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NARRATIVE SUMMARY: SEPTEMBER 20
FINANCIAL CONFERENCE ON INFLATION

The Financial Conference on Inflation conducted
by the Department of the Treasury brought together a
dlstlngulshed group of private and public participants
to examine the problems of inflatdion. Congressional
cooperation and active participation was an integral
element in the success of the Conference. The financial
community was represented by senior officials from
commercial banks, savings institutions, insurance
companies, and the investment community. Participation
by professional economists, consumer experts and labor
representatives insured a desirable breadth of view.
Those invited put aside parochial concerns and partici-
pated actively in a serious and objective review of
inflation and its financial consequences.

The Conference opened with brief statements by
Secretary of the Treasury Simon, Chairman Greenspan
of the Council of Economic Advisers, Associate Director
Scott of the Office of Management and Budget, and
Chairman Burns of the Federal Reserve. The remainder
of the morning session was devoted to brief statements
on the inflation problem by each of the private and
Congressional participants. In the afternoon a series
of seven topics was discussed by the group: fiscal
policy, monetary policy, capital markets and capital
formation, international economic policy, financial
institutions and inflation, wage-price policy, and
other suggestions to deal with inflation.

GENERAL

The major theme that ran through the entire
Conference was that the inflation problem is difficult
and will not be solved quickly or easily. It was
recognized that inflation had already created serious
financial strains and inflicted large financial losses.



At a time when the Nation faces enormous future demands
for new capital, our financial markets are seriously
constrained in their ability to provide the required
funds. One participant pointed out that 30 million
stockholders have, in the aggregate, seen their equity
values decline by an estimated $500 billion since
January 1973, and another observed that "...high interest
rates kill investment bankers and brokers and bankers
would not vote for them either." Yet, it may be sig-
nificant that there was virtually no mention of trying
to live with high rates of inflation by some full-scale
adaptation of financial techniques or instruments and
little suggestion that monetary policy should depart
from its current course of moderate restraint. Instead,
there seemed to be general consensus that inflation
could, and would, be dealt with.

FISCAL POLICY

There was virtually unanimous opinion, however,
that much greater reliance needs to be placed upon
fiscal restraint, and that this should take the form
of cuts in Federal expenditure. Most participants ‘
seemed to regard an expenditure figure below $300
billion in FY 1975 as either essential or highly
desirable. Even those who tended to minimize the
direct short-run effect on inflation of, say, $10
billion less in Federal expenditures, accepted the
desirability of expenditure restraint for the bene-
ficial financial and psychological effects that would
result. There was little discussion of the details
of any expenditure reduction program, but several
delegates expressed their belief that definite steps
should be taken before the fall elections. In addition,
a suggestion that the Executive might initially be
given power to withhold sufficient funds from current
appropriations to meet 150 percent of any desired cut
in Federal expenditures was supported by several
participants. Also, several delegates contended that
any large budget--corporate or Federal--could usually
be cut by a few percent.



In general, expenditure reductions were regarded

as the way in which fiscal restraint should be exercised.
But a number of participants indicated that they would
favor general tax increases if these were essential to
control inflation. Also, there was some discussion of
the possible desirability of imposing a sizable excise
tax on gasoline and remitting part of the proceeds to
low income groups. Other tax suggestions related more
directly to financial markets and financial institutions.

There was some expression of dissatisfaction with
the budget concepts that are currently employed. A
number of participants felt that the full employment
budget concept should be relegated to obscurity, and
attention directed to actual budget deficits. One
felt that the actual budget concept should be narrowed
by excluding the trust funds and returning to the
older Administrative budget concept. There was much
more support, however, for widening the budget concept
to include the activities of off-budget agencies and the
effects of Federal credit programs, The latter were
widely regarded as an important factor explaining the
extent of current financial strains.

MONETARY POLICY

In contrast to fiscal policy, monetary policy
received very little criticism from the Conference
participants. There was some expression of belief
that high interest rates may cause inflation, rather
than the reverse; but most participants seemed to
accept high interest rates as a necessary evil, or
as an inevitable consequence of high rates of inflation.
There was some expression of hope that the Federal
Reserve would find a further reduction of short term
rates compatible with the containment of inflation,
but little suggestion that monetary policy should be
eased appreciably. Indeed, despite the adverse effects
of tight money on financial markets and institutions,
the continuation of a moderate degree of monetary
restraint was clearly regarded as desirable by most
of the participants.



There was some departure from this apparent con-
sensus. A few participants questioned the effectiveness
of monetary restraint so long as commercial banks were
not subjected to Regulation Q ceilings, and one likened
unregulated financial markets to a "financial jet engine."
It was suggested that a partial remedy might lie in the
application of a ceiling on the bank prime rate. But
this suggestion, and the analytical view upon which it
was based, did not seem to elicit much support within
the Conference. There was also some mention of "finan-
cial brinkmanship" and a few references to the possi-
bility of having pressed monetary policy up to, if not
beyond, the limits of prudence. But some felt that
this was necessary to deal with inflationary expecta-
tions and there was general agreement that failure to
employ sufficient fiscal restraint had caused undue
reliance on monetary policy.

WAGE-PRICE POLICY

While fiscal and monetary policy were clearly
regarded as the major tools for dealing with inflation,
there was an articulate minority view which favored a
supplementary effort in the wage-price field. This .
minority view ranged from advocacy of an explicit
incomes policy to reliance on a less explicit "social
contract" approach. There was general recognition
within the Conference that we face a difficult wage-
price situation, in view of the decline in labor's
real earnings over the past year or so. It was sug-
gested that tax reduction might even have merit as a
quid pro quo for wage restraint, but the difficulties
of such an approach were also recognized. No interest
whatsoever was evidenced within the Conference for a
return to wage-price controls.

OTHER BROAD ISSUES

A number of other broad issues emerged in the
course of the Conference. The view was widely expressed
that there is currently a need for a clear signal to
the public of the Government's intention to deal firmly
with inflation--to most participants this meant sizable
reductions in Federal spending. The general desir-
ability of strong Presidential leadership and an early
initiative in the economic field was also mentioned.
Several speakers stressed the need for a deeper public
understanding of the inflation problem and one called
for more responsible reporting of economic news by the
TV networks.



There was a fair amount of discussion of the
desirability of achieving a greater feeling of involve-
ment in the inflation fight on the part of the public.
The issue was raised a number of times in different
contexts. Several suggestions were advanced as to
how closer public involvement might be achieved. For
example, millions of publicly-owned acres could be
made suitable for community gardens. to cope with
rising food costs.

There was frequent expression of the importance
of taking steps to insure that the cost of reducing
inflation be fairly shared. The attention of the
Conference was directed to the possibility that the burden
of unemployment falls so heavily on minority groups
that some members may be driven to prefer the com-
parative security of welfare programs.

