of
raising or lowering taxes and thereby increasing or decreasing
the aize of governaent, the economy could be kept on a atable
growth path. Aggregate economic activity was believed to depend
on{l upon ayerage tax rates. Prices, other than the general
P¥ice level, did not metter. In this framework only the level of
disposable income for the econoay as wvhole determines growth.
Consequently, it waa thought possible to redistribute income
costlessly from one perason or group to snother by tranasferring
incone via the tax and welfare systeas.

Problema, however, ensued. Neither the business cycle nor
poverty vas eliminated. It appeared that a trade-off existed
between uneaployment and i{nflation, the so-cslled Phillips
curve. Unemployment, it seesned, could only be driven lower at
the cost of higher (nflation. Then & moat puzzling event
occurred. During the 1970s the econoay experienced what came to
be known as stagflation--the gipultaneous occurrence of economic
atagnation, high unemployment apnd high inflation.

Tﬁ;.c events readied the stage for the emergence of what
becane known as supply aide economica. Although its name was
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presuradbly to distinquish it from Keynesian demand aside policies,
it has led to some misconceptiona. In fact supply side economicas
is really just the application of the microeconoaic theory of
conauaption and production to the aggregate econoay. Supply side
theory posits that what is observed at the macroeconoaic level is
really the sum of all the individual picrOecoNORic transactiona
in the economy.g/ Thus, the explanation of overall economic
behavior actually lies in the ayriad of markets which it
enconpasases.

According to the principles of microeconomics, markete are
comnpriased of buyers with demand schedules and sellers with supply
schedules,. Theae schedules are merely lists of quantities of
various goods or services that buyers are willing to purchase and
sellers are willing to aell at various prices. For each good
there will be one price at which the buyers’ snd sellers’
quantities match, and the transaction ia made.

The relevant point here, however, is that the buyers and
sellers ere responding to prices. Behind the derivation of each
of these schedules is some very elegant theory which takes into
account, among other things, the prices of all other goods and
aervicea. If any of these relative_prices changea, the demand
and asupply schedules also change, unlike the textbook Keynesian
framevork where relative prices do not matter.

One of the basic preaises of supply side economics is that
government policy affects the reletive prices of fectors of
production -- land, labor, and capital. During the 1970’s, the
effect of government policy was to raise the cost of capital and
lower the return to labor by increasing-the tax burden at all
levels of government. The expansjion of the government sector
relative to the private sector thereby reduced the incentive to
invest and to work.

ITXI. 3Jupely.dide_Econonice_and_the.Cost.of_Labker

Although the major focus of this paper is on capital, labor
is a factor of production also affected by taxes. The impact of
taxea on labor costs is essier to analyze becauae labor
compensation generally occurs at the same time labor services are
provided.

Workers generally measure their well-being in after-tax
teras, namely gross wages less income and payroll taxes. Any
increase in incose or payroll texes reduces the worker’s after-
tax wage and well-being unleas the gross wage is raised by an
appropriate amount. If this does not happen, an increase in tax
rates causes the supply schedule of labor to shift up and to the
left. The general concensus of econometric studies ia that a 10
percent reduction in take-home pay reduces labor supply by about
4 percent. .

.
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Labor costs to the firm increase directly by any increase in
eaployer payroll taxea and by eany increasse in wages that occurs
es workers pass a portion of their income or payroll tax
increases on to the firas in order to keep their after-tax wvage
from falling. As wage costs rise, labor becoass more expensive
Telative to capiteal, and firms will sudbstitute capital for labor
where posaible, resulting in lower eaployment.

The disparity between gross before-tax labor compensation
and after-tax wages of workers widened during the 1970’as because
of incresses in income and payroll tax rates. The average
marginal tax rate on U,S. wages rosme from 21.2 percent in 1965 to
38.3 percent in 1981, almost a doubling. The increase due to
incone taxes alone was from 17.8 percent to 27.5 percent. HNuch
of this rise was due to the silent tax increasse known as 'bracket
creep”. Because the U.S. Federal income tax syateam is
progresaive, additions to income are taxed at higher and higher
ratea. As workers’ wages riase with inflation, they are pushed
into higher tax brackets even though their resl income has not
changed. Consequently, the rapid inflation of the 1970’s meant
that firmss had to incresse gross wages et a rate faster than the
rate of inflation simply to keep the worker in the same after-tax
poastion,

Payroll taxes were growing even faster than income taxes.
In the U.S. payroll taxes are used primarily to fund the social
security systemr. The social security system required higher
* toxes for sufficient financing because real levels of cash
benefits vere increased, Medicare was added, and the pay-aa-you-
go syatem matured. In 1963 the coabined employer-employes tax
rate vas 7.23 percent on the firet $4,800 in wages. By 1981 this
tax rete had risen to 13.3 percent on the firat $29,700 &n
vages. Not only did the tax rate alamost double, but the share of
wages in the U.S, sudbject to the tax rose from 72 percent to S0
percent because of the sharp increase in the wage base. As in
the case of “bracket creep", the firm had to increase continually
the worker’s gross vage in order to keep the worker’s after-
payroll tax wage the aane.

The effect of rising average marginal income tax rates and
payroll tax rates caused the cost of labor to increase without
any compensating increasses in productivity. As the cost of labor
rises relative to capital, microeconoaic thuory predicts that the
fira will subatitute cepital for labor where poasible and/or
reduce output. Capital, however, was subject to the same Federal
incone tax system. The remainder of the paper looks at what was
happening to the cost of capital. -

Iv. FEinapncial_lostru2ents._and_the_lovestepent._Decisicn

Central to the topic of this conference is the impact of
forces external to the economic decisionmaker, including
governmnent policy, on the investment process. It fs impossible
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to discuss the factors affecting economic progress without
placing them into the context of their influence on the basic
determinants of behavior. "Shocks" must be gauged in terms of
their influence on the supply and demand for goods and services
in order to gein any meaningful insight into their final effect.

Inpacts on the supply of labor are the most easily seen
since the provision of and payment for labor services are more or
less coincident. For example, & shock which affects the labor
contract can be judged in terms of the likely effect on the labor
supply achedule and can be quickly analyzed through the easily
obaervable impacts on wages and employaent.

The analysis of the impact of shocks on the supply of
capitel aservices is nuch less straightforvard because its pattern
of compensation spans more than one period. The analyst auat
develop & method to translate a aultiperiod investament
coapenaation pattern into current period equivslents. This falls
under the general rubdbric of the service price. The analysis
will now proceed by examining the financial investment decision
in detail., A aet of principles will be developed that will
ultinately be applied to the purchase of a real capital asset.

A. Consol with porfoc; foresight

3!!9-10‘1!&&90;-09-&!&

First the textbook example of a consol, i.s., an asset which
yields an infinitely-lived, constant stream of earnings is
exanined. At the margin the net payment per period from the
consol divided by its purchase price equals the discount rate for
the individual as wvell as for the market. Knowing two of the
three elements of the transaction uniquely determines the third.
For example, in order to induce an investor with a discount rate
of 4 percant to purchase a consol of 81,000, the net payment, or
debt service, per period must be #40. The formule for the debdt
service in the case of a aimple consol is written as

(1) Consol Debt Service = 8 1 = r
where r is the rate of time preference or discount rate.

The discount rate is the rate of time preference for the
individual and for the market. To avoid unnecessary
complications, the remaining analysis assumes that the discount
rate remains constant through time. Also the foraulas will
eaploy continuous conpounding and the purchase price of the
assets portrayed will be one dollar.

fpflaticn.. no_tex

The presence of inflation means that the value of the goods
that can be purchased with the proceeds from the consol changes
froa period to period. Future net payments aust, therefore, be
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adjusted for changes in purchaaing power. If inflation is
expected to run at 5 percent (forever), the value of all future
psyaents and therefore the principsl froa any subsequent sale is
reduced by 3 percent sach year, and the debt aservice payaent in
the previous example would have to increase from 840 per period
to 890 to keep the investor no worae off after inflation. Thuas,
the relation between the debt service payment and the purchase
price ia nodified to be the discount rate plug the inflation
rate. This is normally termed an "inflation premiua™. The debt
service in this cese is written as

(2) Conaol with Inflation Dabt Service = 8 ) ¢ (r ¢ 2)

vhere z is the expected inflation rate.

fofleticn_and. a.tax

The presence of a tax directly reduces the net payment
received by the investor, requiring a higher pre-tax payment to
keep the investor as well off as before. Assuning a 50 percent
tex rate, half of the proceeds of each payasnt goea to the taxing
esuthority. From our above example the payaent amount would have
to double from 890 to $180 per period. The dedt service foramulas
is nodified to be

(3) Consol with Inflation & Tex Debt Service =
81 & (pr o 2)/(¢1 - ¢)

where t is the expected marginal tax rate.

Now the mathematical relation becomes the discount rete plus
the inflation rate gll_divided_by one minua the tax rate to
*‘gross up"” the after-tax amounts to.necessary pre-tax amounts.
The term "gross-up" is used in the remainder of the paper to
indicete this tranaslation. Note_that._the_tax_is_levied opn_the
ioflation_premiva_os_vell_as_tbe_pure_ioterest. slesent_of_the
co0n89la This phenomenon, referred to as the Fisher effect,
explains an important interaction between taxea, inflation, and
the intsrest rate. As either taxes or inflation increase, the
noainal intereat rate must increase at a faater pace that the
aiaple sum of the previous two rates.

B. Purchease of a bond with perfect foresight

The previcus analysis cen be easily extended from an
infinite payaent stream to one with & fixed time horizon and
repsysent of principal. In thia caase, the previous examples can
be thought of as the equivalent of two simple transactions: (a)
purchese of the consol and (b) subasquent ssle at a price agreed -
" to at the time of purchase. Under conditions of constant
inflation and rate of time preference, tha geomatry of the bond
snalysis and the conaol are identical. Varying either the
inflation rate or discount rate will complicate the problea but
not materially chenge the conclusions. The resulting foraulas for
e bond’a debt aservice 1is -
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(4) Bond Debt Service = 8 1 e () - EXP(~-(r ¢+ =) & T))
o((xr * =)/7¢) = EXP(~(r + 2) ¢ T))/C1 - ¢t)

s 81 e (r e+ 2)/7C) - ¢),
vhere T is the maturity date.

The paysent amount necessary to attract the investor in our
exanple is the original purchase price of the instrument leas the
inflation-adjusted, discounted value of the future return of
principal. The term, net-of-tax private preasent costs, is used
to denote the net preaent value of costs and repaymsents that are
not directly related to the income atream of the asset -- in this
case, the original purchase price leas the present value of the
return of principal. This allows the analyais to concentrate
separately on the net acquisition/principal repayment and the
periodic income, the two major aspects of the transaction.

This valustion of the net-of-tax private present cost of the
bond must dbe recovered over the term of the bond along with the
net interest income required by the investor. The present value
of the payaent stream will be used to characterize both the level
and pasttern of the periodic income stresan. The general foraula
for the debt service of an investment is the net-of-tax private
present coat of the inveatment, (1 - EXP(-(r + z2) ¢ T)), grossed-
up for taxes, and divided by the present value of the payment
strean, (1 - EXP(-(r ¢+ =) o T))/(r ¢+ 2). This can bs seen to
reduce to our previous exaaple, and the debt service will be
exactly as before, or $160 per period.

