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DEFENSE AND THE ECONOMY: THE iSSUES OF
JOBS, INFLATION; AND LONGRUN GROWTH
WEDNESDAY: DECEMBER 7, 1983

o HOUSE OF REPRESENTATIVES,
Task Forcre oN EcoNomic Poricy AND GROWTH;
CoMMITTEE ON THE BUDGET,

Washington, D.C.

task force) presiding. -~ - . o
~ Mr. AspiN. We would like to welcome you all to the hearings on

" the impact of defense spending on the economy. Thaere has been; of
course, a rather large increase in the commitment of national re-

sources going to defense. It started under the Carter administration
but accelerated under the Reagan administration. : o
~ During that buildup which covers the 1979 to 1987 time period,
defense outlays would increase at an average rate of about 12 per-
cent a year. As a percentage of;gross national product, defense
spending would go from 5 percent to 7.7 percent, which is a greater
increase - than over. the Vietnam buildup from 1965 to 1968, al-
though the present buildup is being done over a loi:ger period. .

" But the buildup that we are talking about_here is particularly
pronounced in the area of procurement. The buildus for Vietnam

and for Korea was.across the board in personnel and in areas relat-

ed to personnel. The buildup of the Reagan administration is very
heavily concentrated in procurernent. Procurement outlays would
increase at an average rate of aiout 20 percent over the 1982 to
1987 period: L o L
" The speed, magnitude, and timing of the buildup have raised con-
cerns over potential impacts on the economy of such a commitment
of resources. It has also revived a more general debate about long-

term effects on the mature industrial economy of a large and rapid-
ly growing defense sector. - o
These hearings will focus on three aspects of the relationship be-

tween expenditures for national defense and the state of the econo-

there any significant differences in the types of jobs created or

their timing? - : S
Second; the issue of inflation. Is the current buildup in defense
spending likely to lead to increases. in the future rate of inflation
or.in the prices of defense goods and services? If such increases are -
(1



2
like lv, should !hov be unnbuted to the pace of the bunldup. shift in
the composition of GNP or other fdctorq" .
Third, and probably most complicated, the issue of longrun
growth: What conseyuences will the current bunldup in defense
spending have for productivity. dnd longrun growth in the Ameri-
can Oconomy’ How will a shift in resources froni civilian to mili-

ary researc and development affect the technological competi-

this morning is Robert DeGrasse; who is from
the (,ounul on Economic Priorities. He is going to present a paper
or opening testimony to us this morning, then we will get to some
qucstlons

STATEMENT OF ROBERT W. DeG I{AHHE. lR ('()l N('ll, ()N Iu(‘()-
NOMIE PRIORITIES AND AUTHOR OF “MILITARY EXPANSION;
ECONOMIC DECLINE®

Mr. DeGrasse. Thank you, Mr. Chairman.
| dppreuate the opportumty to testlfy this mormng before the

questions that you have asked to look at the issue of longrun
growth potential and its problems—problems created by increased
military spending; and then touch only lightly on the issues of in-
ﬂatlon and employment.

Those issues are covered more thoroughly in the book that I
thmk we have prov1ded you a copy of; “Military Expansion; Eco-
nomic. Declme

discussing this issue of mllltary spendlng and the economy. I think

first of all the most important point. is that the effect that military
spending has on the economy should not be the overriding variable
in determining what level of defense spending is necessary for the
security of our Nation. While there are tradeoffs and while there

are costs associated with military spending; we cannot look at this

as somehow a prescription for policy for reducing military spending

or increasing it depending on your view of the effect of military
spending on the ecoromy.
Indeed we can afford any amount of spending on the mllltary we

might want to undertake. Diring the Second World War, 42 per-

cent of the GNP was devoted to military spending and we did that
through a series of allocation controls on the economy, wage-and
price controls: As a result we were able to over a 5-year period
afford to devote a significant share of our economy to defense.

Thus we cannot say that there is reason to believe. we cannof in
whether or not we want to look_ at . ways of trying to control the
economy, control the effects of the buildup we are talking about.

(]
(]
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Whut 1 would like to do is to try to walk through the analysis of
military's ¢lféct on the cconomy that we perfornied at the Council
on Economie Priorities over the last 3% years. I think the issue
that we tried to address was whether or not this increase in mili-
tary spending was going to have an adverse effect on our interna-
tional competitiveness, and the ability of the economy to create
jobs over the next H.years: . . : L o

“We approached that issue¢ from the perspective of what sorts of
effeets has military spending had during the cold war? That is,
since 1950 when we dramatically increased military spending and
have seen it take up a significant portion of the gross national
product anywhere between 15 and 6 percent, 1.5 percent in the lute
1970's. What effects that spending has had on the economy over
the period of time during the cold war. .
~ We did this by trying to compare U.S. economic performance
with the performance of other Western industrialized nations,. na-
tions that have somewhat similar characteristics in terms of their
political economy to the United States.

77777 We felt that by looking at 17 nations that we would be able to
create somewhat of a laboratory for trying to compare the effects
of nilitary spending here versus in other nations: From time to

time [ am going to indicate certain charts in the testimony that I
have that would elucidate the points I am making:

The first chart is chart 2 which indicates the levels of military
spending in the United States and the other nations we looked at
over the 20-year period between 1960 and 1980. __ = _
 That_chart indicates that military spending as a percentage of
GNP in the United States was about 7 percent, actually this is
gross domestic product. It is a better indicator for international
comparisons, basically the same though as GNP. =
It indicates that the United States was clearly the nation with
the highest percentage level of military spending amongst the 17
nations we were looking at. : : : : -

~What we did was to test the hypothesis that there is a relation-
ship between higher military spending and poorer economic per-

formance: In doing a statistical analysis we found that there is a

strong relationship between higher levels. of military spending.iﬁ

that period and lower levels of gross fixed investment. Here I point
to chart 8 which indicates there is a relationship between those
two variables. , . L
 That relationship exists when you adjust for a variety of other
factors as well; when you adjust for the level of economic growth,

the niaturity of an economy under the assumption that more
mature economies tend to grow slowly. We thought this would be
the descriptive variable. o

~ And we found

that even after adjusting for those variables and
for others that this relationship between higher military spending
and_ lower levels of gross fixed investment does seem to hold up.

 There is also a somewhat weaker relationship between military
spending and productivity growth. It was a fairly strong relation-
ship in the 1960’s and the relationship becomes somewhat weaker
in the 1970's because of the fact that it is harder to figure out why

we have had productivity problems in the 1970 s,

e




4

_ But overall the point that we think that is made by this sort of

an analysis is thut there seems to be a clear indication that there
is somewhat of a penalty for higher military spending. Now the
question is what is the magnitude of that penalty. The statistical

tests we used are of a_general sort. We don’t feel comfortable

there. But the basic point we believe made by this data is that
there seems to be an indication of a certain penalty that is paid in
terms of investment. S . S

It only stands to reason as well if you increase military spending
some other portion of the GNP should have to decline either con-

sumiption, investment, or other Government spending, and indeed
that seems to be indicated cross-nationally that the real burden
comes in the area of irvestment rather than in the areas of Gov-
ernment spending o consumption. That may just reflect political
realities: Maybe it is harder to cut consumption and Government
spending than it is to_cut investment. It is easier to raise interest
rates and make investment less attractive and it is harder to get
people to cut current consumption or as I am sure the Budget Com-
mittee recognizes, Government spending. S
--So lower investinent seems to be the penalty that we often pay:
Now certainly one thing that you might want to gather from this is
that one of the goals of budgetmaking during a period of high mili-
tary spending would be to_try to find a way to tax consumption
rather than investment. That would be one way to somewhat
reduce the penalty paid by increasing military spending; -

Why is it that we also come up with a relationship with this
issue of productivity growth as well, the growth in the efficiency of
the labor force in the economy? To develop a theory to support the
statistical data one has to move beyond simply looking at shares of
GNP shifted around or assuming that by reducing investment that
that will be the only factor that has an effect on productivity
growth. S . - o
—We have to look &t the effect of military spending on technology:
This is the second issue in terms of the overall effect of military
spending on growth I would like to focuson. 7
- Military spending has often been said to have a beneficial effect
for civilian technology. that there will be spinoffs as a result of
high levels of military spending. Indeed; many argue that defense

sector eventually: . - - e

-1 would like to point out that in this regard only about 3 percent
of the Defense Department’s research and development. effoits
have been oriented toward basic research over the last two decades.

In_absolute dollar numbers that is less than the amount of money

that three cither Government departments spend less money on

basic research and development; including the National Science
Foundation; the Health and Human Services Department, and
NASA. All three of those agencies spend more dollars in real terms
on basic research than does the military. =~
Certainly though the military spends the lion’s share of the Fed-

eral research and development dollar and indeed we spend—we

5
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have spent anywhere between 75 and 50 percent of research. and
developinent dollars on the military. during the cold war period.
Currently 1t is around the 50 percent figure; which when we look
at the total amount of R&D sources in the cconomy. Since the Gov-
crnment spends about 50 percent of the total R&D dollurs and

production capability for military purposes. As a result the amount
of lubor devoted to those particular purposes is rather significant:
In ficet we believe that about 20 to 30 vercent of the Nation's sci-
entists and engineers are working on defense-related projects: 1 be-
lieve that is a very significant amount of the Nation’s productive
talent. . . - . S o ]
1t mieans that an important group of people is unavailable to be
working on efforts which could increase the productivity of the ci-
viliin economy. As a result, I believe that that is one of the ways
in which military spending tends to reduce vur ability to increase
our productivity growth in this country. . S
One might say thut all of this research and development has_a
positive effect on the civilian economy—coming back to the spinoffs
argument. But the question is if we are spending all this money on

the militiary. and it is having a positive effect on spinoffs, you

would think that the sectors most closely allied with the military

would be in reasonably good shape in the international arena; that
15 those industries would be garnerning a number of technological

innovations from the work done on the military and they would be
able to apply those quickly to the civilian sector and be able to
maintain their competitive position at least vis-a-vis firms in other

nations working in the same area.

_But I think we can see from three specific industries, the elec-

tronics industry; machine tool industry; and the aircraft industry:
that the U.S: market for commercial aircraft is being whittled
away in_ two areas, one is in large transport aircraft through

that that in fact is not happening. In the aircraft industry we see -

Airbus Industries, and the other area we are seeing whittling away
is in the area of smaller commiuter aircraft. Beach and Cessna,
while they don’t have as much military contracting you would
think they woitild be able to use some of the technology in the area.

s
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Those firms dre not able to capture probably the largest growing

part of the aireraft industry in the United States. =~
" 1n machine tools, we see the United States unable to keep up
with the Japanese in numerically controlled machining centers and
otheir new technologies. I think this is, to some extent, unexpected
given the fact that the military is spending an awful lot of money
on mianufacturing technology programs and should indeed be
having some effect on our ability to compete in the civilian sector.
It thit was true; we would be in a better position. o
__Unfortunately, I would have to say that I agree with Simon
Rumos—one of. the founders of the TRW Corp.—who indicated that
military spending does not seem to provide as much technological
adviucement per doltlar than if the nioney were spent directly in
the civilian Sector; and indeed he thinks that that is part of the
reason we have had poor productivity growth. = = _ _ _
" The final darea is the electroiiics sector, which we are probably
most. familiar with and read the most about in_the papers. Here
you have probubly been following stories about the video cassette
recorders and other technologies in the consumer area in which
the Japuanese seem to be doing well: We thought radios were a
thing of the past until Sony introduced the Walkman. And even
‘though a U.S. firm, Ampex, was the first_to develop videotape re-
corder technology, the Japanese were the first to be able to cost en-
gineer that technology for civilian applications. N L

Probably the most celebrated case has been in the.area. of
miemory chips, 64K RAMs, random access memories;, and in_that
area we are seeing for a variety of different reasons the Japanese
being able to compete with us quite successfully in an area of high
technology production. - - - : L

The point here is that while it is not clear that there is a direct
connection, we would hypothesize that if we are spending a signifi-
cant amount in each industry on the military, and if they are being
subsidized by the military in production, and R&D is taking place
in each area; the spinoffs should be providing us with some benefit
that could be translated in the civilian sector: I am not sure we can
say that that is occurring, however. : -

Finally; in regard to this issue of long-term economic growth, we
really have a choice facing-us as a nation, as I see it. The choice 1s
whether or not we want to watch our international competitiveness
declinie as a result of substantially increasing the share of major
industries im our economy that we devote to the military; whether
or not we want to see our international competitiveness decline; or
whether or not we believe there is some way, either to decrease our
defense spending or cncourage our allies to substantially increase
their defense spending and divert resources they would be using for
civilian purposes to the military. Indeed; I think that is probably as
close as une could get to a policy implication of the problems with
the long-term economic effects of military spending. =~
1 would like to turn briefly to the issue of inflation; and then
jobs. Inflation is an area that we see some of the specific impacts of
substantially increasing our military spending:

As we are all aware. I believe, the military economy, the indus-
tries servitig the military sustained very rather significant prob-

lems both in inflation and in backlogs during the 1978 to 1980

10
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lelt mdustl\ dnd ths' clcctlom(,s mdushy
As a rcsult uf tho congruence of growth m both the mllltarv and

()I the l‘)‘\()s '[‘hose b‘icl\log ploblcms were. cJused in. part because
of the tact we don’t have as many supplier firms supplying the mil-
itary as there were in the past due to the contraction in parts of
the production base that uccuned as a result of the reductions
wlter the Vietnam wars

__Thouse problems have not been relleved There has not been, in
my. view; a substantial increase in the capacity for production of
defense goods, And, as a result, even though we have been able to
solve this ploblem in the short run through a very, very severe re-
cession. the fact is that now we dre seeing economic growth return

more vu..mously than ‘many had predicted; and: as a result 1 be-

rate ebtmmtes than whar I can provnde you. But I do belleve that
lere is an area where there are going to be problems: . .

There are_already significant increases in_ the. leadtlmes in the
electronics industry, particularly for mtegrated circuits and semi-

conductors. The ¢electronics_industry has come back a _little bit

stronger thun the aircraft mdustry to this.point: As a result; you
already are seeing some stories about the shortages of s'e'rmconduc-

tors: The IBM personal computer has.done much better than ex-
pected. And, as a result, it is hard to find the logic chips that that

IBM Pb l(.‘(]ull&b So we are gomg to see a tlghtness in supply of

1‘)\4 Prob'lbly into 1985 or 1986:is where you will begin to see
leadtime and inflation problems begin to settle back into the de-
fense industry:

Moré¢ broadly, in regmd to mllltarj spendmg and inflation, the

pomt f would hke to make is that; per se; other than affectmg mar~

mdustrles txghtness in supply could Iead to mﬂatlon in the econo-
my as u whole, yes. And, as a result, many times during substan-
tial buildups for wars when you get a tremendous demand for man-
power and for productive capacity; you see a blip in the inflation
rate.

Indeed; that is directly due. to mxhtary spending: This can be con-
trolled if you are willing to institiite cor.trols. Those problems can
be reduced; as we saw surmg the Korean war. But the real ques-
tion is: What does the executive and the Corigress do offset the in-
crease in defense spending? This is where, clearly, the question
arises as to what the inflationary impact of a rise in defense spend-
ing will be.

T
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We huve seen during this particular buildup we have chosen to
pay for it by increasing the borrowing we do from society, and by
reducing taxes and attempting to some extent to reduce civilian ex-
penditures. That has not been very successful, as you recognize,
and as a result; borrowing has been_the major way of paying for
this buildup. And as we all know from reading the papers and
watching the problems that the Chairman of the Council of Eco-
nomic Advisers is presently having, it is a rather difficult dilemma
we fuce, and 1 am not sure I need ta say much about deficits; and I
know there has been enough ink spilled over that issue already.

Turning finally to this issue of military spending and employ-
ment, here again at the broadest level, if we look at the macroeco-
noinic effects of military spending, if you spend $1 billion on one
area of the economy versus $1 billion in another area, if you are
looking at the short-term macroeconomic effects of military spend-
ing; there really is very little difference in the total number of jobs.
In other words, if you spend $1 billion in mass transit production
versus $1 billion in military spending; the direct jobs, indirect jobs
and induced jobs created are going to be about the same: ;

The question is really in the distribution of those types of em-
ployiient, both geographically and in terms of what industries and
what particular professions within the industries are affected. I
woild like to focus on that issue for a moment and first define
terms. L o :
 Direct jobs are those jobs created in a specific industry by the ex-
penditure of money in that industry. In other words; if you spend
money on aircraft, the amount of jobs created directly in the air-
craft industry is the amount of jobs we are talking about when we
talk about direct employment. That is pretty straightforward..

Indirect employment is the employment created in supply indus-
tries. The aircraft industry, obviously, needs some forgings, needs
semiconductors and a variety of other goods and services that are
required to build aircraft, for example. Those are the indirect jobs

that are created in the supply industries.

_ Induced employment is the employment created by the spending
of the employees, both in the direct and indirect areas. In other
words, if you have a skilled machinist working for Boeing in Seat-
tle; the spending that that employee does for cars,; for education,
for housing, for food, all create employment. And, as a result, he or
she is inducing employment in the rest of the economy. o
_ Focusing specifically on dircct and indirect employment, which
has been the focus of this debate up to now,; there are significant
differences between the total amount of jobs created. Military
spending tends to create féwer jobs than other industries in direct
and indirect employment. My belief is that this occurs primarily
because the defense industry is what I would refer to as a craft in-

dustry as opposed to—many people believe military spending is
capital intensive: I believe there are few incentives for defense con-

“tractors to expand investment and to make their production proc-
ess more efficient. .
~ In fact, there are some very substantial incentives to increase
costs; and; as a result; there is no particular reason why a defense
manifactirer will want to make his production process more effi-

11 2
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cient. And, 4s i rosiilt, there i5 very little new investmerit that
oceurs in the defense induastry: . S ,
_Indeed, there are incentives to carry a very substantial amount

of overhead costs both in terms of design engineers; people who are
able to put together proposals for the Deferise Department—and, as
a result; that overhead cost; that substantial cost for labor, is the
defining characteristic of the deferise industry.. -

The question here is one of the cost of the labor versus the cost
of the capital equipment. I think clearly, the defense industry is a
labor-intensive industry just in *erms of the amount of money
sperit on labor. The amount of money.spent cn_labor is high: But
the salaries that are paid are higher than yod find in other indus-
tries.in the economy« The amount of peopl: directly employed is
smaller. The example I would like to give here is that of the mis-

sile industry: It is the most dramatic example: -
__There are defense industries that are closer to the average in the

economy: But to give an indication of the breakdown in the defense
industry between professional and technical workers and just one
cther category; operatives; the machine operators—they are the
seniiskilled workers as opposed to craft workers—you see a dramat-
ic difference. ; L o ) .

In the missile industry, about 56 percent of employment is in the

professional and technical categories, which_includes engineers. In

the economy as a whole, only 9 percent of a manufacturing firm on
the average is made up of professional and technical workers. I

think the difference is rather stark—36 percent versus 9 percent.
In the operative ared, there is alsc a very stark distinction. In all

manufacturing, the bulk of the jobs created in that category, 43
percent of the employment comes in the operative category. Where-
as; in.the missile industry; only about 11 percent of the employ-
ment is created in the operative area. : : :
So what you see is an.industry that is highly oriented toward
professional and technical workers, and indeed as a result requires
a significant amount of money; because the salaries for professional
and technical workers are significantly higher than operatives;
and,; as a result; in this direct and indirect comparison we tend to
create fewer jobs than in.other induostries:.. . o
~ Just a side note here, if we expand military spending, and if the
spending is going to. procurement; and if we are spending an awful
lot in missiles and in aircraft, the query is: How are .all these in-
dustries going to be able to garner the amount of professional and
techiical employees they need without squeezing out some of the
requirements of the civilian sector here? =~ =~
[ think there.is a big issue as to whether or not we will have an
ample supply of engineers and scientists to man the factories, both
inthe civilian and defense sectors of the economy: And; indeed;
this is an area where it i a lot harder to add new capacity. If you
need. new capacity. in a semiconductor plant; you -can go out and
purchasé new capital equipment. It is much harder to expand the
supply of scientists and engineers in the short run because if is a

_*”training process that requires a few years of work at the universi-

ty. . . o el N
That concludes. the summary of the work we performed ai\\the

council and I await any questions you may have.



[Testimony resumes on p. 62.]
[The prepared statement of Mr. DeGrasse follows: ]

PREIARED STATEMENT OF RoBERT W. DEGRASSE, JH!

MILITARY SPENDING: STIMULANT O TMPEDIMENT?

By Robert W. DeGrasse Jr.*

..our research suggests that lmllltarv expendlturesl are beneficial
in the long term to the civiliar economy, since much of the additioral

spending promotes domestic production In our most capital and tech~
nology intensive sectors.

Secretary of -Defense Harold Browp,

testImony before the D.5. Senate .. .
Budgut Committee. February 27; 1980

I. INTKODOCTION
Numerous advocates of higher military budgets have long asserted that Pentagon
spernding [s a Kood way to stimulate the economy. Government offlclai; ;;& i;&u;;;y

leaders promoted this theory Jduring key debates over defense policy during the 1950s

and 19603, [il More recently, Secretarles of Defense Harold Brown and Caspar

Welnberger have made similar claims, [2]

ihis position &eparts; Eouever; grom the ﬁistoricai main sfream of eéé;émié
thought. Military spending has been generally viewed as an impediment to economic
progtess: Since soldleis and aEms producéts 36 nof Gieaté gooda and services that
can be consumed by 6EBé;;. many economlsts see arus uﬁéﬁéiﬁg as ;ﬂgiiiéiihé from a
nation's total resources. 1f the "dead welght” of EIi{Eiiy spending becodes too
greai; ii iu ausume& ;h;; ;; ;E;;;;; ;iii ;ﬂ??;i- fﬂ; fi};k ;Eéﬂ&;i;k. K&iﬁ'éﬁxtﬁ.

1987), from which this paper_was adapted. He gratefully acknouledges the
research assistance of Elizabeth McGuinness.and William Ragen.

ERIC

Aruitoxt provided by Eic:



O

ERIC

Aruitoxt provided by Eic:

{Tihe_whole army and navy, are u
servants of the public, and are malntalned_by_ a part_of the annual _
produce of the induatry of OEWEr people._ Their service, how honorable
How useful , or how fiecessarY_soever, produces nothing for which ar

equal quarntity of aervices can afterwards be procured. [3}

That traditl6ral view was widely held in the United States baforc World War
1. Even after the war, goverrment officiala voiced corcerr 3bout tlié Grtoward
sionomic effects of Righer militaty spendlng:. Presidents Truman and Elsenhower, for

sxamplé; both cited economic dangera as a factor In their dev lona to limit arma
spernding increases. (4]

Despite the traditional view, the ecoromic proaperity created by world War II
left a deep lmpression on the AmerIcan people. Before the war, the United Statea

wis mired in the Great Bepreg;ié;. Uremployment, which had been aa high as 24.9
petcont tn 1933, still sveraged 14.6 percert Id 1940. Durlng the war; unemploymenr

dropped tapidly. 1In 1942 1t averaged 4.7 percent and in 1944 unemployment reached a

wartime low of 1.2 percent. [5] As a result, the Imagea of “Roaie the riveter” and
America as the "atasnal of democracy” atayed with Americana long after the Second

World War was over.

has beer 1ittle assessment of the effect that high arms expenditurea have had on
the U.5. economy dirlfig the Cold War. DId high levela of milltary aperding result

in better ecomomic performance? Or haa military apending contribut€d to our preaent
cconomic problems? The Couneil o Economic Priorities has examined

diting the past two yeara in the context of our nation's current economic 31ffi-

culttes.
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fhe CURKENT EcoNORIE CRisTs

Sfnce World war II, AmerIcans have come to expect that ouT standard of living

would increase indefinitely. During the 1950s and especially the 1960s; the future

began to crumble under the weight of an economy plagued by inflation, wnemploywent

and slow growth.

Anericans had come to expect. From 1960 to 1973; the yearly increase In per capita
disposable personal income averaged 2.8 percent after accounting for inflation.
Between 1973 and iééi; ﬁowcver; ;ﬁg average increaée vas 6niy i;é petrcent, Piéé;
uction ard non-supervisory workers fared worse. Instead of increasing, their hourly

a year, between 1973 and 1980, after tislng I.5

I

earnings actually fell 1.6 perced
percent a year from 1960 to 1973. {6]

During the past decade, unemployment has continued 1ts post-World War II
trend — remaining at a higher level after each recession than it was prior to the

downturn. In December 1982, unemployment teached a level unmatched since the Great

nt. [7] Few economists expect 1t to fall below 9 p
GREIl 1984, Even though unemployment In ofther Industilal natlons also rose affer
the oil crisis, America's unemployment rate remalned higher than most. 8]

Econdmic growth iIn the Unifed States has also been slugglsh., America’s

average {nflatlon-adjusted rate of growth In gross domestic product (GDP)* since

Gross domestic product (GDP) 1s preferred to gross national product (GNP) for
international comparisons.

Ay
e
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1960 ranks 13 among 17 major Hdn-COmmuniac nationa. 9] As a result of atronger
ccofiomlc growth; elght EuTopean nations aurpassed America’'s atandard of living 5y
1980, as meaaured by the level of GDP Per caplea. {101 Throughout moat of the 1970s,
Swltzéiland, Denmark and Sweden all enjoyed s higher level of CDP per capita. By
the end of the decade Germary, Norway, Belgium, the Netherlarda and France also
passed the Unlted Stafea.

A growing number of economista place a large meaaure of blame for our economic
5tG516Es o6 the declining competitiveneas oi U.S. manufsctured §oods in both foreign
and domestic marketa. “U.S. industry's loss of competltivénéaa over the past
tus decades hiaa been HoEthlng short of an economic disaster and goea 8 long way
special issue entitled the “Reindustrialization of America.” [11] During the past
Jdecade; American manufacturers have lost almoat a quarter of their share of the
international market acd about three percent of Ehelt ahate of domestic manufacturing
sales. Theae declinea Cost the American ecomomy some $125 btllion in loat produc—

tion and at least 2 willion industrial joba. The HEEEEH;E teduced manufacturing
competitiveness occurred even after a 40 percent devaluation of the dollar during
Ehe 1970s that made forelgn gooda more expenaive, and American gooda chrapet, in
the international market. {12}

At the aame time American manufacturers were losing ground to forelgi comperi-
tior, the rising coat of imported ol and other raw materiala made the cxpansion of
expotta an Grgent task. Before che mid-1970a, America's poaitive balance Of £rade
in ménu%;é;;;;& goods nlwny; exceeded any negative balance In éﬁe’is and crude
waterisla. Hut since Ehé oll erials began, nmet exporta Of manufactured gooda have
o;éuec the increaalngly negative balance in raw materiala durlfg 6niy ore Yeuf.

1975 (Table 1).

.
N

2079 O Mj-—2
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rine yeats between 1973 and 1981. In the other years, exports of manufactured
éoo&s vere less zﬁan 56 percent greater zﬁnn impdfté 6i such goods (Cﬁiii 1.
By - parison, during the 19603, such exports were over 30 percent greater cthan
impozls in aii guz zhe iaii two years 6% that decade.

These atatistics indicate a serious relative deterioration of U.S. manufac—

;uring competence. As the most advanced Industrial nation In the world du

ng
of the last three decades, a wealth of skilled labor, capital and advanced tech-
nology shoold Wavé snabled Amsilcan FIims €6 produce quality goods at competitive
prices. This, however, did mot occur. Japanese and European manufacturers are
Capturlng larger and larger shares of U.S. domestic markets, and are diaplacing

A;é;ié;; goods in ma;keié abroad.

The explosion in energy prices significantly contributed to the problems
Eaciég ﬁ.S. manufuciurera by making erergy-intensive production téchniques moTe
expensive, and thus, less competitive. In addition, manufacturers were forced to

.

usé resources, soch as englneers and Investment capltal, to Increase energy-~

efficiency. As a result, product development and {mprovement suffered. The energy
crisis, however, Is not the only reason for the lagging fortunes of America's
;;Auf;équiSQ iﬁ&ué;;ies. A ;;eep &ecline in the ratio of manufactured exports to

iwports began in the mid-1960s, years before the dramatic rise in oil prices in

vié?é kéﬁuri ii. goreover; other advanced industrial natiorns weTe able to offset

ng the export of m

lncreased energy prices by ex
. A varie;y of ozﬁer faczora has been cited to explain the declining competitive~

ress of U.S, manu.acturers. Some observers believe that increased social spending

et

foosed |
(0 0]

“}
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and expanded government regulations have reduced the amount of new investments made
by Aderican flfms. [14] Ofhets have atgued that lower labor costs have provided our

competitors with a key advantage. [15] More recently, some analysts have polnted o

shertsighted manigement CéchAIjues émployed by major American firms a5 a reason for
oGt decline. [16] Still others have suggested that industrialization in the United
Siiics ias procesded sufficiently to exhausi WoSt Of ERE profitable opportunities in
old-IIce In&uétries; such as autos arnd steel. [17] Only a few analysts have examined
the possibility thac military apending has been a major contributor €a decIining
fortunes in ihé marufactarley sector. 18]

Our study concentrated on examinirg the last thesis. Although ot the only
reason for our economic wo€s, arms expendiiures empio}éé i;; resources, such as
enginenrs and investoent capital, that might have beer used to modernize 0.S.

manufactut ing industries. While Amerlca's manufacturing firms were becoming less

competitive. the Unlted ékn;es ;bent more on ;;;E than all of our NATO (Norcth

Fves after sdjuscting for the relative

Atlantic Treaty Orgucization) allies &

size of each economy. AmerIca's miiitary burden was by far the heaviest among major
indusiriaii;éa natlons (Chart 2). Over the past two aééiaéé; Kﬁéiiéé spent jé

percent more of its GDP on the ﬁIiIfEiy Lkan did &he Uriced kigéa;;, which had the
ééEona iargest miiiiéry Bu?ééS. Ai iﬂ; ;ﬁﬁ;f Eiliéﬁé. in relative terms, Japan

spent o3ly about one-seventh as much ac d1d tHe United States.

1 STATISTICAL ANALYSIS

We expiorea the assertion that military spending has contributed to America's

paEE;;;; in the performance of these industrial natlons might help explain QB; some
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were more successful than others.

Our analyels was performed {n three parta. First, we idencified factora that
wete assoclated with better economic performance. 1In particular, we teated the
ﬂ;;&iﬂé;i; that égééier investment and faster productivity growth tésalted In
stronger economic growth and less unemployment and inflation. Second, we examined

the hypothesls that amun compatablé Hatlons; thoae with heavier milicaty burdens

suffered 566%3% e omic s;EES;E;n e. We alao ;;.;ia;& fou; é&maéiing hypocheaea

drawn from the cutrent economic Iiterature:

1. Greater government spending reduced investment and performance.

manufactured gooda.
3. The baby boos of the 1950s sloved che growch of capical per
worker in {,S, manufacturing.

less industrialized ones.

Finally, we exumineéd the relationships zmong the various factors that might have
inhibiced ;;;?8;;;;5; to see if ;;; 8; ;u; ;é;uii; ééui& Be expiuine& by disguised
[ %
correlationa.

Three factors were conaldered in choosing countries for our study. Each f1l-

iarge an& diverse in&unifiui capubiiiclea. Third, we excluded natlons for which we
could not obtain data consistent with the majority of other countries in the study.
The natlons méécing all three criteils wécai Auatcalls; Ausiilia, Belglum, Caniada,
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Norway; Sweden; Switzerland, the Uniced Kingdom, and the United States, From the
in social customs and economic history. These differences do not invalidate the
etudy 1f our findings are interpreted carefully.
we dverageéd a varlety of economic indicators for each of the 17 counctries

over the period 1860 to 1980. The data were also divided in two sub-pérfods (1960

to 1973 and 1973

expanding energy prices or by lower levels of military spending after the Vietnam

“wat.

Three statistical tests were used to detect associations between vafidbles.

First we Used simple tank oidet corfélacfons to catch basic Telationships. Then we

one Country was primarily responsible for the correlations we found. Finally, we
performed maltiple regrassioné on the data to determine which variable, or combina-

trends. The results of those tests suggest

. T - - e e Nl
that the relationships dIscusaéd below do indeed exist. However, it is important
to bear in mind that statistical analyses only tndicate that relacionships exist,
they do not explain why such relationships oceut.

A+ Reasons for Economic Success. From the outget, weé postulated thac a large

emsiie of AmEEIEa's décline has resulted from the failure of U.S. manufacturers

to keep pace with the rapid growth in productivity maintained by Westérn Europenn
snd Japanese Eirss dutlng CHé PAst two decades (Chart 3), Betueen 1960 and the oil
price shock in 1973, manufacturing productivity growth in most Eutopean nacions

(except the United Kingdom) averaged twice the U.S. rate. Japan's growth rate was

o

™)
Pod |
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]
more 'zii;h“":iii—éé times higher than America’s. Even after the oil cruach depressed
ecoriosIl grouth Ini most of the 1ndatilallzed world; many Eucopead countries and
Japan still maintained productivity growth rates two to three times higher than
the U.5. rate.

Faster growth in output per worker has provided other countries with a sig-
niffcant advafitage: They could deccease ihe price of their goods or oEfset inflation
more ;;;ii; than could American firms. Ever lince Eii uﬁiiney &iscovere& :Sa:
Interchangable parts made the production ard repair of rifles cheaper, the genius of
6.5. indusiry ﬁas Seen i:s aSiiiny to re&uce LEe cost og manugacturea goééi —_—
making them affordable for most people. Long before the majority of Europeans could
buy autosobiles; ety Ford's assembly liné produced Model T'& affordable &6 the
average American worker. Ford's concept was copled ;;E vastly improved upon by
T1i66 1n 3 wide varlety of industcies throughout the world. Each refinement has
firms were unmatched in their manufacturing efficiency. Yet today, many European
combanies Save éiose& Lﬁe gap an& are now Sea:ing us at our oOwn gamé.

1 ur analysis, then, we looked to see if nations with faster increases it
pro&uciivity enjoye& Senter economic performance &uring the iaan two éeca&es. 6ur
statistical tests indicate that productivity growth was closely .associated with
teal econiomlc growth before 1973, although thils elatlonshlp decerioraces af€et
the dramatic rise in oil prices. We also found that nations with higher growth
16 manufacturing productivity tended to have lower Ghemployment. The probable
llnk ixere iﬂ [hﬂ[ increasetj protiuci’.ivh’.y i.OHel'! CD!VEB Bn& expun&u tine tiemami i’or
a ﬁi—&ﬁﬁéi, increasing production and employment. Surprisingly, this relationship

ftet the oll crisia begar than 1t was during thé 1960s. Both of these

o

iIs stronger

findings underline the importance of a Strong manufacturing sector to the overall
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pet formance of a natlon’s ecunony.

Incieased Danufactaficg efficlency can be attalned by a number of methods, the most
taportant being: 1) replacing older machines with more sophisticated equipment; 2

expanding factory sizeé fo take advantage of ecoromies of scale; 3)

g the

ekill and competence of the work force; 4) adopting more efficient methods for uding

seople and machines; 5) replacing expenalve materials with cheaper substitutes; and
. - - N —-- N _ L e e
6) developlng new; more attractive products. Four of these methods ~- expanding a

factory. purchasing new productlon equipment, substituting materials aid creating
Héw pEoducis —- require addicional lnvestment. Lo other words, without available
irvestment capital important ways to attaln productivity grouzﬂ are cut off.

6ur statistical aralusis suggests that investment has been a key factor In
;;Q8u5£i§liy wrowth. Before the oil crisls, ﬁioéﬁc:ivi:y grou:ﬁ ien&é& to ;; faster
in dationa with Eigher tnvestoent levels. <Che United States ranked last in produc-
tivity growth between 1960 and 1973 and also last 1A Both (he 8hare of GDP devoted

t5 nes fixed investment afd the grouth in total manufacturing capital during that

petiod (Charts 4 and 5). After the onset of the energy cilsis, Wouever, our

statistical evidence does not IndIcate that higher investment resulted in faster
productivicy Rrowth.

New lnvestment also seems to Eave s£imuia;e& economic growth and reduced
Gﬁémbioymenl. Notions with a larger share of GDP devoted to lnvestment ina)or
higher growth in total =manufacturing EiﬁIEki aiso tended to have faster real
aiouth If GOP: This telatlonship remalned strong even after the oil crisls began.

Furthermore. nations that lnvested more heavily éxpérienced less unemployment.

while this lirk befween investment and lower uncmploymert 1s strong prior to the
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éii :risis; it disappears afer 1973,

Initially, we were confused by the differences in our fxn&ihgé,éak the periods
Le%o;e an& afgef iﬁe oii c:isis. ﬁe were puzzie& to fin& tﬁat a;ter i;;i; biééﬁé-
tivity growth did rot correlate with investment. Upon reflection, howsver, these
results might be explained by two factors. First; Ehé dramatic boost 1a 1l prices,
which pade a number of production techniques uiprofitable, ;5&&&& mary fitm.
to increase thelr energj~efflclency: But heéw Investments i enerpy-efficient plants
and equipment did not necessarily increase labor efficlency. Second; firms in
natlons thal had more energy-efficient capital equipment prioi to the oil c-isis
5E8E;Li§ Jié ;;i BA;E Eé i;vesi a8 heaviiy ;o in:rease iaﬁof produ:tivity as &i&
companies in countries with less energv-rfficient equipment. For example, in Notth
Ameri:a enerky priccs were contruiieJ during ihe i;ébé; iéébéiﬁg the need for
energy-efficient equipment in that period. Thus, even though Canada invested
heavlly afier thé oI crlsls began, thai courtry experlenced the lowest ilevel of

;;5&&;;i;ii§ i?&&ii amoné ER; ;a[i;ns ;é ;Eu&iéé. 6n ;Ee o;her hand, in northern

ﬁe:ﬁerian&s aii Eaa Eigh pro&u:tivity autﬂ aiie: i;ij even though their invest~
ments were low.

After éﬁérgy p;ié;s‘fése &ramaiicaii&; naﬁions uiiﬁ eiiher higﬁer inves;meni
or faster productivity growth generally experienced better economic performauce.
Eountries iiLe 6&nu&a; uhi:h Eaa higher investment a;cer che energy :risis ﬁet;n;
tendes to have better economic growth. Nations in rorthern Eurcse, which had larger

productivity Increases usually enjoyed lower unem_ loyment. Morecver, nations, euch

as Japan ard France, which had both higher investment and greater productivity

ﬁni:ea é:ates nna tﬁe United Kingdom, which had low investment and low produc-
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tivity Hrowth, sutfered trom #low growth and high unemployment.
IREIaEIor waé thé ofly pefformanice méasure chat Ald not correlate with elther

investment or productivity growth. While increases in a nation's inflation rate

can be rarticularly detrimenzal to {nvestment, we found no cross~uational associacion

between higher inflacion and lower investment. Indeed; while Americans {nvested
less cowpared with most other industrislized nations, the United States enjoyed one
uf :he iouest infiation rates, ever akter the energy crisis Beﬁan. tiéi Zﬂﬁthér
unexpected finding was that lower unemployment did not correlate with higher

@é -HoRIE gréwth. THAat overiuried o6Gr expectatlon €Hat iatlons experlencing faster
growth would tend to enjoy lower unemployment.
]

In summa:y. the measures of investment we used were strangly assoclated with
ecoromic growth in each of the data periods we tested. Investment was also linked

mployment, except after the oll crisis. Iron~

ically, while the assoclation becween productivity growth and economic grawch
disippeated i tha post-oil crisis daca, the 1ink between higher productivity growth
and lower unemployment became stronger in chat perfod. Inflatfon was not linked
sith irvestaent of productivity grouth, and highet economic grouch was not associs

ated vith Iower unemployment.

B. Reagons for Poorer Performance. Having broadly sketched in the hallmarks of

econonlc success; we look in this section for eccaomic pitfalls that may cause poor
performarcée. In particular, why were investment and productivity growth lower in
gsome nations than in others? To help answer this question, we analyzed five dif-~

mar;t bufder] labor costs; growth in the labor force; industrial maturity; and the

i\

-~

w
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wilitary burden.

t. Growth—tn €ivitian Goverrment: Examining croas-national data on government

ment soclal programs, particularly transfer paymenta, have contributed to America's
decilining competitiveness. The burdens impoaed On moat weatérn Européan nations by
nori-militaty government expenditurea far exceed ;he Su;ée; EE;; i;;B;; on the United

Our atatistical tests did not uncover any significant evidence that relative
levels of civiliar goveinment speridinig of Eranafét pdymeérica had any relatlonship
to economic performance among advanced industrial nationa. Of the numeroua compari-
sons between aoclal spending and meaaurea of economic performance over Ehrée Elme
ﬁéiiéai; none EEOHeA ary strong negaiive ;nsocia;i$;. on the Ea;f}Qi;. some evi~
dence imdicates govermment spending actually improves nationsl economié parformance,
[21] Coveriient expendifures EHAE Impfove the .. nomlc infrastructure; such as

roads; bridges and mass transit, meem Lo enhance economic growth.