INTERNATIONAL ECONOMIC POLICY

In the international area, attention was directed
to the fact that since the end of World War II there
has been a progressive dismantling of barriers to the
movement of goods, services, and people across national
boundaries. This has had enormously beneficial effects.
Now, however, there is some danger that inflation may
drive countries into economic nationalism. It was
urged that we push ahead on the Trade Reform Act to
enable this country to take a leadership role in
pursuing lower barriers to trade and investment. Some
concerns were expressed over the potential instabili-
ties inherent in the Eurodollar market and it was
questioned whether the "recycling" problem had been
solved satisfactorily.

There was some expression of belief that inter-
national matters might have been insufficiently empha-
sized within the Conference. But more importantly
there was a fairly widespread view that the U.S. had
failed to deal effectively with broad problems cutting
across economic and political areas, e.g., the quad-
rupling of oil prices. It was suggested that the
responsibility for U.S. foreign economic policy is
too fragmented and that better coordination would
result if policy decisions were reached in an "Inter-
national Quadriad" headed by Treasury and including
State, NSC, and the Federal Reserve.



CAPITAL MARKETS

A certain degree of pessimism was expressed on
longer-term domestic financial developments. The basic
difficulty is the inability of financial markets to
function efficiently in an inflationary environment.
Many participants pointed to the current sad state
of the equity markets, and the difficulties faced by
long-term debt markets. There was general agreement
that future capital requirements would be very large
in comparison with past experience. The need to offer
greater incentives to both saving and investment was
stressed. Adequate levels of profits were regarded
as essential and there was considerable discussion of
the accounting problems involved during inflationary
periods in both the inventory and capital investment
areas.

REGULATORY REQUIREMENTS AND COSTS

Attention was directed by a number of participants
to the harmful effect upon productivity of Government
regulations. Particular reference was made to the
difficult situation of the utility industry. It was
suggested that there is a need for a thoroughgoing
review at all levels of Government of regulations on
industry which result in increased costs without
increased benefits to the consumer. Several partici-
pants cited the desirability of a more gradual approach
to environmental cleanup.

FINANCIAL INSTITUTIONS

The special problems of savings institutions during
periods of tight money received a good deal of atten-
tion. Considerable support was expressed for the
reforms embodied in the Administration's Financial
Institutions Act. A few participants pointed, however,
to the long road ahead before savings institutions can
compete on anything like an equal basis with commercial
banks. Possible future resort to variable rate mortgages
was mentioned. An issue to which a number of partici-
pants referred was the possibility of an exemption or
tax credit for interest on savings deposits.



' SPECIAL TOPICS

A number of special topics were raised by industry
spokesmen and a profit-sharing proposal was described
by one participant. Details on these and other matters
are provided in the full transcript of the Conference
proceedings.

SUMMARY

In general, the Conference felt that major reli-
ance must continue to be placed upon the two main
tools of aggregate economic policy: fiscal policy
and monetary policy. There was widespread recognition
of the need to insure that the burdens of any anti-
inflationary program are equitably shared. The need
for greater fiscal restraint was emphasized by nearly
every participant. No further intensification of
monetary restraint was recommended but a continued
policy of moderate restraint was generally viewed as
desirable. There was a minority within the Conference
which favored a more active wage-price policy.

There was also wide consensus on the need to
develop specific policies to deal with specific
problems that have arisen in the domestic financial
area as a consequence of inflation. Also, the need
for a more active and better coordinated foreign
economic policy was stressed.
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I.

II.

INTRODUCTION

The State and Local Government Conference on Inflation convened

in Washington, D.C. on September 23, 1974. Assembled at the

conference were 17 mayors, 1l state governors, 5 county officials,

3 city managers, 4 state legislators and 5 national labor leaders.

Also at the conference were 16 others who were independent consultants,
¢cademic specialists or representatives of various interest

groups. The Congress, cohosts of the Conference on Inflation along
with the President, was represented by four Representatives and four
Senators. The Secretary of the U.S. Department of Housing and Urban
Development served as conference chairman.,

The following summary is a distillation of the views of the conference
participants as presented in (a) the discussions and debate during

the meeting; (b) 32 formal position papers submitted by the partici-
pants; and (c) the tabulated responses to a questionnaire prepared

for the conference by Louis Harris and Associates, Inc.

The full text of each position paper, the entire transcript of the

. conference and the tabulations for each question in the Harris

questionnaire will be printed as a part of the complete report on
the conference which will be available at Federal depository
libraries throughout the United States and at the Department of
Housing and Urban Development.

The conference discussion ranged widely across the spectrum of major
economic issues confronting the United States. The position papers
tended to focus on prescriptions for specific problems of the State
and local government sector. The questionnaire was evenly divided

between the general economic outlook and specific policy preferences.

It provided, however, the most complete exposition of the views of
the conference participants on the general outlook. A total of 42
of the 69 participants submitted questionnaires for tabulation.

WHERE WE ARE AND WHERE WE ARE HEADED

A. General Economic OQutlook L
Most of the conference participants expected economic conditions
in the United States in the next year to stay the same or get
somewhat worse. None expected a major 1mprovement. Most expected
the annual rate of increase in the consumer price index to range
between 8 and 12 percent in the last quarter of this year and
to average 10 percent or less for all of calendar 1975. Local
officials expressed somewhat more pessimism about the price out-
look next year than did state officials and others.




2

There was near unanimity among the participants that rising ‘
prices of critical commodities, especially for food and fuel,

were among the primary roots of the present inflation. Most
expected such items to be a very serious inflationary factor

a year from now as well. Insufficient growth of productivity

and excessive wage settlements were also identified by many

as very serious factors in the current inflation, and many
anticipated they would be very serious factors a year trom

now. Local officials identified excessive wage settlements as a
factor now and as an expected factor a year from now somewhat
more frequently than others, with labor dissenting altogether.

The labor participants in the conference strongly disputed all
characterizations of labor's wage demands as excessive, declaring
that their objective was the recovery and protection of purchasing
power being eroded by the current inflation.

Governmental regulations were also identified as a serious infla-
tionary factor by a significant number of participants, particu-
larly by local officials, and they were expected to be a serious
factor a year from now as well. Federal environmental regulations

were singled out most frequently in this regard by both State and
local officials.

In anticipating trends in unemployment, a majority of the partici-~
pants, particularly the local government officials, indicated they
felt it was possible, given the right policies, to reduce the rate
of inflation to 6 percent next year. But almost all the partici-
pants felt that any meaningful effort to reduce the rate of infla-
tion is likely to lead to an increase of unemployment. A majority
indicated they felt it is possible to avoid increasing unemploy-
ment through proper handling of the fight against inflation, al-
though most local officials disagreed,

outlook for the State and Local Sector

Most of the participants felt that the impact of inflation on the
economy as a whole was very serious. Most also saw the impa?t'on
local government as very serious as well, although state officials
did not view the outlook for local governments with as much con-
cern as did other participants. Although the outlook for state
governments was also viewed with concern by most, only a fev
labeled the current impact of inflation on them as very serious.