Empirical data support the behavior of nominal intereat
retes, inflation, and taxes )ust posited. The top graph in Plate
1 plots the noainal U.S. 20-ysar Tressury bond rate againat the
rate of increase of the private GNP deflator over the period
1954-83, As expected, nominal interest rates and inflation move
in somevhat the same direction. Some analysts take the
difference of thase two asriea and call it the resl._interset
rater Two noteworthy observations about this graph should be
aade! 1) there are several periods vhen the resl interest rate
is negative, and 2) taxes have been ignored.

The bottom graph in Plate 1 adj)usts the nominal intereat
rate for taxes using the weighted average marginal tax rate on
intereat income at the Federal, atate, and local levels
prevailing in the United States at each period and plots it
againat inflation. The difference between theae two series is
referred to as the real after-tex interest rate. After-tax
nominal interest rates follow the rate of inflation more closely
than the before-tax ratea, and there are even longer periods of
negative returns to ownership of U.S. Treasury bonds! In order:
to explain these periods we must look to other causes of this
divergence.
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C., Purchase of a bond with risk

Up to this point in our anslysis we have sssunad that the
investor knows all current and future prices. However, this is
not the way the real world operates. Kkather, the investor and
the market muat make guesses about future prices and taxes.
These guesases are incorporated into our analysis as "expected”
inflation rates and "expected" tax rateas.

Expectations ere generally characterized by a mean and by a
atandard deviation, or a asasure of the likely dispersion of
anticipated future prices. In the case of perfect knowledge, all
the investor needs to know is the average inflation and tax rates
because their stendard deviations are zero. In our current
circumstance the inveator muat fnclude a risk premium to cover
the costs of making a wrong guess. Thie risk premiua is directly
related to the perceived stendard deviation of future priceas.
Because & guess involves judgment on the part of an inveator or
the sarket, there is no guarantee that the guess will be right.
Thus the presence of riak end of future inflation expactationa
differing from those currently prevailing can explain periods --
even long ones -- of apperent negstive returns.

The relation has to be elaborated one atep further to
include a tera reflecting the risk of misguessing inflation,
t.e., the riak preaium. This taxable risk premiua must be added
to the discount rete and inflation tera. Assume that the risk
premium is 2 percentage points. The value of the translation
factor increases froa 18 percent to 22 percent after tax. The
debt aservice stream i(ncreases accordingly from $18¢ to $220.
Note._ that_ the Eisber_effest_directiy. extends. to. .riel_Rrepis_as
vell_sa_to infletion_retea. eand the debt aervice formula becomes

tS) Bond with Risk Debt Service = 8 1 ¢ (r » 2z ¢ risk)/7(1 -~ ¢t
where risk is the expscted loas or risk.
D. Choice between bonds with differing risk

The aasumption that inveators will always chooae those
inveatnenta they believe will yield the greatest net return
extends the analytic framawork to a wider application. Since the
diacount rate and price forecast muat be identical for each
investment alternative considered, the investor will always
choose the one which yields the higher net return. At
equilibrium, the after-tax net of risk rates of return must be
equal between every pairvise set and therefore for all
inveataenta. If the returns are not equal, an arbitrage
situstion will exiet which will be exploited by "selling" the
aseet with the lower return and 'buying'" the the one with the
higher return until the two axpected returna are identical. Thus
the market equilibrium condition requires that each asset compete
with every other.
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Arbitrage in a rational market means that the relevant
narket for the deteraination of prices or ratea of return for
financial instruments must include the entire set ©of instruments
available or known to the population of investora. The degree of
interdependence neceassary to assure this result is surprisingly
snall, merely that at least one investor know that the
opportunity exists. This is becauae one inveastor can buy and
sell enocugh of the two disparete issues to drive their prices
into line. -Those who argue a persistent divergence aust elao
argue that they themselves are irrational since they forego the
opportunity to make certain and instant profits from the
knowledge they profesa to have. It seems more realiatic to
procesd on the premise that the market will yield equal expected
risk-adjusted after-tax returns for all the psirvise choices
available. New ifasues must compete with other new issues as well
a8 8ll pre-axsating issuea. The relevant market for rate
determination is the entire portfolio of choices available to
investors, and the market aupply, therefore, is the gtock of
aasets not aiaply the flow of new issues.

E. Internationsl) choice; the exchange rate

The extensaion of this analyais to include investment acroas
borders requires only that the price expectation process be
elaborated to include the movesents of more than one currency.
As previoualy found, the inveator auat make aome judgement about
the value of future financial flows in order to choae between
alternative investments. The denomination of the terma of the
instrument may dictate that two translations be made before the
transaction can be evaluated in terms of real goods or
services. The exchange rate is a sisple short-hand
characterization of this dusl forecasting problea. As in the
previous example, the inveator must convert all future payaents
into his current unit of account. This requires dboth forecast of
the likely future prices in his domestic currency and the likely
exchange rate between hias currency and that in which the
instrument is paid. As before, thess forecasta muat de made in
tha face of uncerteinty and therefore aust include and provide
explicit accounting for the likelihood of loss through the
inclusion of risk premia,

(6) Foreign Bond Debt Service = 8 1 o (r ¢ 2 ¢ rigk ¢« diff)
7¢1 - ¢)

where diff is the expected differential inflation rates.

Because the typical investor does not possesa the necesasry
information to make the exchange rate forecast, this is noraally
left to specialists who do little else. This fact does not
diminish the degree of competition between instruments of
different countries aince competition only requirea one peraon to
arbitrage the market to a point where all issues compete with one
another. Thus, in the final analyasis, U.S. government issues
compete with those of the Sony Corporation, etc. Although this
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competition requirement could be relaxed soaevhat to asllow small
deviations to exist, it would add nothing to the analysias of the
tendencies of the market except needleas complication of the
nethenatics.

V. [Real_Aaseta_snd_the._lnveatdent. Recisicni Dexivation.ef.s
Capitsl_Service Price

The analysis necessarily becomes more complicated when one
mnoves to a discussion of investment in real assets. This is due
to the problea of characterizing the productive life in the value
of & real asset. Complications also occur because of the more
intricate tax treataent of capiteal assets and their returns.
These complexities include accounting for property taxes,
indirect business taxes, multiple levelas of direct taxation (e.g9.
at both the corporate and peraonal levels), investment credits,
and capital cost recovery systeas.

For a given real asset, one can calculate an implied rental
rate, analogous to tho coupon rate, which equates the rate of
compensation thet would accrue to the owner if the asset’s
productive services were to be ao2ld in & competitive rental
merket. These rentasls would havo to be at levels sufficient to
cover both the anticipated taxes and expected decline in the
asaet’s productive capsbility while aaintaining & "normal” (risk-
inclusive) rate of return. This rate of return, net of risk, is
the same return required in the prior examples. For a given tax
regine and a known pattern of productive efficiency, these
rentals may be summarized by a capital aservice price. This
service price represents the ainiaum current parginsl.yalue
praoduct that muat be earnad by an additional dollar’s inveataent
in the asaset in order for that extra investaent to be undertaken.

The uaual derivation of the service price assumes that
investors maximize their prospective wealth position. Investament
in each alternative asset continues until further increments no
longer yield an incresse to expected wealth. Thia method yields
an expreasion for the service price that relates the necesasary
before-tax return to the required after-tax return juat as in the
prior financial exaaples. As mentioned, the aervice price must
cover expected loss in the asset’s value and yield the same net
return as alternative investments.

Before describing the derivation of the service price, an
important point regarding the use of debt financing must be
addressed. Recall that the inveastor aust measure the coast of the
marginal dollar’s worth of investmant. That dollar may be
obtained ejither through borrowing or through equity financing.
Howaver, there cen be only one aingle coat of capital at
equilibrium given the srbitrage requiresent. If there were more
than one, the investor would always chooae the least cost method
of financing. But because both means of financing are observed,
the cost of debt and equity financing muat be equal at the
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nergin. Thus, the service price calculations described below are
equally velid for a leveraged as well as an equity-financed
investaent.3/

A. Conatantly decaying asset with perfect foresight

As in the case of the financial assets, a asimple inveatment
can be used to introduce s framework for further analysis. An
asset with & geometrically declining pattern of output is
anslogous to the simple consol. In this case the investor auat
receive a service flow sufficient to cover his rate of time
preference plus the decline in velue of the asaset eaéh period.
The formula for the service price in this aimple cese is

(7) Capital Service Price s 81 ¢ (r ¢+ d)

wvhere d is the percentage decline in the velue of the
ssset in terms of future ocutput.

Iofietion.and_a.Sales. lax

Since the service price is in teras of unite of real output,
there is no change needed in the formula to incorporate
inflation. The presence of a sales tax, however, reduces the net
payment received by the investor. The service price formula in
(7) aust be grossed-up and becones

(8) Capital Service Price = 8] o (r ¢ d)/(1 - ta)
vhere te is the sales tax rate.

Risk can be incorpocated at thias point by defining r so that
it contains both the rate of tise preference and & risk premius,

Iofistion_snd.sn_losore_Iax

An income tax introduces yet another tersm, tax depreciation,
to the analysis. Unlike a financial asset the principal of the
investment in & real asset is not returned, and an adjustsent in
the income flow must be made to attempt to incorporate the change
in net worth for incose tax purposea. The U.S. incone tax lawa
measure income for tax purposes by subtracting an arbitrary
“depreciation deduction®” from the gross returna to capitel which
reduces the net-of-tax private present coat of the inveataent.
Tax deprecietion, in contrast with the decline in the real
productivity of the asset, (s & financial esset in that it ia @
financial allowvance against taxes over some specified time.

Thus, the depreciation tera must be valued with an inflation term
and within the context of the tax savings it yields the

investor. The ceapital service price of straight-line
depreciation becones
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(9a) Capital Service Price =
81 ¢ (1 =~ te(l - EXP(-(r ¢ 2> = T])/(r ¢ 2))}
e {(xred)/7(1-t))

where T 18 the arbitrary tex life and t is the incoae
tax rate.

Vsing names and ayabols to simplify, equation (Sa) may be
rewritten as

(9b) Capital Service Price = $1 ¢ (1 - D)e(SP/(1 - ¢t))

where D ia the presaent value of tax savings due to dopf.clntxon
deductions and SP is the service price of the asaet disregarding
taxes from equation (7).

It must be remembered that esach of these two short-hand
terma represent more coamplex expresaions containing r, the rate
of time preference plus risk, and z, the expected inflation
rate. Finally, each of the prior equations could be solved for r
in teras of the existing service price to yield the regl_sfter:
tap_rate._of_return.te._capital which ie nothing more than the rate
of time preference plus the risk of owning a real capital
investment. Thus the analysis which follows will ollow the
description of technological factors and tax depreciation
schedules to become extremely complex without obascuring the basic
relationship between the service price and the resl rate of
return to capital.

loflstion.. lnsope._and_lodicest _Taxes

The complete service price calculation used in this study
requires aeveral ateps to incorporate all the major features of
taxation. In order to simplify the anslysis and emphasize the
relative importence of the various taxes applied to the returna
to real cepital, the influence of income texes is considered
firat in isclation, and then indirect, namely sales and property
taxes, are added.