2. Higher Labor Gosts: Although some belleve that cheap labor explaina the

siiceas of our industrial competitors, pay increases sbroad have tendered Enls
argvnent obsoleté. Low wages ﬁeipe& some countries éu;inﬁ the 1960s; but by the
@id-1970s, European manufacturing labor costs had caught up to American casts. By
1975,. Belgium, Sweden and the Néii‘iérikntié surpnsse& .;.merica;n absolute level of
compensation per hour in manufacturing (Table 2). By 1980, compensatish o “orkers

in West Germary also exceeded ABerica'a. Frarice; Canada and Italy are cloae
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betiind. Japan, however, contitdues to havc iower iai:or costs ii\an other inaustrini
naiionﬂ-

we d1d find weak evidence, 1Imlted to the 1960s; that natlons with higher
manufacturing labor costs corresponded to those with threc areas of lower growth ——
EB}; imbﬁiiintl&}JQE found strong evidence that nations with higher labor costs
bffééi EEIE éiiEJVﬁ?cagé By muincaining.ﬁigher output per empioyee. ;his was
partisularly tBue for }EE United States, which had high labor costs and the highest
level of Gutput per smployed person CHroGEHOGt the entire perfod (Table 3):

ﬁigﬁé;-ﬁ%ééﬁétg;iiy growth abroad seems to have helped close the wage gap
betwern American workers and thelr foralgh countérparts. Besides allowlng firms to
expand thelr markets by decreasing the prices: of their products, growth in output
per employee also brings worker decanda for a ahate of the Pewafds. Labor unions
throughout the world have often tied wage demands to productivity growth. Thus

relatlonship befween productivity growth and labor cost increases. Céé;é;;;ii;;
increases were also linked'to the inflation rate; however, it is atill not clear
if Iabor cost Ifcreadea triggér inflation or if higher prices encourage higher

3. Boomirg tabor Force: We do not dispute that the expansion of America's work

force durlng the past few years has combined with sluggish growth of Investment to
result In slower growth of the overajl capital to libor ;A;i;. iiij To use this
fact to explain why our manufacturing productivity growth and international codpeti-
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@#oat 6f Lhe new jobs ctes*ed In our economy were in the service seccor. [24]

in tiie manufacturing sectot, employment actually grew more slowly during Che
la8t few years cthan it did bectween 1960 and 1973, At the same time, growth im total
manutacturing capltal remained relacively atable. Thus, the growch in the racio of
éapitai to iasor was Eigﬁer &uring ihe}presen; Pe;iéa EE;; i; Eg; ;;Lii;; BE?i;E
(Table 4). wWhile Rrowth in the capital to labor ratio declined in the service
sectot; this teducelon would rof éxplain chie problems in the manufacturing sector.
Thus, we cannot blame the decline in Eéﬁdfiétaiiag merely on surges in the number
of workers — neither that cteated by the sisy Boom géneration nor Ey women who

have recently entered ;ﬁe ué;kfé;éé i; large numbers.

explain the differences in cconomic performance among the nations we studied 18
thelir relative IﬁaﬁEEiIdi mniurity. it seems iikeiy thai countries with more
developed economies would tend to have fewer opportunities for growth chan lesa
industrialized nations. For Eiiiﬁié; natlons that :an‘vastiy iwprove ﬁﬁeir pro&uc-
tion EECHnoioéy Ly Bé??&dii; from more EEJ@i&EEE nations will éfaa faster. Also,

ratiors that can shifc a large number of people from the agricultural seccor to
the Industrial sector will experience a boos; in épE;uE. ﬁiii; ;R; Eiiiiéiééié

in economic maturity among the industrial .nations we studied are narrow, the dis-

ti ns are stIll Important.

To determine whether industrial maturity was a key factor in economic petrfcimance,

we Used two measures of Industrialization to compare nations: average output per
empiuyed peféoé (productivity) and the share of GDP accounted for by agricultural
production, We would expect that natlons with lower output per employee would Rrow

mote quickly by investing in pru&ué;i;; Eééﬂ;;i;g; ;ié;é&; Eiﬁiaiéa elsewhere. We
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Aruitoxt provided by Eic:



O

ERIC

Aruitoxt provided by Eic:

N
O

also assumed that natlons uigﬁ a ilrner lgricuilurai sector reig:ivé ta ébb ﬁié a
greater number of industrial opportunities to develap. By both of these measures,
the Onited Seates tanks close €6 €he top of the Industclal matetliy scale. America
has had the highest level of output per employee over the last three decades (Table
43 atd the second lowest share of GDP accounted for by agricultute (Chart 7).

gtouth and Investment, naciens with & larger agricultural cobpoment of GDP temded to
;e;fé;‘; Léi;ﬂ;- P’ri.;l; Eé ;.i’lE Oii Crisis; na;ions Hirth iBl"gEl’ Bgricui:urﬂi sectors
generally had higher investment plus faster economic and productivity growth. After
1973 the télaclonship betwésn ratlons with & larger agricaltaral secter and faster

between a large agricultural sector and a higher investment rate remains. We also
foun& weak evidence that nations with lower output per employee had lower uneimploy-
ment after the oil crisis. !

6ne inieresiing finding was that the less industrialized nations in our study
tended to experience higher inflatfon. This result was not unexpected because price

increases dre géneérally greater during periods of higher growth. Howéver, 1t daoes

performance cross-nationally.

In conclusion, our tests suggest that America’s industrial maturity may be a

major expl

to the eneryy crisis.

5. High Cost of €he Militatv Burden: Our hypothésis iIs that a nation which

spends a larger share of GDP on weapons and soldiers than other nations is likely

i R
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competitiveness of a HEEIEH;E minﬁ;acrure& goo&s may be eroded by a heavy military
burden. Arms production diverts engineers and acientists frow civilian projects:
Some have suggested that bullding weapois AEcfacts some of the brightest beople
within those flelds because of the challenges and complexity of the work. [24) Even

competitiveness of a nation's manufacturing Bector.

A heavy @ilitary burden also tends to “crowd out” civilian l;wesc;enc, parti-
cularly when the economy is functioning close to peak capacity, as It waa during

-the Vietnam War. When most of an €conomy’s reaources are fully employed, higher

L L ,,,,,,,‘ . . . 777}7 = e - - - -
for. If a goverrment imposes higher taxes, individuals tend to reduce the amount

they save and corpératlons have less revenue to invest. If the government borrows

may also reduce Invest-

to cover miiiiary P di;é, inc
ment. Finally, if the Eﬁﬁéiﬁﬁéﬁi printa new money to pay for the armed forces, it
creates the classic lnflailo;l;;y condition: too many dollars chasing L‘b"d few goods.
Inflacion car reduce the incentive to invest. -
Cross-national comparisons generally support our hypothesis. When we compared

the share of output devoted to investment with the share spent on the wilicary in 17

relncinnsi’mipé deteriorated during the energy éfl_._éid;

NBTIoRS fartying heavier military burdens also tended to have lower productivity
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§;oweh. While we found strong evidence that military spending reduced productivity
Rrowth prior to 1973, our crosa-national analysis did not yield simiiar evidence for
Riz period afcet the 611 stisls begad: This finding may be explained by the fact
iﬁai vlrtul;iiy ;v;;y r;;tior we utudi;a l';;d a lower alit;;y burden after 1973. It
Sight also be the result of the increasingly complex nature Of productivity growth

after the oll crisis. We cannot be sure. _
-

| W aldo found weak evidence that higher BIIitaty apending correlates with
iéuer iéii econo;ié.é;é;ih. ﬁe auspeci EB;E EB& ;éin;iénlhi; between i;;;;g;;;i
\nd Feal économic growth ia at work here. For while it ia weak, the negative
‘Eiéfiéﬁiﬁii bétween the ﬁiiithiy burden and economic Erouih does not deteriorate
Yuring the 1970s.
Two Inaléators of economic ﬁérfornunéé. unémpioymeni and iafi;ii;;. were not

lgwer investment to have higher unemployment, we expected to find that nations with
ﬁigﬁét military spending had higher aaéiiioyﬁen:; However, this relationship did
Ngt appear. Since it seems likely that, in the long run, high military spending
lesds to poorer performance, this link way be disgulsed by other factors: We also
Surprised by this finding, hovever, given the Iack of aignifieant relacionshlps
S;;iééh the iﬁflutiéh rateé ihé other méasures 6f econonic performéaéé.

overall, our evidence suggests that militaty spending has hurt Amerlca's

Yeonomic performance, particularly {n the pe;i&& ;fior io iéjj.
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5t Cio8s-Aational analysls that we thought might be {nfluenced by disgulsed rela-
tlonships. First, we examined the possibility that the negative telationship
beiween mllicaty spendlng and economlc performance might be explained by the fact
that more industrialized nations grow more 8lowly. Second, we analyzed factors that

might explain why civiiian government apending d1d not correlate with poorer eco-
nomic performance, even lhouiih miii;ary gove;;u;;;l;; ;Beﬁéxﬁi 313. l}lnally, He 100{(:&
for reasons why military spending did not seem to reduce personal consumption

The strong correlation between countries with a heavier military barden and
a s@éllet share of GDP accounted for by agriculture ralees a critical question:
What was the key factor in poorer economic performance, economic maturity or

basic problem. In their view, military expenditures are greater in wature capitai-
ist economies because arms production creates BOth Investment opportunities and
da@and for goods and services at a time when the overall economy is stagnating.

of rTeasoning would seem to suggest that military spending indeed bolsters econoBic

performance during a perlod of stagnation. '

While this is an intriguing suggestion, it Is just as 1ikely that the negative
lépacts of EII1E€ary spending and industrial maturity work in concert. Mature
nations may find arms expenditures attractive for a varlety of reasons; howéver, as

a Hation bécones mote ecoromically deperdent on military spending,; efficiency and




59
to an éfvirorment where cost is not the central concern. [26] Moreover, defense
aéﬁé;ééﬁéi can discourage risk-taking by providing a stable source of revenues. [27]

" Comblaed wlth the dlvarslon of rasaurces entailed by arms spending; these Factors
probably contribute to economic decline. Our regression tests generally support
this second approach: The military burden was negatlvely assoélated WIEh econsalc

performance after adjusting for the maturity level.

The sécond issue wé explored could be seen as a major contradiction within
our findings: Military expenditures correlate with poorer economic performance but
civilian goverament expenditures do fot. ™Wo Factors could explalfi this apparent

contradiction.

First, clvilian goverrment &pending may act as an Important prerequisite
(or private lnvestment. A large portion of civillan government funds are used to
build and malntain the public infrastructure, including roads, schools and sewers.

Far from belng a hindrance; expenditures for transportation, ;ahcatlag and sani~’

tation lay the Broundwork for a successful economy. It is frulcless to start a new

Busiréss If thére are not enough skilled workers; or If the transportation ﬁei;o;i
15 inadequate to bring materials and workers to and from the factory on time; or if

there are no public utillties to provide electricity, water, and sSewage treatment.
While our cross-national data did not indicate that civilian government expenditures
ild economic performance, this reasoning could explain why, on balance, civilian

_ Rovernment exﬁendltures a; not hinder 6;5&};;;.
Another reason for the different impacts of civilian and cilitary govermment
spending may lle In the nature of civilian programs. Civilian spending is often a

direct substitute for private consumptlon &pending. For example, in countries that
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tures will probably be lower. The same is true in the csse of government-subsidized

crisis data.

One additional finding that required review was the lack of correlation
we Found between the shere of GDP Spent on the militaty and the shaté spent on
personal consumption. We might expect s negative relationship between these

of 65@:7g3naua¢eian, investment snd civil government. Second, prior research on
ih}:_;d&:ject inciicar.ea l’.imr. éﬂ inveamen}. and conaumpi’.ion wouirj be reduced \;y
ailicery spending. 28] The Americsn experience since 1947 supports this view a8
Gell. Durliig imes of hlgher milfeaty spénding; consumption and investment seem to

have suffered proportionately during the Cold War. [29] Thus, we were somewhat
confused by our finding.

Given the apparent tradeoff between personal consumption and civil govermment

consumptlon, we tested thé posslbIlIfy that countriés cattying heavier milicary

burdens sacrificed some combination of these two forms of consumption. However,

we found no evidence for a negative relatlonship bétween military spending and
“civil consumption.” ﬁe were lefr. ;’.o aumiée ;.l:a;., é;&;;-;;;i&;;lly, E;;;u;;;ian

1s not necessarily reduced as much by higher military spending as is investment.
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1V, DOES THE MILITARY ENHANCE TECHNOLOGY?

Government officials, economista and acientiscs have also claimed that
ailitacy apending encouragea Eechnologleal progfésa and results 1n civilisn
“spinoffs.” 1f the benefits of military research offact the diversion of engineers
and scisntiata from civiliss effotts, then thare would bé Feason to doubt our
céntrni i’!'y‘pothesin. .

w6 broad atguments hiave been advanced £6 explaln how military efforts enhance
technology. In one, military demanda are acen aa a prod that continually encourages
scisntiats and engincera to expand fhe frontiers of Wnouledge. By aetelng hIgher
Péi;orﬂunce lfun&ur&u ;h;n are ;yplcnlly e;u;;m;;;;;&, ;‘lllt;;y ];;‘ojeét; are iu& to
increase the “state of the arr.” [30]

A second argument; viewing military spending as a aource of demand for new
products, typically runs this way: "By providing an initial market and premium
pricea for major Eéviﬁééa; &e;ense purcha;er; lpee&e& their introduction into

use.” 131] Tranaistors and integraced circuits are good examplea of innovationa

' ihat bensfited Erom defensé purchasés when EHé PFIEE vaa aignificancly higher than

¢ivilian firms were willing to pay. Purchasea of these goods for defense and apace
applications aliowed manufactutera to 1@prove thelt products and Feduce costs by
gaining ﬁiééﬁéiion experience; a phenomenoﬁ known 1;1 EB; 21;1& as ”Eéal;lg down the
learning curve."

The military's substantial funding for advanced weapons syatems and reaearch
and development has certainly ylelded some benefita. To be seen In perspective,
however, positive Effééiﬁ DusE sé ueighe& agninsﬁ any nega;:lve influencea arme

programs may have

be conidered. Firat, @ilitacy-ofiented reasarch and production diverta acientista
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#nd erglnests from clvilian pursulta. Aa a reault, we are left with fewer people to
develop civilian technologles such am consumer electTonica, fuel-efficient cara,
alternative energy syatems and maas Eiihiii; Thie drawback fa pariicuiariy worriaome
wher high technology resources are limited, as they are today. Competition between
the Pentagon and private industry for highly skilled iiséi; kéy EUEéomponents and

raw mutcriuiu can Arive up ihe price ok Ameficéﬁ Eié; EééiBBiBé; EES&HE&A. ;Siihg
them less competitive in the world market.

Second; military-orlented programs can distort a new technology by encouraging
applications that are too Sephiaticated to be marketed commercially. BFItIsh and
Frerch experlence witﬂ Lﬁe éuper-éonic Eranupor; (Séfj ﬁEéiE;; s one ;;;;;i; of
this problem. While the United States wisely choae not to develop a civilian 85T,

our European allfes proved that the mllltaty’'a ploneering reaearch on fiying at

supersonic speeds did not have widespread commercial application. Nuclear power,

they atill allow the Pentagon to control about a third of all public and private
teseateh and devélopmedt funda and o purchase over 10 percent of the durable

manufactured goods produced in our economy. Theae expenditurea influence our

trade, encouraging investment and suﬁ;i&i;i;g reacarch influence that nation's
ditection. Japan'a goal is economic @fowth, whereaa ouT goverrment largely alma for
techriological superfority in armaments.

A Measuring he MIIIfaiy'5 Taphcc on Technology. Between 1960 and 1973, Deferse
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goods sold in the United Staces (Chart 9). Since then, hardwvare contracts have

averaged 10.9 percent of 'durable manufactured goods production. Of the major hard
goods purchased by the Pentagon over the past three decades, at least 70 percent

tems 8uch as alrcrafc, misalles and space

have beed componéntd of high technology

syateas, and electronics and communications equipmenc. (321 As a resulc, che aili-
tary's share of Industry output in sectors such as aerospace, electronica and
communicakiéns iﬂ conai&:rnﬁiy higﬁ:r iﬁan kor &urnSie mnnufac;ur:& goo&s as a
whole. Although the military's share of irndustry output was declining during the
I;;éé; th: aef:nae Bcpartment;s puréhnﬁél havé sighi;lciniiy Inéiﬁéﬁéé& tﬁé &ii:é-
tion of the high technology industries. Horeover, since thess statistics exclude

technological resources by as much as a quarter.

The Pentagon further influenced technclogical development by funding 38.1

and 1973 (Chart 10). 1In the post-Vietnam period, this figure fell to 25.6 percent.
Space-related R&D, ac least 20 percent of which had direct military applications,
1331 averaged anocher 11.8 percent of all R&D between 1960 and 1973. Since then,
the space program has accounted for 7.2 percent of all public and private R&D.
Military RSD has been the federal government's largest mechanism for Influenc-
15g technological growth. Defense Departsent R&D averaged 61.4 percent of all
Eeciemi gﬁ;) Eeween 1966 an& 1973. gince tﬁen 1; i'\as accounie& ior ;2.7 PerCén;-
Space research accounted for another 16.7 percent before 1973 and 14.3 percent since

then.
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Batween weapons procurement and R&D, the Pentagon ebploys & substantial share
of our nation’s technical peraonnel. Eatliates of che percentage of sclentists
ard eniireers engaged Ln Defense Department—sponsoTed projects range from 15
to 50 percent. (34] While the higher escimates alght have applled €o che research
3nd developm@ent during the 1950s and 19608; chey could not have covered all produc-
Lion personnel as well. [35]
;hc most accurate Jaca come from a Natlonal Science Foundation tﬁﬁii survey
corducted {n 1978, [36] NSF’s daca show that in 1978, 16.2 percent of the fation's
eikificers 4nd sclentiaca (exeludlng psychologists and soclal sclencists) worked on
natioral defense as their mout lmportant task (Charc ii). Another 3.8 percent
stisariiy gerked on spice research. The percefiages aré &lgnificancly higher for
fields direccly related to aerospace and electronics. For example, §0.2 percent of
piiZuiIly 6F naifonal defense. Since NSF's daca were gathered for 1978, a year in
Unich the share of GnP devoted to the Gilitary was at ita lowest polnt since 1950,
tiere is g50d teass o béllévé chat the average percentage of all scientiscs ard
englneers involved in Defense Deparcment Programs over the past two decades o
significantly higher.

The avallable data and estimates by other experts lead us to concludé thac 25

to 35 percent of America’s sclent{s¢s and engineers worked prlmarii; on Pentagon

projects &uring ;ﬁe i960;. Dur Bé the ia?b;, this i
between 15 and 25 percent. As & result of the cGfrénc @illcdry buildup; this
sercentage Is likely to rise significantly during che 1980s.

.

B. Costs and Benefits. If the ecoromic benefits of devoting these technological

resources to the milltafy outwelighed the costs, we would expect to flnd that che



technological superiority enjoyed by Amerlcan Induscry during the 1960s would have

Seen mnin;ning& o; exﬁan&e&. since the Pentagon has “;ee&é&" ;u; reééarcﬁ iubora-
tories and purchased new products when they were too costly for civilian applicatious,
Americun in&uatry sﬂoui& ﬁuve Seen in an excciient poni:ion to coumerciuiize ﬂigﬁ
technology ééé&;. We would slso expect that technological advancements resulting

from outr milicary effort would have enhanced the efficlency of our factories,

unately, neicher spinoff

ty ¢

Since Iééé; AmerIcan higﬁ Eééﬁﬁéiégy Ihéﬁ&iiiéi ﬁévé losc gréﬁﬁé to Eﬁé jibiﬁiié Eﬁé
the Western Europeans in the competition for shares of both the U.S. domestic and
world-wide markets. Growth In the productivity of American EEHGEEEES&E&E has alao
fallen substantially.

American fIiﬁﬁ have experjenced some 6; Eﬁéii iéigéii EEikEE~§ﬁ§ié iééﬁétibﬁé
in industries that are heavily engaged in military contracting, including aircrafc,
electronics and machire tools. Although these American high technology industries
are grouing[ tSEy are not keeping pace witﬁ campeiiiion from asroa& in civiiian
markets. For example, Japsnese firms have virtually taken over the commercial
electronica ﬁiikéi; Iﬁéiﬁalﬁé Eéiévliléﬁﬁ; atersos, ﬁéiiibié iaéioé an& canseite

players, and newly-introduced video csssette recorders. In 1964, the Japanese did

rot export color television aets. By 1977, the Japanese captured 42 percent of the
world warket snd 37 percent of the American mAfke; Eor ;ﬁi; pré&uég. ij?i J;;;;;;;
the first video tape machines wété produced in the United States for the television
irdustry, the Japanese were the first to develop marketable consumer version. They

38)

1y all sales of

currerntly conmtrol virt
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More lmportantly, the Japanese are making a concerted effort to challenge
American preeminence In semiconductors, Dévelopmént and production of these small
domirated by American manufacturers as recently as 1974, Yet since that tide,
Japanese firms have entered Line com{:eil{lga E;: ;;;a:;;;;auce an ln;portanc aeg;ex;c oi

access memories that can store over 16,000 bita of informaticn. In 1978, the

Japarese introduced the first IIable 64K KAM, repesefiting a four-fold inzrease in

the storage capaclty over the 16K RAM. The Japanese currently control about 70

trotroduce the next generation of memory chips: the 256k RAM. [39]

Similar deterioration of America’'s technological iéa& has occurred in machine

tools and thne emerging field of roboticas. As Fecently as 1967, the Unlted States
accointed £6t 34 perceAt of the woild proddctfon of machine tools. However; over
the past decade. American firms have not kept pace with the growth of machine
t561 production in Western Europe. By 1981 U.§. manufacturets ueré Fésponsible
ébi 6Eiy lé;; percent o£ uoria output. ﬁesﬁern Europeun fi;ﬁé; led B; the West

Germans, now account for 34 percent of the total. [40]

nt of

P
new machine tool technologies. While computer controlled machine tools and robotics
wete Aderican innovatisns. Helped alofig by Peritagon-spariaored programs; the Japanese
now threaten to dominate the commercial application of these technologies during

the négt‘aaeaa;. Laat year, Japanese machine tool builders accodnted for over

50 percent of the sales of numerlcally-céag;;iié& ;Aéﬁinlng centers 1in the

c40
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United States. [41] This 1s a staggering lovaslon, consldering the fact that they
accounted for only four percent of the U.S. market in 1974, The aituatiod in
iasaéiag ia Héiiiy more encnuraging. ;oﬁay; iﬁere are 5;506 énmbuié;-pfég;;;Qésié
robots working in the United States, up from 200 in 1970. In Japanese factories,
weanwhile, 14,000 iaséié ﬁﬁvé airéa&y ﬁeen inscaiieé; accouncing for 70 percenﬁ of
the world cotal. [42] :

in Eﬁé.ééiﬁéiéléi aIi;iame ﬁaiﬁét cﬁe Eurnpean consorciumg Airﬁus inﬁusirie;
is challenglng Boelng Eor control of the worid market for the new generatlon fuei-

an entry to coapete 1n Eﬁé Séo&iﬁg commuter airiine markec. ;ﬁe aongteasinnai
Office of Technology Asaessment estimatea that by the year 2000, commuter airlines
2iil order 6,000 Aew alicraft. Yet; 1n & paftern remlnlacedt of the U.S. auto
industry in the 1960s. American manufacturers including Beech, Cessna and Piper
Cais falicd to invest in the technology decceasary to develop an alrcraft ENaE
can compate effectively in that market. Consequently; America‘'a commuter airlines
are turning to Canadlan, French and Brazilian firms to fill their needs. {43]J

“Juctivity grnu;h ;iéé ;ﬁ;éé;ta that ;u; Ee::{l;u;logical

America's declining pr

ed earlier, many factors influence productivicy
growth., Two of the core laportant paths to Zreater manufacﬁuring efficienéy are

\mproving productlion technology and creating more attractive products. Funding for

research and development at
beciuse new coois anﬁ new pro&ucﬁs a;e ;u;iﬁ;;a i; 8;; ;;;;;i;g i;g;. While Ef;ﬁizr
tiorally the relationship between R&D and productiviy Sroweh has baen found by

economists to be quite aignigican:; recenﬁ evidence Euiéé;E; that the relationship
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has changed. [44]

Cruss-gational data comparing R&D expenditures are IndIcative of this charnge.

While American investment in R&D has been substantial, productivity growth has been
weax. The United States has malntalned the greateat number of R&D sclentiste and

West Getrmary, arid Japan Eodﬁiné&; i&;i in n&&ition; G.é. expen&itures on iAB as a
proportion of GNP were higher then four of the five other industrial countries for
which data can be obtained -~ the United'Kingdom, France, West Germany and Japan
(Chart 12), The Soviet Unlon was again the exceptlon. Yet in spite of this
erormous R&D effort, U.S, rroductivity growth during the 1970s ranked second to

Tast amorg those s1x natlons.

If we chart the share of natlonal resources that the six nations devoted to

terds to declire {(Chart 12), The Soviet Union, the United States and the United
Kingdom are 3t the top of the Ilac {n milicary-related R&D expenditures and at Che
bottom i productivity gruwth, It seems that while those natlions have been locked

on developing civiiian Eeégﬁéiéé; that increaae; ;nnuf;Eia;iaé ;fiiéiéﬁé§.

One possible reason that mIXitary R&D do€s not seem to stimulate productivity

growth 1s that only a small fraction f America's military RaD is spent on basic
research., Technological exploratiofi undertaken to €xpand thé frontiérs of sclence

is an Important source of innovatlé;. fﬁ; Defense Department, g;uev;}, has ;ﬁ;ﬁi

orly avout three percent of its R&D funds for euch purposes during the past two

decades. [46] While the Pentagon speni aimos; B;if éf ;ii federal R&D dollthrs in



I

in 1980, three ocher federal agencies apent more funds oo basic research ——

the Department of Heaith and Human Services, the National Science Foundation, and

the National Aeronautics and Space Administration. [47]
Although data on the loss of market shares and productivity growth are only

suggestive, they cast doubt on the proposition that military spending helps Lech—

rology more than it hinders it. We recogrnize that numerous factors influence
international competitiveness and praduztion efficlency. Yet the trends of those
data support the thesis that the negative effects of mjlicary spending on tech-

ngainsc Ehe i&ea ihaf more &ekence conﬁracis are viiai Eo naincaining ;acace of
the art' efficliency.” [48]

The reason that military sperding has probably slowed our technologlcal
progress seems clear: Using scientific and engineering talent to solve military
proﬁiems is an ine&éicienc means ok scimuiacing scienci;ic or c;nmetciai l&vance—
pent. Crowth in scientific knouledge comes most readily from basic research without
the constraint of specific applicacions. The aéVéiéﬁiéHE of new products, iIﬁE
fuel-efficlent automobiles, alternative energy systems and computer—controlled
machine tools, 1s most quickly accomplished by applying R&D talent directly. Uﬁlié
result in a civilian spinoff, much of the effort expended to develop weapons Systems,
iiﬁe iaser-gui&e& missiies and eiecironic junming &evices; aoes no& ﬂeip éhe civilian

economy, As one of the founders of TRW Corporation, Simon Ramo, puts it:

[Tlhe fallouc lfrem military spending] has not been so_great as_to_
suggest that for every dollar of military technology expenditure we

realize almost as much advance of the non-military fields as if we
had spent it directly on civilian technology. Probably our relative
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productivity incresses and our net rating in technology vis~a-vis
other nations have on the.whole been hurTt rather than_helpad by our
heavier involvément in military technology as compared with other
nations. [49) :

The nature of military spending and Ehie Péncagon;s spending patterns heavily
Eofitribute to inefficiency. Since the military stresses high performance over cost,
technologies developed for the military are often toe expensive and complex for
Gidesptead civilian use. Evidence of this problem can be found in che difficulties
that military contractors have experienced attempting to develop civilian products.
For example, attempls CO enter iKe ©ass transic market by Boeing Vertol (trolley
cars); Rohr (subway cars) and Grumman (buses) all failed in part because their
SIGITIE6 applicacion; like radar and muclear power, had to undergo significant
redesign before they were commercially viablel 150} MiIlgary contracting also
tends to Faver 1atget Fltms that tend to be less lnnovative and create feuer new

military contracts (including RED and procurement) have gone to large firms. [52)

V. ~CONCLUSION

hile numerous factors influence economic performance, America's Reaviet
military burden seems to have stifled Investment, ind reduced our economic and
productivicy Broweh over the last feu decades. During the 1950s and 1960s, higher
arms expenditures ir the United States probably allowed other Industrial nacions-to
close the economic é:ﬁ separating America from the rest of the world more quickly
than if we had spent less on th: military, While wore induscrialized hatlons tend
to grou more slowly, our economy 5tobably would have performed significantly better

1f the United States had reallocated a portion of the resources used by the Bilitary.

o L
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For sxanpic, 1F the Eoverngent had #oté KeaviIly subsidized tne davelopaent
ng tepair of mass-transit syscems in majof metropolitan areas throughout the United
St ce8, we could have sustained and expanded the now-failing American mass~transit
viﬁiélé industry, re&ucing Eﬁé niéed to impor; subway cars Eiom Europe; Canada and
Y84an to £111 the needs of New York, Boston and Philadelphia. IE the govermment had
55t sPent 8o much o hIgh technology miliary products, the énglneers doing milicary
“Siy mighc have developed commercial electronics products to compece mote effec-

Y8521y vich the Jjapanesé: Our highly skilléd people might alsa Bave. worked o

U8\, 1opig renevable energy resources. Moreover, ve alse could Rave used part of
YNy “peace dividend” to assist sound economic progress in some of the world's
éiﬁréﬁf natlons, 153] tkeréBY Héiiiﬁé open up new markets £6f our Boods and ser—
Y{ies. surely, glven the wide array of possible alternatives, we would have found
Priguctive Jobs For EHE Enousands of GIELNEETS. SCIERElsts and Skilled workers who

- Hiiipary sperdlng 4186 3lowsd ecofiomlc performance durisg the 1970s. While
Ry ¢lstsg cost of enerdy clearly damaged perforvance across the board in the
‘Qeg;zrlgi world, military spending continued to dTaw away resources Ethat could
hng Bééﬁ ﬁéea to deveiop energy ééi%-suéfiéiéa;;. goreover; if ;6;; ;aéiaéégg ;aa
8t cer investment had been available to the private sector after 1973, American

Be e - E . .
U§iness might havé been able to offset part of the higher cost of gy by expand-

IN§ oxporcs of U.S. manufactured goods. \
. Ifcreased arms expen&ifﬁiéé during the Reagan administrationscould have the
®hugsite effect on the economy that Cthey had during the Second World War. As the
Migenai of democracy” duflng that wat, America bullf Its Industrlal base while
OEBQf ndEIéné s;b Eﬂéif i;austrial powe; éaaéﬁiéa 5§ Eﬂ; Ei;é; Bf’;;i. Yet Hﬁiihé
h§ next decade. If we Increase arms éiﬁeﬁaieaiéa {6 the Uafted States while most
St:. adeanced fELions concentrate on expanding their industrial strength, we could

b |,ft varching our econouic health continie Eo slip away: (
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Chart 2

Military Spending As A Share Of GDP
Selected Nations
1960 ~ 1980
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Productivity Growth In Mﬁﬁﬁfédﬁfﬁié Industries
Selected Nations 1960 - 1973, 1960 - 1981, 1973 - 1981
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Chart 4
Fixed Investment As A Share Of GDP

Selected Nations
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Chart 6
Civilian Government Consuiption As A Share Of GDP
Selected Nations
1960 - 1980
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Chart 7
Agriculture As A Share Of GDP

Selected Nations
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As A Share Of Durable Manufactured Goods
1960 ~ 1981
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Table 1

U.S: Merchandis
1960 - 1981
(Millions of Dollars)

FOOD. BEVERAGES;  CRUDE MATERIALS T
AND TOBACCO AND FUEL £00DS

1960+ s -862 s ~476 $ 6,236 .
1965+ 306 -1,157 6,189
1970+ -1,172 150 3,437
1971+ -1.328 827 - -29
1972+ _-B10 -1;767 -4;027
1973+ 3.70) _=2,711 =270
1974+ 4,532 ~16,040 7,321
19249 6526 -16:262 8,300
1975¢ 6.870 -17,399 19,871
1976% 5,343 -25,379 12,468
1977¢ 1,238 -34,97% 3,397
19182 4,861 -30.944 -5.8k4
1979+ 6,852 -43,168 4,361
1980 11,856 -60,254 18,749
1981 14,830 -60,068 11,739

 {free Aongside ship) value of exports minus customs value of

*F.a:s: valoe of exports minus f:a.s. value of imports.
Sgu!‘téiftonp;ﬂlﬁc Report of tbe President (Washington, D.C.: U.S. GPO,
February, 1982), p. 350.
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"Table 2

Hourly Compensation Costs of Production Workers

in Manufacturing

Selected Industrial Nations

(U.S: Dollars;

COUNTRY 1960 1965 1970 1975 1980
Belglua $ .82 $1.29 $52.06 $6.5 S13.18
Sweden 1.20 1.87 2:93 1 1231
West Germany .85  1.ud 2.3 6.19 12-26
Neihiriindi :6; 1;25 1;15 6255 lé;];
Unfied States 2.66 3.14 4,18 6.35 10.00
France .82 1.23 1.72 .58 9.23
Canada 2.13 2.28 3.46 K.ii_ 9.04
ltaly .62 1.11 1.74 .60 8.26
Untted Kingdom .84 1.15 1.49 3.27 7.37
Jesen .26 .48 .99 3.05 s.61

Source: U.S. Department of Labor, Bureau of Labor Statistics; "Hourly Com-

pensaiion Costs and Direct Pay for Prodaction Workers in Manufacturing,

Ten Countrics, 1960-1981," unpublished daia, April 1982,

63
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Table 3

Real Gross Domestic Product Per Employed Person.
Sclected Nations L
Bascd on International Pricc Weights

(Index: United Staies = 100)

COUNTRY 1950 1960 1970 1980

Nethérlandas : 8.3 66.2 79.3 9%.
Canada : Bi4 8§97 91 1 93.
ieiiiuu 35.7 80.0 73.! 9

France 412 53.3 0.7 91.6
Vest aenun'y; ©31.2 So.1 70.7 89.4
fealy 27.7 38.0 7.6 68.1
.ilbln 16.8 25.8 $0.0 68.0
United Fngdom 53.5 1.9 s6.8 61.3

+ Employmerit figures for the Netherlands are Diitch estimates of work-
years of employed persons.
*Excluding the Saar and West Berlin in 1950.

Soorce: U.S. Department of Labor, Burcau of Labor Sigiistics; *Compara-

Employed Person, 1950-1981," unpublished data, April 1982, p. 7.

iive Réal Gross Domestic Product, Real GDP Pcr Capita, and Rcal GDP Per
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Table 4

Growth in the Capital to Labor Ratio in the U.S.

Manufacturing Sector

Selected Periods
(Annual Rate ot Changc)

1960-1973 1973-1981 1980-1981
Total Manufacturing 2.7 12 2.5* 206
Capital
Manufacturing Labor 1.6 2 .6 .9
Capital to lLabor HEY B 1.9 1.7
Ratio .

*Manufactoring capital data ends in 1978:

Sources: Organisation for Economic Cooperation and Dcvclopmcm.

unpubhshcd data. U.S. Depariment of Labor, Burcau of Labor Siatistics,
“*International Comparisons of Mapufaciuring Productivity and Labor Cost
Trends: Preliminary Mcasures for 1981,"" Junc 2, 1982, Taiic 1.

. . . L e
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Mr. AsmN Thank _you very much It is a very mterestmg paper.
Let me start with a question on inflation: Basncally, what you are

saying is that the only real impact of defense in creating inflation
that you see might be a bottleneck effect of some kind. Is that the
reil possibility?

Mr. DeGrasse: What [ was trying to do is address the issue that
thelo seemis to be an inherent relationship between defense spend-

ing and; inflation: There are a number_of different ways you can
argue that detense spending creates inflation, and I will give you
three of them.

The first one is thdt detense spendmg creates’ inflation through

qulck shltts in the type of demand that is reqmred from the econo-

put strmgent requirements on the economy,fand people | m the

economy say. '‘If you want me to_do that; you. will have to pay me
more to shift jobs to work on military work.” As a result, if you

significantly shift demand or expand the demand in the economy,
there is a possibility that there would be some sort of bottlenecks
thut wilt occur; and; as a result; you will get inflationary condi-
tions. o

What 1 would like to say: as well; is that that-is controllable: As

we saw during the Koréan war, they did have a blip in inflation in

the first year: But it was controllable through wage and price con-
trols put on the economy, and there were allocation controls at-
tempted to be placed on the economy: So that is a controllable type
inflation.— T

The second mt'l'{tlonary effect one might see results from the

way, in_the macro sense, that you pay for the buildup. There are
three 7dlf‘§§‘€ent paths You can take it from taxes. dlrectly That 1s

not necessarily going to create inflation at all. You are taxing it
dlrectly You are not creating the classxc mf'latlonary condltxons of

get_inflation there:
On the other hand, you can prmt money, by allowmg the money

supply. to grow: Here you have the Vietnam case; and there you
have the traditional problem of too many dollars chasing tco few
goods;

The tmal way to pay for 1t the one we have chosen by default in

this particular circumistance; is to expand borrowing by the Federal
Government. Now, expanding borrowing by the Federal Govern-

ment means. that there is going to be some adjustment that will be

The usual adjustment 1s to réiée interest rates:_So in that case;
raising interest rates could have an inflationary effect througn an-

other couple of steps in the process—because it raises the price of
money, raises the costs of holding inventory and those costs will be

passed along; but that is a further chain of events.

The finil sort of chain where you have, first of all, backlogs,
second of all; how you pay the buildup at a macro level and the
third chain of logic, you might say, that military :,pendmg has an

mt'ldtlonmv etfect IS to look at the 1ssue of what does it do to long-

€6
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* This is an argument you will hear more about when Prof. Sey-

mour Melman testifies. If military spending does reduce our ability
to offset price increases in the economy by reducing our ability to
increase productivity growth, then as a result you could create iii-

flation because you will not be able to offset price increases.

__That is a third logic chain that might make you suspect that mil-
itary spending has inflationary_effects: But the thing that I wanted
to say overall here was that there is no sort of preordained rela-
tionship between military spending and inflation; that there are
three logic chains you might want to go through to believe that

there is an effect .on inflation or that there are three areas you

Mr: Aspin. LEet nie ask about the jobs side: You get direct and
indirect jobs from the first level of spending; right?

Mr: DeGrasse: Yes: . .. . L o
_ Mr. Aspin. The multiplier makes the induced jobs. What assump-
tions do you make about investment? Do you assume idle capacity
or is part of indirect jobs creating plant and equipment?

Mr. DeGrasse: 1 am using the BLS, Bureau of Labor Statistics,
models. The model of the economy that the BLS uses to determine
employment requirements does. not include investment that is re-
quired to produce the output—it does not_include capitai expendi-
tures as one of the supplier industries per se:

Mr. AspiN. All right. : e

Mr. DreGrassg: . Certainly _there is a need for investment, of
course: often. In that sense, I am not sure that that is included in
the equition. But the induced area that we talked about; that em-
ployment clearly follows on. L
. What we are talking.about is a short-term_model of the economy
that you can try to look at the first order effects. The BLS created

this employnient requirements table to see what the first order ef-
fects are.

If Marion Anderson had been here this morning to talk to you
about the effects on employment, she would have talked abolit the
first order effects of military spending un employment. And,-
indeed, the first order effects are to create fewer jobs in a limited
number of indostries compared to othier industries in the economy
which tend to have a broader impact and create more jobs.