Several of the independent consultants expressed the view that the
worst is yet to come for State and local governments, saying that
rising labor costs and the delayed impact of the current inflation

spiral would hit local and State governments in the next year or
two.
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One Midwestern mayor said State and Federal officials face some
"tough choices" on employment and wage increases, He pointed
out that, if money runs out because of higher wage settlements,
there will have to be fewer employees, A Western Governor

said he is required by law to build into his budget cost-of-
living increase for State employees. '

A labor participant told the conference: "Most public employees do
not have cost-of-living clauses and their living standards have
slipped noticeably...They are particularly vulnerable to the whims
of politicians and the effects of faulty planning." He said the
recent rash of public employee strikes was a message to the
American people: "The message is we have had it."

Another labor participant declared: "I don't think this conference
is quite understanding what is happening here. You can't live on
$2.50 an hour now...Wages have to go up and you can't ask us to
live on $2.50 an hour...$2.50 an hour today is a starvation wage.
If you are paying it, you have to change it upward. That is all
there is to it."

A number of mayors and governors expressed their sympathy for the
position of public employees and indicated they were aware of the
need for wage increases. A Midwestern mayor said it is not
accurate to blame organized labor for the wage pressures. "The
simple fact is that for many years municipal employees were behind
in this market and we are caught in a big squeeze...They can only
guard themselves by getting their fair share because they know it
will be a long time before it comes again regardless of what we
say about inflation as a new phenomenon."

Some local officials discussed the impact that rising fuel and
material costs were having on local government budgets. One
Midwestern mayor provided the conference with data developed

by the city's vurchasing agent on the effect of inflation on

the city budget: "Diesel fuel in the last year has gone up

136 percent; gasoline, 248 percent; motor oil, 57 percent and
some have increased 100 percent in the last six months. Anti-
freeze has gone up 406 percent in the last year; liquid flouride,

50 percent; road salt, 27.5 percent; concrete pipe is up 41
percent...."



Other factors identified by most participants as having a very
serious cost impact for State and local governments were Federal
environmental regulations requiring major capital investments in
water, sewer, or air pollution facilities. One Eastern mayor,
complaining of strict Federal environmental guidelines and regu-
lations, said these rules "cost us tremendous amounts of money,
billions of dollars in effect, and yet there is no let up in

those particular areas." The representative of an environmental
group, however, said he was concerned by "allegations of those

who attribute inflation to the impact of environmental investments.
We agree with the Council on Environmental Quality and the Environ-
mental Protection Agency in their assessment that expenditures for
air and water pollution control programs account for one half of
one percent of our gross national product."”

Most of the local officials identified Federal guidelines re-
quiring higher salaries, retirement and pensions as serious cost
factors. Most of the state officials identified uncoordinated
Federal expenditures resulting in duplicative spending as

having very serious cost impact. Most participants overall

also identified tight monetary policy as having a very serious
cost impact.

A bare majoritv of the participants expect yields on long-term
bonds to stay below 7 percent through next June but a substantial
number expect them to exceed 7 percent, particularly local
officials. State officials generally foresee somewhat lower
yields.

Most of the participants felt it would be difficult for both their
State governments and their local governments not only to keep
1976 budget expenditures, including capital outlays, the same as
the 1975 budget but even to keep it no more than 5 percent above
the 1975 budget.

A majority of the participants, particularly the local government
officials, indicated they felt it was possible, given the right
policies, to reduce the rate of inflation to 6 percent next year.
But almost all the participants felt that any meaningful effort to
reduce the rate of inflation is likely to lead to an increase of
unemployment. A majority indicated they felt it is possible to
avoid increasing unemployment through proper handling of the

fight against inflation, although most local officials disagreed.
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‘III. POSSIBLE SOLUTIONS: MAJOR SPECIFIC RECOMMENDATIONS OF PARTICIPANTS

The major specific recommendations of the participants are summarized
here.

A. Macroeconomic Policies

1. Federal Spending. Most of the participants expressed support
for an attempt to reduce the Fiscal 1975 Federal budget deficit.
Fewer, although a majority, favored accomplishing this by means
of spending cuts. State officials, in particular, favored this
course while many of the local officials preferred increasing
Federal revenues to accomplish that end primarily by means of
tax reform. Labor representatives supported tax reform and
disputed the efficacy of Federal budget cuts as a means to
control inflation. Manv State and local officials who spoke
during the conference asserted that major cuts in programs
that assist State and local governments would not have a
dampening effect on inflation because the spending burden
would not disappear but would shift to their shoulders. One
Eastern mayor provided an illustration: "We have had to
pick up, with local funds, the costs of programs which are
vital to our city and which were formerly supported by the

‘ Federal Government. These include a major street sweeping

and garbage collection project; components of our rat
eradication program; and iron-enriched milk distribution

to children." Federal spending, particularly on urban
programs, was not the culprit of inflation, the mayor said,

echoing a view expressed by many of his colleagues at the
conference. "It is very obvious that the cities have to pick
up programs that the Federal Government gets out of...and all
we are doing is shifting from the Federal to the local level, "
the mayor asserted. l

A Midwestern mayor, however, said that those who soft-pedaled
the need for a balanced Federal budget misread the public mood
which will no longer tolerate "endless spending without conse-
quences of revenue." He said: "At least, I take seriously the
thought that the basic thing that has to occur is a balanced
budqet, and in fact, a small surplus, if we are serious about
relieving the pressures on the money market..." And he urged,
"we haq better begin to think of where the cuts or the revenue
are going to come from."

gost of the participants favored more than proportional cuts
in défense and foreign aid expenditures. A significant pro-
portion, although a minority, of state officials favored cutting

‘ all budget items proportionally. Few favored cutting domestic
programs more than proportionally.
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Several participants expressed a willingness to accept cuts in
Federal aid programs to State and local governments if the
strings on such programs were removed and multi-year funding
were authorized. One Governor complained that the plethora of
rules and regulations attached to many categorical programs
prevented the full productive use of the funds granted. "If
these excessive rules and regulations are eliminated, we think
that with this flexibility we can do a better job with less
money and we would be willing to accept reduced grants..." A
Midwestern mayor said that "if we had the alternative of block
grants and multi-year funding, we would accept cuts in some
areas at least...in the area of 10 to 15 percent." He said
that beyond that in some areas, such as the poverty programs,
a 10 percent cut would be acceptable "if we could administer
without separate staffs," which often are required by the
Federal regulations.

The mayor of a large Eastern city, however, recommended that

the timing of Federal payments to State and local governments be accelerated,
The city, he said, is forced into the short-term money market

in anticipation of the transmission of Federal aid, which
"unnecessarily drives up interest rates because of our competing
demand for temporary borrowed funds." He proposed transmission
of Federal aid on a monthly installment basis.