The return on capital subject only to income tax can be
expresaed by subtracting the investment tax credit and the tax
velue of depreciation terms described above from the grosa costs
of the aaset, 4/

(10a) Capital Service Price = #1s(1 - jtc - D) & 8P 7 (1 - ¢

wvhere itc is the investment tex credit rete, D is the
present value of tax deprecietion, SP ts the service price of
the asset disregarding texea, and t is the income tax rate.
In the VU,8., indirect taxes, i.e., property and sales, also
add to the “tax wedge" between pre-tax market returns and after-
tax returns to inveators in real essets. It ifs important to
realize that the returns to capital auast be sufficient to pay
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sales or VAT taxes and property taxes. To account for these
costs, the rate of property texation aust be added to the service
price expreasion described sbove. Then, the entire expression
aust be grossed-up to reflect taxes on the sales or production of
final output. The entire formula for the service price is

(10b) Capital Service Price =
$1 0 (tp ¢ (1 - ite - td) » SP/C1 - ¢t))
/7 (3 = ta)

vhere tp is property tax rate and ts is the ssles tax rate.

Because property taxes at any point in time are levied on
the after-tax discounted present value of the remaining
productive atream, it is as if the taxing suthority addas a fixed
parcentage to the private cost of acquiring the asset. The sales
tax takes a fixed percentage from the flow which aervices the
investaent. Thus, property taxea add directly to the cost of
scquiring the asset, and the sales tax requires an edditionsl
gross-up factor.

vi. .Ibs-nns&-et-Iun..nnd-xnn:uh-mn-en-&bl-ﬁnnn-euss

Eatinates of the service price are nov presented for U.S.
corporate nonresidential depreciable investment under the current
tax regime uasing formula (10b) derived above. (A more detail
description is contained in the technical appendix.) Data for 37
types of equiprant and atructures in 73 industries have baen
weighted uaing 1980 investment levels -~ the latest available
official data -- to construct average service prices for the
econony. The real after-tax rate of return prevailing in 1983 is
assuned equal ascross all industries. The nominal after-tax
interest rate has been conatructed to be zonsistent with the
current 10 percent nominsl long tera interest rate.

The estinates of the produtive service streams (econoaic
depreciation) were conatructed uaing U.S. Departaent of Commerce
Aasthodology and U,.S. Tressury atudies which were used to eatimate
the 1962 Cleas Life Syaten. The tax rates are estinatea of the
waighted average marginal tax rates in 1983 again using Treasury
and Comnerce inforamastion.

The service price of capitel is influenced by technological
factora, such as how quickly the capital wears out or becomes
obsolete, by the tax structure, and by interest rates. The table
below reports estimates of the service price of capital under
various tax assumptions. The service price levels in percent
represent the current perginel._value_product_of capitel_per_unit
of_Qutput necessary to warrant undertaking the investment. The
technology estimates were constructed by literally setting all
tax parasaetera to zero. -In a “no-tax" world current
technological factors are such that the merginal value product of
capital per unit of output would be 18.99 percent for equipaent,
6.04 percent for structures, and 14.61 percent overall,
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SERVICE PRICES FOR U.S. CORPORATE NONRESIDENTIAL
DEPRECIABLE INVESTHNENT UNDER CURRENT LAW (1984 ACRS)

EQUIPHMENT STRUCTURES TOTAL

Service Price _per Unjit_of Qutput

TECHNOLOGY ONLY 16.99% 6.04% 14.61x%
PROPERTY TAX ONLY 22.21% 9.26x% 17.83%
SALES TAX ONLY 20.03% 6.37%x 13.4ix
PROPERTY & SALES TAXES ONLY 23.42% 9.77% 18.80%
INCOME TAXES ONLY 20.64% 8.60% 16.97x%
ALL TAXES 25.16% 12.46x 20.86%

Belative Contributicn._of Technolegical.snd. . Tans_Eacters

TECHNOLOGY ONLY 75.49% 48.49% 70.03%
PROPERTY TAX ONLY 12.80% 25.83x% 15.43%
SALES TAX ONLY 4.11% 2.64% 3.81x%
PROPERTY & SALES TAXES ONLY 17.60x% 29.886% 20.08%
INCOME TAXES ONLY 6.95% 20.92% 9.36%
EFFECTIVE TAX RATES 24.51% 51.91% 29.97%

The tax entries were similarly constructed by computing the
service price with all other tax parameaters to zero. The results
for property texes, sasles taxes, indirect buaineas taxes
(comabined property and salea taxes), and direct buainess taxes
(Federal, state, and local income taxes) are shown separately.
Taking all taxes into account, the service price for squipmsent
increases froa 19 percent to 235.16 percent, the service price for
structures from 6.04 percent to 12.46 percent, and the service
price for econoay-wide capital from 14.6 percent to 20.86
percent.

The sescond set of entries in the table was constructed to
illuatrate the relative contribution of technological factors and
taxea to the total service price. As can be seen, technological
factors, such as the productive life of & piece of capital,
comprise 70 percent of the economy-wide service price =-- the
lion’s share of the cost of eaploying capitel. Because of non-
linearities, the entries are not additive.

Property taxes are the second largest contributor,
accounting for 15.4 percent of the economy-wide service price.
This result may seem surprising because property taxes are
generally ignored in the analysis of cspital costs. As explained
earlier, their iaportance mey be explained by the fact that the
tax is epplied to the "assessed value' of the capital asaset
whereas it is paid from the flow of revenue generated by the
asset. Federal, state, and local incose taxes follow next,
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contributing 9.4 percent of the service price, and sales taxes
account for the smalleat share, less than 4 percent.

The "EFFECTIVE TAX RATES" entry is the implied tax wedge on
capital income. It is calculated by applying equation (10b)
cited previously. That is, the tax is equal to one ainus the
ratio of the "TECHNOLOGY ONLY" line to the "ALL TAXES" line.
According to these aestimates the current Federal. stete._snd
logel _tox_ regimes_incresse_the service price of_seguipaent Dy 2%
percent.._of _structures by 32 percent. and_of_seconomy-wide capital
by_30_percent.

As for the impact of interest rates, the estirate of the
elasticity of the service price with respect to the real after-
tax interest rate is shown below. It was conatructed by
increasing the nominal interest rate from 10.0 to 11.5 percent
vhile holding the resl rate of return to capital and expected
inflation consatant.

ELASTICITY OF THE SERVICE PRICE OF CAPITAL
WITH RESPECT TO THE REAL AFTER-TAX INTEREST RATE

EQUIPHENT STRUCTURES TOTAL
ELASTICITY 0.0453 0.3701 0.1110

As can be seen, small changes in the real interest rate have
very_iittle effect_on_the_service price of capital_aond_therefore
en_total_sonyveaterent: A ten percent increase in the real after-
tax interest rate increases the service price of eguipment by
only 0.4 percent and the service price of structures by 3.7
percent. The effect of a ten percent increase in the real after-
tax interest rate on the service price of capital economay-wide is
only 1.1 percent. Thus, the commonly held notion that moveasnts
in the real interest rate greatly affect the coat of investment,
is not supported by either the geometry of inveatment decisions
or the data uaed in their calculation.

In summary, the service price of capital depends on
technological factors, interest rates, and taxes. This section
has presented calculations which measure the impact of the
various factors on the service price. The results indicate that,
contrary to popular wisdom, changes in the real after-tax
intereat rate have little effect on the service price. The
primary determinant of the service price is technology, a non-
policy variable.

The other major determinant is the tax structure. Taxes,
until recently, have besn virtually overlooked in investment
analysis. Some sttention is now being turned to Federal income
taxes, in particular the treatment of depreciation. The results
presaented here, howvever, point to property taxes ea the biggeat
contributor to the aervice price among the tax terms and second
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only to technology overall. These findings suggest that future
analyses of capital costs need to examine the overall tex
structure.

The preceding analysis of the real interest rate’s influence
on the real after-tax rate of return to capital is a partial
one. A coaplete general equilibrium framework, not attempted
here, would yield an even smaller impact of interest rates on the
service price. First, the service price must equal the marginal
value product of capital which cannot change very rapidly since
it is based on the gptirs_stock.of_capital, not merely new
investrent. This stock changes very slowly, replacing the
depreciable portion every 10 yeara on average. Short-term
adjustments to fluctuations in the real interest rate would have
to be translated into adjustmenta in the short-run demand
condttlon. for the factors of production.

The appropriate demand schedule for the stock of capital (or
investment) is ita marginal value product achedule which reletes
the value of additions to output from increases in the use of
capital. The elasticity of the marginal value product with
respect to capital is equal to the factor’s income share minus
one. Using the standard estimate range of 3710 to-1/3 for the
income share of capital in the U.S., estimates of the elasticity
of the marginal value product schedule are in the -7/10 to -2/3
range, which means that stock changes would result in smalle: by
sbout 1/3) changes in magnitude in the service price.

Further, in the short run, an increase in the real rate of
intereat translates into a reduction in the real after-tax re:urn
to capital because the gross return, or service price, does not
very., The reduction in the net return to capital results in soxe
substitution of labor for capitel which partially offsets the
static change. This substitution alters the capital/labor mix at
a lower level of capital. Thus, the final change in the service
price as a result of a change in the interest rate would be
snaller than those reported in the table. In the long-run, the
aaount of investment would adjust to bring the return to real
assets to ite equilibriuma value.

Finally, the impact of real sfter-tax interest rates on the
service price of capital entera only through the income tax
ayatem. Righer intereast reates reduce the preaent tex value of
depreciation deductions since they are financial in nature. For
the inframarginal, leveraged investments , the intereat rate
aenters through the depreciation deductions and through the value
of interest paid deductions. An fincrease in interest ratas
results in an increase in the service price of capital in the
long-tera but only through its impact on tex write-offs.



VII. The_“Real_lnterest Rate

The level of real interest rates in the United States has
been the subject of much attention lately. Plate 2 contains &
graph of the real after-tex interest rate and the reasl after-tax
rate of return to capital. The latter measure was calculated
revwriting equation (10b) such that the service price of each type
of capital weighted by the appropriate stocks ylelds the gbserved
groas return to capital in the U.S. This process assures that
the rate of return to esch asset is equal and that the
differential tax treatment of each is taken into account. As can
be seen, the rate of return to real capitel has been much more
stable than the {nterest rate over the 30 year period shown. The
deviations largely occur during adjustment to new business
conditions, asuch as changes in taxation.

In drarmatic contrest, the real return to financial assets
has experienced enormous awings during the period, the largeat
being the current positive swing. A similarly large negative
swing occured during the 1970’s. What causes these swings? In
the context of the framework developed above, they aust de
interpreted as avwings in inveators’ expectations about future
changes in inflation or taxes or il their evaluation of the
riskiness of those forecasts. The return to real capital does
not share this inflation sensitivity since its return is in real
products which increase in nominal value with inflation. Thus,
the difference in the nature of the rieks facing financisl veraus
real investments =ould explain the difference in the patterns of
their real after-vex returns.

Others have argued that swings in the interest rate really
represent changes in the “demand for credit'. Although the
precise definition of the actual market these analysts allude to
is not clear, their general argument i{s that high government
credit demanda ceuse high real intereat retes. Plate 2 cleesrly
demonstrates that thias analytical position is not borne out by
eapirical deata. The third largest U.S. Federal governament
deficit in history (869 billion in 1975) occurred during the last
Degativye swing. The government credit demand theory has not been
supported by any econometric study of the empirical evidence to
date.)/ Thia fa not to suggeat that there is no relation between
credit demands and interest rateées but rather that large
qovernment credit demanda cannot explein the large asvwings in real
after-tax interest rates.