- Mr..AspiN: So you assume when you are making the calculations,

Mr; DEGrassE: Yes: : o . ,

‘Mr. Aspin. So indirect employment woild be—if you make air-

planes;_for example—in the steel industry? .

making—— . . S : : - .

~ Mr. A§pPiN, Biit it wolld be in prodicts that go into the produc-

tion of the plane: ..
Mr. DEGRASSE. Yes. :

__Mr: Aspin: I these estimates; you assume that there is enough
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Mr. AspiN. And when you look at direct and indirect effects, you
assume that induced effects will probably be similar throughout. It
doesn’t matter after the first round, because the multiplier is prob-
ably going to work in roughly the same way no matter where you
start: _ _ S .

‘Mr. DEGRrasse. Right. The fact is that because in the military’s
case; where you have lower first order emiployinent bit Higher
wages, the amount of money spent on those wages creates a little
more induced employment as a result, so you get a balancing out.

We are talking in very, very general terms but as the CBO will
undoubtedly testify, their assessment indicates that overall mili-

tary spending versus civilian spending; if you look at all three
orders of effects, it is really a washott. It is roughly the samie. So
in a general sense—— . . o L

Mr. AspiN. What they are talking about is $1 billion of defense
across the board; right? o

Mr. DeGrasse. Any number of dollgrs,

Mr. AsPIN. I know; but x number of dollars across the board:

Mr. DeGrasse. Right.

Mr. AsriN. In other words; they are not taking it just from pro-
curement or personnel; they are taking a set amgunt of money out
of defense spending waich would be roughly in proportion to what
defense spends its moneyon.

Mr. DeGRraAssk. Actually; to contradict myself and to use the Con-
gressional Budget Office’s assessment, they found that if you look

at just procurement alone as opposed-to defense spending as a
whole—which is what they found seemed to balance out—if you

look at procurement alone; you.get a slightly smaller amount of
jobs @s a resilt of military spending.

But the difference is not particularly important: I think if we are
talking about these first order effects, $1 billion there, or $1 billion

there, it really is going to have at the broadest macroeconomic
level not a lot of differenice. The intéresting issues are, what indus-
tries and what jobs are created: . ... . . o

Mr. Aspin. Let me pursue that. What I am asking niow assumes

that you take $1 billion from defense across the board; that is; $1
billion roughly apportioned the way defense spends it; so much on

personnel, so much on Qi:M; so much on procurement; whatever:
Mr. DeGgrasse. All right. -~
Mr. AspiN. And you shift that to another part of the budget; say
into the health field or into education or, in other words, if the

Congress were to take that money and make that straight transfer;
you aie saying that in essenice there woild be no employment
effect?

the specific level of the direct and indirect employiient, you would
have a rather dramatic difference. ) )
You would have employmieiit—] am speaking in very geteral
terms—but the employment would tend to be located in the North-
east and Midwest. : N
Mr. AspiN. 1 know there is a geographic difference.

Mr: DEGrasse: Yes:
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© Mr. Aspin. But I am talking about macro. You say there is no
difference? o

Mr. DeGrasse. Right: o . . o
~ Mr. AspIN. Suppose we took it out of soniething very specific.in
defense. Suppose we took it out of shipbuiliding and we canceled a
new aircraft carrier, a couple of billion dollars, $2 or $3 billion,

whatever it costs; and vou take that out of a very specific part of
the defense budget and you put it into a very specific program
somewhere else: Suppnse we took the money from the aircraft car-
rier, $2.3 billion or w:

, atever they cost now; and put it inte title I of
the Education Act. W hat would be the employment effect of that?

Mr. DEGrassk. Here I am not sure how you cut conservative, lib-

eral: or whatever in this particular issue, but I would tend to think
just from simply a logical viewpoint that there would be no overall
macroeconomic impact of that particular shift. -
 Now. we could talk about what types of specific first order effects
occur—s a result of shipbuilding—and if you wart to create jobs,
shipbuilding isn't a bad way to do it in comparison to missile pro-
duction or aircraft prodiction. They tend to be a little less. effec-
tive. If you. want to employ semiskilled workers—shipbuilding,
géih}};{,cyhik:zil for a moment—shipbuilding may not be a bad way to
o.that. _ . oo )
~ But taking dollars from the procurement budget and shifting
them to another part of the budget, you are going to have different
geographic effects, different first order effects—very dramatic dif-
ferences in those areas which I testifiedto. .-
~ Biit the overall macroeconomic impact, and tue CBO would say
there would be slightly fewer jobs overall created by this shift from
procurement to <ivilian employment, that there would be a little
more émiployme i created as a resultiof that. I think that it is basi-
cilly an insignifizoet number: - Sy

At the inacro leval, there is really’an insignificant change: We
are talking only about first order effects. This is first order macro-
economic effects. If we are talking about that, then there are not
any real effects. We are not talking about what éffects that has on
the growth n the economy through all the other issues we talked
about.

Mr. Aspin. I understand: Mr: Fazio: . . L

Mr. Fazio. U apologize for not being here for all of your_testimo-
ny, bt 1 wil! be reviewing it; particularly in relation to R&D ex-
vend .ures. It appears that we are doing more R&D in the Depart-
i 1t of Defense budget than in the Department of Energy and
élsuwnere. Perhaps this is having direct or indirect effects an pri-
vate R&D. How do you evaluate the iong-teria economic benelits.of
R&D expenditures in the defense secter versus othos zectors of the
budget?. . ___ S

Mr. DEGrasse: That is a very difficult question. 5i-d#ud; that was
the issue I think we wresiled ©rith imost in the work +v& did on this
study: - ] : A R
My view is equivocal. My viet, is that--whiie therc are positive
impacts that result from military spending—1 ihink on the whole,
the beneficial cf"ects are less if you spenr! a dollzr on ' military re-

search and develonment than if you spend it directly on the specti-
ic task at hand. )
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~As a result, there is-an- 6pp6rttinity cost there. The gap between
th( on

effectivenoss of spendinig it directly on the problems you are in-
‘ested_ in solving and ependmg it on defense; there is an opportu-
mtv cost there.

term ne;ratno 1mpact of military spending on research and devel-
opment

- ket me just eiucndate arbit here by talking a little bit about a.

case study we did of the electromcs industry, just to give you some
ideas of the positive and’ negative effects of military spending on
. that specific industry.

_ Clearly; in the 1950's after the txansxstor was mvented the De-
fense Department played a rather important role in provndlng the

demand. for early, very expensive transistors. They helped develop

transistors, along with, interestingly enough, the hearing aid indus-

try. 'Vacuum tubes are big and it 1s sort of. hard to get a vacuum

tabe in a hearing. aid device, so they ininjediately saw a use for-

this. Defense for its own reasons; supported the technology—be-
cause of the belief that semiconductors would be more reliable and

more_compact, and they saw long-term -applications in the defense’

industry.. As a result, they provided a SIgmficant amount of
demand for early transistors.
The same occurred after the development of the integrated. cir-

cuits by Texis Instrumerits and Fairchild at the end of the 1950’s
through the Apollo . program and the Minuteman III program
which provided a substantial demand for semiconductors in that
period. ‘too. )

The one. tbmg the Defense Department we found, was not very
good at doing in that period; was subsrdlzmg research and d&velop-
ment efforts that led to the innovations:. It was Bell Labs that cre-
ated the transistor to begin with and it was then the commercial
firms who developed the I€ who were_not getting a lot of research
and development money from the Defense Department. Indeed,

moust of the research and. development money was going to the

older, larger vacuum tube firms that were not particulaily innova-
tive. As a result: the actual innovations that otcurred in_the semi-
conductor industry occurred outside of the purview of military
R&D.

Now; that pattern has continued into the 1970’s; and indeed, as :

we have séen the development of MOSﬁteghnﬁolggyfanfd other semi-
conductor innovations; the Defense Department has_played a roie
dlbeit a smaller one nowadays of providing demand because the ci-
vilian marketplace provides a substantial demand in the semicon-
ductor industry.

But they have played again, less of a research and development

role in the innovative process, though they have certamly helped

make the production process in the semiconductor area more effi-
cient. process R&D work has been a positive effect of military
spending.

Now; just a final note on this case. At the present time; as you
ire probubly awure, the Defense Department is engaged in a sig-
:nificant program to try to develop very high speed integrated cir-

cuits: My view here is that there is some. questlon as to whether or
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technologies that the civilian sector might feel more important to
competitiveness in the long run - - : - .

| think here we get into an issue of allocation of resources. Be-
cause of the specific demands of the Defense Departmenit; the need
for verv highly performance-oriented semiconductors that can
handle massive amounts of data and control the battlefield; the de-

sector, and as a result, you are devoting research and development
that may not have much_civilian impact. S
~ Mr. AspiN. Let me agk about the other.part of the investment,
the productivity side. In your study, you talk about the relationship
between the percentapre of GNP spert un defense and the amount
spent on investment: This ts a way of getting at the issue of prodtic-
tivity. Is that how yoi ga sbout it - ‘ S -
Mr. DeGrassg. There < two w:ivs that you get at this issue of
whether or not military =jeidifig aftecis productivity growib, it
seems to me; is througls iooking at whether or not military spend-
ing has had an impact on - well, let’s back up for a memient. -
Whut ure_the ways tli:t we might be able to increase productiv-
ity growth in thé economy? How do we do what we warnt o do?
One of the ways that we would think of doing that wuuld be to in-
croase investment. Tliat is one of them. .
To increase the efficiency .of the production process—-to _in-
crease—create_new products that are scmehow more attractive
and; as a result; create niore production. There are a number of dif-
ferent paths, larger factories, cconomies of scale. So there are a
runiber of different pathways: . ,
Now. our view is that the p:ithways t

that are affected by military
spending are this research and development :i-rna, where re-
sources are diverted from the research and development arena that

could have an effect on both new process improvements and prod-

uct improvements in_the economy, as well as the issue of invest-
ment, where the money is diverted in a macrosense in the economy
through such problems as the level of interest rates.

So that is the way we would back into this issue of ﬁiéaﬁCtiYity

theories.

_ We_found_ that..in general, trying to test as carefully as we could
the effect of civilian government expenditures on the economy, we
found that we could not really find good statistieal evidence to indi-
ciate that civilian governnient spending was the problem:

The United States; in terms of civilian government spending as

We also tested some other theories. The one that we:-think is
most likely to also be an important explanatory variable is the fact
that matur: economies tend to grow more slowly. That is a very

There are many other theories, including the issue of whether or
ot nianagenment has been as effective as it could be; whether or
not regulation has discouragéd or encouraged investment.
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only reascn or certainly the most important reason_for the prob-
lems that we have experienced in economic growth. But I am will-

I am not prepared to say that military spending has been the

ing i say this. That during the last 20 years the U.S. economy has
not realiy been tested, either technologically or in terms of our pro-
ductivity capabilities; by other nations. . .

_We had tremendous leads as a result of the destruction that oc-
curred as a result of the Second World War. We were.in a position

of dominance, and we were able to continue rather blithely with
our preduction technologies and we did not experience the sort of

competitive pressures that we are now experiencing as a result of

. moving more slowly: .

I believe that the fact that we did move more  wly during the
1950’s and .1980’s 1s to some extent a result of highier levels of mili-
tarv spending. = - S L
The dilemma corifronting us now is that as a resilt of higher
military spending we have to face up to.the priority question—is it
going to be possible to undertake a substantial effort to try to
expand or at least to maintain the level of our competitiveness vis-
a-vis other industrial nations, or is the military buildup that we
are undertaking going to undermine that effort to maintain pro-

- ductivity and to .maintain our competitiveness? @ ===

_I think that there is some reason to believe it will have a nega-
tive effect: ' e
_ Mr. AspIN. Let me ask a very specific question. There are a ot of
ways in which you could pay for a buildup.

Mr. DEGRAssSE. Yes. P L :
--Mr. Aspin. You could tax people for it. Lots of different taxes.
You could forgo some other expenditure. You could run up a defi-
cit. There are lots of ways a military buildup can be paid for. It

may or may not result in a reduction_in investment expenditures:
But is it your experierice, or do the data show, in fadct, if yoii look
at the buildups; say; the Korean buildup; the Vietnam buildup; our
current buildup, or even the rather high level that we maintained
between the buildups; that there is a loss to investment? o
Mr. DeGrasse. That is the point that comes clear through this
cross-national assessment. o S . -
Mr. AspIN. So what you are saying is that it need not result in a
reduction in investment, but; in fact, in the real world it turns out
that it _does: - : : S
__Mr. DEGRassE. Or at least historically. Let’s just say the data has
shown that: .
Mr. AspPiN. Let me pursue this question. - S
Mr. DeGRrasse. I am sorry. I want to say one thing more about
investment historically. This is cross-nationally. Now; if you look at
the United States and look at what effect a buildup has just in the
components of our own GNP—what occurs at the time of build-

ups—you see that consumption is.also rather significantly reduced.

But cross-nationally that doesn’t seem to be as clear a case. The

case seems to be clearer for investment to be affected by high mili-
tary spending.
Mr. AspIN. You mean we look at various comparisons with other
rountries?
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Mr. DeGrasse. With other countries. The comparison that stands
out is that our investment is lower than other nations. Our con-
sumption isn't necessurily lower:

Mr. AsPIN. Over time?

_Mr: DEGRassg. Over time in the United States if you look at spe-

cnﬁc bunldups—Kp’i;(ga Vietnam, the Second World War—the, thing
thuat stands out is that both investments and consumptions tend to
be depressed rather dramatically.

 Mr. ASPIN Of course; in the short. run you would thmk there

~Let me pursue this. The Japanese spend less than 1 percent of
their gross national product on defense. We are trendmg up to- 7lf
gross national product on defense.

Is it fair to say that your position Is. that dernse spendmg, that v
dlfférence in défense spendmg, is some part of the explanatxon as

to wh;\, Vo ,h.we less. of a growth rate than Japan? It is not the only

1 - not te the most important reason: But it is a

My D!-(n{ASSE I think it is clearer to say that in the 1960’s; my
belief is that ihat is one of the reasons why our productnvnty
growth tended to slow down during that period. We see the drop in
the growth in productlvn.y joceur before the oil prices came about.

spendmg durmg the 1%0 s and durmg the 1960 s, I thmk we began
to see the effects of the diversion of research and development ef- .
forts and the diversion of investment begin to accumulate and, as a ’

result, it became ‘harder for us to increase our productivity growth:
The 1960’s_is the clearest place that we can say military spend-

ing slowed ecoramic growth: The question before us now is do we
want to rend upwards agdin, do we want to be diverting re-
sources?

In that penod of time we were not partxcularly tested. by the rest
of the woarld. In this period of tlme we are in a period where we are
going to be tested.

-/ We-do face some rather 1mportant challengesL and probably good

,z/f-or the economy. But the point is by increasing military spending
now, I think it makes it much harder to address/tm{agenda of re-
vntahzmg the economy: .

Mr. Aspin. How abuiit ttie issie of the Japanese" Let me put it to
you thlS way One uf the thmgs that mlght be gomg on. 1s that we

Here the United States 1sspendin’g a fair amount of its gross. na-

tlonal product on defense. One of the things, of course, it could do

would be to increase the resources for both defense and investment
if the Umtgdfstates was willing to reduce its consuniption.

I mean in the old equation; GNP equals C; plus_I; plus G. So you
can redice that C number and increase both the I and the defense
part of G—if the American public were willing to reduce its stand-

ard of living.
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~_Let me carry this further. You could both have the strongest de-

fense in the world and increase the investment necessary to com-
pete with the Japanese and Europeans. You could put money into
both- of those provided-you were willing to reduce consumption.
Ytqg do that, of course, with a deliberate government policy of tax-
ation.

Mr:. DeGrasse: Let’s remember for a moment why it is th . busi-
nesses invest. Usually businesses invest for a variety of diiferent
reasons;. .. L . - S
_ One of them would be to gain some sort of advantage;, probably

most importantly, to gain some sort of advantage over their com-
petitors, in classic economic terms. .
You ‘are hoping to find some cost savings through your new in-
Maybe that is just to garner a greater part of a—a larger part of
a stable marketplace. But certainly investment is also very helpful-
ly encouraged when a market place is growing.

OINY.
. As i result; there is very little incentive for investment, per se:
So if you are geing to design a tax policy that does deter consump-
zion; that does have: then; an effect on your investment incentives;
because there is less incentive for business to go out and try to cap-
ture markets; because the market is declining.. . . . .

_The other effect, just to mention this very briefly, is that if you
helieve that crowding oui as a result of the deficit 1s not a particu-
larly. iad problem because of the fact that there are a lot of other
nesple in the world whe are very happy-to give usetheir money,; if
we are wiiling to— if the U.S. Government is willing to pay them 12
percent, 13, 14 percent a year for their fmoney, they are very will-
ing to invest their money in the U.S. Government which they be-
lieve is not going to renege on its debts or stop that nice stream of

interest payments, if you believe that that is going to relieve
crowding out problems, then, the real issue that is raised is as a
result of what happens to interest rates in this country.

- Initerest rates terid to rise, and as a result of interest rates rising,
the dollar becomes a stronger currency in the international ex-
change markets and it becomes harder for us.to trade abroad and

much easier for the rest of the world to trade in the United States.
. Now: if the other countries trade in the United States—and here

I am coming to_my point, they capture some of our consumption.
We are seeing dramatically expanded trade deficits: _. , )
_As a result of higher interest rates, stronger dollar, and much
larger problems in our trading balance; you see consumption re-
duced, and as a result of reduced consutmption there is less incen-
tive again _for American business to_invest and to try to become
competitive;, because they are having a hard time trading abroad

-and their market at home is being reduced by imports.

. So that is; I think; another way of looking at the effects of this

Mr. AspiN. Mir. Clark.
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on an international basis; what we find is that there is a negative
association between military spending and investment.
Mr. DEGRrassE: Yes: : .
_Mr. CLAark. The higher is military spending; the lower is invest-

ment—looking at a snapshot in time, across 17 countries. At the
same time, we also find that there is some relationship between in-
vestment and productivity: . . S
Mr. DEGRASSE. Particularly in the 1960's. ,
Mr: Crark: And the relationship is positive. The higher is invest-
ment, the higher productivity; or the higher the increase in real
output: The question is, how do we square that with the experience

here in the United States where we find; I think; that military
spending as a percentage of GNP has tended to be high at the very
time that the increase in real output has also been high. Converse-
ly, military spending has tended to be guite low in the United .
States, as a percentage of GNP, at the same time that productivity
increases have also been low. In the 1970’s productivity increases
were quite low. Military spending was also very low until the very |
end of the 1970’s; . . e
__Now take a look at the earlier periods. It doesn’t seem to make
too much difference, the 1950’s or the 1960’s, we find military
spending was often quite high as a percentage of GNP at the same
time productivity increases were quite high, too.
__dJust looking at one country, we find_the conclusion . is quite dii-
- ferent than if we were looking across 1 countries—with one coun-
tvy across time; the conclusion is quite different than if we look at
17_countries at one or two points in time. .
__Mr. DEGRassE. I think that raises a number of_very interesting
issues. I think that that is a very good questicn. Why is it you get
contradictory data? L ] T
Let’s first bdek up for a moment to talk about how I see military
spending affecting productivity growth. There are two ways: :
Research and development and other scientific and engineering
talent, and also investment; both play a role. Now, why is it that
you see military spending decreasing in the 1970’s and productivity
growth decreasing in the 1970’s? = L . o
Well; I think that one must look at this variable military spend-
ing, as havirg a lag effect. Diverting research and development
talent doesn’t tend to have an effect on commercial products for 4
to 8 years into the future. ~= , ,
So you have a lag there: And the same in some serise investmerit

effects are lagged as well. So my view is that the effects that high
military spending had . on diverting research and development

talent, diverting technological capabilities and investments 1n the

1960’s tended to result in effects that were not seen for a few years.
~_What I would postulate is that there is a lagging of effect be-
- tween_the time in which the resources are diverted and the actual
time that you see the impact occur. A i

~ We tried to wash out some of those effects by looking at the rela-
tioniship over tiite and cross nations, because we think that that is

ol e
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a better, way of trying to get an indication of whether or not there
is a relationship. . - L ]

‘Because it is very hard to .ort these variables out, and we Were
able to look at cross-nationally, say, if over an extended period of
time you have high military spending; does that affect the produc-
tivity relationship? S o S o
~ We did try to do, as well as just simple correlations; we tried to
do some regression analysis where we adjusted f6r other factors in
the economy, such as the growth in the labor supply and, the ma-
turity of a nation. There still seems to be some indication..that °
during the 1960’s military spending in nations with higher military
speriding, there tended to be lower productivity growth:

'So my view is that you have to look at it over time to really be
able to get a sense.of-the effect of these problems that I have men-
tioned on productivity growth. .

Mr. CLARK. That isn’t here, the additional findings over time?

Mr. DEGrasse. Well, I am trying to think of whether or ngt I

Mr. DEGRrasse. 1 am trying to think quickly about where you
might be able to_find the discussion of that within the paper. I
think -implicitly. that is the way we designed the research: I think
that that was the approach that we took, looking at it from that
perspective:. . g . S o
~What 1 have done, 1 guess, is basically elucidate on what I
thought was implicit in the research; the design that was discussed
in the testimony.
Mr: Aspin: Thank you very; very much for very interesting testi-
mony. R
Mr. DEGrasse. Thank you for the opportunity\\to be here.
- Mr. AspiN. Our next witness this morning is Seymour Melman.
We welcome a gentleman with whom I have been on the platform
for a long time. He has been writing, thinking, and lecturing on
this subject for a long; long time. He_is'a man who really is a very
great expert in the fleld—Seymour Melman, professor of industrial
engineering at Columbia. He has written several books; and I guess
a new book has just come out. Is that right? _
Mr. MeELMAN. It is called ““Profits Without Production.” =
Mr. AspiN. It sounds like what we are talking ab‘c\)ut; Go ahead.
STATEMENT_OF SEYMOUR MELMAN, PROFESSOR, DEPARTMENT
OF INDUSTRIAL ENGINEERING AND OPERATIONS RESEARCH,

COLUMBIA UNIVERSITY !
~ Mr. MELMAN. Mr. Chairman, I Have submitted a statement enti-
tied “The Economic Cost of a Permanent War Economy.” I ask you
to accept that for the record.

Mr. AspIN: Yes. Without objection. e
~ Mr. MELMAN. My testimony here will emphasize certzin key as-
pects of that statement and they will be elaborated in some re-
spects.

A 3-pccent annual increase in output per person in the manu-
facturirig, industries—that is an increase of manufacturing produc-
tivity so measured—was long taken for granted, as though it were
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a natural condition of American society. Economists and others
were thus unprepared, by schooling or experience; to cope with the
1965-80 figures for the average annual rise of productivity per
man-hour in manufacturing. For the United States, 2 percent; for
West Germany; 5.2 percent; for Japan, 8.1 perceiit.
This is not to say that economists and others have been unaware
of the importance of productivity levels and their rates of change.
Output per man-hour has long been known to set a definite limit to
the ability of a society to support with goods and services a given
standard. of Living:. . o L
~ Also, the rate of increase in productivity has been a key factor in

the historic ability of U.S. firms to absorb increases in wages and
other costs. It enabled them to pay the world’s high~st wages for
manufacturing occupations until 1975; while producinig goods that
were competitive in American and other markets:

_In this analysis, I will dwell on long-term rather than short-term
effects, especially with reference to the manufacturing industries.
By long term; I mean the effects-that derive {rorn changes in pro-
duction methods, as in plant and equipment: These are the endur-

ing sources of major change in output per man hour, as against
such fluctuating factors as morale, various. conditions of the work-
place, terms of collective bargaining and the like. The progressive

introduction of new manufacturing equipment to_replace less
mechanized, less productive equipment, has been the sustaining
and durable source of productivity growth. =~
It is possible to define a set of factors which, at the plant level, at
the point of production of a manufacturing firm clearly control the
growth of productivity. -

t is important for this discussion that these factors were defined

independently of the present subject matter, the present interest in

productivity Thus, in two books—‘‘Dynamic Factors in Industrial
Productivity” 1956 and “Decisionmaking and Productivity” 1958—1
analyzed the controlling factors behind the major changes of pro-
ductivity and the differences in_productivity among manufacturing
industries of major countries. Those analyses revealed the follow-
ing factors as the ones that clearly spur productivity growth. -
 First, the presence -of cost minimizing as a pervasive pattern
within machinery producing industries. That means that the man-
agements of machinery producing industries operate internally in
a way to offset their cost increases by improving their productivity.

When that pattern of operation prevails throughout the machinery

 Hence, for the users of machirnery; the price of new equipment
appears progressively more attractive by comparison’ with the
wages of labor: . L - ) o

A second factor is cost minimizing among the machinery users:

As they attempt to meet cost increases by mechanizing their work,
they automatically improve productivity. - S

Here I must emphasize that improvement of productivity ap-
pears nowhere in the profit and loss statement whose bottom line
is treated as holy writ in the tradition of business enterprise and in

3w
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our schools of business. Prodiictivity increase has, therefore; been a
derived effect of the cost minimizing strategies of manufacturing
managements—the better, of course, to maximize profit.

_ A third factor; resulting from pervasive cost minimizing, is that
the wages of labor have tended to rise more rapidly than prices of
machinery. That was a sustaining pattern during the very impor-
tunt century, 1865-196¢5. 7 "
__A fourth factor is the availability of finance capital at modest in-
terest rates—by that.{ mean no higher than 5 to 6 percent.
__Fifth is the pursuit of research and. development, not only into
© product; but especially into manufacturing\methods. Here it is im-
portant to notice that high levels of research and development ex-
penditures do not necessarily yield major increments in productiv-
ity. To achieve that end R&D must pay substantial attention to
production methods: . . - - .
--The sixth point is the operation of a stable production systein,
Here stable means that in a statistical sense output is so operated
as to.vary within predictable and acceptable limits; A manufactur-
ing plant or a shop or a whole system is stable,whéq the variation
in its output rate remains within those predictable limits.
__Stable production limits the effect -of all factors t}Rat interfere
with the steady flow of work. As this interferenge is eliminated, the
average level of output automatically increases.! Hence the produc-

tivity of labor_and the productivity of zapital improve as‘an auto-
matic result of the stabilization of output. : AN

. The seventh point: The presence of managements oriented to.pro-
duction. In the history of industrial capitalism a basic premise has

been that wealth is not produced in the form of money, but in the
form of real goods, real output. In that review money is only a“.
symbol ~mployed for convenience of exchange and other purposes;
of increased wealth. | e
__That classic_assumption; which is of course. found embedded in
the works of great economists, ranging from Adam Smith to Karl
Marx, is strongly modified in our time; as our schools of business
have emphasized the making of money without the necessity to
make goods. =~ T T
I cited in a recent book the case of a former student who finished
a_long career as general manager of a major east coast shipyard.
He was succeeded by a man who, on arriving in office; circulated a
. letter prepared for him by a series of bright MBA graduates. Its
operative statement was: “And I remind you all that we are not
here to make ships; we are here to make money.,”
__As long as management was dedicated to making ships—or steel
or cars or radios or clothes—their crientation focused attertion on
productive investment.
__A final point. All these factors require the presence of a compe-
tent infrastructure—miedning as ordinstily understood, the siiffi-
cient availability in the wider rom:unity of power, transportation;,

communications and allied supportive fzcilities, including housing
and education. :

1 will refer back to certain of these factors in the latter part of
this statement.
_ I want now to turn to a third consideration; the economic charac-

~J/
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productivity, The first of these is that military goods and services
produce. nothing useful for consumption or for further production.
our understanding of economy. = , o
_ Economists normally understund an economic good or an eco:
nomic. product to be anything that has a price. It should be noted

and services that are serviceable for consumption as crdinarily un-
derstood or are useful for further production.
In order to appreciate the consequences of a military economy, It

is crucial to tvi=n +~ this latter mode of understanding an -economic

good;. for then one sees immediately that both the broad and the
detailed consequences of military productior. of all classes have spe-
cial effects for productivity and; by implication; for employment
and economic growth. : S

On a macro basis; the cost to a whole comniunity of military ac-
tivity is thireefold. First are the resources directly consumed by mii-
itary enterprise. We might consider the military budget as a money
vialued approximation of that expenditure: A second, social cost;
and it is only a social cost, is the quantity of goods and services for
conisumption and for further production that are foregone when re-
sources arc used for this unique set of activities—which unlike the
others yield no use value for consumption or further production. It
is as though by the criterion of economic good that denotes useful-
ness for consumption or for further production, there is no product
in the case of military production. T : :

That absent product can be given a money value for estimating
purposes equil to the money value of the resources that were the
inputs for the military enterprise. And there is a third cost to the
ﬁyhplels’ociety. and that is the abserice of marginal productivity of
capital. ) R
~In the case of products that can be used for further production;
theré has historically been a pattern of gradual improvement in
the efficiency .of mechanisms and their mode of use. \nd that has;
therefore, yielded increments of productivity of labor, increments
of productivity of capital. But as the product of_military economy
does not vield usefuliess for further production, that marginal pro-

ductivity of capital effect cannot derive {rom the military produc-
tion. Thus, a nuclear powered su’.marine or a modern fighter plane
is a technological masterpiece, biit neither can be tised for further
production: - . . i S S
~And a second consideration, following from this first one, is that
the activity carried on for the military enterprise is not an average
slice of all goods and services. I* is not an average siice for two rea-
sons: first; the absence of those consumption and prodiction lse
vilues, and, second, the resources which; taken together; are set in
motion by a military budget constitute a capital fund, a military
budyet is a capital fand: : o S

By capital, 1 mean production resources and by capital fund, I

mean the ordinary understanding of capital in an_industrial enter-
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notes the money value of land, buildings, and equipment and the
working capital denotes the money value of all the other resources,

including manpower, raw materials and the like that are required
to set the enterprise into.productive motion: . . e
Accordingly, a comparison of the military budget to the GNP has

the interesting effect of blurring one’s understanding of the meun-
ing of the military budget as a capital fund that preempts produc-
tion type resources that are vital for all nommilitary production:

The GNP denotes the net money value of all goods and services

of whatever kind that are produced in a given period: The GNP is
a helpful category for analyses of money flows with the economy—

apart from the presence or absence of ‘consumption or production

use values among the price values of goods znd sarvices, =
. Furthermore; the military numerator as compared. to the GNP

deilominator, is not an average slice out of the GNP. It is uniquely
a set of resources which; taken together, have the quality of capital
resources for production. Therefore; the ratio of military to GNP,
* which i< widely used by our economists; tends to conceal more than
it reveals. It is characteristically a small number—recently it has
been given as 5 percent of the GNP; at present it is 7 percent.
Note, however, that there is an error of estimate in these calcula-
tions of GNP which; however small, is appreciable as part of 5 per-
cent. .
Furthermore, denoting the military ‘o GNP ratio as 5 o 7 per-
cent has led a number of analysts to conclusions similar to thase of
Leslie Gelb in a study he prepared for the Cartiegie Endowment for
Internatioral Peace. Mr. Gelb concluded that the military budget
increases planned by the Reagan administration, since they would
add about 1'% percent to the ratio of military to GNP, were more a
matter of political taste than of economic choice. - How could serious

people fly into o gre«i flurry over a mere 1% percent of this enor-
mous, multitrillion total of the GNP?
_ For all these reasons; I would. call attention to another way of
appreciating the magnitude of the military budget. View it as a
capital fund;, then compare it to a civilian capital fund; and we in-
troduce. an interesting category that lends itself to my purpose. It
is called the Gross Domestic Fixed Capita! Formation; a statistic or-
dinarily included in national income accounts and compiled for
many countries by a section of the United Nations. It provides. us
with what I think is a highly informative comparison; namely, the
number of dollars expended for military capital for every $100 ex-

pended for new civilian_capital in a series of countries. The last
available data are for 1979. = = L o

In the United States; 1 estimate that for every $100 of gross fixed
capital formation we expended $33 separately for the military. In
the United Kingdom it was $32; France, $26; Sweden, $23; West
Germany, $20; and Japan, $3.7. The difference is sharp between the

United States and the Western European—continental—economies;
between the United States and Japan it is really dramatic. And
that difference in _the use of capital resources goes far to account
not only for the high productivity growth in those countries; as
compared to the United States; but to the quality of the industrial

plant and equipmient that efiierges in those societies, and their abil-

~
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ity in the list decade. to produce a raoid flow of high quality; mod-
estly priced industrial goods, consumer goods, and capital goods.
I presume that in this chamber there would be a special interest
in the ratio for the U.S.S.R. Unfortunately, the statistical data
available from the U:S:S.R: are not homogeneous with those of the
countries of the West. I'have, however, prepared an estimate which

| am prepared. to stand by until the Soviets themselves publish ap-
propriate official data. My judgment is that in 1979 for every $100

of civilian new capital formation in the Soviet Tmion; they expend-
ed $66 worth on the military. =~
.- Finally, in this conneéction; I call attention to a forecast for the
United States which 1 regard as of fundamental importaice for the
purposes of this hearing. - . - - ] )
~ We now have a formai estimate of the military budget planned
for 1983. By extrapolating from previous data; I have made an esti-
mate ol the gross {ixed capital formation that might be expected in

that year and it leads me to believe that in 1988, the United States;

given present plans and previous record; will be cxpending for
every $100 of civilian fixed capital formation, $87 on behalf of the
railitary enterprise.

creased control over capital resources during the 1980’s; the prog-
nosis for industrial productivity; and for industrial competence gen-
crally in the United States, is somber. - S

[ turn now to a further way in which the military enterprise has
a major effect on productivity, and that is through the decision
process, or what is sometimes called the micrceconomy; that pre-
viils in the military enterprisc. By the military enterprise, I meon
an organization that “xtends from the central administrative office
in the Pentagon dow i to and including the. 87,000 firms that are
prime contractors for the U.S. Department of Defense. . =~ =
- As | roted earlier, the practice of cost minimizing played_a cru-
cial, an_indispensable role in the productivity process of the United
States during the century 1865-1965. It is, therefore, of greatest im-
portance that on all availeble evidence the micronconomy prevail-
ing within the military enterprise of the United States is that of
cost maximizing, coupled with subsidy maximizing. = =
~ This is not the result of explicit intent. There is no banner across
the entrance in the Pentagon or the gates of any military industri-

cost of military spare parts, what seemed to be outrageous in-
creases in prices derive from the normal application of the account-

ing rules and procedures recommended by the Bepartment of De-
fense, the Armed Services Procurement Regulations and the host
of allied manuals and standards that specify accounting and relat-
ad practice. R
_ This has profound importance for the whote industrial system.
For the practice of cost maximizing—it is not called that in fact, it

is not designated; but_it is there and the term describes the proce-
dure -the presence of that cost maximizing in.so many firms, in-

cluding those often cited by parties in the U.S. Government a
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models for the rest of the system; has the effect of pressing the
manufacturing system as a whole away from cost minimizing. =
__Indeed; a detailed study by Dr. Byung Hong; entitled “Inflatio

Under Cost Pass-Along Management,” Praeger Publishers, 1979,
identifies the mechanism by which the pressure to. move away from
cost minimizing has led-to a.-new model for operating manufactur-
ing enterprise in the United States. It is the practice of passing

along cost increases to price rather than the traditional attempt,

by internal means of every sort; to raise productivity in the firm,

thus offsetting cost increases and m‘nimizing price increases. The
Department of Defense has played a crucial role i.i effecting this

change. . o . S L -
My fifth point here is to note the effects of military economy on

productivity growth. I select from among the factors that I identi-
fied earlier as spurring productivity growth four in ‘particular. One
is the rising cost of labor in relation to machinery: There is clear
evidence that that classic pattern has ceased to exist in crucial
areas of the U.S. industrial system. Thus I found; noted in the ear-
lier work, “Dynamic Factors in Industrial Productivity,” that for
the period 1947-50 wayes of labor rose more rapidly than prices of

the crucially important. machine tools, the class of equipiieiit tised
throughout manufacturing industries,

Later studies indicated that until the mid-1960’s, the rate of
average hourly earning increase and the rate of increase in prices

of machine tools tended to be about the same; looked; indeed, like.a
cost pass-along pattern. However, by the 1970’s, the relationship

had been transformed. From 1971 to 1978, average hourly earnings
in the manufacturing industries, that is of production workers, rose
72 percent in the United States, while machine tool prices rose 85
percent. - o e
_The consequences were far reaching. There was . ~rithdrawal of
incentive for. purchase and. replacement of machin. s, and by
1977, the United States had the oldest stock of met=' ~vorking ma-

chinery of any industrialized country in the world: i'he productiv-
ity consequences of that obsolescence are necessarily negative.

__It is noteworthy that during that same period; 1971-78; wages in
West Germany also rose 72 percent, but. machine tool prices there
rose only 59 percent. Hence, there was some substantial incerncive
to users of metal-working machinery to acquire new equipriznt.
_In the case of Japan,; the situation is yet more strikinug. From
1971 to 1978, average hourly earnings in manufacturing rose 177
percent, and the prices of machine tools produced in Je.pan rose 51
percent. That is precisely the historic pattern which ir._the United
States encouraged the purchase of new production equipment and
‘thereby automatically spurred the growth of producrivity: That
process has now been checked. @~ e
_ Consider next the factor of finance—that is, the avai'ability of
new finance capital at a modest interest rate. -

_For sheer quantity, it is striking that in every year from 1952 to

the present day, the budget of the Department of Defense, z. capital
fund, exceeded the total net profits of all U.S. corporations, includ-

ing the ones serving the Department of Defense: ¥Hence,; in terms of
quantity of finance capital, the Department of Defense hzs had by
far the larger amount.
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1 tirn then to the matter of R&D; where it is interesting to com-
pare_the engincers and scientists functioning in _an economy per
10,000 persons in the labor force. That ratio is perhaps a better cat-
egory than enginesrs and scientists engaged in research and devel-
opment, because the broader group includes those engaged in de-
siwning and operating the manufacturing processes, production en-
.. . ers, or scientists seeking solutions to important production
problemns. ] s

" So, number of engineers and scientists. per 10,000 of the labor
force in_ 1965 showed the following: Ii: the United States, 64.1; in
Japan, 24.6; and in West Germany, 22.6. L
By 1977, these reiationships had been transformed. For that

yeiir, I ez"imated the number of engineers and scientists in civilian
activity per 10,000 in the labor force. And the result is the follow-
ing: United States, 38; Germany, 40; Japan; 5¢. That is not to say
that the United States did not have at that time alarger gross
number of engineers and scientists functioning in the society, but
the intensity of their use on behalf of the civilian economy was
substantially_ less than in the case of Japan; somewhat less than in
the case of West Germany. ¢ , :

It is also_important to see the way in which research engineers
and scientific talent have been available to and used in military as
azainst the civilian parts of the manufacturing industry. Thus, in
1970—1I regret it is the last year of available data—the_military
serving manufacturing industries employed an average of 7.4 scien-
tists and engineers in research and development for every 100
production workers: For the civilian serving industry, which is the
larger part of manufacturing, the percentage was 1 percent: :

I am aware that especially starting with the 1960’s, an energetic

effort has been, made first by NASA, then by thie Department of

Defense; and then by both; to urge upon the American community
the idea that there has been a spinoff from the research and devel-

opment undertaken on behalf of the general military and space en-
terprise, or funded by thiem, and that this spinoff was an important
factor in justifying the continuance of their control over and dispo-
sition of large R&D. resources: Therefore, I call attention to the fact
that an inquiry undertaken for the Commerce Department into the
possible perceritage of spinoff from military research expenditures
has found that perhaps 5 percent but not more than 10 percent of
spinoff may have resulted from each military research dollar.

“In the matter of infrastructure I call your attention to_the con-

clusion independently reached by the Council of State Planning
Agencies in 1981 when it published a study called “America in
Ruins;” a title which to my knowledge has not heretofore been
used in our country. The lead text of that report stated:

. Amorica's public fucilities are wesnring out faster than they are being replaced.
The muintenanice of public facilities exsential to national economic renewal has
been deferred. Rep! -enient of obsolesceiit public. works has been postponed. New
constriction has been cancelled: The deteriorated condition of basic facilities that
underpin the ecoiioniy will prove a critical bottleneck to national economiv renrwal
during this decade unless we can find ways to finance public works.