A state and municipal finance expert participating in the
conference said that on the morning of the conference New York
City sold $600 million worth of ll-month revenue participation
notes that will cost the city's taxpayers $40 million in

interest that might have been saved through accelerated Federal
assistance,

A spokesman for the city managers at the conference urged that
in the application of any reductions in Federal aid allocations,
deferral rather than outright cancellation be considered
because under such an arrangement the recipient jurisdictions
could choose program components to be deferred but with the
ultimate value of the grant being protected for future use by
that jurisdiction. The spokesman also urged reasonable advance
notice of reductions or deferrals to assist in transition
preparations, and flexibility at the local level for determining
specific reductions within the overall figure.




Most of the conference participants felt the 1976 Federal budget
should be in balance. Speaking on behalf of his fellow mayors
one mayor urged prior intergovernmental consultation on the '
Federal budget, saying, "we cannot join in the battle on
inflation or the achievement of any other noble national goal
unless we are part of the critical decision-making process...

We would like input before the fact. If budget cuts are to
come_in the domestic area, again, we feel that we are far better
qualified to help you set those priorities " A number of

Governors also urged prior consultation on the Federal budget.

Federal Revenues. Most of the labor participants, many State
and local officials and some other participants, recommended
that revenues be increased through tax reform. A Western
Governor declared: "If you ‘really want a balanced budget, it
has'to come not just from cuts which may be too deep in certain
soglal fields, which may act adversely to the total economy of
this nation, but look also at the necessary reforms in taxation

and necessary increases, if they are necessary, in revenue to
get the right balance."

The position paper submitted by a labor union participant
recommended tax relief for low and middle income families
through substitution of an income tax credit for the

system of personal exemptions and adoption of a progressive
payroll tax structure to finance Social Security. A $200

tax credit per person, the paper declared, would provide
significant tax relief for most families with incomes under
$15,000 per year. The income ceiling upon which the

Social Security payroll tax is computed is the chief reform
recommended to cure the regressivity of that levy. The

paper also urged that a $5.6 billion public service jobs
program be financed through elimination of the o0il depletion
allowance and repeal of accelerated depreciation allowances,

A spokesman for a public interest group urged that the Federal
Government examine tax expenditures as carefully as actual
expenditures. "Every time the Federal Government grants a

tax deduction or provides a tax shelter, this action must be
viewed as an expenditure decision," stated the position paper
submitted by the group. An Eastern mayor recormmended con-
sideration of selective tax increases such as an excess profits
tax, re-imposition of excise taxes on luxury items and increased
taxes on upper-income level individuals. A paper sub.itted by
a minority interest group representative also irged an excess
profits tax, a surtax on upper incomes and an increased personal
exemption or a tax credit for lower-income wage earners,



In general, the assessment of Federal tax policies by con- ‘
ference participants varied widely depending on the type of
tax considered. More than a majority felt that personal
income taxes for people earning less than $20,000 were too
high. But less than a majority felt that income taxes for’
people earning $20,000 or more were too low, although about
half the local officials felt that way. A bare majority
thought corporate taxes were too low, particularly local
officials. About half the state officials thought they were
about right. More than a majority felt that Federal excise
taxes on gasoline also were too low, again particularly local
officials. Most state officials thought they were about
right.

Monetary Policy. The preponderant majority of the participants
thought current monetary policy was too restrictive, A signifi-
cant number of local government officials, however, thought it
was about right or tco loose. But one large city mayor said
that "sole reliance on tight money has, in fact, multiplied the
problems of our economy rather than resolved them." He urged
selective expansion of credit--or credit allocation--to help
depressed segments of the economy like housing, construction
and small business. One state legislator said he feared mone-
tary policies were "escalating costs dramatically and not only
on a temporary basis but on a permanent basis" since high
interest rates are being built into long-term mortgages. He
also urged establishing credit prlorltles.

Little support was expressed in the papers or in the conference
discussion for maintenance of tight monetary restraint, and
several preconference papers presented by labor officials
sharply criticized the Federal Government's monetary policy.

Incomes Policies. There was a wide range of views on incomes
policies, with no clear majority favoring any single approach.
More of the conference participants favored voluntary guidelines
for price, profit and wage increase than any other incomes
policy device, although almost as many preferred mandatory
price and wage controls. Somewhat fewer favored monitoring

and publication of economic -impact of price and wage decisions
and government decisions that have significance. More state
officials favored monitoring than any other device.

An Eastern mayor's argument for "a meaningful incomes policy"

was representative of proponents of controls: "We must recog-

nize that the American economy, with its national labor unions

and its multinational corporations, is not the economy of

introductory textbooks...Regulatlng wages, prices, et.al., is

the one way to directly blunt the wage-price spiral as well as ‘
to mitigate inflationary expectations."
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A Midwestern Governor's argument was representative of a some-
what different view: "Wage and price controls do not seem to
be anything more than a stop-gap measure for crisis situations.
They do nothing in the way of providing long-run solutions to
the problems of inflation. They also have the negative effects
of creating distortions in the economy and preventing adjust-
ments within the market context...On the other hand, some kind
of stand-by or special case power may be necessary where signifi-
cant short-term distortions occur. Cases where they may apply
are where noncompetitive situations exist and prices can be
kept up or raised artificially..."

One labor representative favored monitoring "the entire spectrum
of management labor costs," including "the cost of interest
payments on loans; the profits of corporations; the cost of
raw materials and land depreciation write-offs, and all other
relevant cost variables." But several labor participants were
very critical of the most recent wage-price controls program,
and left the clear impression they opposed any revival of
controls. One labor participant said: "The wage and price
control program, as ineffective as it was nationally, was
powerful in holding government employee wages down and under-
cutting their spending power." Laborers working for the City
of Atlanta during controls, he said, received an annual wage
increase in that period of 3 percent, skilled tradesmen em-
ployed by the City of San Diego received an average general
wage increase of 2 percent per year. Social workers in
Minnesota received an average annual increase of 2 percent.

By failing to maintain the same strict control on prices as
on wages, said another labor participant, "the government

has been an accessory to this rip-off" of his organization's
members.

structural Reforms. Several of the conference participants

expressed the need for structural reforms in the economy, with
a special focus on accelerated anti-trust activity by the
Federal Government. One Western mayor said: "We have had a
de facto repeal of the anti-trust laws." He said: "We know
that dramatic reduction in drug prices occurred when both the
government and private practitioners took after the drug
industry. Argicultural chemicals prices, as a result of
private actions...fell, in some cases, 50 percent. There was
a challenge. Herbicides, the same thing; 50 percent decrease
the minute there was an anti-trust challenge...You have to
affirm that you are going to reinstate the anti-trust laws in
this country and that you are going to enforce them."

We have more of a "controlled enterprise system" than a free
enterprise system, said a Western county supervisor. "We must
demand the anti-trust law to make excessive concentrations of
market power a violation per se," he said. :
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A consumer representative at the conference said, in a state-
ment, that $80 billion is lost annually through anti-trust
violations, according to Department of Justice estimates. She
said the Council of State Governments figures that 20 percent
of the GNP-~-about $250 billion-~-comes to the marketplace over-
priced or misrepresented.