Plate 2 shows a continued decline in the real after-tex rate
of return to capital through 1982 despite the “massive™ 1981 tex
cuta., This apparent anomaly mey be explained by the fect that
the property tax rgate grev by 8 percent over 1981-82. Given the
major influence of this tax on the service price ci capital, as
previously shown, the real after-tax rate of return continued to
fall until the personal tex cute were phased in sufficiently to
offaet the increase in property taxes.
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Whatever the causes of the current high real financial
returns, many in the U.S. and the rest of the world are concerned
that high real interest rstes portend a downturn in economic
activity. The high borrowing coats will choke inveatment
incentives and end the current recovery. This argument is
supposedly augmented by the fact that the Federal government is
also making large demands on credit markets which will further
“crowd out” investment. The graphs on Plate 3 present data to
test this proposition. .

The top graph plots an investaent rate defined as the
deviations from the 30 year mean of the ratio of business fixed
investment to total gross national product against the real
after-tax return to finarcial assets. Under the above
hypothesis, the sfter-tax borrowing cost to an investor in real
assets should closely mirror the aimilar return to a lender.
Investaent, therefore, should be highly correlated with the
after-tax return to financial assets. This does not, however,
seen to be the case. During the 1970’s end 1980’s there appears
to be little relationship between the two series. In fect, the
U.S. ia currently enjoying a capitel boom in epite of the
historically high real rates. This graph tends to confirm the
result reported earlier in the paper that the impact of borrowing
costs is a minor one in the translation of the purchase price of
capital goods into the required service price.

The bottoa graph, which plots the rate of return on real
sasets againat the investaent rate clearly indicatea that the
real rate of return to capitsl as derived from the sorvice price
is & auch better predictor of inveataent behevioxr then real
financial interest rates. Large swings {n the real after-tax
interest rate do not coincide with immediate adjustments in
inveatrent. Rather, the swings occur at turning points in the
level of inveatment activity. The direction of influance seens
nore likely one of the profitability of siternative real
investments affecting the required financial return rather than
finsncing costs affecting inveatment. This corresponds closely
with the classicel notion that the interest rete is made up of
the riskless return to real capital plus a premium for risk plus
an inflation premiua,

The proposition that income could be redistributed at little
coat to aggregate economic activity was based on esarly empirical
research that indicated little or no reaponsiveness of investhrent
to the rate of return. Since this return on investaent wvas
ajstakenly assumed to be messured by the real interest rate, the
top graph on Plate 4 indicates how one could reach that
conclusion. As can be ssen there is little correlation between
the real intereat rate and inveathent, and s atatistical
regresaion analysis would show extremely small or insignificant
coafficients betwveen the two. The real interest rate swries 1is
the sane 20 yeer Treassury bond rete less current inflation byt
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before._toxes. The investment rate ias the ratio of business fixed
investnent to gross netional product. Both series are again
presented as deviations from their 30 year means, but the series
have been scaled to their largest positive value to simulate the
nathenatica of a linear regreaston. The omission of taxes
greatly misstates the return to invesataent, and the basat
characterization of the relationship of the two series would be
one of & random walk,

In the bottoa graph, the "price” term is the real gfter-tax
return to capital as defined previously which corrects the
misnessuresent problem in the top greph. The investaent rate has
been calculated as the ratio of investaent to private output
evailable to be allocated by the private sector. The privete
output measure is GNP less the goods and services preemnpted by
the government and net exports. The same scaling used in the top
chart is applied here. The "f£fit" is quite striking and certainly
does not support the conclusion that the twvo series are
unrelated., -

These two charts support the previous conclusion that the
real interast rate has a relatively small influence on both the
service price of cepiteal and the rate of return to cepital.

Graph 1 should be no surprise, and graph 2 is simply as classical
theory wHuld predict. The lesson to be learned is that the
effect of taxes must be taken into account when relative prices
are called for by the theory. A similar mnistake is made in
current econometric practice when an assumption is made that the
interest rate is the sppropriete discount rate for calculating
the service price. This brings us back to the top graph on plate
3 which i{s clearly an inferior relationship. Finally, the level
of government preemption must be subtracted from the "incoae
tern” in the relation to correctly gauge the budget conatraint in
the allocation of products between consumption and inveatment.

VIII. leplicetieone_for._lInternaticonal_f£love

Since this conference is concerned with the international
implications of economic policy, let us consider the likely
inpact of recent U.S, developaenta. The firat, of courae, is the
substantial U.S. trade deficit which some in the U.S. have viewed
vith great alara. The deficit ias vieved as arising solely from a
asvere export alump. The data, however, show that exportas have
enj)oyed & recovery coaparable to other segaenta of the econonmy,
growing by 5.9 percent in real terms since the beginning of the
recovery in late 1982, Import increases have been auch greater
than those during a typical recovery and "explain® the current
deficit. Although exports typically lag during a recovery, they
have been & maj)or contributor to this current expansion, trailing
only capital spending, wvhich has experienced a 135 percent
expansion. Except for the extraordinary import expasnsion, the
trade sector seems to be beshaving in & manner conaistent ulth
recent U.S, recoveries.
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The second widely held proposition is that foreign investors
are financing most of the additional U.S. federal deficit because
of high U.S. reeal interest rates. Further, this i{s “hot money”
which will flee the U.S. as soon as the financial clinmste

- changes. Again the data do not support this position. The
capital flows into end out of the U.S. are reported in the table
below. -

Capital Flows, 1982 to 1984
(8 billions)

Year U.S. Outflow U.S. Inflow
1982 s 119 $ 9%
1983 49 82
1984+ 87 103

Source: U.S. Treasury
eFirst two quarters snnualized

These data show a marked desresse._jn_outflow, not a
substantial fncrease in inflow. The inflow levels appear to be
in line with normal growth. A more plausible explanation of the
change in pet flows is the increased attractiveness of U,S, real
investrent dues to the 1981 tax changes which reduced the prices
of U.S. factors of production, both capital and labor, and raised
the resl after-tax return to cepital in tne U.S.

IX. cCopngluaigps

Vhere does this leave us in the discussion of the service
price of capital and what this type of analysis can tell us about
likely future U.S. policy adjustments? The clear message from
the graphs is that the high "real interest rate"” is a misleading
indicator of current economic incentives to make real
inveataentsa. Rather, it i{s the race of return on real asasets, ac
determined by the service price of capital, which deteraines the
level of businesy inveastment. A lower required aservice price
leada to grester inveataent and higher economic growth. Indeed
recent reductions in the service price of capital were made
poasible ir. part by the Economic Recovery Tax Act of 1981 (ERTA)
which lowered marginal tax rates and instituted an accelerated
coat recovery syaterm of depreciation. The full impact of ERTA
tax cuts have only become fully effective during the last year.

The analysis suggests that a tax increase for the purpoase of
reducing the deficit in order to lower interest rates and promote
investaent is completely misdirected. The tax increase would
increase the cost of labor and capital, thereby reducing the
growth rates of inveataent and output. Any decline in intareat
rates would reflect the fall in investmant and GNP growth.

Slover growth could prompt grester inflation, or fears of
inflation, and result in higher rates of intereat.
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During the recent election campaign President Reagan
repeated his commitment to long-tera economic growth. This
represents & fundamental shift in the approach of the Federal
goveraent to the econoay. Over the last four decades the U.S.
had been primarily influenced by & welfare state philosophy.
Support for this philoaophy was made possible through use of an
income-expenditure macroeconomic framework, which held that the
governaent could costlessly redistribute income among individuals
via the tax and transfer system. Under this approach transfer
payaents to individuals grew froa 14.7 percent of government
expenditures in 1954 to0.31.6 percent in 1983, or an increase of
216 percent. The taxes needed to support this increase grev as
wall.

The 1980’s seem to be ushering in & nev approach to
governmsent and the econory. The ideal of a welfare stete ias '
being challenged by the concept of an opportunity society. Thia
approach recognizes that the tranafer of income is not costless,
particularly when done through the tax and velfare systeam.

Rather than redistribute existing wealth, the emphasis ia on
creaating new wealth through growth., To some extent this means
starting fresh from wvhere we are today while making sure that in
the future everyone haa the asme opportunity to make the best use
of his or her individual talente.

Continuing growth is prediceted on incruesing productivity,
which, in turn requires increasing the capital-to-labor ratio.
If the U.S. ia not auccessful in its attempts to achieve long
tera growth through increased investment and higher productivity,
the current adjustaents underwvay in the older so-called
“smokestack’ industries to restore their competitiveness in world
narkeis will be undercut. Protectionist pressures in the U.S.
would increase, and the Western Alliance would unravel as the
U.8, closed its markets to ita allses. Such prospects are ao
unattractive that we believe a supply side policy will prevail.
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Footnotes:

17 VU.S. Tressury Departaent; U.S. Tressury Department; and
Center for Strategic and International Studies, Georgetown
Univeraity.

Thia paper is part of on-going research sfforts, centered
primarily at the U.S. Treasury. The authors would like to thank
David Brazell for his contributions to the theoretical and
empirical work in the paper; William Dahl for his essistance with
the empirical p:ssentation; end Stephen Entin, Manuel Johnson,
Nichsel Kaufman, and Norman Ture for their insights and commants.

The materisl contsined in this psper does not represent an
official position of the U.S. Treasury, and the authors accept
sole responaibility for any errors.

2/ See Keleher, R. E. and Orzechowaki, W. P., “Supply-8Side
Effects of Fiscal Policy: Some Historical Perspectives," Federal
Reserve Bank of Atlenta Working Paper Series, August 1980 for a
history of supply side thought.

3/ A change in the price of debt will alter the equilibrium
debt/equity position of the firm, changing its degree of risk.
This will be reflected tn the real rate of discount which is
being held constant for this anslysis. This is not an
unreasonadble assumption in light of the economy-wide accounting
systen also being used.

4/ An investasent tax credit granted at the time the investment
is put into service has an immediate direct tax effect, e.9., a
ten percent credit will offset tax liability up to ten percent of
the asset’s purchase price., (Excess credits are noraaslly cearried
forwerd until exhauated.)

2/ See The Office of the Assistant Secretary for Econoaic
Policy, U.S. Treasury Departaent,. The Effecte.of_Reficits._on
Prices_of Einopnciol._Aasetei_Thecry.and_Evidense, 1984.
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Iechnical_Adppendix

Description of Service Price Calculations

In order to evaluate alternative tax regimes, it is
necessary to measure their impact on the cost of cepital
services. An increase in thasc costs would require an increase
in the gross returns required by acceptsble investment
opportunities and, hence, a decreasse in the amount of real
investaent underteken. This, in turn, would mean a lower capital
atock, a less productive labor force, and a lower GNP. We have
asasured the alternstive coste of capital implied by various
depreciation proposals vie 8 “service price" calculation for each
of 37 different asset categories covering 73 different industry
classifications. This appendix describes those calculations.

The service prices calculated for each essset category
represent the current marginal products required per dollar of
corporate inveataent in that aasset by eech industry. They are
the before-tax rates of return required to bs produced by the
ssset in order that the anticipated taxes, depreciation, and a
“normal” rate of return are covered. The normal real rate of
return is assumed eaqual to 2.7 percent, a level ve estimate to
have prevailed during 1983. An asset category’s rate of aconQBis
depreciation is assumed generally to vary across industries.
Allowadble £gx lives also generally differ across industries, and
sllovable depreciation methods very among the several alternative
tex regimes in place in the U.S, during the period 1954 to 1983,
These regimes include

(1) Bulletin F Guideline Lives

(2) Class Lives, uaing ADR write-off methods.