_ This larger concl ision covers myriad detail of collapsing bridges;
burst water mains; unclean v‘v,atejj”s,upplLe§Ljh;ctjjijjjé,t:eﬁ(tﬁ,S'EW?,’g,é
disposal systems, closed livraries, underfunded public schocls; pot-
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railroad system in shambles that have come to
characterize the infrastructure of American communities. :
That is not a competent infrastructure to underpin or support a

manufacturing system that, in terms of productivity, in terms of
cost and price competition; is part of the modern world:
I further call attention in point 6 of my prepared statement to

the limits on civilian economy and . productivity -that derive from

concentration of capital on the military enterprise. There I have
made available a reprint. of an. article that I wrote for the New
York Times of July 26, 1981, titled “Looting the Means of Produc-
tion” L . . o
__The article shows three cclumns of data; the first identifies a
military item; hence; a capital item: The second column identifies
its approximate money cost. The third column identifies a civilian
capital item of approximately equal money cost. -
Seven_percent of military outlays from fiscal year 1981 to 1988
would amount te <100 billion: That would be the cost of so rehabili-
tating the U.& 1 industry that it would be:again the most effi-
crent in the wo: - - e
_The cost overruns to 1981 on the Navy's Trident and Air Force’s
F-16 programs jointly.amount to-$33 billion; that is equivalent to
the money that would be needed to rehabilitate 2nd reconstruct
one_out of five U:S: bridges: e
_ The Navy's I'~18 fighter program estimated recently to cost $34
billion; would be the price for modernizing America’s machine tool
stock to bring it to the average level—meaning the average age—of
Japan’s machine.tool stock. T
_The MX missile system’s estimated first cost _is $34 billion, and
that is what it would take for a comprehensive 10-year energy effi-
ciency effort to save 25 percent to 50 percent of U.S. oil imports.
- The cost overrun to 1981 on the Navy's F-18 aircraft program,
$26.4 billion, would be the cost of electrifying 55,000 miles of main
line railroads and the cost of new locomotives as well.
__The implication of these comparisons is this: An economy that
opts for column. 1—hence the military capital list—is necessarily
unable to have the civilian capital list. =~~~ )
The question often raised is the feasibility of enlarging civilian
productive investmeént by reduction of civilian consumption. Nu-

merous articles anda zertain monographs have supported this possi-
bility on the basis of analyses of money flows in the conventional
national income tategories, . S
_I put it to you that it is an unrealistic proposal; that it implies a

transferability. of resources. th:t does not exist. Thus, a reduction in

the number of employees in Pittsburgh's fast food shops; brokerage

firms; bunks; real estate uffices, would yield not the slightest gain

of capital re-ources, not _even working personnel, competent to
reinstitute st class production methods in the now-decayed steel
mills arou:.: Pittsburgh. Resources constituting capital are stated
in money terms for convenience of count; of aggregation. But it is
misleading, utterly illusory, to suppose that the money category
used for capital resources, as for consumer goods, imiplies thereby
the transferability of the physical resources from consumer to capi-

tal goods.



O

ERIC

Aruitoxt provided by Eic:

K

Seven: 1 call attention here to the direction of effect of military
ceonotiny o prodictivity. With respect to the list of factors that 1
identified varlier as spurring productivity growth, the evidence in
hand is that the sustained operation of a military economy has a
negative effect in every instance. Hence, it necessarily miust have
negitive effect on productivity growth: . o ]
_ Finally. 1 note the consequences for industrial competence and
for employment: In a recent volume titled “Profit= Without Produc-
tion,” I presented on_page 200, the percentage of U.S. consumpii.n
prodaced. uabroud in_several important classes of goods. These ileie
are for 1979-80 aid die consistently understrated in each in-tance
where the data are less than 100 percent. ) L
~ So, 27 percent of the automobiles purchased i the United States
were produced abroad; 25 percent of the machine tools; 15 percent
of the steel mill products; &7 percent of black and white TV sets; 47

percent of integrated microcircuits; 24 percent of X-ray and other
irradiation cquipment; 74 percent of motion picture cameras; 51
pereent. of sewing machines—domestic. That last figure was for
1973, it's now 100 percent. -

Tupe. recorders and dictation machines—office type --1{} percent;

same sentage reductions in employment opportunity in those in-
dust- a the United States. -~ - S
C :ont visits to Pittsburgh I icarned that in 1980 the United

Sts s Corp. eniployed 28,000 steelworkers in that area; ir
1985 they employsd 8,000, The New Y. rk Times of Deceriber 5,
1983, contained = ‘n1nouncement that Jnited States Steel Corp.

facilities. - - - : ,
In all of this I have not attempted to suggest that the coenditions
of the military economy and its normal functioning .are sole
sources of pressire for diminished productivity growth in the
Ur'ted Stutrs: "ndeed . in “Profite Without Production,” 1 gave
elaboriie atiention to the changes in the chaiacter of management
that have beceme cconomywide and which have a very importaia
Vedaring on the problem. : - . - ] .
But it is crucial for this discussion that the eifgcts from the mili-
tary ecoionriy ore negative with_respect to each elemert that tradi-
tionally .’ 7s enhanced productivity.. -
"It is nou poe<ible from this analysis to state what proportion of
‘1ie decline in ,i;;iﬁt;i,gt‘ptgdu,cﬁt,iyity,grpwﬂjr7is tracesble to the imi'i-
vary; but it 1= utterly clear that the ‘military have made a decisive
coutribution to that process threugh the withdrawal of capital and
throzgh the negative effect on the series of ¢.: 2r {actors that had

Ll
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once spurred productivity growth in the manufacturing indusiries
of the United States. = __
Thank you _for your attention to_these remurks, Mr. Chairman.

Mr. AspiN. Thank you, Professor Melni:in.
[Testimony resumes on p: 99:} o )
[The prepared statement of Mr. Melman follows:]
PiEPARED SFATEMENT OF SEYMOUR MFELMAN
i. Since productich !5 (Hé gouffeé 61 wealth; and since
a3 community muSt produce in order to 1ivé, €Né most fordamental
cconomic conssquénce of a permanent wai economy 1s Ifs Sffect
on production capability, A permanent war economy is an
ecomomy in which military activity is a major and continuing
activity. while the military product is counted as an ordinary
2. The history of industrial capitaliem in the United
lsewhere, has included grave problems of instabil-

succéstion of expansions ani! contraci.o:ns in economic

~
e
Il

aLtivity, THete cries o
ticilly béen Ciises of Ehe financial superstructire of the
Eysten; in€ioding problems of invesEmént financing or adequacy
Gf demand for either conimer oF dazabls goods: During tne
long history of American industrial capitafism €he production

competencs of U.5. industry 1as never been at is6ue. EVen @uring
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the Great Deprennion there war no “suggestion that€ the means of
preducticn weére Seher than fully competent to produce goods of

acceptable Guali<y and price.

During the 1980s; however, the technical-eronomic compes
ionce of American Industry has become a focal point of Jefect
15 mumerous manufacturing industries become progressively ifi-

iy
58r at quality and price to be acce

capable of producing g6
ible even in the U.S. domestic market.
3. cfficiency in productien, o:

produéiivity——iiiéfﬁgé cutput per pérs

i on employed--is closely
affected by the gquality and dﬁiﬁtify of recources (capital)
tiiaf are availahle for production, and isy £he decision criter-
ia tha« tontrol their usc. Accordingly, I Kave aﬁ:cmpiéé to
cisdrizé nere three principal aspects of the ifpact of a perma-
Geni war eéoismy on production capability: firs€, capital re-

éffect of a

rou-ces Us for the r’litary economy: second, the
pemmanent war ecofidmy on productivity: and third, the éffect
of the permancnt ‘:ar €conomy on tech:.ical-economic competence.

‘ai)itery budgets. In ¥di-

i, chi- tal resouifes used for

wary industrial man:

understood an composed of "fixed and "working" capital.’ The

onent includes land, Buildings and machine .

»fixed” compone The



84 -

~wbiXing capital~ component comprises the tools, fuel, raw ma-
terial; purchased compunents, and working hours of every sort
required to conduct prndﬁéii;; on a sustained basis. Military

bodaets afe Impor€ant in relation to fixed and working capital

because a modern mil'*ary buddéf sets in motion precisely the

talled $2,001 billion. The planned DOD budgets from 1981 tu
1986 are 51,600 billion. One way GF appreciating the magmnit

budgets; $3;601 biliion from 1946 to 1986, +‘th the money value

snited States (as

6% the reéproducible national wealth of the

Gf 1975), $4,302 billion: This latter sum refers to the money

viiie 6f eveiything mMan-made an the surface ox the United States,

%11 [sructures, Fmachineiy, POBIIé &nd privece fa:itlZijes, busl-

ness and personal inventoried. The money valw: of tiwe Sand is
ot included here. The sum of military budgets 'S46-I9BS i3 a
Quantity of resources amounting to about B3 percent tf the es-
timated money value of everything man-made on the Furface Bt
the United States. Stated differently, the military budgets
have preempted resovurces approximately equivalent to those re-

,,,,,,,,,,, . sart of what man has wiought in

Ge
g}
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the U.S. in terms of phycical facilities and tangible gnods of
all sorts.
nnother way of appreciating the size and effeets of U.S.
E;‘Zfary ﬁuégeﬁs is £§ comparing the hiiiﬁiiy Bﬁéééﬁs of the
Giii€éd States and other countries with some irdisa€or of major

few capital resources in an economy.

For this purpnsé we can

77777777 with €he Tross

conErast the military budgets of a single year
£i%ed capi€al formation achieved bv economies during the same
""""" civilian

pericd. The Iatter category is a measure of all new
{private and public) gtructures; machinery and equipmenc adced
¥or 1999 {1asE year of available data compiled by the U.¥.)
Ui observe that for évery SI100 of gross fixed oapital formatie-
t

purposes. The ratios of militaiy spending for each $100 of ncw

fixed ~apital formation were:

U.K. 32 (W] Germany 20
France 26 Japan 317
eden 23 USSR (66-h ¢- estimate:
Ho ' ucta)
Within the A . "iman economy access to capital resourc :s 1F
i o wield

1iWi€ed £6% industrial managements by their ability ¢

£he money representation of production resources.

fie are ‘niebted €5 Presidsnr Eisenhower for calling nttention,.

.
;i/(}
(N
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{5 His Farewell Address of January 17, 1961, to the fact that
""""" o miiitary secarity more than the net in-
cona of all U.5. corporations.= From 1951 to that date the

annuil badget of the Department of Defense had,-each year, ex-
aeded EhE et profits of.all corporations. That has continued
fron 1561 to 1981: Hence; the federal managers of the U.S.

military economy have wielded,
single b -ock of finance capifal rescurces

miliiary economy necessarily limits €neir availability for ci-
vilian economia };6;56;65 of every sort. Two conditions control

first nature it-

solf: materfals or ene-gy used ir one place €aniot, st ths same
tifie, Bo »-iilablé at another place. A se ‘on de-

rives from the _character of the procucts SHomy:

Whatever other. usefulhiess may be assjaned . militarse p¥e-

rrrrrrrrr be: ..ces of consunpEion
pEion

of to capability i. further procuction.

The consequence for capital svailability for civilian use

is illustrated in the accompanying ar€icle “Looting the Means =€

rioducEions that first appeared in The Hew vork Times on Jukiy 26.
A

of this =i-

1981 oThe ¥irs€ column of the illustrative materials of
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a3 i il oaoTs
virtually inherent in American economy.

=

titlé {@enfifiss parficuier military programs. Thz second column
notes all br part vf Eheir cosBt BB Of mid-1981: The third column

identifies industrial ficilities, or Bupportinc infrastruc lure fa-

resources for the military projects de-
industiicl arad aiiiea Piani: una equxpme;éxaegéxfxea .;.;1 ;:olumn 3.

Thie @ftect of a permanent war ecor mv u..)foduééﬁiéy

(339

about 3 perccnt a ye:rr. 7This was a direct cOnsequence Of the sus-

+ained use of industrial ‘capital to increasingiy mechanize Iindus-

ing t/as this pattern th.t a 3 percent

t..al work. 60 long-endu:

vate of industrial productivity grow'h came to be identified as

By 1965 this concition

was trangfotiied. Here are the average annupl otes cof "p;g;.'\i;;:(:i—
Ny

A

vity growth thercafter:

1965-70 2.1 percent
1970-75 1.8 percent
1975=" - - 1.7 perceiit

These were not orl: the lowest annual rates of productivity

growth recbrded for Amer:can manufacturing but hlso the 1owest

trialized country

rates . f préductxv.l:_y c;;;-.'\;‘ in a;; ;aio; in
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for which data are Evailai,ic. Here is the comparison of average

anrusi rates of growEh in manufacturing industry productivity

from 1965 to 1675 in the Eollowing countri

o 1970-75 1965-70
Belgium 8.2 6.8
canada iio 3.5
France 3.4 6.6
Germany 5.4 5.3 |
Italy 6.0 5.1
Japan . 5.4 14:2
NethierIands 5.8 8:s
Sweden 4.4 7.9
Switzerland 3.5 6.2
Untted Kingdom 3.0 3.0
United -States 1.8 2.1

we have already accounted f6r the fact that in Japan and
Getmany &s contrasted with the iifited States, capital resources
have been Gsed with emphasis for civiliz. economic use. The
iov snd declinifie rates of 1. 3. fruduitivity arc a direct reflec
tion of the lesseénec use of cpital for the fieehanization and
Cthér modernization of industxial work.

ity growth in
Ay e

¢3€& of appial produc
€e of apntat R O—

7. The -le.

vitxlly ffected by the changed

u.s. industry has 1eo

character of the decision rules _soverning the mechanization of

work. ihilc wany factors surely affect SaEput per person enployed

ERIC
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zation of prcdﬁéiiég.

THE meéehams - ¢ - of work in U.S. industry had long been
governed by tht .« .- -ng effort of U.S. industrial managers
o minimize th: ¢ +- . § DOf producEion; the better to maximize

profit. 1In the ¢ _.1i. to minimize produc€ion costs.

uction. Thie replacemeén _was spurred

of machinery had long %ended to Tige at a

Jésser rate than wages of labor. This impoxtant effect was Ob-

€aified@ 3§ €hé imanaers of U.S. machinery-producing industries

themselves strove to @minimizé theiyr costs. Thus as these mana-

foits to offsct them by improving their own efficiency, they vere
able to offset all or part of the cost increase. Therefore they

did not hsve to rncrease prices of their mac! .nery pr r_£o

the same degree as the wages Of their workers. For the usere 9F

michineiy: thir_meant o sustained pattern of advantagein shift-

ifig fro- Manval €6 machine performance of work. The conseguence

vas nutomatic increase In preductivity per person in manufacturing.*®

eNone OFf this im fo sau that other factors vw not affect prodsc-

ticn compzEérice or productivity. These include the training,

93
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raditions of the 1labo: i9rEcC,

morale, work competonce and work t
the presence of a long-term, &t against a short—term, planning
77777 . & managers to invest in
jnves€ments abroad--and

domsstis industry rather than to sced
bther fsctore--are surely involved. any

iJGEEE s and work ,operations have shown that major productivity

turn controlleéd-—-in cost-minimiiing firms—-by the rell_ive cost
i — FR— (iﬁiimndic;el'y,gss,qgigggdii;g;i;ﬂi;;j
of labor to machinery. This facto:i-has been sndwn to account

for ab oL 73 perceit OF the observed variability in industrial

prodrctivity among major countries duzing the first half >f this
century. See S. Melman, Dvnamic FocCOTE ihéndusg;i;i—éfééﬁé:
€ivity, John Wiley. 1956

a: 7This classic pattern that had inaaeead ﬁi‘oéucﬁivigi;
growth in U.S. manufacturing was abridged during €hie 19608 ac the
coit minimiZins mechanism was altered by the instititionalization
St & reu décision ia¥er; €he federal government aud ite p-paTEment

of bafinse, functioning 85 €heé €ffective central acministrative
 office managers ~f 37.000 indas€rial firms or parts of firms (i.e.,

i Kcont;séga;ﬁj .

The miliary establishment develssed a sustained patter of

purchasing on cé;;—i.\lua basim. Also, the Eéﬁari:mcn;: of pefensv

Grder FOBFTE MENamars institutionaliz 4 a series of sEaccicen;

ERIC
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1ike nistorical cokting and concurrency in production scheduling
which Had the Auioiatic effect of inducing rapid cost and price

ificreases for the {ndustrial Products produced to their specifi-
cations.

The practice of historical costing has meant: mnoting the

average price of a product during a period of years, calculating

{Engineering costing’——comparaﬁive a.eiysis of alternative designs
i33 production methods Ior a produ ¢ to discover the least cost

method--was excluded.) Historica!

escalating cost and price.

tions-—product development. des:.yn, testing, and production--in

parallel. Thereby low-reliabi) ity products are produced which

require substantial and éasfly retrofitting.

of .ost-minimizing was UiSplacen By an_eff:ctive pattern of cost-

maximizing. 1nSofar as this penetrated the machinery-producing
industrins, the results havs included severe Abridgment OF termi-
sation of the traditional cost-minimizing §tahassﬁ

"""" Heris are tHE

percent ¢-andgeas in the ﬁouriy earnings of industrial workers com-
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e

o5 Erom 1971 €6 1978:

pared to changes in machine-tool pric
2

Worker Earninds  Machine 760l
per Hour Prices
Uni€ed sStates +72 +85
Germany, +72 485
Japan +177 +51

These crucial iAta .hew ¢na€ 3. Germany and in Japan ma-

chine tool p: ¢ - -dfanc d -iF 1&56 than the wages to industrial
workers. 1In 3 countries the €Iassic coft incentive favoring

the further mechanization of work continued. with special
strength in the case of Japan. The Japanebe paftern during the

1970s clonely resembled_the development in_the Jnited States

during the firsc half-of this century that had spurred proguc-

Eivify growth.
£. the BS mercent increase in

ih the Unifed States, howsver,

worker earnings. mar¥Ked The -10Se of the classie process that
bad inducid iraustrial produc€ivi€y gEowEh in £l United States.

In response to this new pattern,that reflected a cest-maximiz-ng
7777777777777 m style of managerial decision making.

******* tools ressonded &5 on- might ex-

Chased Gitside 6f Ehe United States. During the 19708 i metal-

ST
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working indugtries of the United states Sperated the oldest stock
of metalworking wachinery of any industrialized country. By
1550 25 percent ~f €he machine tools purchased in the United States
were imported.

5. ihere hac béen a further effect of the Hilitaty economy,
with fai-zeaching consequences for the viability of civilian pro-
duction in the United states: paring the 1960s and 1970s thcze
ha# béen a shift in the position of €h& United States, notably I

nd with réspect to the number of sci-
entists and engineers merving civilian indastry rer 10,000 in the

iobor force. Hy 1977 the data were as follows:

ynited States ET:]
Germany 40
Japan 50

This means that, as compared wWi€h the United States, a larger pro-

portion of the available population 5f scientists and enginecrs
i Geiminy and Japan, notably the latter, were functioning in the

gervice of civilian product des:ign and civilian production.

10. Effects on the technical—economic competence of U:S=

uiirien. dhe norwal functioning of the American Filitary

economy has withdrawn techrnical braine and hands capital for pro-
duction; and incentive for productivity growth from American ci-

¢ilian industry. Unter these Zondi€ions, it should be no sarprise

NI S S ] ‘i ST
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that many American firms become progrcanivciy ieoa able to hold

market poaition in the face of competition from outside the Uni-
. ., firms
ted Sfiﬁéi( notably those,endowed with less imaginative, lecs

indicated proportion of imports as a percent of U.S. consumption
during 1978-79.
;cfgcnéuge,of U.s.
Consumption _
prodioced Abroad

Automobiles 2627
Machine tools (1980) 24.6
Steel mill products 15.4
TV sets, black and white 87
oM
Calculating machines, hand o
held 47
calculating machines, desk -
top and printing 39
Microwave ranges and ovens 22
Eémmunicééionn sysﬁcms and -
equipment I6.3
Integrated Hicr6circul€s 33|
X-ray and other irradiation
equipment 24.3
Motion picture cameras (1977) - 74
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f;cwiné machines 51
Tapé recorders_and dictation .
macliines, office type 100 .

Bicycles 22 -
Apparel 1827

Leather gloven 37

Footwear (non-rubber) is

Flatware 50.1

The percentages of Srodiic€ion once performed in the U.S.

€ianslate directly into permanent loss of productive livelihood

£5F €hE people of these—industries-

Sifice €he elemental task of ar
organize people €0 work, it is evident that the military economy
of ihe United States is an anti-economy. Inde
tion, the military economy of the U.S. disables thecompetences or-
dinarly required for the conduct of economic lifec.

1i. The military budgets planned for 1981-1986 will accen
tiiate sach of the causal factors that has produced the decay of
technical-economic competence in many U.S. industries.

i2. 41tiere are no grounds for 5ﬁ§§6§iﬁ§ €liat these develop-

ishts can be reversed without a reversal in £he causal conditions
which have brought €hem about. The capital and €echnical calent
that have been §téém§téé f57 the military economy mMust be con-

orderly conversion process.

v&rted to civilian usc in an

i;iég’t-iﬁjiiﬁﬁiiﬁq pattern of-

99
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ghe Eradc unions
have been accustomed to dealing with employers whs 6?§iﬁiiéé ﬁ?béué—
tion as a basic way to increase their wealth. But Ene iﬁ-i‘)EEé em-
ployer, in the American model, has become more interested in ahort-
term profit and mobility of finance capital: hence, making money,
not goods. Meanwhile the state managers hav

tary economy that produce

that

social contract: management was accorded tha i&&é;
a large share of the income; in return worke;; and ESEEGBiE;
Expécted miaragers to organize work. That social contract has been

broken.

it is now laft €6 working people and their trade unions to

devise new ways of organizing work. <Thereforé €radé unisn ofganiza-

tion for economic conversion is a vital step in this

| —_—
-
b
—
N,
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Looting the Means

Of Production

By Seymour Melman

SOUTH WELLFLEET, Mass — “America ta Rulna” is

both the title asxd forecast of [} report by-the-Council.of . - .
State Flanning Afencies, an organisation of the Seven percent of the mill- - - the coatof ! Unitedt
icy stafts of the netion’s . The Council finds lary outlays from fscal 1981 ' 20_thet_It s
s jor-de% , of the country’s Infrasiructure o988 again the most efficlent in
—Mmmﬂmmlmnm‘nlubh trans- I o .
ﬂ,‘c‘,‘“‘:}‘"“"“ poris, & Pty ‘”‘" Tha com cverrun, 11981, 00 o Mabillin = e Comprehenive—remmrchand
sysiam. The rvport findess any treveler.on United States the —Nevy's Asglscrulser offort neaded ta prodecs
Faliroada nows — that *ihw malntenance of public factlities - 10 100-mile-per-gation cars
a e rooara of u :-d_s‘ - " —
{ United Statem T
todustry. e detarions! 4 ) Ea ‘onst overTun, to 1981, 00 - $42 biltion = lor_Californis, & 16-year imvest.
- ngm now _endemic, tv spreéding the Navy's current vt 0 apstr eolas aDergy for space-,
sperpiemlyrogaeres P poptp trigate, and destroyer :nwh:'
b J'mmmurw tools, 7 . o Ei-;l-ﬂ“.hl:m'l“lﬁﬂj-ﬁ'm
precisian optics, hoe cameras, s ol the ~$110billion  =-he-30-year _com_of %0
slectronic, ste., e, M. -— Py and-snargy-comervation
A2 privel Tibiic mana gers bapome becter-at oSt overTUns; 19-1081,-00-30 oquipmant
;m,ﬂﬁm-e—:n:ﬂn-m-n&tm cuITSal MAoF weLpoNs £ o ion barvela of ll par day .
{asue finally.will have to be o od: WLl o Laes
M—f‘ﬁh{—mm,m,mm" making the T — ———
) ! 7 The—-CTulse-mimile  pro- = gijbiltion  =the cowt of bringing
The way that s ) o ita =~ of investment [0 public works 10 the
m—u-cwfmdmaﬁxﬂvﬂqm It
J'ylm.,m-gwgo;d--( roducer angﬂmﬁlﬁﬁ P ——— R o
_the _Unit Lates B 0 tary rrr?
wconomy. in Japan, U umyuw-f.nrwthtNHM*ﬁ- ‘““"“‘"""" - taormilion = the cast of rebuliding Cleveland’s
of J 's_capital on productive
mmwumlm —
uy' I'MMMIAMI o 1980, R _
! P _
contraat, Wit the Usited Stalas’ aging machioery 2iock, overruw, 1o 1981, - §Xblilon =i ating or reoae
‘ridant_ and one out of five Unitad Statr .

Sioos & modern military budget is. such
rescurces, it is, mm;.«ummmmm
@uitary to cvilian capiial faroa
mmmﬁqguumrdimnu
society 1. the concentration

_threntaned by

Comt
the Navy's Ti
Alr Force’

product useful for
ther production. This Jooting of the means of on
w&mwwymmm be ted ns &
OO aize of the war budgsty
advoratad bv the Raagsn Saminisieation
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- oo - T oo T DAITHS Of OLl por day

The vital rescaurces thet conetitule & nailim's caplisl fand

cannot be enlasged by “"M & budgstery wand. Nelther

tacilities be bY ever richer

mgmm  military Indumry. Basic ma.
, Snginsets

= Preaidewt Reagen's propossd flecal

And scientists — all are fi-
afte tn cumber and difficult to Increase.. . J
——m ration-of -capitel on Ahe_millary portends

'w mnn Americans. clnr!y. lthﬂ(t must be made as to
‘witre Uhase rracurces will be

The sccompanying list of lnd.-om Ulustrates the kinds
of tholcss that (Ne Reagan Admiaistration end the Congreas
mmmxhunmumrmmmmplm Intended or
oot - ———

« §39 miition

e e e e .
. brogs o iy

[overTuns);
D-puuum of Defense: “SAR Program Acquis! —_—
Cost Sumsmary (ummm-a)." Dec. 31,1980, and related - - -— - e - S
20018, and “Procurement Programs (R1)", March 10, o Army beavy (XM.)) = SL0million « 30 top-quality city tuses (West
1581 and newn. The clyilian capita)-cont dlll) tanks Gurman-made)

| media ceports.
reported prices (MAChine trals, tuses, trolleys!
{ederal budget 11

FRnge.
and reported ¥, Y emsto informed estimatencf
A . _..v joct casts and of of publl L o
- from Rep- CONt-CverTun, to 1981, on = the minimum sdditional arousl e
u—\ul.w Los lu n- (Congresalonal Record, -Apil -7, Navy frigaian (FFG-) ‘vewtmant-pewded - to - Prevent waler
standerds -

Prot John E. ullmunnl Hofstra Unlv'nltY. Mark
cardidate; the Coun- —_ T " = - Cnnding present

'm of unjustified non- = §8.8bildlan -,gx"y-n‘damumm
combat Pentagon aircralt s maaded t» rehabllitate New York
City transit

tlon. ™"

k! battle-
shipe
’Mm—lmf- = £20.4 billion
the Navy's F-tialreraft pro-
gam
’T‘l’ﬂl’l"l.l - Duciears -l.ﬂ;i;k; :;ﬂirmii ; copital comes bor
weapors funding, sxiding to rebubiitiating Nm
mare than 30,000 on hand rwers
’ cicamive, DB
Coltttary air. 2300 nliian
mllm
cont-overrun, 101981, 0f = 3.7 billlon
mw-unmm

e Dunen .
One nuckear (SSN.gA8) at- = amﬂlﬂir 1 :;“-d—lriﬂ o é m.lhi & Tﬂﬂﬂd od
tack submarine ralinghiol-way

One ASE Intruder (atack
plane)

mym-unnmmy

-
]



99
~ Mr. AsPiN. Let me ask you this, in what sense is the military dif-
ferent from other Government spending in the problems you point
out, particularly of the loss of capital that could otherwise be spent
on producing goods or helping productivity? -
‘Mr. MELMAN. If you build a dam, for. example; you can produce

something with it—hydropower; electricity that can be used for
consumption or for further production.

Mr. Aspin. Right. You say defense is neither—leads to neither
consumption nor further production.

Mr. MELMAN. That is correct. -

Mr: AspiN: Isn’t it a form of consumption?

Mr. MELMAN. It is a form of using up. :

_ Mr. Aspin. Yes, but it is using up for something that society col-
lectively decides that it wants to do. It is defending’the country.
That is something society wants to do. Maybe it is too much, but it
is a decision made through the political process to expend a certain
amount of resources toward some end.

Mr. MELMAN. Yes. - : o :

Mr. AspiN. In that sense it Seems to me to be consumption.
~ Mr. MeLMAN. You are correct.in the sense that military serving
activity has certain military utility, usefulness. Of course 1t does. It
has political usefulness: It has military usefulness. To some persons
it has esthetic usefulness. To others even religious usefulness. But

it doesn’t have the economic usefulness that we ordinarily under-
stand as consumpt.on. That is to say, a house to live in, clothes to

wear; food to eat, and entertainment toenjoy. -
" That could be 1nade very concrete, Mr. Chairman. Consider the
Bureau of Labor Statistics listing of items which it measures for
the Consumer Price Index, CPI: That is my consumption list. Mili-
tary goods and services do not appear on that list. You wouldn’t
expect them to, would you?

Mr. Aspin. What?

Mr. MELMAN. You wouldn’t expect them to. L

Mr. AspiN. No, no; but wouldn’t it also be—it seems to me it
would be similar to some other kinds of Government spending such
as, say, the police department. In what way—isn’t spending on the
military similar to the police department? The police department
doesn’t appear in the Index either: It is not the sort of thing_you
normally consume; it is not housing, food, clothing, but it is some-
thing that people buy through their Government as a form of secu-
rity. o . : :
Maybe they are spending too much on police; maybe not enough,
but it seems to me it is a Similar expenditure. . - o

Mr- . MELMaN: The police forces are used for domestic and law
compliance, law enforcement. L L - -
"The Armed Forces are used in_international competition. by

threat -of use, or by actual use; to overpower an opponent _and to
imposé political will. Before World War 11 the Armed Forces of the
United gtat’es—:apart from the war periods themselves—the Armed
Forces of the United States took a modest quantity of resources,
however measured: A standing army of 100,000 or 200,000 was
characteristic of the period.

For the aggregate economy, with military production at a modest
level. there was no issue of major preemption of capital resources,

c 103
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quences on pxoductnvnty -

__That was transformed after the Second World War as the use of
resources for the. mlhtary enterprise became large and sustained;
heng:e, the title of my prepared statement, Mr. Chairman, The Eco-

nomic Cost of a Permanent War Economy:

"Bya permanent war economy, I mean an economy in Wthh mlh-
tary productnon is sustamed, s large, and is ordmamly treated as
part of the economic end product, as part of the GNP, a treatment
that has obscured the effects of the military economy. on the quan-
tity and quality of capital resources available for civilian industry.

Mr. AspiN. I understand. The issue of course is its size realtive to
other things.

I am just asking from the standpoint of an economic analysns
Are there not other Government expenditures which in form. are

very much lxke mxlltary expenditures" Maybe they are nowhere

Mr. ASPIN Yes.
Mr. MeL.MAN. As we know,; the park rangers also have many
other duties, don’t they? They look after conservation, look after
the well-being of the conserved area. But this police; like the others

use only minor amounts of capital resources.

to spur waterway transportatlon But those are ¢ a trifling part of
the_$2,089 billions of military budgets projected. from 1981 to 1988,
Mr. Aspin. But the fundamental cost 1n edch of these cases, I

would say; is peace of mind; security; whatever you want to call it.

That is why you buy @ police force; that is Why you buy an army;

that is why you have a court _system; that is why you have an FBI

Leaving aside the issue of whether we spend more or less on
these things; it seema to me what we are buying there is essentially
the saine thing. It is riot what you normally think of as a corisutier

good It 1s not a house, not clothmg, not. food. It is. not what we

used. It can do a lot more than what. people want it for—to protect
them. But basically, a free people decide to buy a police depart-
ment or an FBI or a court system; I would say, for reasons similar
to those for which they decide to buy a military establishment.
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slneld in @ phvslcal sense any. longer‘ "Once nchear weapons
became aviilable in quantity and could be delivered. with diverse
vehicles; defense ceased as a military function as among the nucle-
ar armed stutes. The only place where defense is left in the narie
of the Government department. The main remaining military func-
tion is the ability of U.S. Armed. Forces to coerce smaller states,
and support preferred sides in civil wars—as in E] Salvador.

Second, peace of mind? It is precisely because of the character of
modern weaponry and armed forces that peace of mind has gone
into grave disrepair: Thus; there is not much peace of mind with
respect to the prognosis of nuclear war. The recent experience is
massively supportive of that:

Thus, the display of a modest represent’ajum of the facts abouit
mlhtary weaponis now in. place—1 call the ABE film “The Day
After” a modest representation or understatement—did not yield
peace of mind in the populace. It yielded grave disquiet. Hence, the
traditionial assumption about buying security, peace of mind does
not_stand.

Mr. AspiN. But I would contend that I can find a—you have a
rather healthy skepticism about the role of military in a modern
society.-1 can find you scme constituents in the innercity that have
a very healthy skepticism about the role of a modern police force
in an industrial society that would make similar statements about
the perversion of the use of a police force.

Mr: MecMAN: Mr: Chairman; 1 agree:

Mr. AspiN. Right.

Mr MEEMAN But that doesn t take away m the shghtest from
tinuing; massive mlhtary economy;

Mr. AspiN. No, it does not; it does not. I thln' your overall basic

pomt may be essentlally correct about the ‘impuvc of the snze of 1t I

Tell me about the spmoffs What was that? There was a study
you cited about a 5 percent or 10 percent effect—a Department of
Commerce study?

Mr. MELMAN. Yes. In a moment I Wl]] have the citation for you.

This is dealt. with in. two places: One; a paper by Dr. Michael
Boretsky,,mtltled “Trends in U.S. Technology: A Political Econo-

mist's View,” in the Journal of American Scientist, January 1975.
Second, there is a volume by Granville W. Hough, ‘titled, “Techniol-

ogy Ditfusion,” published by Lomand Systems, Mount Airy, Md,,
1975; page 47. }
~ Mr. AspIN. And the general conclusnons—we wnll took them up.
We want to follow the issue further:
_ But what they concluded was that in fact there was the spmoff
of—the spinoff was very small; 5 or 10 percent. .
Mr. MeLMAN, Perhdps 5 percent, but not more than 10.
Mr. AspiNn. When they say spinoff; what are they referring to?
Mr. MeLMAN. Civilian usefulness of results of military funded re-
search.

UH
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 Mr. AspiN: As measured by dollars or measured by numbers of
products or what? T
Mr. MELMAN: | believe that was gaged in estimate of dollar mag-

~ Mr. Fazio. I would like to try one area of questioning. You place
heuvy einphasis in terms of reduced rate of productivity increase in
recent vears on our_inability to innovate and to keep the decreas-
ifig cost of machine tools constant with the increasing cost of labor.
- Society today seeins to be focusing on the reguirements that
labor accept less for its efforts: We are going through a number of
very difficult labor-management periods in many of our basic in-
dustries, not only in jobs being eliminated but wages being reduced
and benefits being cut back. :
~ Would you comment on the propensity we seem to have to over-
emphasize the costs of labor in terms of our international competi-
tiverross? — o — - : o -
_ You didn’t provide much data along those lines, but 1 am sure
thie implications of what you said would lead us to believe that you
}h,ink ‘we have vastly overemphasized the comparative costs of
abor. - o S

Mr. MeLMAN. Until 1975, the United States paid the highest
average hourly earnings per production worker in manufacturing

of any country in the world. After 1975, that was transformed as

the countries of Western Europe developed economically and pro-
ceeded to pay progressively higher wages to their industrial work-
ers, . S

Thus, the hourly full cost to managements—that means money
and nonwage costs—for industrial workers in 1980 were the follow-
ing among_countries: United States, $10; Denmark, $10.44; Ger-
many, $12.26, Luxembourg, $11.81; the Netherlands; $12.17;
Norway; $11:29; Sweden; $12.51; and Switzerland, $11.15. -

~ In a word, by 1930, the United States became a medium-wage in-
dustrial country. , s
 How was it possible, as during the 1950’s; for the U.S. auto indus-
try to pay two to three times the wage of Western Europe and, at

the same time, produce cars_that were the cheapest in the world

measured in price per pound? How could it pay the highest wages
and produce the least expensive product? = o

"It was possible because of the sustained attention that had been
given in the U.S. auto industry to the mechanization and collateral
organization of work such that the productivity of labor and capi-
tal, was sufficient to offset the U:S: wage: = = | L

That is the crucial meaning for productivity growth, and for
price competitiveness and {or employment; that adgéi'és to_the clas-
sic_pattern of cost minimizing. Industrial management in the
United Siates was until about 1965 cost-minimizing in character,
excepting even there the military economy. - . e
" 1 cite the case of wages because it is so widely discussed and be-
cause it plays a crucial role, and because the evidence of a whole

industrial century is that the United States paying the highest
wages in the world by prcdicing goods that. were acceptable in

quality and in price: Nothing has happened in the physicel uni-
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verse. to muake it impossible to continue that sort of process. What
has changed is in the social universe, in the economic iiniverse.

The microeconomy of cost minimizing, which stiit occupies._ an
honored place in_every economic textbook I have Seen. is_in_fact
virtually noniexistent except for . a scattering of firrns “hat might
comprise 5 percent of the industrial system.  _

Ask vourself if you could identify a single product which during
the last decade or so has béen reduced in price. Remember it was
oiice the case that when new products were introduced; they would
typically cost x the first year and then it was x minus something
in successive years. So cost and price reduction were once a charac-
teristic pattern of mass production industry.

I recent years, the only products that can be .identified as
having that character are the hand-held calculator, computers—es-
pecially measured in terms of_cost or price per unit of capacity—
ball pens; and contact lenses. I have been seeking out examples of
any other products; manufactured product; that fell in price: Re-
duced cost and price once was_ characteristic of manufactured

goods: 1 will give you a further example: One of the most important
products of a modern manufacturing industry is electric power. It

is u capital good: It is used everywhere by the rest of the system.
_ During the first two-thirds of this century the price of electric

power to.industrial users in. the United States declined year after
year, and | mean in current dollars. How was it possible to have

the price of electricity diminish in cost as the input factors—wages;
salaries, fuel, machinery, structures—increased in price? It was

possible because efficiency in.the conduct of the production enter-
prise was sufficient to offset all of these cost increases.

_The argument made recently and currently that the higﬁ wages
of labor and what makes U.S. industry noncompetitive falls before

the Scottish. legal verdict—not proven—in view of the substantial
weight of evidence to the contrary.

‘What has happened is something else. The character of industri-
al nianagement has changed. Private managers are hell bent to
make money instead of goods as a general characteristic. Their
modal condition has shifted from cost minimizing to cost pass-

along. The State managers; centered in the White House and the
Pentagon operate the military economy—with its 37,000 firms; very

large budgets, and built-in institutionalized regulations—to maxi-
mize cost and subsidies in the service of their power wielding. That
is visible at every turn.

Mr. Aspin: Thank you very much: Dr. Melman; we appreciate

your being here. We appreciate your testimony very much*Thank
you. - . i
Mr. MELMAN. You are most welcome. . . - -
Mr. AspiN: The task force will recess until 4 o’clock this after-
noon.
AFTERNOON SESSION

__Mr. AsriN. We will reconvene our hearings here this afternoon.

We are honored to welcome a very important witness this after-
noon. Rudolph Penner; the new Director of the Congressional
Budget Office: We welcome you here; sir:
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Why doii't you proceed?
STATEMENT OF RUDOLPH G. PENNER, DIRECTOR, CONGRESSION-
AL RUDGET OFFICE, ACCOMPANIED BY LAWRENCE R FOREST,

ANALYST, NATIONAL SECURITY AND INTERNATIONAL AFFAIRS

DIVISION, CBO
 Mr. PENNER. Thank you very much, Mr: Chairman: I am pleased
to appear before you today to discuss the economic outlook and the
influence of rising defense budgets on that outlook:

In the first concurrent resolution on the budget for fiscal year
1984, the Congress provided for annual real growth in defense
budget authority of 5 percent a year through 1986. CBO’s miost
recent economic forecast, released last August; assumed these de-
fense. increases and the other fiscal policies of the first resolution.
Our forecast projects continued growth in the economy and moder-
ate inflation for one or possibly 2 years, despite Federal deficits
that are very large by historical standards: L

Earlier administration budgets have proposed even niore defense
spending and less nondefense spending than provided in the resolu-
tion. Additional emphasis on defense would, of course, promote de-
fense-intensive sectors of the economy at the expense of others, but
CBO believes the economy could accommodate such shifts without
significant adverse effects on macroeconomic variables such as em-
ployment and long-term productivity gains. - - .
~ Thus, the choice of a mix of defense and nondefense Spending
must depend on a political judgment about whether added defense
spending contributes enough to national security to justify its
direct cost. That is not to say its indirect costs are ot extremely
important in that decision.