Several State and local government officials and others pro-
posed consideration of export controls on key materials in
short supply, particularly on food and fertilizers, anA con-
trols on direct foreign investment by U. S. based multinational
corporations, as steps toward controlling inflation. One
Midwestern Governor cautioned, however, against restricting
exports of agricultural products: "As farm production con-
tinues to increase about 6 percent per year and at a time

when the world needs food, this is the time for us to allow
the free market to operate..."

Closely related to the desire to eliminate cumbersome Federal
requirements in domestic programs was the concern of many e
participants that Federal regulations and guidelines often
interfere with the competitive market and thus boost prices of
goods to artificially high levels. One speaker noted a promi-

nent economist's recent reference to his list of major arti- ‘
ficial barriers to price flexibility, including exemptions from
anti-trust laws, price maintenance, controls over transportation

routing and rates, and others. Two governors urged the elimi-

nation of Federal regulations which impede efficiency in this

way. One noted that the market had become "arthritic" and non-
competitive. Another conference participant cited temporary

increases in food costs caused by climatic conditions which

are translated into permanent increases in wages and public

assistance, thus feeding the wage-price spiral. A university

economist at the conference made the appeal that the policy-

makers keep such structural problems in mind in addressing

the current set of difficulties. "If we get out of this two

or three years from now, for God's sake, don't end up with a

set of subsidy programs like we had in agriculture and which

took us so long to get out from under. Don't build in perma-

nent problems in trying to solve the short-run problems."

In another vein, there was considerable discussion of the rising
cost impact which Federal laws were having on the operation of
State and local governments. An organization representing urban
officials called for an impact statement measuring "the fiscal
consequence” to State and local governments of projected Federal

legislation. ‘ ‘
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Certain Federal labor regulations were seen by several State
and local government representatives as supporting artifi-
cially high labor costs. Examples which they cited included
prevailing wage determinations under the Davis-Bacon Act,
OSHA regulations and Fair Labor Standards requirements.

The labor participants did not respond spec1f1ca11y at the
meeting to these allegations.

One city manager said that environmental impact statements
required by the National Environmental Protection Act had in
some cases delayed the start and completion of local govern-
ment projects, thereby increasing costs as well as intro-
ducing "substantial uncertainty into the planning process

of many local government programs." .

A number of State and local officials identified as a signifi-
cant inflationary factor duplication and wastefulness, in
terms of manpower and paperwork demands, associated with the
complex procedures for qualifying for Federal categorical
assistance. The regulations and guidelines attached to such
aid, they asserted, boosted costs without increasing pro-
ductivity. A variety of suggestions for dealing with this
were put forward including a Joint Funding Simplification
Act, a Federal study commission to identify and eliminate
conflicting and duplicative requirements and a Joint
Federal-State Task Force to identify specific changes in
.laws, rules, and regulations which could produce better
utilization of tax dollars.

Energy. The conference discussion made it clear that the impact
of rising energy costs both on state and local budgets and on
the personal budgets of their constituents was a matter of para-
mount concern for State and local officials at the conference.
The comments and proposals focused on (a) national enerqgy policy,

or (b) specific means for softening the cost impact at the State
and local levels.

One New England Governor declared that a message must surface
from the conference that the nation is involved in "a first-

class crisis." He requested "a high priority sense of this
summ%t that says in the simplest possible terms that the price
of oil must be brought down." He called for "a massive public

education compaign" to promote energy conservation.

A Western mayor called for "a Manhattan-type project to make
ourselves independent of Arab o0il." He also questioned whether
anticompetitive restrictions had limited development of geo-
thermal steam as an energy source and whether "interlocking

control of competing fuels" was not detrimental to the country's
energy needs.
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A Southern Governor declared that there existed no comprehensive .
national energy policy. He called for creation of "a super-

agency for energy" with authority over all other Federal

agencies with energy jurisdictions. He also urged export con-

trols on drilling rigs and other energy-related tools and

called for elimination of wellhead price controls on natural gas.

Consideration of some form of specific assistance to those most
affected by rising fuel costs, particularly in the Northeastern
section of the country, was advocated by a governor from New
England. An economist suggested study of the possibility of
allowing food stamps to be utilized by low-income families for
the purchase of fuel,

B. Policies and Programs to Assist State and Local Governments
Among a wide range of proposals for specific help to State and
local governments to assist in alleviating burdens imposed by the
present economic situation, a number appeared to have particularly
broad support. They included (a) continuation of general revenue
sharing, (b) increased flexibility in the use of other Federal funds,
(c) an expanded public service employment program, and (d) support
for increased State and local government productivity. These and
other proposals are summarized here.

1. Continuation of General Revenue Sharing. Continuation of :
general revenue sharing under the State and Local Government .
Assistance Act of 1972 as a major policy to help State and
local governments emerged as one of the most commonly-held
priorities among the conference participants, A position paper
submitted by an organization representing county officials
urged that the first session of the 94th Congress approve a
five-year extension. The flexibility to use the money according
to locally determined priorities is the feature that virtually
every participant who spoke on the subject identified as the
reason for its popularity.

Some criticism of the manner in which the revenue sharing funds
had been used was expressed by several participants, however.
Several local government participants suggested general revenue
sharing might be modified to focus on jurisdictions with the
greatest need and to tighten the priorities for expenditures.
One labor representative asserted that some of the funds were
used on "pet projects" and spoke of the importance of imposing
priorities. Another labor participant recommended changes to
specifically prohibit the use of revenue sharing funds to
reduce local revenue raising efforts and urged an allocation
formula that would benefit "areas most in need" and jurisdic-
*+ions with "progressive tax programs,"
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There was an exchange of views on the question of by-passing

the states to provide funds directly to local governments or
putting greater emphasis in the formula to funds for local
governments. A Midwestern Governor declared that if the states
are by-passed and if allotments or grants, whether under general
revenue sharing or categorical programs, are made directly to
communities, "we thereby effectively destroy what can be a very
important coordinating arm of our Federal system of government
for the identification of priorities, for the coordination of
various programs on a regional or area-wide basis..." "The
Federal Government is much less suited for that task,"he said,
*than state governments."

More Flexible and Stable Federal Assistance. The importance the
state and local participants attached to flexibility in the use
of Federal funds was illustrated by the willingness expressed

at the conference by several governors and local officials to
absorb cuts in the level of Federal assistance if greater
flexibility were allowed across the board. They contended the
gain in efficiency would permit cuts without a reduction of
services. One state legislator asserted that block grants
rather than specific categorical limitations allow the most
effective use of taxpayer dollars. A Southern Governor concurred
that "many programs now being administered as categorical grants
could be more effectively managed as block grant programs."