(3) Asset Depreciation Range (ADR), using that life within
the given range that ainimizes the service price
(accounting for different invastment tax credit rates
according to the choaen depreciable life).

(4) Accelerated Cost Recovery System (ACRS) as originally
peassed in 1981 under ERTA

(S) ACRS as currently implemented.

The algebraic expression uaed for the calculation of the
service price is derived from the firat order condition for a
vealth meximization problem. It asaumea a conatent investaent
deflator, measured relative to an overall price deflator, is
expected to prevail over the relevant future. The maximization
calculus is perforaed from the standpoint of the ultimate
investor -- the individual stockholder. The existence of a
corporate legal structure is deemed important only insofar as it
creates an additional tex liebllity for the investor. The
alternative, f.e., neglecting taxes on dividends, would be
unsatiafactory; a corporation that (either explicitly or
implicitly) neglects the additional taxes on dividends would fail
t: provide its stockholders with a market level, after-tax rete
of return.
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The service price sxpression for corporate cabxtel is given

Service Price = tp/(1-tas)

where
tp
te
tef

tcs
td

¢ (1-K-D)/((1-ta )e((1-tcf)s(l-td)e(1-tca))*E)

the rate of property taxation, assumed equel to 3,22x
for current law examples.

the rate of tax on output (e.g. a VAT or sales tax

on all final product), assumed equal to 5.16%,

the federal corporate tax rate, assumed equal to

46% for current law examplea.

the state corporate tax rate, sasumed equal to 9.67x%

the marginal dividend tax rate, adjusted to reflect the

average tiaming difference betwesn profit accrusls and

dividend receipts, assumed equal to 16.37% fnitially.

This rate is assumed to be subject to bracket creep for

future periods. See below.

the effective rate of the investment tax credit (the

statutory credit, adjusted for the net income

limitation), assumed equal to 9,23% for equipment and

nonbuilding structures. This rate is adjusted downward

for short lived assets under Cless Liveas, ADR, and

ACRS,

the present value of the future strean of tax

deprecistion allowances, adjusted to an after-tax

besis, S.e., the stresm is nultiplied by an appropriate

tax factor. A nominal intereat rate of 6.7% is used as

the discount factor, reflecting a 4% rate of inflation

assumed throughout. See below for a further

deacription.

the present value of the "efficiency strean”, {.e., the

present value of the future real returns, measured as a

percentage of the asset’s initisl marginel contribution

to output. A resl intereat rate of 2.7x is used as the

discount factor. See belovw for e further deacription.

The asaumed average gconoBiGC 1ife for esch asaet/fnduatry
category is the applicable class life under the old ADR ayatea.
These lives vere first introduced ({n 1962 under the Guidelines
depreciation system. In some caseas, the BEA asset categories
that vere used do not correapond exactly with the IRS class life
categories. In thoae cases an average or repreasntative life vas

chosen.,

Varietion in expected asset lives is simulated by the use of
a truncated noramal diatribution centered on the assumed average
economic life. This distribution ias used to derive an asaset
“discard” function. The discard function assumes that sone
(anall) proportion of an originel inveatment in assets of a
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certain type is discarded beginning at 30X of the assumed average
econoric life. It alaoc asaumnes that some (equally amall)
proportion of the original investment is maintained up to 150X of
the assumed average life. The other capital assets conatituting
the original inveataent bundle ere diacaerded at ages in batween
S0% and 180%, with the greateat number being diacarded at tha
average economic life. In addition, & concave efficiency
function is assumed for all nondiscarded assets to reflect
factors such as technologicel change. This function assumes that
the loess of productive efficiency ias smallest in the early yesrs,
end greatest in the final yearas for sach particuler asset. (This
is the reveras of a geometrically declining efficiency schedule
in which the greatest absolute efficiency losses aere incurred
imnediately.) Conbining the discard function with the concave
efficiency function yields an overall efficiency function for a
given investment bundle. The general shape of this function
indicates an initial slow rate of efficiency loss for the
inveatment, & faster rate as the original investment sges and
assets are discarded, but again a alower rate as we reach the
upper tail of the discard function. The overall function becomes
zero at 150x of the average economic life. Thie methodology s
identical to that used by the Office of Business Analyais,
Department of Commerce in generating their cepital stock
database.

As stated above, the variable E represents the present value
of the efficiency function just described. Alternatively, it can
be vieved as a measure of the average life of & given asset
category, with the measurement performed in units of current
efficiency units. In the absence of taxation, E inverse by
itself, would represent the ''cost of capital". For example, with
an infinitely lived asset (no efficiency loss and no discards), E
would equal the present value of an infinite series of ones, or
sinply one over the discount rate. E inverse would therefore
equal the real rate of interest. Siailarly, under an asaumption
of geonetricelly declining efficiency, E inverase would equal the
sum of the interest rate and the (conatant) rate of
deprecjation. WUWith the efficiency schedule described above,
however, the pressnt value formula cannot be 80 easily condensed,
and the more general form of E inverse aust be used to measure
the j)oint requiremunt for interest and economic depreciation.

The tax depreciation write-offs used in deriving the tera D
are cslculeted according to the relevant taxstion scheme. In all
cases, a half-year convention is used. The appropriate tadbles
found in the tax regulations are used for calculating personal
property allowvances under ACRS. A choice is allowed whereby
either the original depreciadble baasis 1s ed)usted downward by S0%
of the investment tax credit or a 2x reduction in the allowable
creadit s teken. The allowance achedule for 18-year real
property was constructed using the 179% declining balance
nethod. Under the ADR and cless life proposals, eithaer a
decliiring balance method (with a awitch to straight line at the
appropriate time) or aum-of-years’-digite method is chosen. For
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Section 1245 property, either 200x declining bslance or the sum-
of-years’-digits method is used, rapending on which ylelda the.

greatest present value of depreciation allowvances. For Secticn

1250 property (which we equate with BEA’s building categories),

the method is linited to the 150% declining balance method.

The straight-line method of depreciation is used in
calculating taxable dividends under ell) regiaes. For ACRS, the
lives apecified in Code Section 312(k) ere used. A five year
write-off ia usaed under the expensing alternative. Inflation
indaxing is not taken into account in this calculation.

The tax rate on dividends is assumed to increase slowly over
tine dus to bracket creep. Both & real growth ad)ustment an~ an
inflation adjustaent in the marginal rate 18 incorporated.
Poseible anticipated future tax ‘cuts” intended to correct for
bracket creep are not teken into account. The real growth factor
used in the calculations is 2%; inflation is sassumed to be 4x.
Bracket creep elesaticities of .3 are used, so that s 1.8%
€.3(,02¢+,04)) annuel increase in dividend tax rates is assumed.
Thie tranalates into roughly a 30 basis point increase (n the
dividend tax rete per year. A dividend tax rate ceiling of 30x
is iaposed.

The nominal depreciation sllowances are multiplied by the
appropriate tax rates in order to express their impact in after-
tax teras. The tera D, mentioned above, is defined by the
following expression, which accounts for the deductibility of
state corporate texes on the federal return:

D = Preaent valuel
(tcfetca-teas(tefotd) ) eCorporate Allovance
+(td)»Straight Line Allowance)

This tera D Se akin to the investment tex credit es regards ite
impact on the cosat of capital. The depreciation sllowances
reduce the coat of the initial investaent in present value terme
by a percentage equal to D. Notice that there ia no necessary
connection between D, which is based on the sllowvable tax_life,
and E, vwhich is based on the ssauned distribution of gCQUORLS
livesa. Equating the tax life with an average economic life does
not necessarily yield a more or less burdensome tax syatea,
Also, the aasumptions regarding the economic lives and the
pattern of efficiency decay are seeaingly irrelevant to the
reletive rankings of alternative depreciation rules on the
service prices. ) . -
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Plate 1
Nominal Interest Rates and Inflation
(1954—1983)
15~ 18
§’ 10- 10
F I
o ]
o “""“0; 0”’--"“
3 U — Y
1050 1060 1970 1080

Nominal After—Tax Interest Rates and Inflation

(1954-1983)

12.5- - 125
o 10 -10
g
g 7.5- - 7.5
.§ 64 -5
§ T

2.5- L 25

m!st.og'-‘:-o-.-'mgr.-u--D—----..------.-------..---.------------.



Deviation from 30 Year Mean

4

Real After—Tax Returns to Capital and Financial Assets

(1954—1983)
Lo 6
4 h -4
2 -2

0 o
-2 -2
~4- =
L R . T e — -6

1950 ~ 1960 170 1980

Real Atter—Tax 20 Yeor T Bend Rate
Beol After-Tax Return $o Economy_-Wide Capitel

5
&
N



97

Plate 3

Real Financial After—-Tax Return and -
Rate of Investment (1954—1983)
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- Plate 4 _
Real Interest Rate and the Rate of Investment
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* Dr. RoBERTs. It's quite detailed and shows that the impact of tax-
~ ~ation on the cost of capital is stronger than the impact of interest
rates. And this, I think, is why the economy could grow so strongly
and we could have such large increases in investment in 1983 and
- 1984 despite high real interest rates. So I think this basically bears
‘on the main thrust of your concerns. If we get on a path\in which
- we think that the key to economic success is interest rates and that
"the key to interest rates is deficits, we may not be right. And,
_ therefore, we could not only fail to control spending, but we could
- make some other bad mistakes. ) ~

. Senator WALLoP. It reminds me of those old boxes that they used
. " to have from the Middle East that had about 11 keys to get into 1
i ' drawer. And I think that's one of the things that maybe has us.
i \Senator PAckwoop. One of the things, Malcolm, that I think
. causes this panel to agree, however, is that here we are talking
only about spending cuts. For those who think if you narrow the -
deficits that will reduce interest rates, they can accept it, because
it will reduce it.

In Dr. Roberts’ case, I think he accepts it ‘because he says it's
good; it’s a reduction in spending and reducing Government spend-
ing will help bring your interest rates down. So to that extent, the
panel agrees, although perhaps for different reasons. That if we un-
dertake the spending cuts of the magnitude the President is talk-
ing about, the interest rates will come down.

nator WALLOP. I think I detected one or two “mays” in there.

Senator PAckwoobp. I don’t think there were any mays. [Laugh-
ter.

They may have different reasons for thinking that, but I didn’t
sexll)set any of them having any doubts that they would come down.

at.

Senator MoyNIHAN. Mr. Chairman, I think we have kept our
l(igrned friends here a great length. Do you mind one bit of dogger-
el’

Senator PAckwoob. Go right ahead.

Senator MoyNIHAN. If the question is very much too wide and
much too deep and much too hollow, then learned men on either
side use arguments I cannot follow. [Laughter.)

But could I just make one general statement after thankin
them for their very clear exposition? I would hope that as we dea
with the problem of the deficit we do not allow the deficit to
become an instrument of a particular social policy. In other words,
because of the deficit we have to do this or we have to do that,
which is something which, in fact, individuals would like to do
anyway but they find the deficits the best approach for requiring it
to happen. I mean there are those who will say because of the defi-
cit, let's l%el: rid of the Marine Corps.

I think-people that actually have in mind getting rid of the
Marine Corps find the deficit a convenient excuse.