From the economic standpoint, the guestion is_not the desired

level of defense spending but how it is financed: Whether by run-

ning higher deficits, by reducing Federal nondefense spending, or
by increasing taxes.

DEFENSE NEED NOT REKINDLE INFLATION SOON

 In 1983 the economy has grown briskly, at about an average pace
for a cyclical recovery, and inflation has been moderate. We expect
further noninflationary growth for another year or two. .- -~

Specifically, CBO projects that real gross national product will be
up about 6 percent in 1983—fourth quarter 1983 over fourth quar-
ter 1982—and about 4.5 percent in 1984. That growth, in our opin-

ion; will kelp lower civilian unemployment from an average rate of
about 9.5 percent in calendar year 1983 to about 8 percent in 1984.
Unemployment last month already was down to 8.4 percent: ,

 The recovery has not rekindled inflation; and we expect prices to
continue rising only moderately during 1984. Our forecast shows
inflation edging up from about 4.5 percent in 1983 to about 5 per-
cent in 1984, The small rise projected for 1984 reflects increases in
social security taxes; assumed declines in the foreign exchange
value of the dollar, some strengthening of weaker labor markets,
and partial recoveries in prices of Soiiie basic commodities, princi-
pally foods and fuels: The forecast does not foresee acceleration of
inflation in large numbers of markets or industries: .
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“Sharp increases in defense spending could increase inflation if
thev coiitribiited to buttleniecks in major industries: But our projec-
tions suggest this is. unlikely. In 1984 and 1985, capacity use in
major defense-intensive industries—which are primarily manufac-
turing industries—is expected to be well below peak rates achieved
in vears when inflation was accelerating. -
~ In aerospace and shipbuilding; for example, we project that ca-
pacity use in 1985 will reach 83 percent, ¢ mpared with 91 percent
both in 1979 and in 1966 during the Vietnam period. In manufac-
turing as a whole, we project that capacity use in 1985 will just
reach its historical average of 83 percent, below peak rates of 86
percent in 1978 and 91 percent in 1966. . - o
Capacity use will remain below peak rates even though the econ-
omy is recovering somewhat faster than we anticipated earlier this
vear. Indeed, in the sectors most strongly affected by defense, such
ds serospace and shipbuilding, we now project slightly lower capac-
ity use than we did in our February 1983 forecast. This stems from
the slower growth in defense spending proposed by the first budget
resolution. In most other sectors—which depend predominantly on
niondefense business—we see higher capacity use: For example;, we
now foresee much higher capacity use in the iron and steel indus-
try, but still far from levels that suggest bottlenecks: o
Early in the new year, CBO will revise its forecast to reflect
recent economic events and final congressional action on the 1984

budget. Among other things, the Congress cut about $5 billion from
the first budget resolution’s 1984 target for defense budget authori-
ty. ] S ] ] o

"The econoiiiic outlook for the next year or so appears. favorable

despite Federal deficits that are high by historical standards. The -

first budget resolution called for spending cuts and tax increases
that would reduce deficits substantially. . .. = .. = . __
Under that resolution, CBO projected that the deficit would be

about $180 billion in fiscal 1984 and $140 billion in 1986. The high-
employment deficit would stay near $100 billion. -

But these estimates; assumed legislative actions that would sub-
stantially cut deficit levels below those implied by current law: As
tlhin'g's now stand; deficits will remairr near $200 billion through

986..

DEFICITS POSE THE LONGRUN RISK

The risks of sparking inflation or high interest rates would in-
crease sharply if the economy recovered faster than we forecast.
Suppose; for example; that real GNP in 1984-86 expanded at 5 per-
cent a year. Then, in 1986, unemployment would fall below 7_per-
cent: And capacity use in manufacturing would move into the 85 to
88 percent range, comparable to rates achieved in the 1973-74 and
1978-79 periods of higher inflation. B L

Of course, these risks have to do with overall budgetary policy,
riot just defense: Even if defense budget authority for 1984 to 1986
were to have no real growth over the 1984 level—rather than the 5
percent assamed here—unemployment; capacity use; and the defi-
cit would not change dramatically.
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Capacity use in manufacturing; for example, wotuld be about 1
percent lower in 19%6. Unemployment rates would probably not
change more than small fractions of a percent. The 1986 deficit
would fall about $15 billion. . L
 This is not to argue that defense, which under our projections
will account for about 30 percent of total Federal outlays in 1986;
should eéscape careful scrutiny. All spending needs close scrutiny;
especially in a period of fiscal stringency. ‘
THE ECONOMIC IMPACT OF HIGHER DEFENSE SPENDING
My testimony thus far has focused on the defense spending plans
and other policies assumed in the first concurrent ‘resolution. The
administration may, as it did in its January 1983 budget, propose
higher defense spending and less nondefense spending. In certain
industries, higher defense spending would pose risks of spot short-

ages that could drive up weapons prices: But higher defense spend-
ing would not greatly affect overall employment. Nor should
higher deéfense spending significantly retard gains in productivity.
WEAPONS COSTS

Rupidly growing defense spending could cause spot shortages in
some industries that focus heavily on defense. Last February we
projected that, to satisfy defense and nondefense demands, produc:-
tion in 36 of 100 industries—in the four-digit standard industrial
classification—would have to rise to unusually high levels by 1986.
Unusually high means more than one standard deviation above the
industry’s trend production. :

These 36 narrowly defined industries are predominantly in the
areas of aerospace, specialty metals, electronics and instruments;

and metal fabricating; particularly forgings. Our forecasts antici-
pate gradual increases in their capacity.

" However, large capacity increases might occur in the face of
sharply higher demand, and to the extent that they did, the poten-

tial for spot shortages would be less than we have forecast.

_In any event; such spot shortages probably would have minimal
effects on the overall economy, but they might have effects on
weapons costs. The 36 defense-intensive industries mentioned above
accounted for only 3.7 percent of GNP in 1981, but their defense
production represented almost 40 percent of total deferise pur-

The above analysis is based on the administration’s January 1983

budget plan and CBO’s February forecast. Since then, the Congress
has cut 1984 defense spending authority; while the economy has

grown faster than we anticipated. We will update our forecast in
coming weeks; but we do not believe that doing so will significantly
change the analysis. v
EMPLOYMENT EFFECTS
Some critics of increased defense spending argue that it will have
adverse effects on employment. But this argument does not find
much support in economic research. In the long run, total employ-
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ment seems to be determined primarily by the size of the labor
force. . . : . S

In the short run, large cconometric models suggest that increases
in overall defense cr nondefense spending on goods and services
have about the same effect on total employment. Simulations using
the niodels of Data Resources Inc. and Wharton Econometric Fore-
casting Associates bear this out. These same models predict some-

what smaller shortrun_employment gains from tax cuts or in-
creases in Federal transfers.

" Recent economic analysis suggests that more Government spend-
ing financed by higher Government debt may not increase aggre-
gate employment as much as shown by the models for three rea-
scrs. First; as economic_activity begins to expand in the sectors
stiniulated by increased Government spending, interest rates begin
to rise if money growth is held cciistant. This can crowd out other
forms of economic activity and employment: In monetarist theory;
the offset is almost complete within a very short time period.

Second; the same interest rate increase attracts foreign capital

which, under flexible exchange rates, bids up the value of the
dollar and decreases employment in export industries and in indus-
tries competing with imports. :
. Third; the deficit has recently reached such alarming proportions
thal further increases could raise fears regarding the long-term
health of the U:S: economy; this could inhibit business from
making the long-term investments so necessary to continued eco-
nomic growth: The negative impact on investment could; in_other
words, be greater than that which wotild be expected to result from
normal “crowding out.” . J
_ The economics profession is now in the midst of an intense
debate us to whether standard models reflect these phenomena
adequately. Whatever the otitcome of this debate, it is unlikely to
affect the comparison between the employment effects of defense
and nondefensc purchases. All the theories find that shifts between
defense and nondefense purchases have only negligible employ-
ment effects. - - - L
More generally; it should be noted that miany forms of defense
spending have very similar counterparts in the nondefense budget.
It would be surprising if the construction of aircraft runways had
nincroeconomic effects very different from the construction of high-
ways; or if an increase in military retired pay had effects very dif-
ferent from un increase in social security; or if increased Pentagon

hiring had effects different from increased employment in nonde-

fense departments of the Government.

PRODUCTIVITY GAINS

 Theére i§ one niajor difference between the defense and nonde-
fense budgets viewed as a whole. Defense budgets are more heavily
weighted toward purchases of goods and services and relatively
light on transfer payments.

Econoniists often refer to Government purchases of goods and
sorvices as being “exhaustive,” that is to say, as directly depriving
the private sector. of lubor and material resources. This does not

argue against such purchases if the Government can put the re-
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sources to public uses that are more efficient than their private
uses. _ . R . . _ JE
_Transfer payments, on the other hand, are not exhaustive. They
simply transfer the power to buy.goods and services from_one
group to another. They may, as a side effect, create disincentives to
work and save; thus indirectly reducing the supply of productive
resources to the private sector, but the size of this effect is a

matter of great controversy: o . . I

There is no doubt, however, that increased purchases of goods
and services caused by higher defense spending would decrease pro-
ductive resources available to the private sector.

In the short run; higher defense spending could also slow com-

mercial research and development, an important factor. in produc-
tivity gains: In the longer run; effects of defense spending on pro-
ducfivity growth should be negligible.
Productivity gains in the private sector could be adversely affect-
ed if increases in defense purchases draw off or begin to exhaust

R&D resources: Defense spending demands a disproportionate
share of scientists and engineersiworking on. R&D.

In 1981; defense spending amounted to about & ﬁéttéhﬁtféfféﬁ?
but used about 25 percerit of all such scientists and engineers:

Thus, a sharp rise in defense spending could, in the short run,
reduce the number of skilled R&D workers available in the nonde-
fense sector and hence slow commercial R&D and productivity.

‘In the long run, a shift toward more defense spending would

probably have negligible effects on productivity growth. As the
wages of scientists and engineers rose, any shortage should be

offset as colleges and universities provided more graduates.
_Moreover, defense production sometimes yields innovations bene-
fiting private sector productivity and possibly stimulating deriva-

tive innovations in the private sector: Examples of defense-support-
ed developments benefiting private productivity include jet engines
and computers.
CONCLUSION

Nothing in my testimony should obscure the fact that defense
spending imposes a major cost on the economy. It clearly deprives -
the private sector and the nondefense public sector of resources
that could be used for other productive purposes. It is up to the
Congress to decide whether this cost is necessary in order to en-
hance our national security. . = . S
~ Moreover, this testimony did not examine whether the resources
consumed by the defense effort are being used in the most efficient
manner possible. That is to say, the analysis did not ask whether
the same degree of national security could be purchased with fewer
resources than are consumed by current spending levels or wheth-
er; with some change in the composition of spending, more national
security could be purchased with the same total expenditure.

Our analysis does suggest that, if national security requires, the
economy can support the defense buildup envisioned in the first
budget resolution. Under that buildup, defense in 1986 would con-
sume about 7. percent of GNP, a level well below the peacetime
highs achieved since World War II. Moreover, the economy can sus-
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tain this buildup with little risk of rekindling inflation, at least in
the next few years. S . T

_The analysis also strongly suggests that in making difficult deci-
sions about defense spending, the Congress need not be concerned
that a given increase in defense purchases will have a very differ-
ent. impact on employment, inflation, or other macroeconomic var-
iubles than an equal increase in nondefense purchases. Everything
that we know. suggests that, within the range of the options now
being proposed, the effects are similar. . : , o
. Whatever the level of defense spending, a key question for the
economy is how to pay for .the buildup. Ultimately; the Congress
rmiust pay for it by reducing resources devoted to other areas—
taking them either from the private sector through increased taxes
or from the puuiic suctor through further reductions in nondefense
spgnding;,of both. The longer the Congress continues to finance the

buildup through growing Federal deficits; the greater the risk of

slowing longrun economic growth.
Thank you very much, Mr. Chairman.

[Testimony resumes on p. 123.] = _
[The prepared statement of Mr. Penner follows:]
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, PREPARED STATEMENT OF RUDOLPH G. PENNER
-\
Mr. Chairman, [ am pleased to appear béfore you today to discuss the

Ebti\;ibfﬁit outlook and the influence of rising ‘defense budgets on that
outlook: .

In the First Concurrent Resolution on the Budget for Fiscal Year 1984,
the Congress provided for annual real growth in defense budget authority of
5 percent a year through 1986. CBO's most recent economic forecast;
released last August; assumed these defense ificreases and the other fiscal
ﬂfc economy and moderates inflation for one or possibly two years, despite
federal deficits that are very large by historical standards:

Earlier Administration budgets have proposed even more defense

spending and less nondefense spending than provided in the resolation:

Additional emphasis on defense would, of course, promote defense-intensive
sectors of the economy at the expense of others; but CBO believes the
economy could accommodate such shifts without significant adverse effects
on macroeconomic variables such as émpiéym’éﬁf and ié'n’g-fé'r'm' prédﬁéfiviiy
gains. Thus, the choice of a mix of defense and nondefense spending must
depend on a political judgment about whether added defense spending
contributes enough to national security to jusnfy its direct cost.

From the economic stadpoint; the question is not the desired level of
defense spending but how it is financed: whether by running higher deficits;
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DEFENSE NEED NOT REKINDLE INFLATION SOON-

ible iii Next Yéar or Two

ln 1983 the economy has grown brxskly, at about an Everage pace for a
cyclical recovery, and inflation has been moderate We expect further
hbhiﬁflﬁtiénary growth for another year or two.

Specifically, CBO pro;ects that real gross national product (GNP) wm
be up abaut 6 percent in 1983 (fourth-quarter 1983 over fourth-quarter 1982)
and about 4-1/2 percent in 1984 That growth, in our -opinion, will help
{ower civilian unemployment from an average rate of about 9-1/2 percent in
Calendar year 1983 to about 8 percent in 1984; Unemployment last month
already was down 1o 8.4 percent.

The recovery has nut rekindled inflation, and we €xpect prices to
continue rising only moderately a'u';iag i984. Our forecast shows inflation
edging up from about 4-1/2 percent in 1983 to about 5 percent in 1984, The

small rise pro;ected for 1984 reflects increases in Social Secunty taxes,

strengthening of weaker labor :markets; and partial recoveries in prxces of

some basic commodities; principally foods and fuels; The forecast does not
foresee éttéléi‘étibﬁ bf inflation in iarge numbers of markets or industries.
Sharp increases in defense spending could increase inflation if they

contributed to bottlenecks in major industries. But our projections suggest
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this is unlikely. In 1984 and 1985, capacity use in major deferise-intensive
industries—which are primarily manufacturing industries—is expected to be
well below peak rates achieved in years when inflation was accelerating (see
the table). In aerospace and shipbuilding, for example; we project that
iri 1979 and in 1966 during the Vietnam period. In manufacturing as a whole;
we project that capacity use in 1985 will just reach its historical average of
83 percent, below peak rates of 86 percent in 1978 and 91 percent in 1966.

Capacity use will remain below peak rates even though the economy is

recovering somewhat faster than we anticipated earlier this year. Indeed, in

use. For example, we niow foresee much higher capacity use i the iron and
steel industry; bat still far from levels that suggest bottlenecks.

Early in the new year, CBO will revise its forecast to reflect recent
economic events and tinal Congressional action on the 1984 budget. Among

d
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The economic outlook for the next year or so appears favorable
despite federal deficits that are high by historical standards. The first
budget resolution called for spending cuts and tax increases that would
rediice deficits sabstantiatly. Under that resolution; CBO projected that the.
deficit would be about $180 billion in fiscal 1984 and $140 biltion in 1986,
The high-employment deficit—that is; the deficit calculated at & percent
anempioyment—would stay near $100 bitlion.

But these estimates assumed legistative actions that would
substantially cut deficit levels below those implied by current law. As

things now stand, deficits will remain near $200 bitlion through 1986.

DEFICITS POSE THE KEY LONG-RUN RISK

Deficits of this magnitude do not provide a permanent means of

financing spending increases, and they threaten to crowd ogt private capital

- formation. We riow borrow to cover not only some of the expenditures on

rates remain constant the interest bill will also rise faster than GNP. This
federal debt will displace private debt and equity holdings in the market for

funds, thereby decreasing investment in productive capital. Ultimately we

-t
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‘have no cholce but to raise taxes or to cut spending by enough to bring the

budget sufficiently near balance to stabilize the debt-to-GNP ratio. Not
facing up to this problem now only postpones the inevitable.

Deticits also may complicate countercyclical monetary policy. For
example; the Federal Reserve coold respond to large deficits and heavy
government borrowing by increasing growth of the money supply to curb
given Chairman Volcker's statements—it could restrain growth in money to
fight inflation, thereby risking sharp increases in interest rates.

The risks of sparking inflation or high interest rates would increase
sharply if the economy recovered faster than we forecast. Suppose, for
example; that real GNP in 1984-1986 expanded at 5 percent a year. Then; in
1986, unemployment would fall below 7 percent. And capacity use in
rates achieved in the 1973=1976 and 1978-1979 periods of higher inflation.

Of coiirse; these risks have to do with overall budgetary policy, rot
just defense. Even if defense budget authority for 1984 to 1986 were to
have 1o real growth over the 1984 level—rather than the 5 percent assumed
dramatically: Capacity use in manutactaring; for example; would be about 1
percent lower in 1986. Unemployment rates would probably not change
miore than small fractions of a percent. The 1986 deficit would fall about

$15 billion.
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This lS not to arj ue‘ that defense, which under our pro;ecuons will
account for about 30 percent of federal outlays in 1986, should escape
carefal scrunny All spendmg needs close scrutmy, espeaally In a penod of

/ -
fiscal stringency.

{PACT OF HIGHER DEFENSE SPENDING

THE ECONOMIK

My testimony thus far has focused on the defense spending plans and
other policies a55umed ii the First Concarrent Resolution.  The
Admxmstrauon rffay, as it did in its January 1983 budget, propose hlgher
defense spending and less nondefense spending. In certain industries; higher
defense spending would pose risks of spot shortages that could drive up
weapons prices. But higher 'défeq'ri{e spending ;’iléﬂia not greatlv affect
overali\emp Went Nor should higher defense spending sxgmﬁcantly retard
gai’ri's; in productivity.

%

Defense Bottlernecks May Raise Weapons Costs

Rapidiy growing defense spending could cause spot shortages in some
industries that focus heavily on defense. Last Februsry we projected that;
to satisty defense and nondefense demands, production in 3€ of 100
industries (in the four-digit Standard Industrial Classification); would have
to rise to "unusually high" levels by 1986. (Unusually high means more than

ore standard deviation above the industry's trend production:) These 36
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nérro’wiy defined industries are predominantly in the areas of aerospace,

. particularly forgings: Our forecasts anticipate gradual increases in their

capacity. However, large capacity increases might occur in the face of
sharply higher demand; and to the extent that they did, the Pb't'eh';iéj for
spot shortages would be less than we have forecast.

T any event; such spot shortages probably would have minimal effects
on the overall economy; but they might have effects on weapons costs. The
36 defense-intensive industries meritioned above accounted for only 3.7
percent of GNP in 1931; but their defense production represented almost 40
percent of total defense purchases from industry.

The above analysis is based on the Administration’s January 1983

budget plan and CBO's February forecast. Since then, the Congress has cut

© 1984 defense spending authority, while the economy has grown faster than

we anticipated. We will update our forecast in coming weeks, but we do not

believe that doing so will significantly change the aniatysis:

Employment Imipacts

Some critics of increased defense spending argue that it will have
adverse effects on employment. But this argument does not find . uch
support in economic research. In the long run, total employment seems to

be determined primarily by the size of the labor force:
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In the short run, large econnmetric models suggest that increases in
overall deferse or nondefense spending on goods and services have about the

Resources Incorporated and Wharton Econometric Forecasting Associates

bear this out. These sdme models predict somewhat smaller short-run
employment gains from tax cuts or increases in federal transfers.

Receiit econcmic analysis suggests that more government spending

financed by higher governmen: debt may not increase aggregate

employment 45 much as shown by the models for three reasons. First, as
economic activity begins to expand in the sectors stimulated by increased
government spending, interest rates begin to rise if money growth is held

constant. This can crowd out other forms of economic activity and

competing with iriports. Third, the deficit has recently reached sich
alarming proportions that further increases could raise fears regarding the
fong-term health of the U.S. economy; this could inhibit business from

greater than that which would be expected to result from normal “crowding

out.

L™
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The econormics profession is now in the midst of an intense debate as

the sutcome of this debate, it is anlikely To affect thé comparison bétween
he employment effects of defense and nondeferise purchases: All the
theories find that shifts between defense and nondefense purchases have
only negligible employment effects.

spending have very similar counterparts in the nondefense budget. It would
be surprising if the construction of aitcraft ranways had macro-economic
effects very ditferent from the construction of highways; or if an increase
in military retired pay had effects very different from an increase in Social

Secirity; or if increased Pentagon hiring had effects different from

Brivate Production Will Slow, But Productivity Gains

Need Not Slow Significantly

There is one major differerice between the defense and noncefense
budgets. Defense budgets are more heavily weighted toward purchases of
goods and services, and relatively light on transter payments.

Econormists often refer to government purchases ot goods and services
as heing "exhaustive;” that is o say, as directly depriving the private sector

of labor and material resoarces: This does not argue against such purchases
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if the government can pat the resogrces to pablic uses that are more
efficient than their private uses. Transfer payments, on the other hand, éié.;
niot exhagstive: They simiply transfer the power to bay goods and services
from one group to another. They may, as a side effect, create disincentives
to work and save; thas indirectly reducing the supply of productive resources
to the ﬁii;éié sector; but the size of this effect is a i'ﬁéfté_i‘ of great
controversy: There is nio doubt, however; that increased purchases of goods
and services caused by higher defense spending would decrease productive
resolirces available to the private sector.

In the short run; higher defense spending could aiso slow éﬁiﬁiﬁé?éiéi

research and development (R&D), an important factor in productivity gains.
(]

In the longer run, effects of defense spending on productivity growth should

be negligible.

Productivity gains in the private sector--defined as growth in output

per worker—could be adversely affected if increases in defense purchases
disproportionate share of scientists and engineers working on R&D. In 1981,
defense spending amounted "o about 6 percent of GNP but used about 25
percent of all such scientists and enginders. ' Thus a sharp rise in defense
spending could; in the short ran; reduce the number of skilled R&D workers
available in the nondefense sector and hence slow cormimercial R&D and

prcduciiviiy;

| =y
Q.
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in the long run, a shift toward more deferise spending would probably
have negligible effects on productivity growth. As the wages of scientists

innovations benefiting private-sector productivity and possibly stimalating
derivative infiovations ini the private sector. Examples uf defense-supported
developments benefiting private productivity include jet engines and

computers.

Nothing in my testimony should obscure the fact that defense spending
and the niondefense public sector of resources that could be used for other
productive purposes. It is Up to the Congress © decide whether this cost is
fecessary in order to enhance our national security.

Moreover, this testimony did not examin€ whether the resources
consiimied by the defense effort are being used in the most efficient manner
possible. That is to say, the analysis did not ask whether the same degree of
consumed by current spending levels or whether, with some change in the
composition of spending, more national security could be purchased with the

same total expenditure.



O

ERIC

Aruitoxt provided by Eic:

121

Our analysis does suggest that;, if national security requires; the
economy can support the defense buildup envisioned in the first budget
resolution. Under that buildup; defense in 1986 would consume about 7

World War IIl. Moreover, the economy can sustain this buildup with little
risk of rekindling inflation; at least in the riext few years.

The analysis also strongly suggests that in making difficult decisions
about defense spending, the Congress need not be coricerned that a given

employment, inflation, or other macroeconomic variables than an equal
increase in nondefense purchases. Everything that we know suggests that,
within the range of the options now being proposed, the effects are similar.

Whatever the level of defense gﬁéﬁaiﬁé; a key qxié'sfié'ri for the
economy is how to pay for the buildup. Ultimately, the Congress must pay
the private sector through increased taxes or from the public sector through
further redactions in nondefense speriding; or both: The longer the Congress

greater the risk of slowing long-run economic growth:



CAPACITY UTILIZATION IN DEFENSE-INTENSIVE INDUSTRIES: PAST AND PROJECTED (In percent)

‘Average __ Annual Peak Rates Actoal _Projected al___

1948-1980 1965-1966 1973-1974 1978-1979 1980 1981 1982 1983 1984 1985

Aerospace; etc. 73 92 76 91 g9 81 71 68 74 83

Instraments 82 90 - 88 90 8 83 77 75 82 88

Electrical Equip. 83 97 87 89 8 84 77 81 85 85

Fabricated Metals 79 87 85 88 79 79 66 67 7% 78

Nonferrous Metals 85 100 9% 92 8i 8 & . 76 8 90
iron & Steel 84 9% 97 89 73 80  5i 60 76 85

Total Manufacturing 83 91 88 36 go 79 71 75 80 83

a.  Projections assame defense spending consistent with the First Budget Resolution and CBO's August forecast.
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Mr. Aspin. Thunk you, Dr. Penner.

_. Belore we start the issue of defense; let me just ask you about
the budget and about the general shape of the economy as you see
it right now. o . - .

The economy is growing and the recovery is quicker than most
figure? How much faster is it recovering, where are we going at an
annual ratenow?

Mr:. PENNER: Economic growth in the first quarter was a little

the fourth quarter is around 5 percent at an annual rate. As you
suggested; our cumulative growth through the first three quarters
of this recovery is just about the average for a postwar recovery.
Mr. AspiN, ‘“We;” meaning many economists and most Govern-
ment forecasts predicted a recovery somiewhat slower than the
normal recovery. L s .
- Mr. PENNER. That is right. On a year-over-year basis, the CBO
forecast last February, as I remember it, was for_real growth of a
little over 2 percent. We moved that up to about 3:1 percent in our
August forecast. It is probably going to be closer to 3.5 percent,
something like that. =~ = | L L S
__Mr. AspiN. What basically occurred that we did not anticipate, or
that people didn’t anticipate? Why. did the recovery; in fact; turn
out to be a recovery very much like past recoveries, rather than
the_slower recovery that was forecast? . . - .
- Mr. PENNER. I suppose everybody has his or her own theory of
that. We will have to wait for the judgment of economic historians.
Certainly monetary policy was very expansionary for quite a long
period, from_the summer of 1982 through the early part of 1983.
Fiscal policy was also expansionary. But it is my view—and I am

not sure that this is the consensus view—that the tax actions of

1§)82 helped bolster confidence somewhat: When I was a private
citizen, my own _projections of the budget deficit were constantly
exploding, and those tax actions stabilized it at a very unpleasant
level. S
.. We have been referring to this as a normal recovery so far; but
there are certain respects in which it is very abnormal. One; .of
terribie trade deficit: . . . . } S
Now, in my view, both are very directly related to the budget

deficit: The budget deficit is pushing up real interest rates. That is

against our auto. steel; and other industries: - o
__The end result, it seems to me, is that the crowding out of busi-

ness capital formation. that all of us feared at the beginning of the
year has not occurred to the extent that we thought it would. I
would guess that it has nct occurred largely because of this foreign
capital inflow. e
~ Now, that is not very reassuring. If we lived in a completely iso-
lated world, and had no foreign capital to draw on, interest raios
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would be much Highei  this country. Presumably business capital
formation would be less: our capacity to produce and our standards

""" ge lower because of the budget
deficit: . - e s
" Drawing on foreign capital-allows us to sustain a higher level of
American_investment; and, therefore, of American production out

into the future. But our standards of living are lower anyway be-

cause we are; in essence; pledging more and more of that produc-
tion to pay interest and dividends to people who do not live in this
country.. o B

So either way, if you believe with me that the budget deficit is

the cause of all of these phenomena to a large degree, you do lose

standard of living in the future; even though our production—our
rate of investment—really looks quite good right now. )

Mr. Aspin:. If the recovery is coming at a faster tat;if:l;j@ﬁ,ahticj-

pated, does that mean that ultimately the crunch when private in-

vestment and public investment—private demands and -public de-

mands competing . for the available savings—will. push interest

rates up, does that move forward the date that the' crunch is likely
to occur? o S .

Mr. PENNER. It is certainly possible that it does. We are now re-
viewing our forecast that we will be coming out with officially on

the 1st of February. I think it is reasonable to believe that we will

have higher interest rates in our forecast than we would have had

if the Congress had followed through with the first budget resolu-
tion and had really reduced the future deficits. =
However,; it is not my thinking at the moment that we will see a

very large rise in interest rates. We have now essentially experi-

enced the big change in the Federal budget deficit, and it is now
stabilizing at on atrociously high level. But it is the level that one
has to look at. That is stable now: That seems to me to have some-
thing to do with the level of interest rates. .
" If you are looking for future changes in interest rates, you have
to look at changes in the flow of savings and investment. The Fed-
eral budget’s draw on the savings; as I say; is stabilized through
1986, with a do-nothing fiscal policy. State and.local surpluses are
growing nicely, although one would expect their spending to start
fo rise with some time lag. We are drawing nicely from abroad. As

I said before, that helps us keep interest rates down,, despite its
other unfortunate implications. Corporate cash flow is really enor-
mous: . . . i S
" So 1 dofi't personally at this moment see a great fear of a sudden
crunch. It doesn’t mean it won’t happen. But that doesn’t make me
feel very good, because I don’t see the interest_rate situation get-

ting worse than the horrible situation -we have right now; which is
really. off the chart in terms of post-World War 1I history in this
country. . - o
. Mr. Aspin: Buat if the recovery is able to continue with this high
interest rate, what is wrong with that? o .
" Mr. PennER. Well, it is ultimately an unbalanced recovery. The
thing that is most unbalanced is the trade deficit. As I said, while
the recovery is going on, we are pledging. more of our production in
the future to foreigners. We are developing an interest bill on the

debt which is now the fastest growing component of the budget.
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or cut other spending to cover even the growth in the interest bill.
At that point you really have a disaster on your hands in the
sensc that, if you cannot correct the situation, eventuaily you have
to repudiate the debt. Through history, countries facing that prob-
lem have gone to higher inflation, which I am certainly not fore-
casting. I think we are a long; long way from that end. But that is
the end of the road we are on right now. I really have not ex-
plained the effects of the trade deficit very much, but that is really
hurting our heavy industry, steels, autos, et cetera: It is hurting ag-
riculture very badly. If we had a lower exchange value for the
dollar, American farm prices would be higher; American spending
in the budget itself would be lower. S
I think one can go on and on with the indirect effects that are
niot pleasing; to say the least. . - S
~ Mr. AspiN. Let me run it past you this way: When we were pre-:
dicting a slow economic recovery; the guessing was that Congress—
and the administration—would not do anything about the deficit,
at least until after the 1984 election on the grounds, first of all,
that doing something about the deficit is never easy but it is cer-
tainly tough in an election year, which is also a Presidential elec-
tion year. S S -
~ The thinking was that there is probably enough time; that we
will get through tke 1984 election without killing off the _recovery;

and we will get through 1985, maybe 1986, before this deficit poses
a threat to the recovery. . . - -
~ So, therefore,-if it is politicaily impossible to do something about
the deficit in 1984—it would be nice but given the political situa-
tion, it may not happen—but it is still not a disaster.
Now with the recovery coming quicker, does that change that
calculation” - S o o
1 guess you are saying that it does not change that calculation,
that you do not-see an effect on interest rates such that it would
kill off the recession coming any closer. =~ - -
 Mr. Penngr. I think in theory we can go on quite a long time
with this terribly unbalanced fiscal policy. But we know with cer-

tainty that eventually the day of reckoning will come;. if only be-
cause of the very rapid increase in the interest bill that is implied .
by all of this debt that we are putting out. And that increase in the .
interest bill is enormous. - :

For example; if we really have a do-nothing policy; and interest
rates just stay right at the September 1983 level, the interest bill
between 1982 and 1986 in our projections will have gone up by $56
- -billion, Now; we have had-a-lot-of argument about a tax increase in
fiscal 1986, of something over $45 billion. That doesn’t even cover
the increase in the interest bill.-

" So, no, it is not a disaster, but we know with certainty that we
_have got to fix this thing up sometime. Putting it off means that.
the problem gets harder and harder as you go on. To a simple-
minded soul like myself, knowing with certainty that we ought to
fix it up because the current course is not sustainable, of course, I

wish we wotld do it sooner rather than later:

29-794 O —Nd-— -t
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Mr AspiN, Let's talk about defense. First, about the effects on

Our forecasts and your data indicate that; in fact; there is prob-
ably not much danger of creating any bottlenecks by the increase

in defense expenditures that is now currently forecast: Is that cor-
rect?

Mr: PenNER: That is correct:
Mr. AspiN. Leaving aside the very 1mportant 1ssue the macro-

economic issue _of how you pay for this; the impact of _defense
spending on inflation is really related to the question of bottle-

necks: Is that correct?. .

Mr. PENNER. Well, leavmgfas;de really the most inipbrtant ques-
tion of how you finance it; bottlenecks would——.

Mr. Aspin. Is there any other way in which defense spendmg can

mﬂuence lnf'latlon ‘besides ralsmg the question of how_you pay for

of course, do have an effect on inflation?

The seCond way in which defense spending can affect inflation is ;

through bottlenecks: Any other way?

Mr. PENNER. Perhaps I was too hasty to accept the word bottle-
neck. Obviously; if you substitute defense spending for some other
kind of spending; to some degree you will be demanding different
things: -

I mentloned R&D So you w1ll eff'ect a relatlve prlce change to

up as increases in the overall prlce level. So in that sense, there 1s

some problem.
Mr. AspiN. One of the things fhat has happened is that we have
a. hlgher inflation rate in the defense area than we have in the reg-

. Why do we have a hlgher 1nflatlon rate in defense" That seemed
to be true even during the 1970’s when we were spending less—
there could not have. been much pressure on those resources in the
defense area—in fact, in real terms we were probably leveled out
in defense spending.

~ Why is it that we ‘have these higher inflation rates even in times

upward pressure on defense pnces
Mr. PENNER. I am not sure I can give you a very. satlsfactor;y

answer there. I think it is very difficult to measure prices in the

defense sector, if only because of very 1mportant quahty changes

that go on: .
CItis generally hard to measure prlces in the pubhc sector 1ngen-

eral: Indeed; one way of doing it simply looks at increases in wages:

So to the extent that you increase wages in real terms, it appears

as though the Government sector in some sense is 1nf'lat1ng more
rapidly than other sectors.

Generally we assume that there is no productivity growth in
Government ‘and I think that is clearly wrong. So part of it, I

think; is a pure measurement-problem. When you do have a big ex-
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pansion, it can as well be a true relative price problem related to
increases in demuand, . : S I
Somie of my associatés here have looked at this particular issue

more closely than I. I might ask; would either of you like to speak
on this? Mr. Forest. = - - -

Mr. Forest. I have looked at the problem. We only have data
from 1972 to date on defense prices. I think one of the reasons that
there may be a difference is the measurement oroblem that Dr.
" Penner just mentioned. Another significant factor is the mix of
goods that the Department of Defense buys. I have tried to come up
with a matching mix. This is kind of a metaphysical exercise; com-
paring fighters with corporate jets and large aircraft carriers with
vachts and things like that. = - .
" But you can do some comparisons: Vehicles against trucks and
tractors and things like that. When you make those comparisons, it
turns out that there isn't a great differential between the defense
inflation and inflation in somewhat comparable nondefense prod-
lcts. ‘ , : -
Mr. Asvin. There is or is not? : ,
- Mr. Forest. There is not. Primarily it seems to be a mix prob-
lem. - -
 Mr. Aspin. So defense buys more—what is defense buying that is
diiferent from the economy in general? .
~ Mr. Forgkst. Defense has been unlucky. It has bought those par-
ticular items which for a variety of reasons have increased in rela-
_ tive price over the period 1972 to date:

Mr. Aspin. Examples being what? =~~~ . —.
_ Mr. Forest. Things that are dependent on steel; for example. The
price of steel has gone up-—because of the large energy component
inn the prodiiction of steel. A number of military goods are like that.

Mr: AspiN. All right; thank you. Let me ask about the employ-
ment impact of defense spending. Basically your contention is that

there is not much there, that a fixed amount of spending on de-
fense will get you about as much as it would spend in other ways
by the Government? o -
"Mr. PENNER. Well, the same as other purchases—purchases of
goods and services—probably somewhat more than transfers in
vour typical model, or a lot more than grants; for example.

Mr. AspIN. And—— . : —
~ Mr. PEnnNer. Grants to State and local government typically
have a low multiplier effect. R
 Mr. AspiN. Let’s say we took a kind of arbitrary chop-off of the
defense budget, let's say an arbitrary $5 billion, a representative 5
perceiit of defetse. , .. ]

Mr. PENNER. Yes, that is a_problem, as you know. :

Mr. AspIN. Let’s suppose you are able to do it and put the money

into a representative cross sample of nondefense spending—any

Government spending but defense: Would that mix give you any or
much difference in eniployment?
Mr. PENNER. Essentially negzligible. ) o
Mr. AspiN. OK. What if you took a miuch more specific thing; and
you cut something specific out of the defense budget, such as a
weapons system, and you took that money and transferred it into
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get an increase in. employment if you did_that?

-JT am trying to think of an example of a weapons system on the

somethmg more specxfic on the domestlc §pend1ng side. Could you

one hand compared to something that would be pretty labor inten-
sive on the other. .~

Mr. PENNER: Sure——Just as you have explained it: You could find
some very capital intensive defense _product. You could then shift

that money to something labor intensive.. For example, the old
CETA title VI program was _probably very labor intensive. In that

scenario, the ‘mix would obv1ously change

could have an employment efféct

Mr. AspiN:. Suppose you broke down the defense budget. What
would the procurement part of the defense budget be roughly com-
parable to in nondefense spendmg" You said that if you broke the
budget into_procurement, pay, other. personnel costs; and then
O&M costs; then pay would be essentially not much dltferent from
other kinds of programs that are mostly salaries?

Mr. PENNER: In general terms. If you.look at the whole defense
budget; apparently it is Somewhat more intensive and skilled work.

Mr. AspIN.. And it would probably tilt a little toward hlgher '
paying jobs than would most ébninéiéble Government programs;
certainly most Government public service employment programs:

Mr. PENNER. Sure.

Mr._ AspIiN. But retirement payments, would not differ much
from Federal civil service retirement or similar expendltures

Mr. PENNER. Yes. -

Mr. AsPIN. Let me ask about thé final point; about the issue of
economiic growth and impact on economic growth.

Have you seen any studies that you have confidence in on the
issue of the fallout from military R&D expenditures to the domes-
tic economy?

Mr. PENNER. The spillover?

Mr. AspiN. Spillover, yes.

Mr. PENNER. Let me ask Bob or Larry. '

. Mr. Forest. I have looked at a_couple of studies. I should men-
tion that one of the most intractable areas of economic research is
trying to trace the sources of productivity.

There is no definite conclusion yet, other than the obvious one

that a dollar spent on_ military R&D would probably be less benefi-

cial to civilian innovation and productivity than a dollar spent dl-w

rectly to get at that objective.
_Mr. AspiN: Nothing you have seen would show that it is being 50

put your finger on? ___

Mr. Forest. It has to do with the type of R&D. For the Govern-
ment as a whole, a disproportionate share is basic research com-
pared to the economy as a whole.

That is not true of defense; however; where there is much more
applied research. So one would expect that the spillover would be

less than R&D money put out by the National Science Foundatron

Mr. AspiN. What was that again?
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‘Mr. Foresr. The Federal Government as a whole funds rather
large shares of basic research. '

Mr: AspIN: Pure research. S .
~ Mr. Forgst. Pure research. Where one would expect a large spil-
lover; yes: The military budget _is not like that. It is miore oriented
toward applied research and development. , ‘ R

Mr. Aspin. So you would expect there would be more civilian use,
spillover, of National Science Foundation money than; say, defense
R&D money? .

Mr. FOREST. Yes. - -

Mr. PENNER. It might be more spillover. It doesn’t mean the rate
of return is higher. . - L

It is no easy trick to measure that rate of return in particular
private industries or most certainly in the military.