Several state and local officials also argued that "off-again,
on-again" Federal financial assistance had an inflationary

impact on local costs, and that a more stable funding relation-
ship covering several years and permitting deferral of expendi-
tures without loss of funds could be beneficial. Multi-year
funding, they said, would permit State and local governments

to plan expenditures more carefully, thus reducing short-sighted
management of funds. The wastefulness caused by phase-out and
start-up o{ projects because of erratic funding could be minimized.

Public Service Bmployment. There appeared to be substantial agreement

armong conference participants aon the need for some form of public employ-
ment program at some stage in an economic slowdown, if it occurs. A
preconference paper jointly presented by two organizations of city

officials endorsed the proposal of Federal Reserve Board Chairman Arthur
Burns for a $4 billion, 800,000 job program that would be separate fram
programs designed to deal with traditional unemployment. Anocther growp,
representing professional city managers, endorsed the President's recent
qction'uaixcreasetje flow of furds to states and localities for public
jobs but stressed that hiring priorities should favor those in greatest need.
A group representing county officials in a preconference paper endarsed
emengmqy;ublh:sendceempknment}egﬁﬂatﬂmn declaring that such a pro-
gram is "the best economic weapon counties have to defeat the two~edge
problem of rising unemployment and ‘double-digit' inflation. It puts people
to work and it returns noney to the public coffers through increased revenues.'
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The labor participants expressed the view that public service

jobs were a pawn in a "shell game." Budget cuts in programs

to aid State and local governments would reduce employment and
the public service jobs program would restore them but, one

labor official contended, there would be no net benefit to
workers or the economy. "I believe in public service employment, "
said another labor participant, "but the kind that is being
advocated by the Administration is simply to take away jobs on

the one hand, recycle them and get out the job on the other end."

A Southern Governor said he would prefer programs which assist
private industry to provide on-the-job training rather than a
public employment program. "This removes the make-work feature
of marginal public employment," he said.

support for Increased Productivity in State and Local Governments.
T"Slowing the rate of increase Iin state and local expenditures--
while maintaining adequate government service levels--depends
heavily upon productivity improvement, declared spokesmen for
professional city management in a preconference paper. Assistance
from the Federal Government at relatively small cost can have
major leverage at the local level in speeding up achievement of
productivity improvements that can result in significant savings
of local tax dollars, said the spokesmen.

They made three recommendations: (1) Federal grant programs
should focus more directly on the enhancement of management
capabilities of local government; (2) Research and development
work on better approaches to the delivery of basic government
services should be accelerated; and (3) The role of the

National Commission on Productivity and Work Quality, which

has assisted in the study of solid waste collection and police
productivity, "should be continued and given formal recognition."

The potential of productivity in slowing expenditure growth was
recognized by rany conference participants. One public interest
group announced the formation of a task force on inflation to
promote the dissemination of ideas and innovations in produc-
tivity. A mayor urged the promotion of labor-management-business
cooperation to eliminate contracts that protect obsolete jobs
and to bring about a linkage of wages with productivity. A
university economist stressed the long-term nature of produc-
tivity improvement. "One should not turn to productivity as

a last chance to solve inflation," he said. "It is not that
kind of a tool, but it should be something we should be working
at."
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Reducing the Cost of Public Borrowing. Several conference
participants put forward proposals aimed at reducing the cost

of borrowing to State and local governments. A Western Governor
suggested a clearinghouse that would coordinate State and local
government debt issues in cooperation with the Federal Government
and perhaps even limit the bond sales and resulting pressures

on the money market, A bond market expert at the conference
endorsed this concept if the initiative was to come "from the
States upward, rather than from the Federal Government downward."
He gaid that several states already do "an excellent job of
monitoring their sales" so as to keep issues from conflicting

and costing a great deal more money because of heavy volume at
one time and no volume at another time.

Operating Subsidies for Public Transit. Several local govern-
ment officials urged a Federal subsidy for mass transit to head
off fare increases which they said would feed inflation. "Fare
increases in various parts of the country today," said one mayor
"would have a chain-lightning effect throughout our economy."

A 50 percent fare increase would have a big enough impact on

the consumer price index, the mayor noted, to trigger escalator
clauses tied to the CPI, in the Social Security law and in
Federal, military, civilian and postal worker agreements which
would produce an automatic $350 million annual increase in
Federal expenditures. Without immediate operating assistance,
said a paper jointly sulmitted by two groups representing city officials,
"we will be forced to raise fares substantially, reduce sharply
the level of services, both." Both of these actions, the groups
asserted, place unreasonable burdens on those who have no alter-
native to public transit, mainly marginal-income individuals

who have been hardest hit by inflation.

Fconomic Development of Urban Areas. The same two groups of

city officlals also recommended expansion of Federal economic
development program to assist "needy urban economies." "Local
economic development, as an instrument of national economic
policy," the organization said in a position paper, "cushions
communities during a period of economic transition; develops
permanent, well-paying jobs; increases productivity; makes more
efficient use of already available urban facilities and resources
and combats inflation and recession."

Welfare Reform. Officials representing the nation's counties
urged at the conference that Congress and the Administration
focus again on welfare reform. 1In their position paper, the
officials said that the welfare legislation enacted in 1972
only covers a third of those receiving public assistance. ‘
Nearly 11 million people are still under "the widely disparate

‘and inefficient AFDC program and almost a million are receiving
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benefits under state and county general assistance programs," ‘
the officials said. They concluded: "Only under a national

program can the inequities in the current system be eliminated

and an adequate level of subsistence be maintained for all."

State and Local Budget Restraint. Some conference participants
said that State and local government budget restraint could be

a significant component in fighting inflation. One state legis-~
lator from a state that anticipated a $533 million surplus said
pressure was building to spend it but that she opposed that
course as being inflationary. A Western Governor said that
state and local spending had less inflationary impact than
Federal spending because, except for capital construction,

most states are required by law to have balanced budgets.
Capital construction can be deferred, the Governor said, but
that would have a negative impact on the already depressed
construction sector. A large proportion of the conference
participants, responding to a questionnaire, felt it would be
very difficult to reduce state or local budgeted expenditures,
including capital outlays. Welfare, anti-pollution facilities,
and capital expenditures for public works were the areas most
frequently identified by participants as those where they would
cut at the state level, if necessary. Anti-pollution facilities,
capital expenditures for public works and recreation and parks ‘
were the areas at the local level most frequently identified for
reduction. ‘ : ' a
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. STATE AND LOCAL GOVERNMENT CONFERENCE ON INFLATION

Sheraton Park Hotel
Washington, D. C.

AGENDA
September 22, 1974
6:00 p.m. Reception —- Assembly Room
7:30 p.m. Dinner -- Cotillion Room '
8:30 p.m. Briefing by Council of Economic Advisers
8:45 p.m, Briefing by Office of Management and

Budget :

September 23, 1974  Conference — Sheraton Hall

8:00 - 8:15 a.m. Opening Remarks
‘ 8:15 - 9:00 a.m. Governors

9:00 - 9:30 a.m. State ‘Legislators

9:30 - 10:30 a.m, Mayors

10:30 - 10:45 a.m. Break

10:45 - 11:15 a.m. City Managers

11:15 - 12:00 m Labor

12:00 - 1:30 p.m.  Lunch — Continental Room

1:30 - 2:15 p.m.  County Officials

2:15 -  2:45 p.m. Independents

2:45 - 3:45 p.m. General Discussion

3:45 -  4:00 p.m, Closing Remarks
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The following are same issues to be addressed either by the individual
groups or during the general discussion session.