And I think, Mr. Chairman, in your fg-reat capacity, nobody un-
derstands better than you the effect of the tax system on social
policy. That has been your argument on health .care lx:lans, on tui-
tion tax credits, and on charitable contributions. You have seen the
tax system as a statement of social policy as well as fiscal policy.
And you are right.
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And I would hope we could, as much as possible, insulate—let us
not have, hidden agenda in which a real and actual social objective
is pursued in the name of some fiscal formula.

nator PAckwoob. I know exactlly; what you mean. You and I
have friends who would eliminate the military even if we had a
budget surplus.

Senator MoyN1HAN. Yes, exactly. Precisely. And you and I are
not of that ilk.

Senator PAckwoop. That’s correct. Max.

Senator BAucus. Just one question, Mr. Chairman.

I take it that all of you would agree that unspecified budget cuts
are not going to have much of a positive effect on national mar-
kets. I say that because some of the administration’s budget cuts in
the outyears are specified but a good number of them are unspeci-
fied. And I take it that you talk about 2 or 3 percent reduction in
interest rates—that assumes inactive specified cuts for those 3
years.

Dr. ScauLTtzE. I don’t know whether you remember, Senator, but
asterisked cuts won’t do it. »

Senator Baucus. That’s right. Thank you very much.

Senator PAckwoob. Senator Danforth.

Senator DANFORTH. Gentlemen, there has been a general concen-
sus that if we reduce spending this will have a beneficial effect on
the economy and some of you have suggested that it would mean a
reduction of interest rates of 2 percent, maybe 3, 4 percent. You
have not dwelled at any length on what would happen if we do
nothing. In other words, you have stated the up side of reducing
spending, but not the down side of either doing nothin% at all or of
doing something which is very modest, maybe say $25 billion of
budget cuts by 1988 or 1989. Are we courting disaster? Does the ar-
senic poisoning eventually kill the patient in Dr. Schultze’s term?
Is there any crisis or emergency that you could foresee that would
be created by a do nothing policy on the part of the Congress?

Senator PAckwoob. Alan, why don’t you start? We have been
starting with Marty all the time.

Dr. GrReensPAN. As I indicated earlier, Senator, the financial
markets are really quite cynical and are presuming and, in fact,
acting upon the presumption that nothing very much will happen.
So if nothing ha};lpens, there may be some elements in the financial
community which will get distressed and sell bonds and drive inter-
est rates somewhat higher.

In the short run, I don't think that is likely to ha;!)pen. Over the
long run, however, the propelling force of the cumulative effect of
-interest payments changing the scenario in a manner which cre-
ates a real potential explosion of interest costs and, therefore, of
deficits. At that point, you can then have a major rise in interest
rates, perhaps of a very debilitating form.

However, the potential favorable outcomes of a serious and
really credible addressing of this whole budget problem are
marked. The potential rewards to the country are so great that I
g:rsonally find it very difficult to believe that we will forgo those

nefits merely because we can’t find a simple formula of bringing
down the deficit to, let’s say, 10 percent of the level of expendi
tures. We are talking about trillion dollar budgets here, and we are
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making an extraordinary issue of bringing down the rate of
growth. Not cutting the absolute levels. And then we find that we
are unable to do that. The markets assume that we are, indeed,
unable to do that. I hope they are wrong. And if they are wrong, 1
think the benefits are just extraordinary.

Dr. RoBerTs. I think that regardless of the deficit, if the Govern-
ment’s budget continues to grow faster than the economy, then the
markets and everybody in them will conclude that their property
rights are less secure and this will affect investment rates and
overall economic performance.

So I would predict that, if you fail to reduce the growth of Gov-
ernment spending, the economy’s growth will slow down. And that
(tihifg would be true regardless of whether there was or was not a

eficit.

Dr. ScHuLtzE. The first 11 pages of my testimony, which I didn’t
really get a chance to get into, went precisely to your question of
what happens if we don’t do anything serious about the deficit.
And I won’t summarize that except to say I do not believe it’s a
catastrophe. The catastrophe is there won't be a catastrophe. There
will be just a slow grinding down of future growth and living stand-
ards. And that is terribly serious, even if not catastrophic. The pa-
tient won't die, but it will be enfeebled for a long time.

Second, I realize this is a little bit out of tune with this hearing,
which is considering spending reductions, but I think there would
be a serious risk in the Congress pinning all its hopes for deficit,
reduction, which is terribly important, on doing it all through the
route of spending cuts,afarticularly when they virtually exclude de-
fense and exclude Social Security.

So I would say there is no catastrophe facing you. There is a ter-
ribly serious problem. And, second, you can create, I think, some
market problems if the Congress goes down a route that it is
almost bound to stumble over and try to tell people that we can
solve this problem without touching taxes, and without touching
1S)i)cial Security benefits. I just think that that is the road to trou-

e.

Senator DANFORTH. The road to what?

Dr. Schurrzk. The road to trouble.

Dr. FELDSTEIN. I think that we as economists understand the
slow grinding down process that results if we don’t deal with the
deficits. The erosion of savings, the inability to grow the capital
stocl;, the adverse effects on investment, on research and develop-
ment. :

We don’t understand crises until after they happen. They happen
and then a few years later we figure out what we did that got us
into that problem. The Europeans didn’t expect that their unem-
ployment rates would rise from 2 percent to 12 percent over a
dmgl%,egnd that somehow they wouldn’t create jobs. It just wasn’t
predicted. : :

I don’t know what crises could occur if we don’t deal with the
deficit. I do know that we have an economy that would be very dif-
ferent from the kind of very healthy economy that we can other-
wise foresee. And that the lonF-mrm consequences of dealing with
the deficit are reason enoufh or me to hol‘:e that you will act and
will act quickly. But I would worry that there may be things that
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moving into this totally unknown realm in which the Government
borrows more than half of all of our savings year after year and
real interest rates rise higher and higher would do damage of a
sort that we cannot fully anticipate.

Senator PAckwoop. Pat. ‘

Senator MoyNIHAN. Thank you, Mr. Chairman, and gentlemen.

Senator PAckwoobp. Gentlemen, a most auspicious start. Thank
you very, very much on relatively short notice for giving us this
much time.

[Whereupon, at 4:25 p.m., the hearing was concluded.]

[By direction of the chairman the following communications were
made a part of the hearing record:]
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* More than 30,000 firms including 8,400 of America's leading
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3,500,000-plus employees; -

. 111 chapters nationwide;

More than 80% of America's contract construction of commercial
buildings, highways, industrial and municipal-utilities
facilities and of the contract construction by American firms
in more than 100 countries abroad.
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The Associated General Contractors of America (AGC) represents more than
30,000 firms, including 8,400 of America's leading general contracting companies
which are responsible for the employment ok more than 3,400,000 individuals,
These member contractors perform more than 80 percent of America's contract
construction of commercial buildings, highways, industrial and municipal-utilii
tiés facilities. We are pleased to submit written testimony on the subject of
thé economic impact of spending reductions. ot
1 This statement is submitted in conjunction with Finance Committee hearings
held on January 2, 1985 and we respectfﬁlly request that 1t be included in the
printed record of the hearing.

We commend the Committee for addressing the need to achieve significant
reductions in Federal spending. A v

The size of the federal budget deficits projected for the foreseeable fu-
ture are indeed a cause for concern. Federal deficits will not disappear over-
night, and both the legislative and executive branches will have to come to
terms with the problem. The need for fiscal prudence is obvious, »

But in the rush to address the federal budget's imbalance, the country
cannot afford the federal policy equivalent of throwing the baby out with the
bathwater. Some items in the budget are more significant in the long-term than
they appear on the surface. An important case in point 1s infrastructure invest-
ment. The long range impact on the nation of not going forward with yital infra-
structure projects would be disastrous. And this conclusion is not sensational-
1sm, it has been validated by the results of numerous economic studies.

Infrastructure deterioration has been thoroughly documented in numerous
studies during the past few years. AGClwas at the forefront of such research
with its study entitled, "America's Infrastructure: A Plan to Rebuild", whicn

catalogued $3.03 trillion in needs that must be addressed over the next 1Y years.
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Many other studies have documented infrastructure needs, ' s~

America in Ruins, by economists Pat Choate and Susag Walker, publlshg%
in 1981, was the first major comprehensive and statistically-supported review
of the deteriorating conditions of America's basic public fac?llt:es. It documen-
ted the downward trends of public works investment over the past 20 years.

Hard Choices ~ A Summary Report of the National Infrastructure Study, pro-

duced by the Joint Economic Committee of the Congréss, projected needs of $1,157

trillion through the year 2000,
Rebuilding America's Vital Public Faciljties, published by the ’

Labor-Management Group, a privatg, non-governmental group of labor and business
leaders, determined that an annual investment of $38 billion for twelve years

was needed for basic public works fadilities.

Public Works Infrastructure - Policy Consideration for the 1980's, compiled

by the ébngressional Budget Office, estimates that a $36 to $53 billion increase
in capital outlays by all levels of government between 1983 and 1990 is needed
to remedy just seven infrastructure systems profiled in the study.

All of these studies agree that an inadequate national infrastructure system
poses increasingly serious health, safety, and economic qtowfh problems and
that a significant shortfall in infrastructure funding exists.

The definitive case for rebuilding America's infrastructure rests on per-
guasive and overriding concerns for the public health and safety. While these
issues are of paramount importance, the infrastructure's distinctive position
as the base on which the nation's economic activity is built leaves no doubt
that a continued shortfall of investment in public facilities will have extremely

A
serious consequences for the nation's econnomy.
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Although the costs of meeting infrastructure needs are substantial, the
economjc effects of 'not meeting those requirements are even more serious. While
not all of the results can be predicted, in the last few years, where possible,
the costs of allowing fragments of the infrastructure to continue to deteriorate
have heen quantified where possible. These efforts have produced the sobering
information that an enormous portion of U.S. economic growth will be lost if
steps are not taken immediately to rebuild the infrastructure,

For example, the Federal Highway Administration - Transportation Systems

Center Study of Highways and the Economy concluded that allowing roads to

deteriorate would cost $766 billion in lost gross national product (1983 dollars)
through 1995. This loss amounts to one-fifth of the size of the economy in 1981,
and twice all local and state government spending in 1981,

These negative effects, enormous as they are, are only part of the costs
which would be ;nflicted on the economy. Every delay adds to the costs, and
the sheer magnitude of the infrastructure investment needed will grow exponen-

tially if action is not taken soon. When the long run consequences are taken

into account, the seriousness of the infrastructure crisis may equal, if not

outweigh, current deficit concerns.,

while the nation's infrastructure requirements are clearly immense, recent
studies have revealed that the economy will definitely benefit in a number of
very important ways from infrastructure investment. The economic growth stimu-
lated by the additional funding of unmet needs would translate into increased
gross national product, higher employment and increased productivity with a
negligible increase 1in inflation.

An October, 1984 study from Data Resources, Inc., an economic consulting
firm headquartered in Lexington, Massachusetts, assessed the economic impact

of an annual $10 billion, six-year ‘increase in infrastructure investment.
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Although the increase would represent only about 10 percent of the annual short-
fall in investment in infrastructure, Data Resources, Inc. (DRI) found that
substantial benefits would flow from the added investment. The major conclusions

of the DRI study, America's Infrastructure: Effects of Construction Spending,

"Study of a $10 Billion Annual Infrastructure Investment, are:

0 The gross natiohal-product would increase by $141 billion as a result
of the $60 billion {cumulative) investment.

0 The increased infrastructure investment would result in widespread employ-
ment gains, adding 1,927,900 jobs to the economy from 1984 to 1990.