So one way of putting it is that you might spend an R&D dollar
in.the military and make some weapons system very much more
effective. And in that sense, that dollar would have a very high

that basic research dollars don’t have a very high rate of return
_but it spreads aroundalot. = _
Mr. AspiN. So spillover is not the same as rate of return.
- Mr. PeNNER. Right, That is right. - - o
Mr. AspIN. If you compare military R&D with private R&D, say

of a large corporation, is the mix between applied research and
basic research in the military comparable to a large corporation?
How does the comparison run?

 Mr. Forest. We can get those ﬁiihiﬁéi’s; k;é'gtéiﬁnigyﬁ;, t;hfe,yrd'o' exist. I
don’t remember just what they are off the top of my head.
[The information referred to above follows:]
Share of R&D budget devoted to basic research

e Shire-devoted
Source of funds 1o _basic
research

CIST2-R0
average, in
percent)
17.7

Alf Federal Government.....
Department of Defense only .
Private industr

Source National Science Foandation
Mr. AspiN. Is there anybody who does work in this area who
conies to mind as being a resource—anyone who-has done-any valu-- — .
?{%{%’ana]yﬁs of the issue, of the spillover effect from military
. D7
Mr. Forgst. I don’t think I am familiar with any research focus-
ing on the military atone: . ) L R
There are a few studies trying to compare total federally. funded
research with research funded by the private sector, but they do
not focus specifically on the military:. . : B o
“Mr. Aspin. OK. Let me ask a question about the general issue of
defense spending and investment. . . o
Obviously we can _have high levels of defense spending and high

levels of spending on investment and other things. There is nothing
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inherent in higher defense spending; that automatically leads to a

reduction in investment. You can take it from consumption of, you
can take it out of other Government programs.

Is there any evidence that shows that when we spend morg on
defense we spend iess on investment in the civilian economy?”

Mr. PeNNER:. Well, in a fully employed economy I would say, yes

’Ihe essence of the p,roblem is that we take resources from the pri-

vate economy and put them to the defense purpose..

__Most important by far in determmnghe mix of resources that
we get out. of ‘the _private economy in terms of the consumptxon-sav-

because of the income effects, but not as much presumably as a tax
on.returns to Ca')ltdl 7777777777777777
of the private economy. So thac is ovexwhelmmgly the most impor-
tant question, how we finance it. = _ _

You indicated that if we want we can get it out of investment or

,out of consumptlon and so on. I am not sure thatﬁvyeﬂknow the ef-
fects of these various ways of financing with such precision that we
can really target things that precisely, but we can certainly bias
the financing one way or the other.

Mr. ‘AspIN. If someotie were to ask you why U. S productlwty is
slowing or has slowed; would you ordinarily list increasing defense
spending or the level of deferise spending in this country ds among
those reasons?

Mr. PENNER. As you know, it is one of the mysterles in econom-

ics exactly why productivity has slowed. Since it especially slowed

in the 1970’s from 1968 through 1976, when defense spending was
really on a long downturn I guess it wotuld be one of the last thmgs
that would spring to mind:

On the other hand, it is certamly tluel as I noted in my formal
testnmony, that defense is R&D intensive and that technological
change is responsible for a very high portion of our economic
growth. So to that extent,; it may dampen productivity growth in
the private sector a small degree
__Putting it more generally; obviously we would all be better off if

the state of the world were such that we did not have to bear this

enormous burden in the defense side, but we have to bear it. We

have to bear some burden:
We can argue a lot about exactly what it should be. But really

‘the bottom line is that we really have to judge that expenditure of- -

resources on the basis of what we get from it in terms of -our en-
hanced national security. Worrying a great deal about whether a
defense dollar is more inflationary or more ernployment intensive
or more R&D intensive than a food stamp dollar or some other

dollar is far. down the Ixst of worries, in my view. The real questlon

not_what is its secondary inflation effect.

Mr. AspIN. I agree. Assuming that we are plannmg our’ defenses
adequately to meet our security needs, the only issue arises in com-
parisons between various countries. 1 guess the gquestion would
arise in the defznse burden apportioned among our allies. Japan, of
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course, has a very low defense expenditure, and we have a relative-
Iv high one. Assuming that together we. are doing what we need to
do to defend against the Soviet Union, the question is maybe one of
reapportioning costs: . . o L

The question arises of the cost of defense. spending .on inflation;
employment; but mainly on economic growth. To what extent does
the difference in the percentage of the gross national product going
to defense in the two countries, help explain the fact that economic

growth in Japan has been at a greater rate than economic growth
in the United States? e - S

" Mr. PENNER. In terms of the growth rates per se, It would have
to be a guess; obviously—that it would play a very small role in
explaining those two different growth rates. L
"~ But obviously, if we could wave a magic .wand and the. world
became a friendlier place and we could diminish our defense
budget, we could expeérience a one-time big increase in consumption
or private investment or whatever we wanted to devote it to. -

~ So there would be that one-time increase in. these other_goods.
But in terms of comparing the long-term growth rates of the two
couiitries, 1 think you would have to reach pretty far to use that.
_ Mr: AspiN. Suppose we could even ot the burden between the
United States and Japan, for example: And suppose we were both
spending about 6 something instead of what is now less than 1 per-
cent for Japun. - *

Mr. PENNER. Over G percent of GNP. - ,
~ Mr. IN. So say roughly 6 to 1, a difference of about 5 percent-.
age points of GNP, which is a lot of bucks.

Mr. PENNER: Right:. = . o ) L

Mr. Aspin. Plus a lot of sciertists and engineers and other re-
sources that that 5 percent of GNP represents. If that money is not
soing to defense and goes to-something. else, there is nothing auto-
matic that says it goes to R&D and investment but certainly a
pretty good chunk of it, even if you left it alone, would fall into
that area. .

Mr. PENNER.-Yes: S o

Mr. AspiN. Why wouldn't that have an. impact on the longrun
ecoroniic growth rates? L

Mr. PENNER. It has some impact. Let’s suppose we_could take 5
percentage points of the GNP out of defense now. That is impor-
tant, obviously. It is equivalent to the whole addition to real GNP
next year in our forecasts; roughly speaking. .
" So, yes, it is important. If we could take that amount and add it
to investment, if we could Soiehow control it, that would be very

iniportant quantitatively to the investment that year. But the in-
vestment that year is o

r is only an addition to this great, huge capital
stock out there anyway that we have.

 So it would be of some importance but it would be a one-shot
kind of thing, and it would have secondary effects on the productiv-

ity of the private sector. Those. would extend through time but

when it came to totaling up the difference in the growth rates over
the whole period from 1983 through the year 2000 or something, it
would be pretty small, is all I am saying. Not that it would be zero,
~ Mr. Aspin: What do you assume about defense in the next year?

Assume it goes back to 6 percent or stays at 1 percent—say we

j oy
Ly
ar
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were willing to cut it to 1 percent, whatever Japan is spending
now; and leave it there: -
Mr. PENNER. [ suppose if' we could add 71t all to mvestment year

after year that would.be a sizable difference: I guess we would in

fact consume a great deal of it. Again, the effect would not be enor-

" mous in the growth rate. It would not be unimportant; ho.weye[ 7hez
nificant: -

The bottom lme is that in some sense we are worse off than the
Japanese: We talk about the spillovers from. defense R&D to the

private sector. Well, really an-important spillover is the fact that
the Japanese get an enormous benefit from our own defense effort:
That is_a real spillover of major magnitude. To a large degree; they
get that free of charge.. . _

Obviously, if we could figure out some. way of havmg the coun-
trles that beneht from that—and I shouldn t smgle out the Japa-
is no doubt about that. -

Mr. AsPIN. Questions?

- Mr: CLark: Just one guestion on the sen51t1v1ty of the conclumon,

What if we go back .to the admlmstratlon s defense package as the
papers tell us the administration wants to do?
Mr PENNER We don t know what the admmlstratlon As gomg to

you get qulte ai ifncrease 1ii the price of what the Pentagon buys i in
a select number of industries. That would be important to the cost
of the weaponry, but would not in our judgment be a great enough
qt.antltatlve significance to have a major effect on the overall price
levels in the economy.

Mr. ASPIN Let me ask you thls What reasons would you give if
somebody were to ask you why is it that the rate of growth and
productivity in Japan is higher than in the United States? What
would you give, what reasons would you give?

Mr. PEnNER. Well, that is—— .

Mr ASPIN If you are skeptlcal about defense, what reasons do

a.very low level It was in_that sense easier for them R
Standards of living in Japan are still not as high as they are in
thls country if you properly adjust exchange rates. They were able

to use. technology that we had developed:. They do have a much;
much higher savings rate.
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Admittedly; as odd as it seems, most studies of productivity de-
termination don't show capital formation being of overwhelming
importance. Frankly, 1 am somewhat skeptical of that particular
tinding because, in my view, capital formation plays an important
role in the implementation of new technology. But that is just a

izuess of mine, and people like Edward Denison in this country;
who is really the foremost expert on measuring the reasons for eco-
nomic growth, réject that hypothesis. :
~ But technology and human capital do seem to play a very large
role, and they were able to borrow a lot from us in that regard: As
I say, the enormous savings rate and capital formation rate are
also factors. - o S
 Mr. AspiN. What is the rate of investment in the Japanese econo-
rmy compared to the United States? e
Mr. PENNER. | don't have that number. We can get a number or

a set of numbers for you Mr. Chairman.

‘1t is difficult to make an easy comparison, however, because of

the way that savings and investment are measured. Different coun-
trics use somewhat different definitions and have different institu-

tional arrungements: But we can give you the numbers as they are
computed. . e ’
| The information referred to above follows:]

GROSS SAVINGS AS A PERCENT OF GDP

Year - sz{‘a'g Yagai £ECH
195 196 134 261
197 181 402 248
113 183 315 214

'inapedn foonomic Community
Source Orameaton for {conomic Coopetaticn and Development

Mr. Ooms. Some testimony given to the committee last year

argued that defense spending had significant feedback offsets to
the budget deficit; and that one ought to look at the budgetary

impact of defense spending in that light; and that, furthermore,}

-

these feedback effects on the budget from defense spending were’

larger than those that you would find from other types of spending.
Would you care to comment on that? - S
Mr. PENNER. Let me comment on the first part first. Again, the
vitally important question is how it is financed, as you know. ,
If in your typical macroeconomic model you just increase spend-
ing and allow part of that to be financed by new money creation,;. it
is really quite stimulative in that sense and in the typical model
vou get quite a substantial feedback. But a large part of that is

really from the money creation; and not so much from the increase
in the velocity of money caused by the increased purchase. :

[ think the way. to run it through the model is to hold monetary
policy constant. By that I mean hold the rate of growth of some
target, say narrowly defined money supply, constant. In that case
in all models you get less of a multiplier; less of a stimulus effect;
and most of these models still give you some increase in GNP.

187
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As you well know; the different models show very different mul-
tipliers, too, and there is a great controversy within the _profession

as to whether these models are appropriate at all in the day in
which we live.

But if you do believe them, then, yes, there is some feedback. Not
vel;y much 1f you hold the money suppller constant however

compare defense spendmg to some_other form of spendlng—such as

transfers—these same kind of models are structured in a way that

typically makes transfer spending less stimulative: And as I said
before, spending on grants to State and local governments—where
you just sort of swap one deficit for another, as it were—results in
very little stimulus in these models. .

But even if you could make a good case that a dollar of defenise
spending employed more people; I do not think that that would be
a case for biasing your whole budget toward defense. Ultimately,

still you have to ask how much it is worth:

If we are so clever at being able to change employment then
there are all sorts of other means of gettmg to a given employment
target other than that particular way. I don’t think it is easy to get
to these targets, needless to say.

But I return to the basic point of my testimony: Regardless of

your economic_theory or the model you use, if you are talking

about an increase in a particular kind of government expenditure;

the first and the most important question by far is, is it worth it?
That is; is it really providing society with a greater good than that
same resnurce or spending could provide in some other area of the
economy?

So references to employment effects, nf‘iatlon effects et cetera,
are really red herrings. You can’t escape judging the worth of the
defense dollar by how it impacts on our national security. It is a
very difficuit thirng to do.

Mr. Aspin. Dr. Penner; thank you very much.

Mr. PennNER. You dre welcome.

Mr. AspiN. We are adjourned:

{Whereupon, at 5:11 p.m., the task force adjourned until 9:30

a:m;; Friday; Pe-ember 9; 19831



DEFENSE AND THE ECONOMY: THE ISSUES OF

- JOBS, INFLATION, AND LONGRUN GROWTH

FRIDAY;, DECEMBER 9, 1983 |
~_ Houskt oF REPRESENTATIVES,
Task Force oN Economic PoLicy AND GROWTH,
CoMMITTES ON BUDGET, . .

S Washington, D.C.
_The task force met; pursuant to notice, at 9:33 a.m. in room-210,
Cannon House Office Building, Hon. Les Aspin (chairman of the
task force) presiding. L o

Mr. AspiN. Let’s begin the hearings this morning on the impact

”'I would like to welcome our first witness this morning, David
Chu; who is Director of Program Analysis and Evaluation in the
Office of the Secretary of Defense:

Mr. Chu, welcome to our hearings this morning. I don’t know
you but I must say, sir, that everybody whose opinion I trust in
this business thinks very highly of you. _

Mr. Cuu. Thank you, that is very gracious. - —_
~ Mr. AspIN. There are many who serve.in the Pemocratic and Re-
publican areas who think you are pretty good.- :

Mtr. Cuu. Thank you.

STATEMENT OF DAVID S. C. CHU, DIRECTOR, PROGRAM_
ANALYSIS AND EVALUATION, DEPARTMENT OF DEFENSE

Mr. CHu. It is a pleasure to represent the Department at the
task force’s hearings on the relationship between defense spending
and the Nation’s economy. . _ . -
"I would like to respond. to the particular questions you posed in
your letter of invitation in_terms of what I would argue are the

three major questions that have characterized this debate over the

last several years:

" First, can we produce the goods needed for this buildup? -
Second, what effect on -macroeconomic indicators 1S defense

spending likely to have; and what is the proper relationship of de-
fense spending to stabilization policy?. o
"And finally, what proportion of its resources can the Nation
afford to devote to_national security? o
In terms of the first issue—the capacity question—I would like to
cite as one of the main bases for our conclusions an August 1982

study on this subject by the Department of Commerce. The_study

presented estimates of defense and nondefense demands in 1985 for
the products of approximately 500 industrial sectors. One of its
' (135) ’
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most 1nterest1ng ﬁndlngs was that i L in only 10 percent of the sectors
did defense demands account for more than 5 percent of projected
domestic production.

I think that is an important.conclusion because it illustrates that
defense spending is a relatively modest factor in our total economic
picture. For each of-the 50-odd defense sectors, the Commerce De-
partment then estlmated ‘available capaclty, ~which is defined as

tgféaddltlonal capacity estimated to be acquired between 1979 and
0

zﬁwallable capacity was compared with the total projected . in-
crease in defense and nondefense demands _over the study perlod
Let me quote from what I view as the most important conclusion in
most of the 58 defense industries, existing capacity—and those
words are underscored in the original—is sufficient to supply the
projected 1985 demands of the economiy.

The Commerce Department went on to.state; that the study re-
vealed no instances in-which industrywide supply bottlenecks are
likely to prevent the achievement of national delf) ense goals.

Similar conclusions. were reached-in a study by the Congressional

Budget Office as well as in work by Data Resources; Inc.; whose
representatives you will hear from shortly:

~_The results of those studies have not made vz complacent abogL ]

industrial capacity: For several years now we. have made a major
effort to provide to 1ndustry our forecast of defense demands, &as-

suniing the. President’s 5-year plan is enacted: These projections
are made for 4200 industrial sectors—the number of sectors for

~ which we have detailed data: In the last year we have supplied

more than- 2,000 copies of oiitr projections to industrial groups,
trade associations; and State and local planning agencies. We hope
these projections provide a better basis for their own planning, es-

pecially for investment decisions. I might add that, on our part,

there is an interest in encouraging additional firms to think about
defense business, to expand the degree of competition.

I should add as a footnote that, as a byproduct; this work has
produced some conclusions that run against the popular wisdom re-

garding the geographrc d1str1but10n of defense spending. There. is a
widespread belief that increases in defense spending disproportion-

ately benefit States in the West and South. Using these same
models and extensions of our forecasting models, we have found
that; in fact; the converse is true. Because of the empha51s on pro-
curement in the defense budget plans for the next several years; it

is the States in the Northeast and Midwest that will see_ their

share of defense spending increase: In fact—and I think people do
not generally appreciate this—New England, is now in the upper
range in terms of its ranking for defense spending per capita. The
States in these regions will, at ledst on average, see iricreases in
their potential shares of defense act1v1ty if our planned budgets
come to fruition. - -

macroeconomlc effects of defense spendmg, and, in partlcular, to
two issues that have been of concern, inflation and jobs.

Our conclusions on inflation reflect both the adequacy of capac-
ity in individual Sectors and the results obtained from macroeco-
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nomic forccasting models. Looking at this eviderice, we don’t see
any danger thut the defense buildup is going to rekindle; or some-
how add in a significant way to, inflation._

The jobs. issue has; I think;. bedeviled the debate on defense
spending. Our conclusion is similar to that offered yesterday by Dr.
Penner; that is; there is no difference on average in.the number of
jobs created by defense and nondefense Federal purchases. -

- Now, it is true that the absolute number of jobs estimated by dif-
ferent models varies. But that fact reflects the structure ofthe

make apples-to-apples comparisons using any of these models you
find that defense and nondefense purchases have about the same
employment effects:. . . . o By
_I'should stress_what the Secretary has said repeatedly; that is,
we do not.view the defense program as a. jobs program:. Defense
spending should be undertaken for reasons of national security and
foreign policy, and in resporise to threats we face—not to create
jobs. But it is reassuring that there is rio adverse economic effect in
this regard. . S S S
1 would like to step back, if I might, from the debate over mac-
roeconomic . indicators and ask what seems to me the important
policy question: Whether or not we should try to.vary defense
spending; particularly in the short run; in order to adjust to chang-
ing economic circumstances: In other words, should we use defense
spending as a tool of stabilization policy? .
We would argue we should not: We say this largely beécause the

reason for defense spending is to meet our commitments and objec-

tives and to deal with the threats we face: But we would also argue
Lhéli;tﬁdéféhéé spending is a relatively inefficient tool of stabilization
policy: S S )

- If you cut back procurement accourts in order to achieve eco-
nomic results; you are dealing; as you know well; with funding that
spends out very slowly. In the first year, the effects would be
modest. On average,; only between 10 and 15 cents of each appropri-
ated procurement dollar is disbursed in the first year: :
__Moreéover, if you are not prepared to terminate programs in

order to cut back the procurement accounts; you must stretch-out
the programs; that is, buy the same number of items but at-a
slower rate: In doing so; you are invariably committing yourself to
a less efficient production rate and so to higher defense costs in the
long run. o o . S
- Unifortunately, because of the relative insensitivity of outlays to
changes in procurement spending in the short run, people tend to
turn to.the operating accounts. when looking for savings: We would

argue that is very bad policy. That means you cut the readiness of
our forces.in order to get some quick savings in outlays.

. If I might, 1 would like to turn now to the last of the three ques-
tions posed, that is, whether or not this budget is affordable.

a narrow view: It fails to.take into account why defense spending is
undertaken in_the first place.

___.Defense spending is undertaken to insure the Nation's security.
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or msurance It 18 spendmg to deter an outcome, to insure the free-

dom and security we enjoy. Obviously, there will be debates ‘about.
the proper level of defense spendmg, but I would argue it is one of

the most ifmportant public Services we have.
If we look at the defense budget as a share of GNP, I think we
wolild come to the cornclusion that the deferise prograim is afford-

able: In fiscat year 1983, defense outlays will be 6.3 percent. of GNP
and about a quarter of all Federal outlays That is a low figure by

the. standards of the 1950’ 3 and 1960’s. In the decade between 1954

weli below the level in 1955, when defense spending was Just over

10_percent of GNP:_
In short, we would argue these are not only prudent defenise im-

provements that we need but prudent defense improvements that
we can aftord Wlth that I would conclude and respond to any
[Testimony resumes on p 150.]
- [The prepared statement of Mr. Chu follows:]

Y
W
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PREPARED STATEMENT OF DavID S: €. CHu
it is a pieasire to be with you today to discuss the economic effects of

defense spending.

This topic has been actively debated over the l1ast few years. The debate
has focosed on three distinct questions:

First, is existing and planned industrial c pacity adequate to
produce the goods required by our expanded defense effort?
6  Second, what is the proper relationship of deferise spending to

§féﬁiiizai§65 56ii£§?

And; third, is the proposed deferisé program affordable in terms of

(o]

cur mation's resources, and prudent in the light of the threats we

Hij statement will review the position of the Department of Defense on

each of these issues.

1S INDUSTRIAL CAPACITY SUFFICIENT TO PRODUCE THE DEFENSE PROGRAM?

in Worid War 11 and, to a Jesser extent; the Korean and Vietnam wars,
sfforts to expand defense production ran into capacity constraints that caused

botilenecks. The spectre “of a recurrence of widespread bottlenecks has
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sccasionally been raised in the course of the debate ovir the current deferse

budget. All of the evidence; however; suggests that significant bottlenecks

are very unlikely for the foreseeable future.

The most extensive work we have seen on this subject is a study prepared
by the Bureau of Industrial Ebﬁﬁdiﬁitz(é (EIEj at the Department of Commerce.
That study examiied the adeguacy of 'industrial capacity to accommodaté both
the defense buildup and vigorous growth in the econony. For each gf 496
industries, BIE estimated total dafense purchases in 1985: The estimates

production in 1985 for 52 of the 496 industries considered. Thééé were
classified as "defense® industries: (BIE also included in this category six
other industries for which the defense stiare was less than 5 percent bat which

were judged to be important qualitatively to defense prodaction:)

BIE then estimated the 1985 capacity for each of the 58 “defense"

industries did the defense share of outpat excesd 5 percent; and for wost; it
was considerably less than 5 percent. This points to a simple; but very
important, fact that is often overlooked in discussions of potential

bottlenecks. In the vast majority of U.S. industries, defense purchases--
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growing rapidly.

For most of the 58 “defense" industries, BIE estifiated the percentage of

these two figures, was used to fieasuré how large an increase in demand over

the period 1979°1985 could be accommodated without pressing normal capacity

constraints. red that measure with the projected growth in.defense

sid roiidefeise demands over the same period.  BIE found that available
capacity was sufficient to prévent bottienecks, and furtheriiore, that for
o most of the Ffifty-eight defense industries, existing capacity fs

in the original). BIE's report went on to state that “... this study reveals
no instances where industry-wide supply bottlenecks are likely to prevent the

achievenent of our natioral defense goals.”

My office has looked in even greater detail at several of the defense
industries covered in the BIE study. We reviewed capacity in some important
metals and metal-working industries; went down through several tiers of the

industries. The data we examined confirm the broad BIE conclusion, and

iidicate that anple capacity to Broduce the defense program {s available:

-0 O—Ri——1n 1 45
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still sometimes expressed, all of the available evidence supports the
conclusion that economically significant bottlenecks should not be a serious

concern over the next two or three years.

1 do not mean to suggest that we in DoD are complacent about industrial
capacity. To the contrary, We continue to monitor the adequacy of industrial,
capacity and Kave. taken steps to improve the industrial base. For éxaple, we
have made an active effort to provide infurmation on future defense purchases
to existing and potential defense suppliers: During the past year, we
supplied about 2;200 copies of these projections to firms; trade associations;
and state and local planning agencies. We recently developed the capability
to make state-by-state projections of defense demands for the products of
various industrial sectors. These projections are made available to groups
involved in state and local economic development to assist them in their work:

By providing information on future defense demands, we give _the business

commgnity a better basis for formglating its investment plans. - We also hope
to attract additional suppliers to defense production; which will help to

deiiaids: It is often assumed that defemse spending goes disproporticnally to

states in the West and the SOuth: We have found that; as the composition
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of defense spending shifts toward procorement, most of the states in the

Northeast and the Midwest are likely to have increasing shares of defense

spending. This finding is contrary to the "conventional wisdom* on the issie:

Let me Lurn now to some specific economic effects of defense spending.

Ouring the past few years, there has been extensive discussion of the
the recession. the federal deficit, interest rates, investment (particula ly
business fixed - investment); productivity, and the trade balance. Since 06D
hds participated in some of these discussicns, it is appropriate for me to

Inflation

One concern that is sometimes raised is that increases in defense
prodiction will lead to inflation by causing major bottlenecks in basic
inguctries: The linkage Detween excess demand in individual industries and
ouerall inflation rates is by no means simple ang direct: As I noted earlier
however, the evidence indicates that the defense buildup will not cause major

bottlenecks.
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/

A second concern is the job-creating potential of defense~shending. DoD

[
o
o
wi

|

has used models developed by Data Resources Inc. to estimate the employment
effect of increasing non-pay defense Outlays. We found that each additional
$1 billion (1982) in outlays creates 35,000 civilian jobs. This is toward the
\ower erid Gf the range Gf estifates that we have seen Gf the eiiployiient effect

6% Eaaifiﬁﬁéi aé%éﬁié Eﬁéﬁaiﬁgl

the DoD budget. The critics misleadingly compare average employment effects

Perhaps the question is better put: Does a shift in the composition of

federal outlays toward defense reduce employment? The evidence su

the answer to this question is “no.»

6fﬁ§r ﬁaéraécansmic tf%’éfg

to submit their projections of the macroeconomic effects of increased defense
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spending. Hhi]e the projections differed somewhat in their details, there was
substant1al agreement that even large increases. in defense spending wou1d not

aﬁmihéte the economic situation in the mid-1980s. The evidence we have seen

suggests that this conclusion is still correct.

Taking a Broader View
. i

{ can appreciate the Task Force's interest in various specific effects of
defense spending. But I wodld siso urge that we stand back and look at these

topics from a broad perspective. That seems to us particularily necessary
because; as the aiscussions of various effects of defense spending have

praeéedéa and taken on a 11fe of their own, it is easy to lose sight of What

Virtually 111 of those involved agree that deferse spending should be

undertaken only for purposes of national security; and not for economic

purposes. Yet statefients about the economic effects of defense spending often
are fiade in the context of federal responses to relatively short-run changes

in eéconomic cwrcumstances It is; then, reasonable to ask exp11c1t1y' Shoula

defense spending be deliberately varied in response to flucfuafions in‘

economic conditions?

Under. present law, over three-quarters of total federal spending is

defined 35 relatively uncontrollable.  Programs in this category include
ocial secirity, anemployment assistance; and medical care. The remaining
one- quarter of the federal badget is described as reiatively controllable

primaruly because it is subject to. annualwapprapriations The defense budget
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adjusted in response to short-run economic developments. Defense budgets are
planned in terms of the commitments we have made and the threats we face, and
those commitments and threats do not ebb and flow with the business tytlé;
Defense spending, therefore, should not be cut in response to transitory
econonic concerns. Doing so is relatively ineffective on its own teriis; it

generally increases defensé costs; and it runs the risk of impairing oar

défénsés; even if thé fﬁfg are iémp,a'rary;

The effectiveness of using defense spénding
Timited by the fact that expenditures for major

so small because of the contribution of defense spending to GNP and

employment. Because of that linkage, favorable effects on the deficit of cuts

what type of systems to produce; and.on the number cf each to acquire; reflect

assessments of the threats we face. When pressures are brought on the defense

150
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budget in response to Short-run economiC EvEnts, we are usually forced to

postpone the start of fniew programs or Stretch out existing ones. In either
cise, reductions in ootlays come at the expense of increased spending in
fature years. Moreover; wien programs are stretched, total defense costs are
increased. Fewer units are purchased each year, thereby raising unit costs

and, ultimately, total spending levels.

Given the importance of major i)'r()(:ﬁréménf 'programé; their ]6;@ ﬁiéﬁﬁiﬁé

horizons, and their relatively small budgetary effects; it is easy to under-

reducing operating expenditures.  These are the readiness accounts; the

accounts that keep our forces running. Cuts in them imply equipment grounded

because of spare parts skortages; or fighter pilols whose proficiency has

ciffered becaisa thieir peacetime flying hours have been cut back.

1S THE PROPOSED DEFENSE BUDGET AFFORDABLE AND-PRUDENT?

The third major question being debated is whether the defense budget is
affordablie in terms of our nation's resources, and prudent in the light of the

threats we Face, our commitments; and our nation's objectives. I fear that
this basic issue is often obscured by Controversy over the detailed economic
effects that stem from defense spending--or virtuaily any large goverdient

program.

151
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There are thuse whu argue that defense spending 1is fundamentally

onproductive, in that the goods and services it buys are of no direct use t
the Ct\}iliéﬁ economy. This is an extremely narrow viewpoint, which fails to
recognize the purpose of defense programs. The defense budget is analogous to
prefiums paid on an insurance Policy or outldys for preventive fedicine: We
Spénd thé money on very f.én’g’ibié g’GOdE En'd Services tﬁ Drﬁvidé an iﬁténgibié;
but fundamentally important; service: national security.

Defense spending 1is, then, é matter of making prudent provision now for
future contingenciz¥. This is an allocation problem. Its proper solution
requires careful judgments on the level and structure of our forces, informed
by & long-run perspective on our nation's resoirces, our objectives, our

_commitments, and the threats we face:

jts share of GNP. We are aware that some dismiss this measure as simplistic.
It 45 simple--but met simplistic. In the context of the broad allocation
issue presented by defense demands, it is very much to the point to look to
the share of GNP devoted to defense.

<
I do not mean to suggest that there is some fixed share of GNP that

of defense spending requires weighing our resources against cur objer.ives,
our commitments, and the ;threats we face. My point is only that it is
relevant to the resource allocation debate to think in terms of the share of

GNP devoted to defense.
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large nor rapid; and it is clearly affordable. In fiscal year 1983, Dol
outlays amounted to about 6.3 percent of GNP and 25.9 percent of federal
outiays. Thase figures are fairly low by the standards of the 19505 and early
19605. In 1955--a boom year for the econofy--defense oitlays amounted to 10.5

percent of GNP, and between 1954 and 1964, they averaged 8.9 percent of GNP--

CONCLUSION

Tne three issues that 1 have addressed concern very different aspects of

federal policy.

Th question of the adeguacy of indistrial capacity has to do primarily
with defense plamning. 1t is an important issue; but has only fairly remote
Connections to broader guestions of economic policy; because of the relatively

iicdest lavel of defense demands in our total economy. ‘“hreover, it is a

The threats we face, our commitments abroad; and our foreign policy objectives
réfain our paramount concerns in deciding on the level and structure of .-
military forces. The familiar figures on the defense share of GNP that I
Cited refiect our recognition that the limits on our nation's productive

We believe tRit tHe present defense buildup is prudent when measured
dgainst all these standards. But recognizing the relevance of long-term
resource constraints to defemse planning is very different from agreeing that

economic conditions. That would be poor economic policy, as well as

detrimental to our nation's security.
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Mr. AsmN Thank you very much Mr Chu, for your testlmony

You say that the BIE study was done in August?

Mr. CHuU. The study was published in August 1982. It was started
in April 1980.

Mr. Aspin. Do you know what rate of economlc growth they were
anticipating at the time_in the economy?

Mr: CHu. As I recall; the forecast they were using was a bit more
optimistic. The study looked only at 1985 and 19’79 it did not con-

sider the intervening years:
Mr. AspiN. What happened is that lateh the _recovery has been

fa,q,,t,éf, than had been forecast I wondered whether that might

Mr. CHu. So far; we would not so conclude. The study assumed
that GNP in 1985 would be $1,691 billion in 1972 dollars. The ad-
ministration’s forecast, made last July,; of 1985 GNP—also in 1972
dollars—wqb 31, ()(‘8 billion, and the ‘miost recerit DRI forecast puts

Moreover at the peak of the last business cycle, manufacturmg
capacity utilization rates were in the mideighties. We are now in
the low seventies, 7% ‘percent or somethmg like that.

maximum reached at the peak of the last business cycle The aero-
space mdustry. in particular, which was an area of concern in the
late 197(V’s; is below the economywide average in terms of capacity
utilization.

So, despite the strong recovery in the last few months we don t
see 4 big problem about to hit us on the head. _.

Mr. AsriN. Let me ask you about the issue of bottlenecks and the
effects of the defense spending on the inflation rate: .
._Some people—not necessarily in_connection with these hearf
ings—worry about the defense industrial base in the country: They

claim that the industrial base in our economy for defense spending
is not in_good shape, particularly at the subcontractor level, I
guess, aind particularly in certain industries. | wonder-how that re-
lates to what_you are saying about the absence of bottlenecks? You
are right, CBO said the same thing yesterday.. -

__One of the people who worries about this 1stacR Gansler who

testified recently about the cost of weapons systems: Let me just

summariz~ from_his testimony. He says a mdjor trend that has

been observed; particularly in the post- -Vietnam decade; is a grow-
ing lack of inefficiency and responsiveness in the defense industrial
base. A qerles of reports at the end of 1980 all indicated sngmﬁcant
problems in the defense industrial base. -

There is a footnote for which he has No. 8 bit there is no text,
so I dori't know what he is citing:

But he says that typical of these reports was one. from the Houise
Armed Servwes Committee entitled, “The Ailing Defense Industri-
al Base.” It showed that there were sectors in which considerable
excess capacity and; therefore; economic inefficiencies existed. In
addition. they 1dent1ﬁed sectors where there was far too little com-
petition and again inefficiencies. They also showed that there were

significant bottlenecks, particularly at the lower tiers—subcontrac-
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tors :nd parts suppliers—and that these resulted in a lack of pro-
duction surgc capability. - -

For example; it would take over 3 years for an existing aircraft
production line to increase its output significantly. Later he goes

Gii to talk about this: in the testimony, stressing what needs to be
done to revitalize the industrial base: He says; for example; that in
dircruft. manufacturing there are. _many prodiicers—probably too
many given the number of aircraft needed—but for. tracked vehi-
cles there is only one supplier of tanks and one siipplier of armored:
porsonnel carriers. That means inefficiencies and costs go up. . .
" He talked about a situation at the subcontractor level for tanks
where you had to gét turrets, so you needed castings. There was
only one producer; and suddenly you had the probléms. If thesé re-
ports are right, how can it also be true what you and the CBO are
saying. thut there are no bottlenecks? S

Mr. Ctiu. 1 think there are several phenomena behind the obser-
vations he offered: We are concerned about this, too, and have tried
to trick defense demands down through the so-called second- and
ihird-tier industries; some of which are not broken out in the ag-

gregate input and output tables we and CBO use. ,
~ Mr. Aspin. First of all, are you into the second tier? That is
where Mr. Gansler thinks this occurs.

Mr. Cru. We are. in an aggregate way. Some detail has been
added to our models as a result of our dialog with industrial and
trade groups and individual companies that use our projections. We
are limited. however, by what the basic data bases can show us.
The input/output table we use includes 400 sectors. That is about
as far as wecango. . ,
~ Over the pust several years, we have sought comments on our
projections from_industrial groups. One comment has been, in

effect. don't just tell us that you will buy more aluminum or steel,
for example—the input/output table stops at that level of detail—

tell us specifically what vehicles or things the steel or aluminum
will go into. That request is made because steel or aluminum is not
a precise enough description of the product from the industry’s per-

spective to understand the characteristics the material must have
and what we are talking about. We have responded to that request.
" One of the things that lies behind Jack Gansler’s observations is
that the real value of procurement declined dramatically during
the 197(7s particularly relative to the size of the Nation’s economy.

So the Defense Department went from being perhaps an important
customer to being a relatively small one: - .

When you are a relatively small customer in any business, you
it less aiteiion from the people who are supplying the product.

And: of course: market forces do work, and there are fewer people
who decide to take up that particular business. Plus; of course,
towzrd the end of the decade—particularly in aerospace which is
an industry people know better and can follow. better because there
is more detailed reporting in_trade publications and other:
sources—we had significant production problems in the defense as
well as the civil sector. In addition, a major aircraft manufacturer
was [orecasting significant future production and was busy taking
out inventory positions ot 4 whole series of industriz! products.
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appointed. . o ; . S
_The other thing we have to keep in mind is changes iu real inter-
est rates; which atfect defense and nondefense buyers. of goods. As

real interest rates increase, firnis respond in a rational manner, re-
ducing planned inventories. Particularly in.a time of uncertain eco-
noniic circumstances, they want to avoid the risks associated with
large inventories since carrying cosls are so high. -

That fact adds to the lcadtimes you confront and, I think, exacer-
bates the problem. You go out and ask someone if they can produce
"X and they say, "Yes, but I don’t keep the parts. I have to ask
someone else to produce them.” That feeds perceptions that lead-
times are a problem.

Finally, we have to ask ourselves whether our memory of how
responsive the industrial base was 10 or 15 years ago is germane to

what really would happen in a major mobilization: This question °

partly what Jack Gansler is speaking to. Looking back to our exj,-
rience during World War 1I; it took us about 2 years to reach the
large wartime levels of defense production. ~ ~ =
_ Finally: there is one other point.I would make --and here I don't
have a set of enipirical information but only impressions. Because

of changes in technology; many defense demands are different from
demands in the civil economy. So we actually have plants whose
sole purpose is producing defense goods:. S

At the prime contractor level, there is a great deal of excess ca-

pacity in many industries; aircraft assembly being an example: We
are not planning to produce aircraft at anywhere near the rates
typical even during the peak of the Vietnam conflict:

_Now, demands at the lower tiers are sometimes a different

matter; und that is where the concerns have arisen: But even
there, one of the issues over time is how different the standards for

defense components should be from those for civil components:
That is partly a matter of policy. If you set higher standards for
defense goods, you make it more. difficult for sonieone to produce
those goods for you. There may be sound reasons for making de-
fense standards mcre rigorous because military equipme.:t has to

I would argue that to the extent we can adopt civilian standards;

while meeting military requirements, we will have more potential
suppliers in the second- and third-tier industries.
I think that is something we should be sensitive to. =~
~Mr. AsPiN. So have you people over in the Pentagon thought

about an_industrial policy? Mr. Gansler talks about one, but he is = -

not specific about what it would be or how it would look. ,
Mr. CHu.. We_have, but in pieces and_in dealing with specific
problems. We do, of course, have_the:Defense Production Act;
which allows_the Department to go to thé head of the line: The act
also allows the Department in_effect to subsidize capacity in cer-

tain areas by either guaranteeing purchases or helping to build
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things outright. Whether we should be allowed to do so is a matter
of some debate. R

 As I indicated, we are making a major effort to provide informa-
" tion on our procurement plans because we believe that will help in.

dustry in its planning. An important concern of the Under Secre-
tary for Research and Engineering, Dr. DeLauer, is the health of
the industrial base. This is always a consideration as we go forward
with specific weapons decisions.
~ We want to be sure there is sufficient competition over time in
an industry. That is sometimes a problem. -
‘We have not tried to have a single volume wrapped up saying
“this is our policy.” I think some people would object if we tried to
do so and would say with some justice that that is beyond the man-
date of the Department of Defense. = -~
~ Mr. AspiN. In the areas in which you agree with Jack Gansler;
why wouldn’t these problems create inflationary pressures even in
the buildup we foresee now? . - S
Mr. CHU. I'm not sure that the problems Mr. Gansler identified
are as pronounced as he would argue. Some of what he views as a
problem 1 interpret as the result of standard economic phenomena.
The market works. We became a less important customer; firms
jeft the industry. When we become more important, we can expect
firms to return. - - : . ,
Our interest in providing projections of defense demands, is to
mike sure people understand we will be a more important custom-
er. We want to encourage them to think about us early in the proc-
ess. To the extent there are frictions in that process, you will en-
counter problems. Part of our conclusion is based on looking at ca-
pacity utilization rates in various sectors of the--economy:. At
present; these are still fairly low. e
,,,M‘)'r- AspIN. How far does your analysis go, the input/output anal-
ysis? . S L o
" Mr. CHU. We take it out 5 years. In other words, we take the 5
year defense plan and translate it into outlays in_the 400 sectors
covered by the input/output table. We array the resulting projec-
tions in several ways; including an identification of the demands

stemming from the main appropriation accounts: I indicated earli-
er; we provide this breakdown because industry indicates that it is

_Most users are not interested in the whole package, so we give
themi the sections of interest to them: It is a 5-year forecast; and we
try to update it once a year. _ . o
- Mr. AspiN. In looking at defense spending you look not just at
the primes, you are able to get to the subcontractors?
~ Mr. Cau. What we do is take, say; a dollar of shipbuilding money
and; on the basis of historical experience, split that among the sec-

that go on ships and to manufacturers of some other items pur-
chased directly by DOD and installed by the shipbuilder. Interest-
ingly enough it is something like one-quarter of the cost of a naval

ship is spent on electronics or similar things.
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Then we apply the input/output table to these dire
to deterimine the derivative demands associated wi g
ar on shipbuilding. These resulting estimates of what we
call indirect demands include subcontracts and, more broadly; all
activity at all lower tiers derived from the prime contract.

us industries. o
industry experts and ask: Do you

. We show these estimates to

think this is sensible? Should we do it differently? Have we charac-

terized it appropriately? When we see anomalies, we seek advice on
d bt "

what is going on and how the estimates should be modified: This
process typically is triggered when defense spending is projected to
bo large in an industry (or which we think it is small:

S we don't start out by splitting defense outlays between the
prime contract and subcontract levels. We look instead. at final
deniand and track that to the industrial sectors in which the
money will be gpent. We then use those direct expenditures and
the input/output. table to compute indirect demands, which include
the subcontract level. 1 should add that what is prime and sub is
often a contractual decision as opposed to an economic one.