A. How much of a problem is inflation

1.
2.
3.
4.
5.
6.

to business?

to labor?

to the poor?

to individuals on fixed incomes?

to local, State and Federal goverrment?
other

B. Causes of inflation

1.
2.
3.
4.

5.
6.
7.
8.

spending by Federal Goverrment?

spending by State or local jurisdictions?
excessive credit availability?

ocosts and scarcity of critical materials,
especially food and o0il?

excessive profits?

excessive wage settlements?
internmational forces?

other

€. Possible solutions

1.
2.
3.
4.
5.
6.

11.
12.
13.
14.

15.

Federal budget cuts? where? any increases?

State and/or local budget cuts? where? any increases?
Deferral of planned capital experditures?

Deferral of public warks projects?

Deferral of staff increases?

Changes in the rates or structure of Federal, State or

local taxes? Further Federal, State or local tax

incentives or deterrents?

Encouragement of higher productivity?

Changes in governmental regulations (Federal, State, local)
to increase productivity? ,

Federal monitoring and publication of the economic impact of
price and wage decisions and related govermment decisions?
Price and wage controls, guidelines, or private incentives?
More sophisticated money and debt management techniques?
Improvement of collective bargaining procedures?

More sophisticated economic planning?

Changes in State and local govermment structures and service
delivery systems?

Other

D. Identification of, and solutions for, particular hardships caused by
efforts to fight inflation.
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Remarks of Alan Greenspan
Chairman, Council of Economic Advisers
September 28, 1974 -
Before the Conference on Inflation

After a decade of gradually accelerating inflation we
have finally arrived at the point where inflation has become
the key factor in depressing the economy. Although inflationary
psychology, when tracked through the system, is pervasive, the
impact is quite divergent. Consumers,-as we can see in our
own households, and in the statistics, are responding to inflation.
Consumers become terribly concerned about being able to make
ends meet during rapid inflation. There is a concern about the
ability to meet fixed costs -- rent, food, utilities and the
like. And, as a consequence, there is a tendency for people
to save more and to hold back on so-called discretionary items.
We are seeing this phenomenon at the moment and it is clearly
a depressant in our economy.

Obviously, we are also seeing similar events in home
buying. Rapidly rising interest rates over the last few years,
restricted availability of mortgage financing and extraordinarily
high costs of building have similarly deterred home purchases
and home building.

However, when we consider the business sector the response
to inflation anticipations. is precisely the opposite. Invest-
ment decisions for new plant and equipment are being distorted
by anticipations of a rising price path. This has been a
very major element in the strong capital goods markets and I
think this strength is going to persist for the period immediately
ahead.

Secondly, expectations of rising prices obviously affect
inventory decisions. The implicit expected capital gains has
been a major factor in driving inventory accumulation in real
terms to fairly high levels and it is fairly apparent that we
have a large inventory overhang in some areas at the moment.

Another inflation related element in the economic situation
is the strain being imposed upon the financial system. We are
financing the growth in our current dollar GNP in part by
reducing corporate liquidity and in part by running up the
loan deposit ratios in the commercial banking system. Yet, even
with the strain if all the credit demands that are involved in
financing inventories, capital goods, housing and construction,
receivables and other goods were fully accommodated the large
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Controlling the thrust of Federal expenditures is in my

expansion in the money supply that would be required view, the key component of any anti-inflationary program.

would risk a very significant acceleration in inflation. Without strict fiscal discipline in the years ahead, no program
to suppress inflation can succeed.

It is important to note, however, that we are seeing
some evidence of a peaking in the inventory area. It is
showing up directly both in the statistics and also in evidence
that lead times on delivery of materials and other items in
short supply are beginning to shrink. Athough order backlogs
are still holding up pressure of inventory accumulation is
easing.

There is a close relationship between so-called unit money
supply and general price level in this country. Unit money
supply as used here is the ratio of the broadly defined money
supply including bank time deposits to real GNP. There is sound
theoretical and historical basis for expecting a close relation-
ship and it can be observed in this country as far back as our
statistics will reliably carry us and much the same relationship
has been observed in the major industrial countries of the

Despite the fact that inventories are ite high either
13 a4 19 * rest of the world.

in relation to sales or to capacity, I think the retrenchment
in inventory investment that is about to occur will be limited
because a substantial part of inventories is supported by the
capital goods markets. So long as the capital goods markets

This relationship suggests the policy target of any basic
and effective anti-inflationary policy. We must lower the rate

hold up, the amount of retrenchment that is feasible is quite of growth of unit money supply if we are going to return to
limited. a more viable noninflationary environment. There are obviously two
elements here. Unit money supply growth can be lowered if we

We have heard a great deal about some fairly pronounced (1) reduce the rate of increase of the money supply and/or
curtailment in the capital goods markets. But when we look (2) accelerate the rate of increase of the capacity to produce.
at the overall figures, even in the public utility sector, The Federal budget policy affects both the numerator and
new investment commitments are still running very much above denominator of unit money supply.
the level of expenditures so that until there are some sharp . . . , . . ,
curtailments the strength in capital goods is going to support While the money supply is technically capable of being

controlled within reasonable limits by the Federal Reserve,

an awful lot of economic activity. ;
Y pressures often push the Fed to accommodate much larger increases

So, as it stands at the moment, I think that the capital than it would otherwise sanction partly because of some very
goods markets are going to hold up fairly well and so long as powerful pressures exerted upon monetary policy.
the capital goods markets stay together, a dramatic decrease in . . e .
economic activity does not seem likely but the relatively sluggish While it is difficult to separate the exceptionally complex

elements the major factor, in my judgment, has been the spillover

outlook does imply increasing unemployment rates. More important .
Py 7 p-oyn P ! of credit requirements from the capital markets by private

in my judgment, however, is the conclusion that a diffusion in

inflation psychology would remove a very major depressant on businesses who have been unable to fully meet their credit
the system. needs owing to the rising proportion of our basic savings flows
preempted by governments: Federal, state and local and also
I think that policy must focus on this particular objective. the borrowings of the many federally sponsored agencies outside
However, psychology and expectations are not an irrational sort of the budget.

of thing. They are based on people's perception of the real world. . ) ) ..
A set of programs which hold a reasonable prospect that the This type of borrowing has some special characteristics

underlying inflation trend which has gripped the American economy which have a quite different type of effect on capital markets

by private industry and individuals. Such government sanctioned
borrowing is, in economic jargon, essentially interest inelastic,
meaning for example that the U. S. Treasury will borrow whatever
is required to cover its deficit wholly independently of the



- 4 -

prevailing rate of interest as will most state and local ‘
governmental units and the off-budget federally sponsored credit
agencies.