0 Added investment in the nation's infrastructure would have an expansionary
impact on not just construction but would spur production in a broad
range of industries.

Judicious pruning of federal spending should be undertaken where the maximum
savings can be achieved while sacrificing the least in terms of the country's
future potential. Sacrificing infrastructure investment for short-term gains
can only serve to saddle future generations with a low-growth economy and un-
fairly penalizes them for our fiscal imprudence. The infrastructure is the pasis
for all our nation's economic activity; allowing it to decay year after year
is surely killing the goose that laid the golden egq.

Ir conclusion, AGC opposes any cuts in productive constéuction programs.
Construction contributes to the nation's economic well-being, as demonstrated
in the above-referenced economic studies. Instead of cutting or freezing con-
struction programs, for which a clear need has been established, expenditures

should be increased for construction funded by the federal government.
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STATEMENT
‘ on
THE FECONOMIC IMPACT OF SPENDING REDUCTIONS
for submission to the -
SENATE PINANCF COMMITTEE
for the
CHAMRFR OF COMMERCE OF THE UNITED STATES
by
nr. Richard W. Rahn*
January 18, 1985

Summary
It took 160 years for federal spending to claim ten percent

of our gross national product, which it did in 1940, Since that
time federal spending has shot up to nearly 25 percent of our qross
national product. At first, the acceleration of federal spendinqg
was actually lauded by many economists who failed to consider the
serious disincentives associated with such a trend. Instead, they
held that such spending, by adding to the overall demand for qoods
and services, would actually stimulate the economy. However, as
tax rates rose to finance such expenditure, the returns -to work,
savinas and investment had fallen. As a consequence, economic
aqrowth began to decline.

We have now come to realize that economic arowth is
dependent upon the reward to work, savinas and investment. Robhust
economic qrowth cannot he sustained when such rewards crumble in
the wake of rising qovernment expenditures and taxation. Furope,

for example, has pushed taxes and government expenditures as

percentage of their GNP far beyond U.S, levels,

*Vice President, Chief FEconomist, Chamber of Commerce of the

United States
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The result has been economic stagnation. Consequently, it is
important for Conqress to take the initjative in reducing federal
spending. This will allow for lower rates of taxation and more
resources for the pf&vate sector. The benefit will be a future of
sustained economic growth.

The Classical Perspective on Government Fxpenditure

Nur Fbunding:Pathers passed on to successive agenerations a
recipe for econoéic 6tosperitv. They maintained that economic
qrowth was dependent upon economic incentives. Accordina to them,
a high reward for work, creativity, savings and investment
constituted the hasis for a strong and vibrant economy. This was
epitomized in James Madison'’s view of government and in his strénq
endorsement of free enterprise. His support for free enterprise
was based on a belief that economic growth was maximized under a
system of economgc liberty-~under a system where producers and
workers had right the to reap the rewards of their labor. This
sentiment is also i{llustrated by the fact that many common
governmental powers of the day were not even proposed durina the
Constitutional Convention. The power to control prices, wages,
interest rates, the quality of gqoods and the allocation of labor
were not even considered by the Founding Fathers.

Economic growth was foremost i:dihe minds of the Foundinqg
Fathers when it came to fiscal policy. The leading American
statesmen supported the provision of a limited set of government
services which were viewed as consistent with a policy of €ree

enterprise and as essential for markets to function properly.
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Thus, the level of government expenditures was to be narrowly
circumscribed. In particular, the proper functions of government
were limited to national defense, maintaining justice and publié
works. The Founding Fathers were hesitant to increase aovernment
spending further because more taxes would be needed, and this would
reduce incentives for work, saving, and investment. For example,
Rén Franklin maintained that higher taxes destroy individual
industry, frugality and enterprise--all vital inqredients for
economic growth., Wwhile Alexander Hamilton stated that "the most
productive system of finance will always be the least burdensome.”
He €further stated "Taxes must be confined within a narrow compass.
The genius of the people will not tolerate the inquisitive and
preemptory spirit of tax laws."

Unfortunately, the message of our Pounding Fathers was
nearly buried under an avalanche of eéonomic advice based on a much
different perspective. inder this alternative view or what many
have called the "new" economics, economic prosperity was linked to
the stimulation and management of aqaregate expenditures.

According lo this “"locomotive" theory of the economy, nroduction is
literally pulled or made dependent upon the expansion of aaqreqgate
spending. It was on this basis that many economists advocated
increasing levels of federal spending. It was thought that such
spending by increasing aqaregate demand would boost the economy.
Very little attention was paid to the incentive effects of such
policies.

The demand manaaement perspective set a disastrous course

for fisca) policy in the post World War II era. As federal
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expenditures accelerated over this period tax rates were
continually boosted. However, the standard demand management
aqalzgigﬂmaintained that very little harm would come to the eFonomv
since the taxes raised by qovernment would he merely spent by.the
government, leaving total spending in the economy the same. This
ignorance of the supply side of the economy left unnoticed the
mounting disincentives for production. For example, prior to 1969
the maximum tax rate on capital gqains was 25 percent. PRy 1977,
this rate had advanced to 49 percent, almost doubled. As a result,
new capital raised through public stock offerinas had tumhled from
$1 billion in 1969 to S$15 million.in 1978+

In essence, federal tax policies during the 1970s were
reducing our ability to produce aoods and services while the
Federal Reserve was pumpina up the demand side of the economy
throuah excessive monetary qrowth. As a consequence, prices soared
as production fell, We found ourselves in the midst of ’
"stagflation.”

Times have changed. Double digit inflation, runaway
federal spending, rising tax rates and the virtual collapse of
economic gqrowth during the 1970, bhave caused many to reiject the
"new" economics or the demand management approach to the economy.
We have come to realize, alonqg with Adam Smith and the Founding
Fathers, that increasing expenditures is a rather simple process,
aiven man's unlimited wants and the Federal Reserve System's
ability to increase the monev supply. In fact, the emphasis on
expenditures can be easily abused by vote seeking politicians who

\
have a vested interest in the propagation of runaway federal
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spending. 1Instead, the economy's important challenqe is
production. However, production is dependent upon the supply of
labor and capital which are dependeng upan a high reward to work,

’ savings and investment. ‘

From this classical perspective, reducing the growth of our
- presently bloated federal budaet would vield béneficial incentive
effects. Reducing federal expenditures improves incentives by
taking resources from the relatively inefficient public sector and
putting them in the mofg efficient private sector. Study after
study indicates that manv federal programs are extravagant; could
be more efficiently carried out hy the private sector and lower
levels of government; subsidize the wronag obiectives; and ave
poorly administered. For example, tha Grace Commission documents
over $400 billion of such waste. Fliminating this waste is a sure
way to expand the economic freedom of our citizens by giving them
areater control over the economy's scarce resources, and improvinag
our chances for economic growth.

The Deficit is a Symptom of a Laraer Problem

While expenditure reduction has become an important topic,
the budget deficlt; to an even larger extent, has been singled out
as a leading cause of our economic ills. For many, the deficit has
taken on a character of its own -- hreathing terror across the
landscape. There is no doubt that the deficit is a problem of
national concern. However, let us place it in its proper context.
The root of our fiscal problems is not, as some try to make it, the

"deficit per se, but rather the level of qovernment expenditure.

All too often this fixation over the deficit obliterates
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the really critical issue: reducing excessive government. Many
who seize upon the deficit issue make it appear that simply raising
taxes will cure our fiscal problems. However, we should be
painfully aware by now that increased taxation is associated with
devastating disincentive effects of its own. BHigher taxes
discouraqe capital formation, increase the qovernment's propenslév
to spend, and reduce the energies of the work force. The fact
remains that the real cost of qovernment is the level of qovernment
spending itself.

While the level of aovernment expenditure should be the
looming issue, many do not preceive this to héd the case. Instead,
the deficit debate focuses on the merits of higher taxation versus
less "crowding out." This discussion makes it appear as if a mere
substitution of one method of finance for another will result in
qains to the economy. However, there is no escaping the fact that
each method of finance extracts its price from the public. We must
constantly remind ourselves that the deficit is a symptom of a
larger problem: runaway expenditures. This is a problem that will
not go away with higher taxes. VYou simply do not chanae the habits
of an extravagant spender by providing him with more funds.
Nonetheless, the notion that the deficit is an evil in and of
itself now characterizes all public debate to the exclusion of
everything else. ‘

Over the past several vears, the economics profession has
carefully inspected this claim. These results are well summarized

in the U.,S, Treasury Department's study, Government Deficit

Spending and Its Effects on Prices of Financial Assets. In this
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comprehensive report, Treasury investigates the relationship
between deficits and interest rates. Contrary to popular opinion,
thev find that this relationship is clouded with ambiquity. The
report maintains that interest rates are determined bv a number of
other important factors such as the level of qovefnment
expenditures, the disincentive effects of taxation, the time
horizon and money supply policies. The report cites empirical work
that suqgests interest rates are correlated with the level of
government expenditures, rather than the cdeficit per se. This
supports the idea that the focus on deficits often blurs the most
critical issue -~ this being control over expenditure growth.

What does this research mean for public policy? It means
that the scenaéio of the tax increasers is seriously in doubt.
Their argument is that raising taxes will lower inflation. 1In
fact, according to the Treasury report, the opposite is just as
likély. This occurs because increased taxation carries along with
it smaller disposable income, reduced incentives for work and
savings, more underground activity, and less fiscal discipline.
Tiis adds up to less economic growth, a smaller tax base and few if
any reductions of long run interest rates. Moreover, higher
taxation, such as repeal of indexation, would increase the
temptation for bracket creep and a return to inflationary monetary
policy.

Let us not fall into the European “trap". Western FRurope
has tried to solve its deficit problems with round after round of
tax increases. As a consequence, the Furopean tax burden has

increased from 31 percent of GNP in 1962 to over 46 percent in
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1984, The results have been disastrous as real economic growth in
Furope fell from an average of 4.8 per cent in the 1960's and early
1970's to 1.8 percent over the past ten vears. What is even more
gstartling is that such whopping tax increases have lead to a rising
not a falling, deficit as qovernment expenditures have risen to an
astoundinag 51 percent of European GNP. The Furopean experience
should teach us here in the U.S.A. that what we need is federal
spending cuts, not higher taxes.

The Impact of Expenditure Cuts

The primary economic impact of sianificant expenditure
reduction will be to stimulate economic growth., It will literally
pave the way for the implementation of a high growth policy. This
will occur in a variety of ways.

First, reducing the growth of federal expenditures will
help to eliminate the inefficient and extravagant programs found in
the federal budget, in so doing, more resources will be shifted to
the private sector, which will provide the basis for more economic
qrowth and job creation. Painstaking research hy reputable
institutions such as the Congressional Rudqet Office, the
Government Accounting Office, the Grace Commission, the Senate
Finance Committee and the Heritage Foundation substantiates what is
common knowledge -~ that the federal government is severely
bloated. These aqroups have located possible budget cuts that would
amount to close to $200 billion in one year alone. This represents
a vast pool of resources that could be reallocated to the private
sector to stimulate economic growth.