“Mr. Aspin. What about labor, does this analysis ge to categories
of labor? . o

Mr. Ciiv. We projeet defenise and defense-related demands for
some 60 categories of skilled labor. We also try to track about 70
categories of crude materials. -

Mr. Aspin. OK, let me ask you about the issue of the index rate.
Why is it, in your view, that the inflation index in defense is that
ditferent from. the inflation index for the general economy?

Mr. CHu. Well, that hasn't alwz¢s been the case: Of course; we

 these BEA indexes only back to 1972. As I recall, during the
earlv 1970's, the two indexes moved fairly closely together; in the
late 1970°s they diverged: . ) o

Mr. Aspin. Moved togethér meaning they were the same or they
just. moved together? . S
~ Mr. Chiu. They were ngt precisely the same. There was a year in
the early 1970's, I believe; when the BEA index was a little low rel-
ative to the GNP deflator.

hiz

In the Inte 1970's they diverged. When I say diverged I am speak-
ihg about the index excluding pay and fuel costs because those are
sepuarate problems: For the overall DOD index; rising fuel and pay
costs accounted for mich of the divergence from the GNP deflator.
We are a somewhat heavier user cf fuel. and our pay policy is a
product of administration recommendations and congressional ac-
tions: . ] -
~ So changes in military pay may not track with wage trends in
the private sectar. Those differences are important in_the final
answer, but for the nonpay and nonfuel accounts; the indexes still

diverged. We don't have a good explanation of why that happened.
I bélieve one elemeiit was the overheating that occurred in the
aerospace industry at the time. In the years ahead, we ought to see
the defense and nondefense inflation rates coming back down or at
least moving closer together, although not necessarily year to year:
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| would not attempt to.explain year-to-year variations in the in-
dexes. We have treated that as a problem; we are looking into it.
At the moment, we treat such variations as an observed fact about
which we.cannot do much in the short run. But we have tried to
inisist that the defense program be priced assuming the variations
are going to continue for at least the intermediate futare.

I wish | had @ good explanation.. o
,él\%&.?AsiiiN. What happened in the aerospace industry in the late
1970's? L . S

"Mr. Ciiu. At least as I would interpret it, we had fairly high
rates of production of aircraft for the Air Force and extremely high
rates of commercial aircraft production. # major manufacturer was
developing two new models of aircraft and, in anticipation of large
sales, was taking out inventory positions on parts; landing gear,
and so forth. S :
~ As all those demands converged, suppliers- to the-aerospace_in-
dustry experienced_constraints i production capacity and lead-

times lengthened. it was never clear what the lcadtimes meant be-

cause some of the orders did not require that money be put on the

table when the order was placed. But in that period, all these fac-
tors. were coming together. Then we had a sharp downturn in
demand for commercial airliners, both existing and new models,
and a différeiit picture emerged. L o

Mr. Aspin. Do you have a forecast of where the DOD price index
is going to go? , o T

Mr. CHu. We do have an official forecast for what are called
major commodities—meaning major weapons systems. We project
that this index will increase more rapidly than the GNP purchases
deflator used in the. forecast.

Mr. AspiN. It is higher?

Mr: Cuu: The official forecast is somewhat higher; yes.

Mr. Aspin. This is forecast out through when? L
_Mr. Cuu. We do it for 5 years, and then we really straightline
beyond that for ships, for which outlays. sometimes run- over 7
years. The reason we need the forecasts is that, as you know,; when
the Congress appropriates money for ships or aircraft, it allows for
anticipated inflation. Obviously one reason we_prefer to be cautious
on this issue is that in the decade of the 1970’s, the Department
was constrained to using the OMB forecast. To put it most charita-
bly, the OMB forecast was right, on average, 1 year in 10.- The
effect on_our program when OMB was wrong—or when we got a
budget that embedded that set of assumptions—was that people cut
back on support equipment or spares or on other items needed to
operate a weapon system in order to adjust for the fact they didn’t
have the money in the procurement account. D

So we are trying to be conservative in our inflation projections.

Mr. Aspin: How much higher are you than the official forecast
fortheCPI? = ! : B

Mr. Cuu. We are one-half percentage point above the increase
projected for the implicit GNP price deflator. . .

Mr: Aspin. Do you know what you are forecasting for.inflation?
 Mr. Criu. The overall deflator; which includes pay and fuel, was
forecast to increase by 3.6 percent in 1984. The forecasts for the fol-
lowing years are in the range of 5 percent. For 1985, we were—this
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is as of last February l—forecastlng 6.1 _percent for all accounts;

and then descending toward 5 percent out into 1988: These rates

are comparable to inflation rates for the economy as a whole. The

projected inflation rates for defense purchases; excluding pay and
fuel, are- as I said, about one-half percentage point above the im-
pl1c1t GNP price deflator. The inflation rate for major defense com-
niodities was forecast to be about 1.5 percentage points above the
GNP implicit price deflator.

Mr. AspiN. Why is there this difference; the divergence between
the CPI for the economy as a whole and defense?

Mr. CHu. I am not sure there is_a difference with the CPI; our

comparisons_have been with the GNP_purchases deflator. 1 would

not. argue that the difference should be permanent: We did see a

difference in_the late 1970’s, and we are being careful not to get

ourselves in trouble by assuming that problem, whatever caused it;
is going to go away. As I said, this is a subject we are looking iﬁ!@
because. it is hard to explain the year-to-year differences in the
BEA defernse index and economywide inflation rates.

To defend the "lm‘A deﬂator our 51tuat10n 1s a lot better than 1t

goes to a great deal of troubie to try to construct the best index it
can-for th's marketplace..

_ Mr. AspiN, Leaving. a51de the year-to-year fluctuatlons, it seems
to_have run higher than the index for the entire economy:.

Mr. CHu. In the last half of the 1970’s, there was a divergence. In

the first hailf; the two indexes moved more or less together:
Mr. AspiN. OK.
Mr CHU So i would not argue that the \.Ivergence IS permanent

1980’s is conSIderably hlgher neaily tw1ce as high as the GNP de-

flator. So the difference continues after the latter part of the

1970’s. - -
_ Mr. CHu. Oh yes, I am not saylng it stopped in that perlod of
time. The dlvergence has_nct come down as niuch as I would have
expected. But I can’t explain the phenomenon. We wish we could.

Mr: ASPIN: Basmaliy you don’t see any reason why in the normal
scheme of things it shouldn’t be the same, and what we are trying
to explain is the phenomenon of the late 1970’s; is that right?

My. CHu. In theory. I have no theory.that says——

Mr. AspiN. No theory for why it is different?

-Mr. CHu. That is r;ght For the overall defense budget you get
dlfferences because of our separate pay assumption. Our pay rates
do not necessarily track. private sector wages: They could be higher;

some have argued we will need higher wage rates in the future.

Mr. AspIN: Or it was lower_than the economy for the 1970’s and
with the big pay increases in 1979 and 1980 it was higher.

Mr. Chu. Yes; and, similarly, we have the fuel price effect. We
don 't pay a different price, but fuel costs account for a larger part

of our budget than they do in the GNP purchases deflator. The di-
vergence may. result from _that compositional issue. The deflator
would clearly be different if we bought a different set of goods. Per-

haps.if we broke the GNP. pnrchases deflator into components; we
could see an explanation. But I don’t know.
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We haven’t potten far on that work. We may see that the differ-
ence is all compositional becavse we are buying things at the high
end of the scale:. o . o

Mr. AspiN. One of the arguments that some people have made—
maybe with inflation coming down now it is not made with the
same degree of fervor—is that we ought to. use a different irnflation
index in calculating real growth in the defense budget: In other
words, we shouldn’t use the official numbers for Government-wide
spending; we shou'd use a different number for defense. Is there
any change in policy about what we use?

Mr. CHU. No, sir; except for the fact we are permitted, as we

have discussed, to have  major commodity index. So we are per-
mitted to have a—— e
Mr. AspiN. To have a major commodity index.

_ Mr. Cuu. Yes: and it is different—higher in the present case—
from the GNP pirchases deflator: So to that extent there is a dif-
ference, yes: . R o :

Mr. AspiN. All right. Let me go to the issue of longrun economic
rowth: Leaving aside the very important issue of how defense_is
paid for—which could create problems for economic growth—the
issue f.would like to raise; and have been raising with other wit-
nesses, concerns the fact that relative to our trading partners and
sconomic competitors we spend more on defense. In Japan, we have

the most stark case. Japan spénds less than 1 percent of its GNP
oi1 defense: . S

Does it riot have an impact on our rate of economic growth to
spend 5 or 6 percent of GNP on defense, with Japan spending less

than 1 percen: of GNP on defense? - - . : o
That is an awful iot of resources which we are futinieling toward

the production of defense goods and the Japanese are funneling in
other directions: Obviously not all of that will go into investment,

but a chunk of it will and if you developed a policy to push some of
that into investment you could probably capture a bigger chunk in
investment. - L
Has this not had an impact? I am_not saying that it is the only |

explanation for why Japan is doing better in productivity in Some
rather notable products over the 1970’s, but is this not a contract-
ing factor? , - B
~ Mr: Cnu: I have not seen persuasive evidence, that it is. I am gen-

erally familiar with the simple cross-national’ comparisons made.
People who make such comparisons tend to leave out the data
points that contradict the theory: Taiwan; for example, spends a

‘high proportion of its output on defense, but it also has had a very

high growth rate. I am also leery of cross-national comparisons be-
cause the underlying explanation may be something else and there
iriiay be just an accidental liner between: the variables you're corre-
ating: . . ;

It is particularly disturbing when cross-national comparisoris
cannot be. sustained with the time-series data from a particular
country. If you look just at the United States, there are a lot of ex-
planations for the decline in growth over the last 15 years. o

‘Defense spending as a share of GNP also declined over. that

period. So 1 would argue it is very difficult to construct simple

U D IR R S R |
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theory thiit links the proportion of GNP we spend on defense to the
rate of economic growth we huve sustained.

therefore; were able to have a very high observed rate of growth.
But what they were really doing was putting back something that
wis shattered by the war: i
At that is true—this is a conjecture on my part—you would

expect to see their rates of growth decline over time. We are seeing
that. In Germany, the rate of growth has leveled off quite consider-
ably, and even that of Japan has slowed down.
_.So I am not persuaded that the amount of GNP the United
States devotes to defense is an important explanation of our
growth performance in recent years or need be an important factor
in our futore performance growth per se. Nor has Dennison’s work
necessarily sugpested that defense spending is very imporiant in
that regard: - S o
~ Mr. AspiN. Let me pursue this a little further. I think clearly you
can have high economic growth and high defense spending depend-

ing on how much you can convince your population not to con-
same:. . . R .
- Ulearly if we wanted to tell a generation of Americans tnat their
consumiption. level should be less we could tax a great deal of that
moncy, put it into defense, put a big chunk inta investment for
futore economic growth and everything would be all right.
_ So yes, you can have higher defense spending and longrun eco-
nomic growth: The. correlations don’t necessarily mean that if you
are spending high in defense you are not growing. Something else
ey be going on: The Taiwan case I don't kriow about, but clearly
other things can be going on. - T
-When you raise the issue of time comparisons with people, they
claini of course that there are lags—the effect is a lag effect. I may
huve in the 1970's not very good economic growth at the same time
thil vou don’t_have very high defense spending; but what they are
saving is it is a catch up from the past; not what is going on at the
present time. S - .
The problem I have with the point of view.that it doesn't matter,

is that it would be hard under any economic theory to think ynu
could take 5 percentage points of gross national _product with no
effect. The difference between & percent growth GNP going to de-
fense and 1 percent of GNP going to defense is that 5 percent; and
soriichow it is assumed that you can either spend it on defense or
not, and it just doesn’t matter:

That is an awful lot of ——
. Mr. Cuu. I am not saying it doesn't matter. 1 was trying to argue
that it need not affect—historically hias niot affected—the rate at

162




O

ERIC

Aruitoxt provided by Eic:

159

which our economic base and our productive capacity expands,
which is o somewhit different kind of statement.

Mr. AshiN. OK. , ]

_Mr: Cuu; That is not to say it doesn’'t have to come from some-
place. It does. It may come from unused capacity: It may come
from capacity we are not using to produce other goods at a given
time in the business cycle. Employment will then be higher than it
would otherwise be: But that is a different plane than statements
about how the proportion of GNP devoted to defense affects, in an
imiportant way, the rate at which our potential productive capacity
expands over time. , o ] S

1 would argiie that it is tough to explain U:S: growth perform-
wice; or any other country’s, on the basis of defense spending.

‘At theé extreme. take a case like Israel—that is. a different
matter. But in that case we are talking about spending 30 or 40
percent—— S .
~ Mr. Aspin: I am talking about our level of spending versus the
Japanese. [ am talking about the specific comparison there. The
numbers of engineers and technicians; scientists of various kinds
that we have devoted to defense versus the miniscule numbers de-
voted by the Japanese—what does that leave in terms of scientists
and engineers devoted to consumer goods? I cannot believe that it
doesn't have some inipact on the quality of the Toyotas versus the

Mr. Ciivu. 1 think on that specific issue—and I will come back to
vour other point—we want to be careful not to look just at demand.

Yes; we may demand a high number of engineers and scientists,
biit we also have to consider supply phenomena over time. I would
argue that market works. It works both ways. I can recall when I
moved to Los Angeles in the early 1970’s the newspapers. were
filled with stories about the great national disgrace of engineers
having to work washing cars. That situation turned around toward
the end of the decade: So there is a supply side to the engineering
and scientific personnel problem. Supply responses do have a lag;
which again is why there is great merit to pursuing a steady course
in these matters so we don't keep changing signals.

other things ought to coime in but—— . . : :
~Mr. Cuu. If I can come back to your broad question, the opera-
tive policy question is if we cut defense to, say, 1 percent of GNP
would those things that are judged to produce future growth—Ilike
investment—rise? I think if we step back and look at U:S: .invest-
mernt patterns over time; the answer is “not necessarily.” U.S. net
investment has been a relatively stable share of GNI over a long
petiod of time: In fact; there has been a controversy about why we
don’t seem to invest «s much as other nations do. : :
Mr. AsriN: You say, going back a long distance in time, where do
vou go back te?
Mr. Cuu. Several decades:
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) Mr ASPIN. Basl(.dlly this phenpp)enonea falxly hlgh level of de-
fense spending in the United States taking a decent chunk of
GNP— this phenomenon is post-Korean war.
Mr: CHu: Yes, sir.
Mr. AsPiN. So any. comparlsons wrth the 1950’s——

Mr. CHu: No; in fact if you look at the broad histarical record;

one of the interesting guestions is why, for some period of time, the
country seenis to have invested less than at least some other
modern developed countries are now doing.

1 am not sure why that is so: My readmg of the literature is that

people are not sure why that is so or what the effects are. All I am
saying is that if you cut back defense. spendmg dramatically; you
would not necessarlly see spending go in the directions that would
promote economic expausion through investment:

Mr. ASpiN. Correct. If you did it with any other Government

policy associated with it, presumably a percentage of it would go to
investment. Now probably most of it would go to consumption, but
if you accompunied it with a direct Government policy——

Mr. Cau. Obviously. But you could have a_direct. Government
policy i the absence of such a cut if you chose to do so:

Mr. AspiN. Then you are asking for a real reduction in the stand-
ard of living of most Americans.

Mr. Cuxu. Not necessarily. If; for exampl p’a'rtj(j,ffthfé’ p;ri;c'efjé
being paid out of unused capac1ty, you don’t*have quite that prob-

lem. Now at full employment—I am not trying to duck the issie—

at full eruployment, yes, it has to come out of something: Some-
thing has to give. We_have to pay for it somehow. _
_There 1sn t a free lunch. We would argue we get somethmg im-

over time need not be retarded by defense spendmg -
Mr. AsriN. No; it need not. The question is; has it? Is it an expla-
nation?
Let me pursue this again. Take a full employment case——-whether
the economy is or .is not at full employment is a separate issue to

be pursued by good fiscal and \onetary policy. You yourself said in

your testimony that you shouldn’t use defense. as a stabilization

tool. OK, fine. Assume we use\other stabilization tools to either

produce full employment or if we dont it is because we are not
pursuing other policies.

So you-take the full employment case; then start looking at GNP
shares. How much goes to consumption, how _much to investment,
how riuch goes to government of various kinds?

We have spent more of government; at least on the defenise part

of government, of GNP shares than the Japanese:
Mr. CHu. Yes.

Mr. AbPlN Where doeq that GNP share come from? Well; it

Mr. CHu. Yes. .
Mr. ASPIN, In Wthh case the cost of the Umted qtates bearmg

the blg deferise burden compared to dapan is that our senior citi-

zens, our poor and oiir Welfdare people dre less well off in this coun-
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iry thin they waie in Japan. The cost of the defense is borne by
those folks. ) o e

- UK, a second possibility -is that it might come out ¢ consump-
tion. We would just spend less—) percentuge points less on .con-

sumption than the Japanese in this case. Which means we have

the same investment, the same level of nondefense Government
spending, but higher defense, so lower consumption—which means
that if you can_ convince 4 generation of Americans that they

should sucrifice z little personal :rain themselves for the future of
the country so that we can be strong in investment as well as
strong militarily with high Government spending you end up with
a solution.

Say this generation . is not in the mood to sacrifice for the future
and to sacrifice for the United States to be a strong military power.
In fact, they look to Japan and say I want my sfandard of living,

my cqnsumption,,td,bé,,Whét,,Ehé,Jéﬁaﬁbiﬁ,,hfd‘,’e,z,, R
« Liet's suppose that the pressures are such that you cannot get—
that you don’'t want to have the senior citizens and the welfare re-

cipients doing as badly as they are in Japan.
“Mr. Ciiu. It I might interrupt, that is one thing that is not an

outcome: because those are transfer payments_for the most part.
Transfer payments are & matter of how much you want to tr.nsfer.
That is. not affected by the: share-of-GNP issue.

Mr. Aspin. It is but—— . S : . : . o
~ Mr. CHU. Consumption i¢. no doubt about it. Investment might
be. but as we construct the .:dget; the problems you are all citing
mostly involve transfer payments. .

Mr. Aspin: They are transfers; but to transfer you have to trans-
fer to somebody else who considers it a consumption: . . :
_ Mr. Cuu: But in the end—what you are really honing in on—at
full employment the price is paid either out. of investment or con-
sumption in.the aggregate. We can always change the composition
of consumption with transfer payments:

"Mr. Aspin. But the problem from a piiblic policy standpoint is
thit when you tav. penple who are producers and you spend_it on
defense or you sp¢ id it o food stamps—that part doesn’t matter—
beciuse vor =4ill nave to take it away from these cther people over
aere, tadporere, I o
{ curit-ot helieve that 5 percentage points of GNP ove: zll ihcse
diades does not matter. s

»r. Cue. It matters in the sense that il we
selves to pay for that, we could; other things

n
a highe: rate of consumption. We wolild aiso have
‘tuntion, and whut we are buying with deiense expenditures :
-+ -ity. We consider that an iinportant commodity.. . ,
The testiony of many ~oung Americans ¢ their fecling of prida
and patrintism for their ‘suntry and the kind of society we havea -
sugpests it is worth paying a tax of ihis size fo su.inort, Su we
bousrht that particular mi: »f goods: o L o

The Japanese case is a Spéuv.al one, d case thit early U S pistwar
polity he'ved ncourage
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i \\II'\J All i 4}11 )
\h ( HU: Hu- 1?‘(1(- of wh(-lhm we could have a largfe" f‘onsump-

knm\lvduv of h(m to do so, hlgh rates of economic growth

Mr. AsPiN. We don't know. very much about the problems of eco-
nomic growth, and we don't have a lot of answers about what to do
exeept to say; if you do increase investment——

Mr. Criv. But the issue I point to_is the connectlon between cut-
ting.defense apendmg uand. increases in investment: If you look. at
history! the proportion of GNT speiit o1 defense did decline in the
last 10 vears ar so; but we did not see any rate of increase in GNP
given to net fixed investmeit.

Lwn lf \ou undextal\e a (;ovemment pollcy to encourage invest-

If yvou want to go_ back to basnc economic theory, then all the arti-
cles we tulked ubout on what the national rate of investment reatly
was and the gelden ;frowth path and whether we are on it, and so
on_und so forth.

Mr. AsviN. | fain't 'r'on;'o'rﬁben it either, but I think thgp;,f,ygu do,
it is quite clear that just cutting the defense budget—assume that
puace breiiks out and you can #o to a l-percent GNP—clearly, just
cutting the defense budget won’t mean a big increase in investment
ill by itself.

You have to accompany it with a policy to shlft some of the
money. and it would have to be a part of a deliberate policy: You

are right, you hdve to be very careful how you view that pollcy

Mr: Cnu: It i$ not always clear that fixed investment is the
dl]\\\(‘
~ Mr: Aspin: 1t seems to be about the onty thing we know how to
do.

Mr. Crie. We certainly feel satisfied when we have more of it.

Mr. AspiN. Otherwise you are stuck with a posntlon of saying

“We don't know what it is. and we can’t do it anyway.

Mr. Cru: The broader question is;, How do you promote economic
srowth? 1 would uige that we start out by specifying what policies
support that objective rather than by focusing on a particular fi-
nancing approdch to increase one set gf accounts in the economy at
the expense of another. We are not convmced that simply increas- ]
ing ii;\"vsmwnt by itself is going to result in broader economic .
gm\\l 1. i

Take the Soviet exumple. They have invested heavxly in certain
basic industries vet have not_achieved high rates of growth.

Mr: Aspir: Investment might mean more than just capital invest-
ment. .

Mr: Cho. It might well.

NMr. Aspin. That tikes moiney, too. If you adopted this nohcy, and
vou could take that 5 percent of GNP, you woilldr't want to put it
all into buildings and machinery, you would warnt to spend some of
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it on education and on R&D, and you would want to adopt an
across-the-board policy of what you do with that money.. -

Mr. CHu. Yes, sir, although again, I would urge, if economic
growth is the objective, we ought to start by asking how we can
Lest promote that objective: Some of the entiohs have very little to
do with raw resoiirces, but with the rules of the game: . ]

Some would argue deregulation is a useful tool. That has spurred
growth in some cases. '

Technological innovation may not tws a function of how much-you
§:Jend, biil of how you spend the-movey:

Reduction in transport costs ir: the late 19th century, for exam-
ple. were a great stimulus to tHe growth of larye scale industries
which used then-advanced technoiogies.
~ Mr. AspiN. Let’s go on to anctler «
you mentioned is the instability in d@uicnse

. {.w of the things that
ds spering, that you don’t
wiant to use defense spending as a stabuis r. S
 Part of the problem is that public upiniion is very volatile on de-
fenise? - . L

Mr. CHU. Yes, sir.

Mr: Aspin: It seems to me that we are nct doing a very good job
of how we deal with that volatility. We keep bemoaning the velatil:
ity and keep talking about agrecinents between the Congress-iund
the. President about a constant rate of growth in defense spending.

We can argue about the numbers, but people seem to think you
need ..n agreement between Congress and the President that we
will have a 5-percent rate of growth for 5 years. That ignores the
frict that what drives. the instability is public opinion; and that

public opinion might shift, and in which case any compact between
Congress and the administration would break down immedintely
because probably both of them would wint to change the tiius of

the contract: o ] . il
_ Suppose we decided on a 4-percent real rate of growth in defense

spending; and all of a sudden the deficits push up the interest
rates, and thern the whole economy looks:like it wiil stall out and

we._are into another recession. That 4 percent won’t hold.

~ The pressure is going to come to cut Government spending and
you will not have a 4-percent real increase in spending. On the
other hand; suppose the Soviets do something nasty; the 4 percent
woi't hold either because everybody will want to increase it.

I think that rather than talking aboul maintaining a level of eco-
nomic growth that is constant, we ought to recognize, at least for
the foreseeable future; that deferise budgets are going to be some-
what driven by events and figure how do we define defense budgets
in that kindot world.. - . S
_Suppose we decided we wanted to figure out some way_in which
we could ‘do this, where there is some part of the defense budget
that can expand and contract without a lot of repercussions, be-

cause starting and stopping . production lines or speeding up or
slowing down production lines is not a very good idea. ~ ~ - Lo
 Are there other parts of the budget that could be cut back? 1

know people say “Well, you are cutting O&M, and readiness,” but
of course, thuse are the things that you can probably pick up again

quickly with minimum problems, unless they are not minimum
preblems: .
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. Mr CHu. I would argue against making the adJustments on the
O&M und. readiness side, because the problems can. be quite sub-
btantlal What htlppens is that people say “It will be temporary.
We will cut buack ﬂymg hours; don’t worry; we will réturn . to the

program next yeor.” Next year it could be very paml'ul to get that
kind of money back:

That is part. of what we did in the 1970’s. We cut flying hours
way back. We have had 4 turnaround on that, and we would like to
get close to 20 hours a _month; which is the goal that the Secretary
annournced. That is still below what the Israelis do.

I would argue that the real cost from trymg to change L O&M
force than the one you thmk you are paymg for The a'r'gu'm'e"n't I
would make is, that if the Nation decides it wants less defense, we
need to be exphcrt about where. Are there accounts that you can
try_to manipulate.in the short run? .

_.One of the problems that we as a department face—and some

members of this committee have been sympathetlc—ls that budget-
ing is done on a very shortrun basis, 1 year at a time.
I recognize that the kinds of factorrswyrqu describe make it ex-

tremely difficult to reach, and even more difficult to enforce a
longer run view.. But Ido thmk that if the Department were under

issues: .
I would argue the whole debate would be mljgroved 1f ‘we went
for an intermediate compact; and the longrun compact were more

sulJect to the kinds of pressures you indicate.

Ir. Aerm Even thh that; *hough, it is not I mean that may

ministrations that have pulled back entire budgetsfand,fnesﬁubmnﬁt;
ted. Jimmy Carter had a budget and when interest rates went
through the ceiling he pilled it back and presented a whole new
budget:.. These pressures come from the public; and it is not neces-
sarily the Congress that responds.

What I am saying is that; yes, the ideal thing to do is to decide
what the rate of growth is and then adjust the whuie defense
budget to that rate of growth; but the problem is that that rate of
growth assumes that the future is gomg to be like.the present: }

One thing for sure; the future isn 't going to be like the present. I
don't know why it is: We adjust the whole budget for a 3-percent
rate of growth and all of a sudden the world changes and we are
adjusting it to a_d-percent rate of growth and then we are back to a
3percent rate of growth adjustimient.

It seems to me that, yes, there are difficulties with addmg and

subtricting in any of the accounts, whether it is personnel ac-

counts. procurement accounts, the O&M account, whatever ac-
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the dvionso budgot are subJect to the least amount of costs with
those fluctuations, and try to figure out a way to design a budget
assummg that people are lookmg to. cut defense but somehow be-

defense spending again.

Wh at can we take out now and. put in later on with less cost
ih 10 = urting and stopping productlon lines, which _is probably the
BTN ‘ostly We ought to decide what is and what isn’t the most
“ —1\

: €uu: I am not sure I have an answer to what is least costly,
t ‘nmong the more costly types of changes are cuts in readiness
nditures: You are never quite certain when you need to use
tnose resources. Cuts in the readiness accounts tend to erode capa-
bllJ les over tlme

Mr. CHU We do thiat. We don’t do as good a job telling our story
in that gard ‘We keep forward deployed units at higher levels of
reudiness evi ~og -y units in the United States, we
make fine distinztions

sinong thie levels of readiness we want them
to achicve:

_ There is a major brcxk between Actlve and certam Reserve
Forces; so we make distinctions between those units as well. We
don’t keep ¢verybody at the highest readiness level.

Mr AspPiN: You ought to do more of that

tmrron(.y, you are tikely to see it coming. The minor ones; you are
ot likely to see. .

Mr. CHu. We try to make those kinds of distinctions. .

The difficulty is that, given that the Department has already
made some suich dlstmctlons——although some_people might quarrel
with how we have done it>~and given.that you have a set of those
distinctions_already embedded in the budget, cuts in the readiness
accounts affect the training of aﬁ units; not just the readiness of

specific ones. Administratively, since we have already made deci-
sions about what ‘the relatlve readmeSa of vanous umts should be,

Mr AsmN I would agree, bL 4 [ am argumg, 1fyou are going to

cut; make sure it doesn t occur in something like that:
Mr. Cxu. That is a fair challenge.
Mx AHPIN Otherwxse we are gomg to end up wnth the cuts occur-

hm de51 to start up agam

Maybe ammo stocRs—people would argue that ammo stocks is

less danperous than training; because they are a pipeline oper-

atlon

[
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susceptible to shorter run changes. Such a policy is acceptable if
you are comfortable with your stockage position to start out with:
If you are not; you are left with a Hobson's choice. ) )
~ Mr. Aspin. There is going to be no answer to this, and people
talk abont how.you ought tc agree on a rate of growth and stick
with it. That will carry so far. Looking at the events of the last 6
months; we could not have anticipated. that; and all of those things
have tended to drive the defense budget.in different ways, so it
seems to me that we—including you :guys in the Defense Depart-
ment—ought to think through thése ideas and-then talk to Con-
gress about it: . - ] ) A
There is a tendency to stonewall over there, and say, Look, there
is our defehse budget; by God; this is what we think is enough to

defend the country. If you want to cut it, the blood is on your
huands if our defenses are not adequate: :
The dialog needs to be there.
~Mr. Cuu. In all sincerity, a 2-year budget would Lelp the dialog.
The Department finds itself constantly dealing with budget issues,
much g thie Congress does; and as a result; everyone is driven to a
very shortrun orientarion. What you are posing are the longer run
kinds of yuestions, and I think the situation would be helped_ if we
could find a wuy to get a stronger intermediate term, 2- or 3-year
verspective on the more challenging and important questions we
need to confront. L
Mr. Cuark. [ think you huave o leave pretty soon: .~ . -
What vou said in your testimcny is that a billion dollars’ worth
of defetise spending creates about 35,000 jobs:

Mr Cnu. Right.

Mr ¢raxk. | anderstand that billion dollars is defense spending
on goods. .01 induding nav or retirement. It is a billion dollars
spiead dcross all of the ot ier military accounts:

Mr. Chu. Right. e

Mr. CLARK. Neither pay or retirement; but just about everything

~ Mr. Cuu. The absolute figures will depend on which set uf
models_you use and on. the particular assumptions you grind into
theni. The conclusion 1 would want to stress is that when you com-
pare defense purchasés with other Federal purchases excluding
transfer payments, both produce about the same number of jobs
per dollar spent. e :
‘Mr. CLark: The problem I have with that is when CBO does that

“same thing, when they exclude personnel and retirement, they

only get about 20,000 jobs: There is a big discrepancy there.
Mr. Ciiu. We have been through that with them as well: Some
models _have produced numbers in the 60,000 range. = .
Mr. CLaRK. Do you suggest that your 35,000 is at the low end?
Mr: €nu: It's in the lower end of the range. There is one consid-
eration—-among others--That you should be aware of. Scme esti-
muates are -calculated. from the establishment survey of employ-
mient; others use the hi:.sehold survey-of employment: Those yield
different results; but th+; don’t change the basic conclusion I otfer,
which is that a-dollar spent on defense purchases will yield the
same number of jobs as a dollar spent on nondefense purchaze:.

J
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created and—what is germane to this discussion—in their interpre-
tation of how changes in the business cycle or in the level of gov-
ernment spending affect employment levels. = =

That may be an element in the difference between our estimates
and those of the Congressional Budget Office.

Mr. Crark: It roughly doubled: .

Mr. CHu. Yes; you have to be careful with some estimates.
. Mr: Cuark: Your estimates would be higher than 35,000; higher
than the pay account?

Mr. CHU. Yes. ; R

Mr. Crark. CBO's comes out at about 25,0007

Mr. CHu: Yes: s - e :

Our estimates are calculated using an input/output approach in
which we look at both direct @and indirect demands: I do not recall

Mr. CLARK._You are comparable on that basis? : o }
Mr, CHuU. There is also the more Keynesian type of induced
spending. . . S
_Part of the explanation may also lie with the two different series

that are used to estimate how muany jobs there are in the economy.

It is awkward that our statistical processes, Government-wide, pro-
duce different answers: . . : o : L
~The basic conclusion is that, in terms of its job-creating effects,

defense spending is, on average; neutral relative to any other kind

of Federal purchases. The differences in models will, however,

change the absolute number of jobs estimated:

~ We have made these estimates with a variety of models and you

can produce numbers in the 60,000 range. You also have to under-
stand whether people are talking about an average over.a period of
several _years or about an impact multiplier; for example; the first
yeareffect. =~ S oo

~ Mr. MurTor: You said some models can generate 60,000 jobs.
What are they? . = :

Mr. CHU. You can get much higher numbers. =~
~ Mr. Muvrtor. All of the ones I have seen, including the ones out
of your system, are —— o N

Mr. CHu. The one we would stick to is 35,000..

Mr. MuLTtopr. Who gets those higher numbers?

Mr. CHu. I don’t want to blame the people invotved. . . . .

We have used both Chase and Wharton models to look at this
question; and I would be delighted to share those numbers with
you,,' g e el il il
Mr: MuLror: You would; f you could submit them.
Mr. CHu. These are cur manipulations of their models:
Mr. Murtor: If you could submit those.
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reduction in civiling eiiployinent of about 45,000 over the three years 1983 through

LS5, The corresponditiy estinintes from the Chase Econometrics model are about
28,000 in 3 and an avernge of about 6:3;000 over the years 1983 through 1385,
"~ The eniployment-multipliers implied by the Wharton model were computed by
staff in the office of Program.Analysis.ind.Evalaation in the office of the Secretary
of Defense in consultation with Wharton Econometric Forecasting Associates. The
multipliers for the Chase mddel are taken from David Cross and Edward Friedman,
“"Model Notes 11: Multiplier Properties of the Quarterly Model,” Chase 'Econome-
trics. Microeconomic Forecast iind Anlysis; Janunry 1953, .
- Mr. Murtop. | had only one other question. You said in your tes- .
timony that $1 cut out of defense spending only reduces the deficit
by 50 cents. Is that true of iondefense spending as well?

Mr. CHu: Transfer payments have a larger effect.

Mr. Muvtop. Thank you.

Mr:. Aspin: Thank you. L

Our néxt witness this morning is George Brown.. e

We had a witness who was supposed to be here from the Council
of Econioniic Advisers but the White House thinks he is going to
say the wrong thing about the deficits so they won’t let him come: *
~ We are happy. and_pleased to have Mr. Brown here who is the
group. vice president for Data Resources, Inc.

Welcome, sir; and let us start with your opening statement. /
STATEMENT OF GEORGE F. BROWN, JR., GROUFP VICE
PRESIDENT; DATA RESOURCES; INC.

Mr:. BrowN. Thank you; Mr. Chairman.

I will try to summarize my testinmony since I have distributed
written copies of it toyou. - - S :
~ Our Nation is now 5 years into the first period of sustained real
investment in its military forces since the end of World War iL
Built upon a strong consensus regarding national security require-
ments reflected in the budget submissions of both the previous and
current administrations-and in the decisions 'of the Congress, this -
investment program has increased the Defense share of the Na-
tion's gross national product from a post-World War II low of 4:6
percent in 1979 to over 5.5 percent this year. . e
The positive real—inflation_adjusted—rates of growth in defense
spending sirice 1979 reflected in table 1 have reversed a_three-
decade trend toward lower real levels of defense'spending that has
beeri interrupted only three times since the Korean war, in 1957, in
1961-62, and during the Vietnam buildup of 1966-68. Furthermore;
recent budget decisions have established a basis for continued real
growth in defense spending, with defense obligational authority

substantially. above outlays as_a_ result of the concentration of
spending within the weapons.procurement accounts. . .__ ___ ...~
While the current and projected defense shares of gross national

prodiict and Federal Government spending remain low by any
recent: historical standard except that of -the late 1970’s; the in-
creased emphasis on defense spending has forced an examination of
its economic impacts. This examination has focused on not only the
ways. in which defense spending decisions ifnipact upon the econc-
my, but also on the ways .in. which--overall economic conditions
impact on the costs and feasibility of defense programs. . .

__Both questions 'sssume increased importance as debate begins on
the fiscal year 1535 budget, with the economy now showing sohid

NN
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sighs of recovery fromi the devastating inipacts of the 1980-82 re-

cession zind  policymakers fucing the challenge of identifying the
mix of fiscal and monetary policy which can sustain the recovery

without reigniting inflation: The obvious focal point of the fiscal

_year 1985 budget debates will be the Fedeial deficit, now approach-
“ing 3200 million and 5.5 percent of the U.S. gross national product.

The ability of the economy to support defense programs; the eco-

noniic impacts of defense spending; the impact of defense spendi~~
on_emplovment; the impact of defense spending on the Federai
deficit; the relationship between defense spending and inflation;
and the ability of the defense industrial base to support ongoing

without threatening the long-term_health of the U.S. economy. At
the same . time, however, .it is essential to recognize that. such
spending is not costless; the key question to be addressed is the
way 11 which defense spending is finalnced: The issue. of financing

defense spending becomes particularly important given present

"monetary policies; which are unlikely to accommodate large defi-

~its as the recovery continues.
_The contrast between thé long-term economic impacts of the
choice between finarncing deferise spendinig by inicreased iricome tax
collections or reduced spending in other areas and by increased

deficits is of particular importance in this transition year. With the
defense bill paid for by increased personal income taxes, given the
likely response of the monetary authorities to the changed deficit

outlook, resources are principaily drawn irom consumption, leaving

the rate of capital formation essentially intact: o )
On the other hand, if deficits are allowed to increase, interest

rates are driven up by the combination of increased econumic activ-
itv and monetarist policy, substantially reducing. housing starts,
durable goods purchases; and business fixed capital formation. The
consequence of these reductions is a loss.in the potential gross na-
tional product in future years, in turn reducing the Nation’s ability

signed to nieet existing.challenges to our national security: .
_ The environment of 1980-83 _has been one in which the increased

levels of defense spending which have occurred could be readily ac-
commodated as a consequence of the considerable slack which has

existed within the economy. During this period; unemployment

grew from about 7 percent in 1980 to over 9.5 percent, and manu-
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{acturing capability utilizition declined from over 85 percent in
1979 to under 70 pereent at the end of 1982, Increased levels of de-
fense spending have, in fact, been among the few components of
final demand which contributed to the start of the recovery. Feder-
al Government spending, with.defense an important component;:
and consumer spending on nondurable goods and services were the
only two major componernts of gross_national product which in-
creased during 1982, with such other factors as consumer durables
spending. nonresidential fixed. investment, residential fixed invest-

ment; exports, and State and local government spending all de-
creasing. The defense spending increases which have occuired have
added to real gross national product and\employment without any
significant adverse impact on inflation. .