What this means is that such borrowings tend to have first
claim on the flow of private savings and hence leave less
available for the normal borrowing requirements of the private
sector. Unwilling and unable to compete private borrowers have
been forced to the commercial banks for accommodation.

There is obviously a very long list of other elements in
this process which I have not touched. But I believe that the
major source of the pressure on our money supply growth and
price level has been the .acceleration in federal and federally
sponsored borrowings. The critical element in any anti-inflationary
program must be a leveling off or even a reduction, in the
proportion of private savings flows preempted by governmental
agencies.

Part of any anti-inflationary program is to increase the
rate of growth in the productive capacity of our economy but
it is clear that the same process of credit preemption has
also been a key obstacle to the financing of capacity expansion.
Ideally, the Federal government instead of preempting savings
should be adding to them through surpluses in the unified ‘

budget and reductions in the expansion of credit guarantee
programs. The increased availability of savings flows into
capacity increasing investment must be the second prong in an
anti-inflationary program.

In summary, therefore, discipline in the budget processes
must be initiated. Obviously the first order of business is
the fiscal 1975 expenditure levels. In reviewing the fiscal
budget for areas of reductions, it is important to recognize
that items which affect only fiscal 1975 are far less significant
for long-term budget control than those which would also have
a major impact on fiscal 1976 and later.

GPO 878.997
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STATEMENT OF
ROY L. ASH, DIRECTOR
OFFICE OF MANAGEMENT AND BUDGET
AT THE
CONFERENCE ON INFLATION
WASHINGTON, D.C.
SEPTEMBER 27, 1974

THE FEDERAL BUDGET AND THE ECONOMY

The current interest in the Federal budget as a major
anti-inflation weapon reflects the general recognition of
the budget's potential for helping promote economic
stabilization. The budget is one of the key policy tools
for dealing with inflation and, for this reason, has been
discussed extensively at the pre-summit meetings. At those
meetings there was a strong consensus on the need for
stringent but realistic fiscal restraint in the immediate
future--that is, for a total outlay level that will keep
the Federal budget from generating excessive aggregate
demand and, thereby, adding to inflationary pressures.

Focusing on the economic stabilization role of the
budget is useful and necessary in the context of this
Conference. Yet, it provides an incomplete perspective if
not accompanied by some attention to the Federal Government's
and the budget's role in allocating resources.

The Federal Government is the largest single determinant

of resource allocation in our economy. The impact of the
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budget alone in allocating resources can be dramatized by

viewing it in relation to other economic factors. For

example:

As these comparisons suggest, at the aggregate level

The Federal Treasury collects about 20%--one
dollar out of every five--of our total national
income as taxes.

The Federal Government buys about 8% of our total
national output directly.

Federal grants provide ovaer 20% of the total

receipts of States and localities.

‘ Federal payments to individuals, through social

security and other programs, provide 12%--one
dollar out of every eight--of after-tax personal
income.

The Federal Government, including the military,

employs about 5 million people, more than 5-1/2%

of total employment in the United States.

the budget allocates substantial resources between the

private and the public sectors of the economy.

nature the budget also establishes priorities, or allocates

resources, within the Federal sector. These priorities,

which are, properly, the product of the Nation's political

‘processes, have changed drastically in recent years.

By its very
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Real Federal outlays--that is, outlays adjusted for price
changes--paid to individuals and State and local governments
have increased from 30% of total outlays in 1968 to 54% this
year. Over the same period, the defense share has dropped
from 44% to 29%.

The budget also influences priorities outside the -
Federal sector. The proportion allocated to grants affects
the distribution of resources between the Federal Government
and States and localities, and the composition of that
portion has a substantial effect on resource allocation
within Staﬁes and local governments. Moreover, Federal
payments to individuals are a major instrument of income
redistribution and affect--at least indirectly--the types
of goods and services purchased in the economy. Each of
these resource allocation effects is different, and
occasionally may even conflict with others.

These are some of the predominantly direct resource
allocation effects of the budget. The indirect effects on
resource allocation and economic growth are less obvious,
but they, too, are substantial. For example, because of.
the way budget surpluses and deficits affect financial
markets--by increasing or decreasing the a&ailability of
funds and influencing interest rates--the Federal budget

influences the allocation of resources between consumption
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and investment within the private sector, as well as the
availability and cost of borrowed funds to State and local
governments. Particularly in influencing thé allocation of
resources between consumption and investment, the budget
affects the economy's potential to increase the supply of
goods and services and, thereby, dampen inflationary
pressures over the long haul.

Similarly, although at the program rather than the
aggregate level, there are complex ways in which Federal
activities covered by the budget affect the economy other
than in fiscal terms. For example, those who advocate
education programs note correctly that over the long run
better education improves productivity. Others note that
an improved transportation system will strengthen the
economy. And we learned last winter that Federal support
for research and development is needed to help solve the
energy problem.

Because it is one of the key tools for promoting
economic stabilization and, more specifically, for combating
inflation, it is important that the budget be discussed at
this Conference on Inflation. Moreover, it is essential
that actions be taken this year to restrain the growth in
Federal spending.

Reducing Federal spending by $5 billion in a
$1.4 trillion economy may appear to some to be a futile

gesture. It is not. Slower growth in Federal spending
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reduces the Government's demands upon the financial markets
and makes those funds available for use elsewhere in the
economy. Equally important, reducing the momentum of
Federal spending now will help keep the budget and the
inflationary pressures it can generate from becoming runaway
problems in later years.

In searching for ways to restrain the growth in
spending, all programs are candidates. In choosing the
programs that will bear the brunt of spending restraint,

a number of critical considerations must be kept clearly
in mind. ‘

. We must be mindful of those who are suffering

-disproportionately from inflation. We must make
a conscious effort to see that the burden of
restraint is distributed equitably in this light.

. We must recognize--and take into account--the fact

that the effects of budget resiraint differ in
different program areas and try to achieve equity
here, too. |

. We must upderstand the effects of the restraint

on the economy--and on employment in particular--
and make certain that restraint does not

create more problems than it resolves.



These are, I believe, clear messages that have come
from the pre-summit meetings. In all these meetings the
sentiment has been for budget restraint, not for drastic
slashes in most Federal programs.

The consensus of the pre-summit meetings for stringent
but realistic restraint on the growth in Federal spending
describes an essential action that must be taken to slow
the growth in.prices. Achieving restraint will not be
easy. We need, and are working to obtain, Congressional
support. We need, and are working through this forum and
in other ways, to obtain public support. And we need to
remind ourselves continually that achieving budget restraint
will require that difficult choices be made.

The course described above is, I believe, the proper
way to proceed in our democratic society. While it is
time-consuming and difficult, it offers the best hope

possible for a durable solution.
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