Second, reducing the growth of qovernment expenditure is
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the onlv meaningful way to improve capital markets. \less
qovernment expenditure means less real “crowding out" in credit
markets. In contrast, raising taxes to close the deficit will not
provide any additional incentives for capital formation and may
actually lead to net disincentives for capital formation. For
example, simulations run by Nata Resources Incorporated have shown
that investment is more sensitive to changes in tax rates than
interest rates., Consequently, higher taxes could lower the
interest rate but the process would be an unfavorable one. The
higher taxes would reduce the after-tax rate of return on
investment and\lnvestment would decline. The drop in investment
would lower interest rates, but that is not a desirable way to
lower interest rates. The result would be lower interest rates and
lower investment. Rising taxes also have the disadvantage of
encouraging more not less, government spending. More taxes are a
signal to special interest gqroups that more money is available for
spending, thereby reducing fiscal discipline.

Finally, reducing the growth of government expenditures
provides the opportunity for further cuts in marainal tax rates.
The rapid economic growth we have recently experienced is a
testament to the power of marginal tax reduction in unleashing
incentive effects. The intent of the 1980 tax cuts was to provide
incentives for investment and savinas. In fact, gross private
domestic investment during the recent recovery surged at seven
times the growth in consumption and non residential fixed
investment increased at a rate almost double the averaqge for

postwar recoveries. The gross private savings rate has risen
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heyond its long-run average to a remarkahle 19 percent of GNP in
1984, -
Conclusion

The coming session of Conqress could represent a landmark
for economic policx. By focusing their efforts on a program for a
significant reduction in government spending and steering clear of
tax increases, the Congress can provide the basis for sustained
economic qrowth. In this reqard, the Chamber and other maijor
business associations have endorsed a modified across-the-board
federal spending freeze. Such a spending freeze can generate
significant savings without causing undue hardship to any
particular qroup. We hope the Congress will make use of such plans

in order to bring about a siqnificant reduction in federal

spendinqg.
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Statement of
The Federation of American Hospitals

on the Economic Impact of Spending Reductions
Submitted for Inclusion in the Hearing Record
of January 2, 1985

of the Committee on Finance
of the United States Senate

The Federation of American Hospitals is willing to accept
our fair share of responsibility in any attempt to reduce signi-

ficantly the Federal deficit. However, the reported cuts

~

for the Medicare program proposed by the Administration go far
beyond any sense of fairness and proportion. The proposed reduc-
tions in Medicare are far greater than those suggested for any
other federal program-- nearly $20 billion. Consequently, health
care providers will be asked to absorb much more than their

fair share of the reductions.

The Administration and Congress should note that the Medi-
care Hospital Insurance Trust Fund does hot affect the Federal
deficit. Payments to hospitals under Medicare do not come from
general revenues; they are financed by a payroll tax. Therefore
Médicare payments +to hospitals do not contribute to the budget
deficit and reductions in hospital payments w;ll do nothing
to decrease the interest on the federal debt. A severe reduction
in payments however, will force hospitals to consider reductions

in services.
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The pending bYankruptecy of Medicare can no longer be held
out as a legitimate reason for drastic cuts in the progranm.
The projected date for the insolvency of the Medicare Trust
Pund is now beyond 1994--primarily because hospital costs in-

creases are dranatically lower than projected levels.

During the period 1981 +to 1983, the nation™s hospitals
absorbed over 50 percent of all the Medicare cuts enacted by
Congress. Last year's Deficit Reduction Act contained further
substantial decreases in Medicare payments to hospitals. Simul-
taneously hospitals came under a tough new "prospective payment"
system encouraging a new cost cutting competitive spirit in

the health care marketplace.

Hospitals have responded to these cutbacks by saving the
Medincare program 1liteérally billions of taxpayer dollars through
the implementation of sound management procedures designed to
provide high quality care at a reasonable price. Previously
hospital costs were increasing at an unacceptable rate; in recent
years that annual rate of increase reached 17%. However, this
is no longer the case. Due to the more careful management of
admissions, labor costs and utilization of facilities, the hos-
pital industry has succeeded in bringing hospital costs down
dramatically. In 1984, the annual rate of increase has been

only about 4.3% or approximately the same as the general infla-

tion rate.
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Hospitals are not seeking special treatment. However,hos-
pi%als have done more than their fair share in reducing Medicare
program expenditures over +the 1last several years. We cannot
continue to absorb Medicare payment reductions year after year,
particularly those of +the magnitude currently being proposed,
without having to reduce the quality and quantity of services
we provide.

We‘ ask that Congress during 1its consideration of budget
deficit reduction legislation, acknowledge the disproportionate
savings to the Medicare program hospitals have already contri-
buted as well as the éreatly reduced rates of increase in hospi-~
tal expenditures. . The 'Medicare program and its providers and
beneficiaries should not again be called upon to be the 1largest

contributor to reducing the Federal deficit.

—
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Electronic Industries Association

Peter F. McCloskey
President January 10, 1985

Mr. Roderick A. DeArment
Chief Counsel

Committee on Finance -
Room #SD-219

United States Senate
Washington, D. C. 20510

re: Statement for the January 2, 1985,
Hearing on the Economic Impact
of Spendiqg Reductions. -

Dear Mr. DeArment:

One of government's fundamental responsibilities is to provide a stable and
predictable economic climate. Whether a government intends to meet that
regponsibility can be measured by its willingness to follow sound fiscal and
monetary policies and its unwillingness to compromise them for reasons of
political expediency.

Government cannot habitually spend more than it collects without leading us
into one of two eventualities: either inflation, which debases the currency
and drains the savings of the citizens — or borrowing more and more of the
capital which should be available for industry, thereby forcing interest rates
higher and higher. While deficit drives up interest rates, it is also true
that high interest rates are now adding billions to the federal deficit.

. <4
Starting now, the federal deficit must be narrowed# Industry appreciates that
budgets cannot be rigidly balanced, that structural deficit can be the inevi-
table result of growth, and persist over a protracted period of time. But we
know that deficits of the magnitude now confronting our nation for the foresee-
able future cannot be assimilated. So, we are compelled to call for budgetary
moderation by Congress and the Administration, for moderation through spend-
ing reduction far more than through tax increase, for reduction throughout
the programs of all federal departments, including Defense.

.

2001 Eye Street, N. W. * Washington, D. C. 20008 - 202) 457-4900 - TWX:710-822-0148
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President of
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Washington, D.C. 20001

Presented at Hearings Before
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Concerning
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On
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ECONOMIC IMPACT OF SPENDING CUTS
THAT REDUCE THE FEDERAL DEFICIT

Harley M. Dirks, President
Health and Medicine Counsel of Washington
400 First Street, N.W., Suite 712
. Washington, D.C. 20001

Mr. Chairman, there is no doubt that Congress will consider
significant reductions in Federal spending. Under your
leadership, we are pleased you are beginning at once to explore
immediate, as well as long term economic, and human effects and
benefits from spending reductions.

The President's budget will arrive on Capitol Hill shortly.
Between now and then we have an opportunity to think about
reality. The new majority leader, and former Chairman of this
Committee, Robert Dole, says }ealihy is reducing the federal
deficit, and nearly all of us caa agree. The reality is that
after the election it has suddenly become a deficit of nearly two.
hundred and twenty billion dollars annually. Before the
election, there was not much of a problem. It was only one
hundred and seventy two billion dollars annually, and we were
working our way out, Since theAeleotion, the recovery has become

very fragile.

The Deficit -

The pressure to reduce the deficit is real. For one reason,
it may become even higher based on current policies. The
President relishing his mandate said, "We will continue what we

have been doing." This may no longeribe adequate. As the
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deficits soar, so does the interest that we pay on the deficit,
taking precious dollars away from programs that help people. The

Grace Commission won't save us either.

Tax Reform

As proposed, tax reform, will not reduce the deficit. Tax
simplification is not the solution. According to press accounts,
new Senate leadership, including the new Finance Committee
Chairmén, Robert Packwood, is understandably cool to the idea.
The Democrats who have bailed out the President more than twice
with unworkable economic plans are especially cool to the idea.

Maybe the time has come for us to think about'increased revenues,

as well as reductions in Federal spending. Most Americans would

be willing to shoulder an affordable increase providing they made

a difference in the critical deficit issues --- and Federal funds
went to appropriate programs and priorities. Statements about

"over my dead body" is not a solution to the Nations tax problem.

Spending Freeze

Hhedever this country gets into a deep fiscal crisis, the
words "spending freeze" surface. There are constant advocates in
the Administration and Congress. Some people believe that a
spending freeze means that everyone would be frozen at the
current level of spending. None of us should be that naive.
Immediately upon the mention of freeze, exemptions are dicussed.
The Social Security Trust Fund and its benefits head the list
because of their political popularity. Defense spending is
exempt, and then the 1list begins to grow and grow,. Two

categories emerge: social programs, and defense spending,
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although the defense spending part of the budget does not include
the CIA, foreign assistance, and the State Department and other
programs. Social programs include everything but defense
spending. No one can say education, health, and human
development. Instead, we say social programs, because it gives a
negative connotation of welfare. Then we start to think about
the budget, and realize that the nearly uncontrollables, which
become the untouéhables, total approximately seventy percent of
the budget. Then we talk about the touchables that are within
the remaining thirty percent, and realize that the untouchables
go up and the toychables go down. That's called a partjal
freeze, Example: the Defense Department is only talking about a

thirteen percent increase for the coming fiscal year, an

enormous-amount of money. They say they may modify this
increase. Maybe the time has come to put a cap on Cap
Weindburger. A spending freeze is a cop-out, and not a solution
to a difficult problem. Along with the spending freeze, the
proposers are anxious to package the increases and decreases into
one nice big package and push it through the Congress and have it
signed by the President as quickly as possible --- long before
members themselves understand it, and certainly before the
taxpayers, voters, constituents and recipients understand {t.
Proposers are willing to subvert the Congressional process by by-
passing the authorizing committees, the appropriation committees,

and yes, even the budget process, and its timetable.

Congress
After the President's re-election he said, "It is the
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beginning of everything. America's best days lie ahead." All of
us take great hope in this statement and surely want to beliéve
it. To several of us, his comment on continuing what we've been
doing is what worries us most. Will we continue to cut back in
farm food programs while many in the world are starving? Will
there be more and more victims adong the poor? Will there be
more attempts to weaken environmental, consumer, health and
safety laws, and more tax benefits to people with incomes over
two hundred thousand dollars? Shortly we will see the President
unveil his plan for, America's best days ahead, and it will be
sent to the Congress. For some of us, those best days might lie
with the actions taken by the Congress. As they go through the
process of reorganizing themselves prior to beginning the 99th
Congress, it is apparent that they are moderate. There will be a
new leadership, and old leadership. Out of necessity, this
Congress will bring about the artful game of compromise., Success
for some of us who work for "social" causes will lie with the
legislative giants, the experienced politicians and legislators,
and the Committee Chairmen, especially this Committee. They give
us our greatest hope that the system and the process will work as
it has in the past, and that the burden of tax increases and
reform, the deficit, and the freeze will not fall primarily on
the backs of the poor, the elderly, and the sick. And the cuts
will not come primarily on Medicaid, Medicare, Veteran's Health
Benefits and Discretipnary Health Programs, including Research

and Prevention.

Mr. Chairman, being old, sick and poor is tough enough.
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Why is it necessary to single out and punish Americans who fall
into this category, by making them bear the burden of budget cuts
created by failed economic policies -- whieh they have very
little to do with? Why can't this nation talk about doing more
to meet the needs of the poor, sick, and old people rather than

less and 1ess? Where is our courage when it comes to people?

O