This second conclusion is not intended to suggest that defense

spending be viewed as _a preferred instrument for stimulating

growth or employment. Defense spending decisipns should be based
on security considerations alone. It is; héﬂéﬁéiﬁ?ﬁcléar,ﬁhat? conse-

quence of the defenise budget decisions which_have been implement-
od_hus been increased economic activity and jobs. -
The impict of defense spending on employment is among the

topics which have received careful examinaticn. The conclusion
emerges that delinse spending is approximately equal in its em-

plovment impacts to the average mix of economic activity across
the various sectors of the economy. In <erms of direct _jobs per $1
billion of production, defensé programs generate. 15,4600 jobs in com-
piarison with un economywide average of 17,40u. Taking into ac-
count the multiplier effects associated with defense spending pro-

grams. an overall estimate of the 1933 jobs multiplier suggests that
about 35.000 jubs Hive been cireated per %1 billion_in defense Quti

lays: . T S LN
~ The impact of defense programs—or. any other category of pri-
vate or public seccor spending—can best be understood by focusing

on the producing sectors from which output is purchased. =
As table 2 suggests, sectoral employment to output ratios. vary
coiisiderubly across the key components of the economy, with the

employment inlensity of the services and wholesale and “retail
trade sectors considerably above that of other sectors such as man-
ufacturing. The relative employment impacts of alternative spend-
ing programs depend upon ‘the mix of sectors from which output is
purchased. o - o
_ ‘Fuble 3 _compares_the distribution currently associated with de-
fohse production with that of the economy in aggregate. Deferise

-aws heavily on the durables manufacturing sector; with the du-
riibles share nearly three times that of the other components of the
cconomy, and considerably less heavily on such sectors as finance,
cervices. und trade. Across. categories of defense spending or be-

tween defense spending and other types of public or private sector

spending: the impacts on_employment cannot be divorced from the
underlying labor intensity of the sectors from: which goods and
services are procured. - - . L
These fucts account for the widely varying estimates of the em-
ployment impacts of defense programs. As in the case with the ag-

gregate long-term economic aspects of defense spending, ‘the em-
ployment impacts depend on the level of slack which exists within

1 }’ 3
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the ecoiiomy and the options therefore aviilable in terms of the
fiscal and mounetary policies which are implemented in conjunction
with defcrise spending decisions.

. More jobs can clearly be created if speuding is transferred from
defense programs to programs which draw ‘more heavily on labor-
intensive sectors of the economy—for example, service sector ori-
ented progranis such as health care and education—and. fewer jobs
would be created if spending were transferred to less labor-intense
citegories of production +nce apain underscoring the need -to

decidé upon defense prog:..: .: from a national security perspective

rather than from an econonii: one: The sahent conclusion; howev-

ér. remains that additional jobs have been created as a result of
the recent defense spending decisions: . - o :
__The fourth general conclusion which emerges from the analysis

of defense spending impacts 1s. that defense spending cannot be
viewed as either the cause or the cure of today’s Federal deficit
problem: From a long-term perspective; as indicated earlier in table
1. defense spending has declined in real terms over mcst of the last
several decades. At the same time; other categories of Federal
spending have increased significantly in response to various soci-
etal objectives. o , L

As u vonsequence; the defense share of Federal spending has de-
clined from over 43 _percent in 1960 te about 34 percent in 1970 to

under 29 percent today: From even a near-term inipact; noting that
the defense share of Federal spending has increased recently, the
sume conclusion emerges. Between 1980 and 1983, Federal receipts
grew—on a current dollar, calendar year basis—by about $104. bil-
lion while expenditures grew over the same interval by about $227
billioni. Of that increase in Federal spending, only about $72 billion;
or 32 percent; is associated with defense. B
~ Both the differential between the growth in expenditures over re-
ceipts and the growth in nondefense expenditures dwarf the
growth in- defense spending. Today’s deficits are the product of
slowed growth in Federal receipts, due to the effects of the reces-
sion and tax law changes; and of the growth across virtually all
categories of Federal sperding, with defense spending increases ac-
counting for only about one-third of the latter factor. = = .
A similar concliision emerges regarding the impact of defense
spending reductions of future deficits. While it is clear that redc-
tiohis in any category of Federal spending will lead .to reductions in
the deficit; the impact is not dollar for dollar. Taking into accotint
chunged. levels of economic activity, changed levels of tax collec-
tion, and changss induced across other categories of Federal spend-

ing; it can be concluded that each $1 of r-duced spending on._de-

fense will result in a reduction of the deficit of just under one half

that amount. Given current forecasts of the Federal deficit which

duction in defense spending will still leave a large deficit problem.
At best. reductions in defense spending cnn contribute to reduced
deficits as a minor element within a package dominated by tax in-

creases and reductions in nondefense spending: . '
__The relationship between defense spending and inflation is a
fifth areu of relevance to the overall analysis of the linkages be-

frad, |
or
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tion’s initial defense spending plaiis.were introduced, the potential
inipacts of added DOD spending on an inflation rate that was then

in the double-digit range were among the principal concerns voiced.
Today, with the dramatic impacts on inflation of the deepest reces-
sion of recent times apparent; the question must be refocused in
terms of the potential impacts of defense spending on renewed in-
flation. While the current regime of loose fiscal policy in aggregate

poses a threat of iniflation rates above those prevailing today if sus-
tained as the recovery continues through 1984 and into 1985, the

contribution of defense spending alone to the inflation outlook is
modest. R :

_ The more important focus is on the impact of inflation on de-
fense programs. As table 4 indicates, the improved inflation envi-
ronment has paid large dividends with respect to the rates of in-

crease in the costs of defense programs. Based on statistics collect-

ed by the Bureau of Economic Analysis, the deflator for defense
programs—excluding the compensation accounts "in the "DOD
budgei—has dropped from levels considerably above those prevail-

ing elsewhere i-: the economy—15:2 percent in 1980 and 11.7 per-
cent in 1981—:0 ievels generally consistent with economywide ex-

periences. This improvement is forecast to continue during fiscal
year 1984; with the defense deflator dropping to 4.6 percent, a level
actually below that projected for the gross national product defla-
tor. U

~ This improvement in the inflation outlook has been a major con-
tributor to constraining the current dollar cost of defense pro-

grams. The outlook for 1985 and beyond, however; is less positive,
although the defense deflator is projected to remain well below the
lofty levels of the recent past. Three factors are central within this
projection: An end to the benefits from deflating energy prices, es-
calatior: in the prices of nonferrous metal products central to many

defense programs, and wage settlements within the defense-supply-
ing industries above those prevailing élsewhere within the econo-
my. As a consequence, inflztion. will become a more important
factor in establishing current dollar defense budgets in 1985 and

beyond than has been the case in fiscal year 1984.
A final set of conclusions relates to the impacts of defense spend-
ing across the key industries supplying goods and services to DOD.
As was noted earlist i a macioeconomic context, the defense end
market has been among the relatively few healthy buyers for many
industrial sectors over the past 3 years. A clear consequence of the
recession has been the relaxation of cuncerns which prevailed earli-
er regarding the potential for defense spending-induced bottle-
necks. The recession has provided a lengthy grace. period within

which defense demands could be accommodaied without crowding
out private deniand or impacting on leadtimes. : —
That grace period continues today, with manufacturing capacity
utilization still well below even the 1939 level despite the strong re-
covery which has occurred during 1983. While any $250 billion en-
terprise is likely to encounter bottlenecks in isolated instances; the
probability of meaningful, economywide supply constraints remains
low over the next several years. At the same time; however, it!re-

mains true that the impacts of sustained increases.in. defense

spending on the output requirements of numerous industries are
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large, and few of these industries have invested in their capital
bases during the 1980-83 period. o

" The extent of the recovery of business fixed, investment during
1984 will be a key fzctor to monitor in terms of the ionger term
ability of U:S. industry to accommodate defense demands without
impacting on other sectors of the economy. __ ‘L

~ The grace period continuing today is certainly long enough to
‘permit this investment to be mnde but it has not yet materialized:
In this context, the most important concerns remain within the

second and lower tiers of DOD suppliers. -~ . . o
~ To the extent that a useful summary_statement exists across
these six key areas of concern, it is that while defense spending has
importait and notable impacts on various dimensions of economic
activity; it is 1 no way a pivotal element within today’s economy.

Defense spending i:fluences economic growth, employment, infla-
tion, the deficit, and numerous other measures of national econom-
ic activity;, but does not dominate any of them. The challenge -

facing Congress and the administration remains in reality, as
philosophically it should, that “of determining what levels of de-

fense activity are necessary to meet our Nation’s natioral security
objectives: S

[Testimony resumeson p: 18L} . .. .

[{The prepared statement of Mr. Brown follows:]

moaw o0os1 12
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PribaiED STAVEMEN © oF Grorck F. Brown, Jx
Our nation is fow five years into the first period of sustained real investment
in_its military forees sinee the end of World War U. Built upon_ a strang

consensus regarding national security requircnients reflected in the budget

subniissions of both ious and eurre trations and in_the_decisions
of Congress nvestment program has increased the Defense share of the

nation's gross national produet from a post-World War 1 low of 4.6%.in 1979 to
over 5.5% this year. The positive redl (inflation adjasted) rates of growth in

Defense spending sinee 1979 reflected in Table 1 have reversed a three-deeade
trend_towards lower real levels of Defenise spendifig that has been interrupted
only three tiines sinee .thie Koréan War, in 1957, in. 1¥61-62, and during the
Vietnam buildup of 1366-68.. Furthermore, recent budget deeisions have estab-
lished ua basis for eontiniued real growth in Defense spending, with Lefense
Obligational Authority substantially above Outlays as a resuit of the coneentra-
tioii of spending within the weapons procurement accuounis.

Federal government spehding remain _low by any. _recent historical standard
exeept thut of the late 1970s; \n¢ increased emphasis on Defense spending has
foreed an exaniination of its cconomnic impaets. This examination has foensed oni
not only the ways in which Defense spending decisions impact Upon thé economy,;
but also on the ways in which overall economie conditions impact or thé costs
and feasibility of Defense programs.._Both. guiesticis assimie increased ifmipor-
tance as debate begins on the fiscal 1985 budget, with the economy Row showing
solid signs of. recovery from the devastatifig impdcts of the 1980-B2. recession
and polieyriakers facing the challerige of identifying the mix of fiscal and

While the current and projected Defense shares of gross national produet and

obvious foeul point of the fiscal 1985 budget debates will be the Federal deficit,
now approaching $209 billion and 5.5% of the U.S. gross national produet.

fense spending and its_cconomie impacts which have
been compicted over the past_scveral yesars, several eclear copelusions have
cmerged.  These conclusions and their implications in today's . environment
provide important_insight_for the_ questions which must be exanined in the
context of decisions on future DoD In particétlar, Six issies ean be
identificd:  the. ability of the economy .to support Defense programs, the

relationiship between Defense spending and inflation, and the ability of e
Defetise industrial base to support ongoing and planned Defense procurv.
programs.

ceonomy. At the same time, however; it is essential to recognize that sach
spending is fot costless; the key question to be addressed {5 thie way in whieh
Defense spending is financed; The issue of finaneing.Defe'ise spending beeonies
pariicularly. iniportant. giver present monetdry policies, whieh are unlikely to
Heeonmigdate large deficits as the recovery eontinies.
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i eniitiv-f between the Jong -term ceonomic impaets of the e

Diindiciig - Detciie spendimgf by Jineren:
spendifys i other urch i

i
cd personal incomc

ity it other wrehs aind by inereasced deficits_is of par
this trunsilion year, With the Dofense bill puid for by iheret

Lo, ~b the likely t€5p0 of the monctury authoritics to the changed
doetneo L ok, resourees dre prificipally drawn from consumption, leaving the

rate - empotal formation essentinlly intaet. On the other hand, if defieits aru
nlloe o tonerease, iterest rates wre diriveii ap by the combination of iner .
cev oe ametivity and monetarist poliey, substanitiilly educing housing starts,

hises, and busiiiess fixed cajritiil Tori tion, The consequ
ol o o reductions s a duss in the potentiul gross ndtionul g
Cenre o rn reducing the pation's ability to inicrcase s :
Hisiidon 1l competitive position, and _meet futiire Dbefé necds.  This
COiOlinioN 1 no.way implies that Defense spending is bad for thie eeonomy:
ratlivEs it spgests the importane yoliey choicves whit siire that no

Ul loeds pu

of fiscal policy choices which
Ganoe is dofie 1o long-term growth prospeets by programs desigiicd 16 ficet

Cexasting, ehillviiges to o netional seeurity.

; . L .
_ihe epvironinent of 1480-83 lias been one in which the inereased levels of
tense dpending which ldve peenfred eould be readily wecominodated us a
conetire of the consideruble slaek which lias existed within the economy.
Virigl this perisd, uncinployiient grew 1roini.about 79% in 1980 to over Y.5%, snd
mnnufneturing cnpa ity utilization deelified from over 85%._ in 1979 to_ undcr
Tu%, at the_ end of 19 ncreased levels of Defents niding have; in_fuct; been
dihon the few components of final demand which contributed to the start of the
pecovery,  Feaeral government spending, with ficfense an ifiportint component,
WiiiE Eoligii el <pending on nondurable goods and serviees were the oiily two_major
cohipoiiviits of gross nutional_product whict ineri-ised during- 1982, with such
Giher factots s consumer dursbles spending, nonr entinl fixed investrient,
residenitinl fixed.investiient; exports, und stete and lovul gove
all ¢ . The Defer spetiding inereases which have occurred have added
to reul gross nutionul produet and cmployment without any significant adverse
impact on inflation,

conclusion is not intended 16 snggest thut Defense spending be
viewed ns o preferred instrument for  stinidlating growth or ecinplovinent,
Intense spending degisions shoilld be based on seeurity ¢ icertliens alone, 1t
is) licwever, clenr that a eonsequ_uce of the Defen<e bidget deeisions which

tive bect implemented has been inereased cconomie Helivity anid jobs.

This scecond

Ite fiipiet of Defense spending on employnient is aiiiohy Uie topics which
wvi beeeived cnreful | examinutions  The eonclusion emerges tnat Def
SLending i5 approximately equal in its employment impacts to the averuge i< of
ceonomiie aetivity #eross e various cctors of the ceoncmy. In terms of direet
Jobs per $1 billihi of produetion; Defense programs generatc 1
in_comparison with il ceol y nverage of 17.4 th nd. Tuking into
necount the muliiplicr effe iselited with Defense spending programs, an
overnll ostimate of the 14Y jobs multiplier suggests thut about 35.000 jobs have
been ereated per $1 billion in Defense outliys.

The impu({t,ofﬁj)'o't'b isc prograins {or nny other .cutegory of privale or pruj)lj:(;
Y

weetor spending cal best b understoo v Toeusing i the producing scctors
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lrum Mu« h uu!pul |.7|nn( Imiwl B As 'Vi'iljji'é 2 :,ugr;t ts bC‘(,OHll Unploym(’ntto
_the economy, with

thlrcrcmprlo_\”lm ntontensity, of the services and. wholesale and retail trade_scetors
consideruably above that of other sectors such us,nmnufucturmg. The relative
cinployment 1mpacts of allernative spending programs depend upornt the mix of
sectory from which output is purchased, Table 3. eonipares the distribution
carrently uwwmm. w.(h l)c-l'er 5@ prodn(-tiéii with thiat 6( the b’é'o’h’o”n’ig ih’
Mg H el
the I ,ﬁhuru,nu:rl) [hxu.' L thiit of tho othcr coniponents of the
e nling atid Cons bly less heavily dii sdeh [ ] ces, and
! o Aeriss entegories of Defer ,,:e'ldmg er bctwi en Defense spendmg und
vpes of puolic or privete

snot e divereed from the underlying lubor
Coadsound serviees are procured,

These fucts rount for the widely
mipnets of Defense, programs, . As in the ease with thc uggrcgutu long term
CCONOIIC uspec ts ot Defene Lpfndlnb, the vmployncnt impuets depend on_the
level of slach whicl within the _econcing and. thc optlom thcrcforv
avarlablein terms of ¢ tl ‘and monctur) pohc' ]
conjunction with befens.
Speeneling s thedt
heitvily of libor diitelisive Seetors of the. econoniy-(e.g., service
propiaiiin <ileti s heallh cdre 2nd education), and fewer jobs would be eranted if
dpeniding were transierred to less labor intense catcgf*)os of productlon, once
npuin underscoring the need to decide upon Defense progrums from a national
seeurity perspretive rather than from an economie one, The sulient conelusion,
however, remains that additional jobs have been erented as a result of the recent
Detense spending decisions.

dhe tourth penernl conclusion which emerges froni the analysis of Defense
spending impuclts is that Defense spending cannot be viewed as cither the cause
or the cure of todny's Federal defieit probleni. ll'om g long-terni perspective, as
indiented carlior in Table 1, Def declined in rcal (ATMS over
piostof the lust severdl decades. At the sanic time, other cutegories of. Fb'dbi'ijl
Spending; tiave itereasced significuntly in resg
As W Coiisequeniee, the Defense share of Federul spending has du:*lmcd from over
430 HH60 to sbout 34°v in 1970 to under 29% today. From even a ncar'—t rm
inionet, nolmy that the l)ofcnsL 5hurc of
ceently, the saume conelusion cmerg Between 1980 and 1983, Fod
) (on & eurrent dollur, ealendar year basis) by u)out 5104 billion
;,r W r‘thc same lntcrvul bv at

pi-ru*llt

Yetens ,lh ,ho dll X gr wth in cxpcud, C‘lpl\
ana the l'ruwlh in itures dwarl the growth in Dcfens(‘
spoendini, Today’s duf:c ts upre [h(_ produc! of slowed growth in Federal ree ]
duc to the effvcts of the S1o0 ind tax liiw clianges,.and of the growth 8eross
vittinilly #ll extegories of Feéderul spending, with Defenise spending iinierchses
wecolititing 1or otily aboiit otie third of the lattar fdetor.

A Nifililer conelusion enierges revarding the impact of Defense spending
rovuetions en future deficits, While s elear that reduetions in any category of

fcad
oy
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(; (Iié impu’ci is nbi, dullm
ity; chuhgrcd

lmh llll spe mhn; mll l- mi tn rvdu( tions m Ul('ad(‘{l(.“

on Defen\e will
(nven

S uvuhm,. it can b
resull in g reductic: of the deficit of jus
CoiEEEE Toreensts of the | 1 ¢ hieh A
[URg-Bb HERIOA; Hny plausible rgduction in_Defensce spe

Lo delieit probleiic At best, s in Def > spe

reduced delicits vs w riiner ¢le Hient within a packuge dominated t* tax inreases
and reductions in noii-defeise spending:

ith arer of
« and the
hm.\' were

se Sperding
of the linkuges bétween l)c
'S lmuu’ L)chL

_ Hw reiation: l..p between l)cl('
Toelevanee o the overall analysi
ceonoiny. ¥ rcnt z\dliumblrul
introduced, the polcn

double digit ra
voteed. Today, with the dramatic nnpnvti oIt niflutlon of thu deepest fecissic
ol ent times apparent, the t be re in terms of .
poteiitinl iiipiaets of Defcnw spending on renewed int'lntiun.r While the current
regiiie of 1oose fiscul polic aggregale po n

those previiling toddy if sostained is the rC(.UV(:l\ continues_through 1"84 and
it [9KG. the coiitiibition of Defense spending ulone to the inflation outlook is

trocest,

The noore tmportant focus is on the imprnet of liiflation ot Defense progruu .
As Tabbie 4 ndientes, the improved inflation environiment hus paid larie dividen i';
wilh respe ¢t to the rutes of increase ir the eosts of Defense progril is. Based on
stutisties colleete 7t mic Ann‘5 sis, the deflator for Delenn
progrims fexeiud e cumpvn\utmn necount m the LoD budgct) has «l.uppu
trofi [evels ¢ansh y. uboye-those prev .

experic ices: ] «oowewent is foreeast to continue Jjuring fis
the Det- nse de o L. ingto 4.6, a level actuudly. below Ut proje (-u tor
the gross natiovnd produc. deflaters T niprovement in th 1
hins been a mujor eontributor to -‘rummg the carrent doiiar cost
srograms. The ()qllqok tor 1 L€ positive; ulthowrh
the Detfease de flnlor is projecteri to reninin well heibvi. - 'My levels of the
recent. past. 1) tors arc eentral within this projec i ni an énd to the
benelits from dclhln‘b energy prives, eseslation in the prices- ol noiféerrois
iijetial products cen.rai Lo muny Lef » programs., tmd wage scttlehients within
the Doelonse-su rondus thosc preval where withiin the
. hidiy f eetieg, ill beeom mportent fuetor in
estiblishify eiitkent dollnr Defense budgets in 1985 und hﬂ)unil thun has been the

case i fiseal 18840

A fNinal set uf cuncll rcl:- tes tu lhu lmpnct\ of Defense spending across
the ke inddusiries supplying gooc ' s fo Lol As was noted earlicr in
NHCTLCCOH0 i ntext, the befense ¢ it has been among the relutively
fow, heultl ,f'ur {8 ur'y mduatrml seetors over thé.past.three yenrs. A
clesr o of Ut rec Lieen the relaxdtion. of concerus which
pre vuuu _eurlier rcgnrdlm the potentlul for Defense spending indtdeed nottle-
Nk, - he recession has provided a lengthy ¢enee period witnin whicil Deténse
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CLANGES 1N DEFTNSE SHARES OF ECONOMIC ACTIVITY

Detense Share Defense Share Changes in Real Levels
of Chir of rederal of Defense Spending
$pending
(%) (%) . (%)
19sa 13.4 52.9
1955 1.6 50.1
1950 1.3 49.5
- 14957 .7 49.5
1958 ti.6 46.5
1959 1007 45.3
idLu 10.2 43:3
Lan: 16.3 42:7
VIO 1e.3 426
Nl 9.5 40.1
1964 8.6 37.2
1965 7.9 35.1
i9n6 5.7 37.5
R 9.7 39.6
1468 9goh 38.6
1969 8.0 37.0
1970 7.8 33.9
1971 6.8 . 30.3
197: 6.2 89
1973 5.4 270
) 5.4 arl7
1975 5.4 25.9
1916 5.0 24.5
1477 4.8 26.3
1978 4.0 23.5
1979 4.6 24.2
1980 407 24.6
ol 4.9 25.7
1982 503 21.0
19R3 5.5 28.9

Source: Data Resources, Inc.
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TABLE 2
SECTORAL EMPLUYHENT TO OUTPUT RATIOS
(Thousands of Jobs Per §1 Billion of Output)

—

C istructicon o 7.1
Finance, lnsurance & Real Estate 8.8
Mining - . 3.4
Trafisporiation & DEijities 9.4
Sérvices 38.2
Wholesale & Retail Trade 28.3
Noadurable Manufacturing 7.4
Durable Manutacturing 12.4

Scurce: Data Resourcc:; Iunc.

TABLF 3
SECTORAL DISTRIBUTION OF PRIVATE NON-AGRICULTOUKAL PROBUCTION

(persent)

befensn faead

Production Prodastion
Constructinn : . 5.7 6.7
Finance, Insurauce & Keal Estate 3.4 15.6
Minwing . | L 1.6 1.4
Transportation & Utilities .9.2 Q.5
Ssrvices | . . 12:1 18.2
wholesale & Rotail Trade j.e 1i.4
Notidiirable MatictacEati i 8.2 17.8
Dorablé Manuiactur: 56.1 19.4
Total 100.0 100.0

Source: Data Resources, Inc.
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TABLE 4
- DEFENSE INFLATION .-
{Annua! Rate of Change, Fiscal Year Basis)

1980 1961 1952 1983 1984 1985 1586

Grosn National Product Deflator

8.7 . 9.7 7.1 4.3 4.8 2 3 5.7
Defensc Deflator (Less Coevensation)
152 1117 8.4 5.8 4.6 6:3 7.2

Sourcz: Bureau of Kconomic Analysis for 1980-83 data; Data Remources; Inc. for
forecastsa

Mr. AseinN. Thank you very much.
Liet me usk you some questions concerning what you were saying
about inflatiun, about the deflator. L o
You are saying the defense deflator—let me ask you the same
question I asked David Chu about the differ-nce between the num-

bers: the inflation numbers in defense and in the rest of the econo-
my.

Mr. BrowN: First of all, in comparison to the numbers ne pre-

are some o -ferences in the two seis of statistics:
Mp Aenp A are using a GNP defense deflator? =
Mo srows. Yes,. ~ne that excludes only the compensat sn ac-

sution and enetgy accounts. . . . . :
Mi. ASpiN. Your deflator does include energy biit not cotnpensa-

from that ¢lscwhere in theecoromy.
 Let nie.suggest three tactors, using energy as an example; which
are true for numerous other compoiients of defei.se spending.

_ First of all; the spending mix is different between defense and
the cconcmy in aggregate. DOD is roughly twice as energy-intense
as is the U.S: economy: Swings in energy prices or costs liave.a pro-
nouaced effectonDOD.

That was particularly true recently and is in fact the prircipal
reason for the higher defer se inflation r:ies of the 1979 through

1982 eriod: The OPFE H price increases . "d an adverse cifect on
DOD inflation.
The ~econd thin, that aiffers is the mix of goods witk.in a generic
ategory like enzriv. DOD buys epecialized fuels for aircraft, ship
mohilt ¢ zoters, Typically. "o mix in e erergy category,
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and much more so in the hard goods category, is tow: 1rd the more
specialized high technology ends of the spectrum that have higher
prices; mird whether the buye is Defense or otherwise, have had
higher inflation rates in recent years.

The third thing that often differs 1s the way DOD buys goodb and
strvices. With energy commiadities, they have been typically buying
maore on the spot market than does the economy in aggregate

et than does the economy in aggregate.

~ 'They puy a premium in periods of tight demand and get an extra

benefit in periods of <lack demand. That difference is in the means

of contracting, and the differing :cor racting methods exist_for

ctrer go()ds and services as well: Sometimes 1t works to the (:ov-
rnmont’s adraintcge. Sometimes it does notl. In 1979 and 1980,

clear l\ (hd not Int ‘)\" and. t‘)h% 1t cle'\rly has

S thv GNP d("] (t ie. There are very clear dx“exemo\ in what DOD
buvs.

Nr: Asrein: You are tulking about your deflator now?
~ NMr. Brown. Any measure of the relevant inflation rate for de-
feuse progranis:

i ASPIN. Faen wh( n lva\mg out | fuel’

Mr. Brown: Yes: 1 think leaving out fuel; you have exactly the
same thn g

M: \\)’l‘\l You e\pl uned the dx((erenca between the two w hen
h is

dtmn’ Wh\ \mul'* th it be leelent’ o
Mr. Browx. Beecnuse the Depmtmcnt of Deir tally
lemcnt mix of goods and services. N
't speinds o very high. pereentage of its mong:

5 und air
plianes: | dm‘ . vou_ don’t, the U.S. economy in G

e s v does nei.
If you und 1 ok whut was the rlght inflation rate or eacl of us;

aur person; ll tastes and | ‘erences really would causc there to be
dlllvwv ces in (hc ml'ldtu\ﬁxate I‘hat is trDe of DOD true f)f m

\h
about,

Whvn you look at mix ad;ust»d mﬂatlon the dllfexence b-=tw0en
the def nse sad say the GNP deflator decreases significantly, but it

actui’ v i+ there: The energy exaniple T gave you is one category of
stich éidhip’lé% -

X second reason for the gap.is that the goods and services DOD
buvs are often far more specialized, with far tighter standards and
milit: iry specific: ations lor one thing or another. Highiy specialized
goud\ that cannot be produced to stock are typiciilly more expen-

¢, whether the buver 1s Defense or you or 1.

A third clement clearly must be contracting procedures. This is
orie of the uresns where there huas been a long history of proposed
refcrms—you _mentioned Jack fansler's conclusions earlier: and
the Cuarlucei in' atives. Many of them deal with contracting proce-

N
i
1

- lgé ]
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dures. To o eerfain extent o o i that improved cosivacting pro-
codtres viin redoee the poys i >0 artegory.

Mr, Asvin. What bothers nye s that Twhe 1t l“\ to p(()ple tluy
<iv there bt no problris withn bottienecks: CBO srys there is no
problem with hottlenecss, Mr. Chu says_that, dhd the BIE study
Sies there dre 1o probiems witn bottlenecks: Yot .t remains true
that the defense deflator iz higher than the iest of the defldtors,

So sy if there are o botil: wdxg ll there I no prcssure hom
defense toward inflation, ;
thun the other deflator? It ml;_{ht be possible: but 1t secms counter-
intuitive. ) S

Mi. Brrows. | think there are certain to be some amounts of the
lmttl( nwl\~ withia a 3250 bl”lOn enterprise somewhere out there
X drle strons o hat they will not b
terms of cither the s impact or the i
rests most heivile o Lh(' friet thiat the cconomsy s still operating
with consicerable dack.

It is certdiniy trae thdt as g secwor gets clover to capacity; the
pressures on wflation and the prossures on leadtimes tend to go
up. . - .
I do not think we are near that n ;;.ﬁ§ iiiipdfffiiii dé‘?hé'eis‘upply-
nw se (tm

N othee

l)u'n W ()f ll
Ut -\l~ \nmt

a ,\,un Huo, S
The fot remiins tlml Hdiiong a long_{ list of weak ond mackets;
DOD his been the one that has had any health in the last several

veird, S0 1 \\ould c\pcd 'u’ llttlv _miore mﬂatl(m Lhﬂxe than cls‘e-

itv in any lmpm
rl/er s hnttlvnccl\\ ar l()n;_f l\ dlln !

Mp. AsSpiN. I vour nreiections. of th(- dL‘f("T\C d(-l'latm; you are
mukmg for it to vo down to roughly the level or overall GNP defla-
Tor.

Mr. Beow s, We are looking:, in Ilscal vear i, /M fm the deﬂm'o'r
tiwi dosw diito thie niid-1 pe-eent range: There re shiort-term im-
pacts that e unpredictable. of course. e

We dire mot expeeting 1o see dnv Nigjo  pressures on oil. prices in
the nest nu)nlh\ so if there weoe a sigificant supply disruotion
oiit of the I ast. that vould chivize: We see it ruaning at
roughly the saane rate.

N \\11\ Wlmt would that look like if vou took fuel out alto-
vether? o

M. Brow s, i vou remove fucl: the deflator would be higher in
fecal vear 1923 and hiseal véar 1951 There hias Llctuallv been defla-
tmn iir the refevant u)mp(mvntx of en('n_{v pllu's over that pcxl()d
For fiseal vear 1955, energy is almost a neutral effect.

Mio Asping You wwould he probably.about where you would be ii
fU=3. o bttle higher in previous vears?

187
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I you take the Iuel numbm out, you \\uuldblve

Loboir ’Lm(m i fisenl yeurs 1983 and 1984, and it would be
abeut the same in fis

al year 1985,
'\h \me ()K (xo ahead.

nui cont gto that——~—

M, BrRownN. In 1985, Beyond lhat we ure sceing above the aver-
age_rate of inflation for energy prices.

\11 \hu’rop H there axe no bottleneck problemb that you Jre

()l i c()uple of vears ago We are lool\mg at miodest rates 01 mﬂa-
tion: no clmn to doublp rhmt mﬂatlon mteb So when we sav
h’ii,h’i'"

othv nnpmmnt sectms 0( the economy That w1l] contmue They
showed dramatic
to show some ngns 0[ recovery now,

Looking at that industry, you can sce consideruble financial pres-
sares for sonte price recovery there:

That impacts on defense programs far more than it dees on the
CCONONY i aggugdtc .

A secoad factor has been the fact thit recer. wiage settiements
\\nhm \0\0 Jl nf Lhe defen:» suvpiymg industries h-.ve been above

aat have 4

ij‘; uthz. eclor\ t

k oas?

\Ir BR()W\..

.n” more recenl pro-
s news and a few spots

recent p‘nst A great amount of consnbfencv is lh( e in the forecast
and in the unddrtvirg analysis of why the rates have moved.

NMr. Muirorn. Hmnl\ you.

Mr. AspiN. Questions?

Mr. Crairk, Thank you. Mr. Chairnizini.

l.et me go through this jobs rumber with you agaun like wo were
doing with Mr. Chii.

You have a similar num ._',,iiii(" jobi per blll) i dallzvs of de-
fonse spending. whic HI n\surue it a resalt of thﬂ fact they

naing Basioally ceor model, though presumably thers are some dif-
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ferences in what they do. As 1 understand it;.you come out with—
you have something like 15,000 direct and indiréct jobs.

Mr. Brown. Yes; approximately 15;600: .

Mr. CLARK. For eVery billion of production, | guess= ¢ iis 100-
duction? o

Mr. Broww. Right.

Mr. Cgark. I think I quote sou correctly:

Mr. Brown. That is correci. .
_ Mr. Crark. For the total namber of jobs; voo have 35:000; The
20,000 are what are <+ »¢imes called induced jobs?

Mr. Brown. Ind:  » -2 ; elsewhere in the economy:

Mr. CLARK. And, .+ . some indirect jobs? S .

Mr. BrowN. Ty - 5 = hat are called indirect jobs are those
with parts supplier 1+ . :ll to a prime contractor who sells to.the
DCD. The multiplies -~ ire those that— = .

Mr. CLarg. What people now employed would buy? .
M~ BrownN: Yes, jobs due to newly eniployed people who buy

Cabbiige Pitch dolls or spend in other segments of the economy on

:products that don't end up in the DOD end market.

Mi. Ciaxk. So 1 have it straipzht, the 15,000 is—— . )
Mr. Brown: Is producing goods and services thiat eventually wind
up_in the hinds of the DOD.
Mr: Crark: And. the 35;0007 : ) B
Mr. BiowN. Is the aggregate economywide impact in 1983,
Mr. Crark: Including the 15,0007
Mr. BRowN. That is correct. :

M Crark: 15,000 is direct jobs. The remaining 20,000 i the sumi
of the sc-called indirect plus induced? Are you not using those cate-
gorics; or what?. ! ]
_ Mzi. BrRown. The 15,000 is all categories of employment that oro-
dizce geods und services that eiid up being delivered to the Depart-
ment of Defense. ) , S o
-1 think by vour categorization, you would call that direct plus in-
direct. The 35,000 is the aggregate impact as the spending works its
way through the ecenemy. That is an estimate for 1933, and basi-
cally it assumcs, s e have observed during 1983; that there was
some degree. of accoriimodation on the part of thie monetary aii-
thorities of the extra spending. - S S
- I think the more important thing in terms of looking intc the

ftitiire—because 1983 is largely behind us—is thzt defense spending
iz the aggregate is about as labor-intense as mcs! other - ategories
of production. You lavk at the CBO studyv with a different basis of

measure: And with some differing assumptions going into a slight'y
different modeél, vou get ditferent numbers. But the constant i +ws>
the various pieces of researcn has been the fact that the impacts
are not mich differenciated between defense spending; other Feder-
il purchases of goods and servi~es; and private purchases of goods
and services; they are c. .arly lavor-intense programs—within every
catepory as a matter of fact—but you shouldn’t worry a lot +sout
the iifferentiil jobs impact of defense spending decisions. ,

Mr. Craxic Just to get it straight; the $1 billion o1 defense . end-
ingz -xcludes the pay and retirement accounts?

i, BrRown. Yes.

1’g"§.,_
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, CSo wee fin Jifférence from what CBO
fir-ds: but vou would like that they wouldn't find any diffezivee in
other Federal spending. Yoa have a difterent absolute rumbe: by

Mr. CLaRk. So we find a significant

it is the same number, whether we talk about defense or any v.rer
part of the budget. S
Mr: Brown. It is roughly the same.
Mr. CLARK. Just as they wonld—— S
Mr. Brown. The same for other Federi: nurchases or private
purchdses. , S S
Mr: Crark. But there is a startling diffeience —1 fuess I would
cill it startling—in your conclusion and theirs on the number of
jobs just for defense production. S
Mr. Browx. 1 listened to_the earlier discussion, and 1 felt there
were. strong peirts. made. 1 have not studied the commnarison In
detail, o 1 can't add much to that
Mr: Cuauk. Thank you. o S :
1 do have one more thing on this same question on the impiict of
adding to or cutting defense. You have a coniclusion which we have
heard hore be e many Jimes: That ;1 we were to cut defénse
spending; we v - ld find that \he deficit would only decline by half
of the amotat that we cut. The Secretary testinied to that effect a
cotiple of vears agos Secretary. Weinberger did. 1 take it again his
testimony is it part based on the use.of your rmodels. o
Mr. Brow s That conclusion has s150 been reached by other ana:
lvsix using other statistical tools: I think it is a pretty hard

nuniver: . o :
suniptioins behind that; does it not have to

© Mr. Ciaik. On the gssu

be the case that the resources which would be set free by cutting
defense & ending are not eriployed elsewhere? Otherwise, if they
ire employed elsewhe: e vou wouldn't get any effect. I assunie the
vason we only reduce the deficit by 50 cents for every dollar cut in
defense is beciuse we are not guing to collect the taxes and se on
from the people w4io dre employed, and spending their money. 1{
we don't spend the money, we don't collect the taxes.

Mi. Brown. If you  ve in a true.full employment econony, many
conelusions change. There has to be une-for-one stibstitution atong
“ory dimension if juv are ai a true full employment sconomy. A
dolinr of resources tha: go 7o a government program have to come
out of a dollar that goes inty consamptior oy some other category

So | would agree when you reach tixat situution many of the sta

tisiics that 1 have provided—and 1 suspect that other people pro-
vided—would change somevshat. We are nohere near that, nor do
the prospects suggest
the.next several veary.. , o i
Mr. CiARK., Would there be any differance in this case between
defe ise spending and souue gencralized package of ther sovern-
menit spending? I 't not v, we wouid not cut the deficit by as
much ns we cut the program in_ thz zuse of other programs. as
vell? Is there the same degree of magn,tude? o o
Mr: Brows, | would see gresi similarity for other governm -t
pt.rhases. | ean't tell you whelner it is a 2- or Wepercant divferen-
tial: bat 1 think it would be small.
N Crark, Minimal; OK: Thank you.

thet that iz going w; b~ a problem for us it

150
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My \\llN \mnl iy V\« mbmgc ) nmde distinctions bet\\een
ll m\h-v p nnu 1S .md de h Lse, l)o \ou undexsmnd what he was

thml\ lunl\mg at not. (mlv nuugm xl ti\ rates but p:openqmes to

consunie_and other lactors, that you would theoretically expect
that_conclusion. I don’t have a number as to how big it is; but |
\wuld agree with the direction.
AsPIN: Questions? .
\i: Muiror. T am not asng (ox a b[)(‘(,lh(, numborj but beue-

tary Wc-mb(-lgm s clums were that when vou.cut. transier pay-
cut pu,u.,h 1S0- L_\ pe px()gmms Docs lhm ~em in the rlght bzl park
to vou? | think he was saving ,S’Ojjiét}jih like Y5 cents cut in trans-
fer payments comes off the deficit; whii only 46 ceuts of the dollar
on defense spending cut.

Mr: Brown: Yes:

Mr. MuvrTop, UOOb that sound in i )ght ball parl\’ )

Mr Brown: It does; You are losk . atr transfers typically into
groups with very low marginal tas - ckets—the elderly, the poor.
,\'Jii are lmikin’a at entegories of sr iding that have lower_multi-

- . The tv'{ii'cal,,b'LiiidJE of goods
nave the itigh m’ultiplie’r im-

Mx {\51’1\ b\pldln how the (1!1'!eren(‘e occurs on ti;iiiéf?éit pay-
mients. We are talking about g transter to individuals; I take it:

Mr. Browx, Right.

M. Asein: Soeial :'-tm'ty et cetera?
_nlr Brows, That 18 what I was thinking. Some of them go lo
Stite i § local government, of courst.
Mr. Aspin. Let's take an individual as opposed to a Lomposlte

I)()D cut s huh would mclud(, some. payments to mdxvxdualq in the

;:()ods B . -
M-, Brown. In my numbc I was not taking some spending out
of pay or retiremment. 1 was holdmg,r those constait.

Mr. Aspin. So you are compar 'ng a cut in a—---

Mr: Brow~ 1t is a bit of apples and : ‘ranges.

Mo Aspis. ou are comparing for cxample, a cut 11 a_weapons
SVSTeHL verses a cut ii—1 dcii’t know—i ome payvment program, vet-
coans’ henefits or social seciirity or AFDC payments; some transfer
MGHIey:.

Mi'.,Bi:i)’}}@{,’. 1 was. Il Jyou put n Lhe other JLCGUhts _pay and re-

Mr BR()WN Wher. _vou at th it b ck in in terms of at least my
nuriber, it would move it toward the other.

191
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- Mr. Asoin. Thank you very miuch. sir: It was very interesting and
very helptul.
Mr. BrownN. Thank vou. .
Mr. AspiN. Thank you ‘
We are adjourned. L -
[Whereupon, at 11140 aun, the task force adjourned.]
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