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Developments Since November 

Mr. Chairman, the reasons for the surcharge that I gave in August 

and November have been strengthened by recent developments, particularly 

developments since we last testified in November. The most significant 

developments relate to the Federal budget, the balance of payments, 

the credit markets, and the Pconomic s ituation. 

The Budget and Expenditur0 Con~rol 

When we testified last November, we presented a legislative 

proposal for reducing obligations below the fiscal year 1968 budget 

proposals then outstanding. The reduction was to be, for civilian 

agencies, 2 pe::cent of personnel costs and 10 percent of controllable 

costs; for defer.se, it was to be 10 percent of non-Vi etnam, new obligation 

authority. 

This measure was en~~tei by the Congress in December. It is now 

an operative pari ~f ,he budgetary situation for fiscal year 1968 and 

provides a reduced bas0 for fiscal year 1969 projections. 

That measure in combination with Congress ional action on specific 

appropriation bills has reduced obligations in fiscal year 1968 by 

$10 billion from earlier requested levels. In many cases the reduction 

of ar: obligation in lJ E3 .-1.i.l-'- ... ~ .r•:c-.: expe:-idi tures in fiscal year 1968. 

In other cases the expenditure reduction will show up in fiscal year 1969 

or later. The expenditure r~duction to be achieved in fiscal year 1968 

is estimated to be $4.3 billion. 
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We have now the dimensions of the President's budget for th 
~ t\ .. 

v 

year 1969 . Director Schultze will go over these, but I want to brin~ 

out some highlights. 

The scale of increase in expenditures is le~s than one-half thqt 

of 1967 over 1966 and substantially less th~n that r: 1 8 over 1967. 

The fiscal program provides an increase of budget outlays of fi~cal 

year 1969 over fiscal year 1968 which is less than the expected normal 

growth in revenues from expansion of the tax base through the rise in 

GNP. Even if no changes were to be made in existing income and excise 

tax rates , the budget deficit would thus be lower in fiscal year 1969 

than in fiscal year 1968 . 

But it would not, in the curr ent economic situation, reduce the 

level of deficit financing to a point consistent with the security and 

stability of the United States economy . 

For this reason it is essential that the Congress enact tax legisla-

"° 
..£:: 
.w 

q .,, 
CIJ 
Cl> 
H 

::::1 
.µ .,, 
'O q 
ClJ 
0., 

~ 

tion that would increase budget receipts before the end of fiscal year 1968 

and maintain this higher level through the fiscal year 1969 . The budget 

deficit for fiscal year 1968 would be reduced by the tax program from 

$22 .8 billion to $19 .8 billion, and in fiscal year 1969 it would be 

reduced from $20.9 billion to $8 billion . 

It is not realistic from a standpoint of timing or amounts to 

expect to achieve this scale of deficit reduction by cutting expenditures 

as long as military activities at their pres~nt level persist in 

South Vietnam. Outlays in the controllable civilian progrmnsare only 

slightly higher than the already tight level of 1968 , and rise by 

significantly less than the increase in payments on pr ior contracts . 
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Nor is the problem answered by pointing to the increase in budget 

expenditures in the budget for 1969 over fiscal year 1968 of $10.4 billion. 

Of this total: 

$3-1/4 billion is for national defens~ including the weapons 

program of the Atomic Energy Commission. 

$1 billion is for increased interest payments on the public debt. 

$1-1/2 billion is for the second step of the civilian and military 

pay increase provided by Act of Congress late last year. 

$4-3/4 billion is for mandatory payments required by laws passed by 

the Congress, such as social security, public assistance, 

and payment s to veterans. 

The budget will recommend reduction and reforms in various programs 

which will cut fiscal year 1969 obligations for these programs by almost 

$3 billion below the levels appropriated in 1968. Some of the program 

reductions will be unpopular. The President's fiscal program represents 

a tough policy, but one which is responsive to important social needs while 

making the hard decisions to postpone or eliminate some desirable but 

lower priority items. 

We need now to address ourselves to the problem of how to finance 

this budget. We cannot procrastinate further in a vain hope that a 

different and substantially lower budget will soon be forthcoming. 

Prices and the Economic Outlook 

• Since our testimony of last November, the economy has developed 

substantially along the lines that we had predicted at that time. Income 

has risen sharply, and there has been disturbing price pressure. 
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The l evel of unemployment av vh nd of 1967 was, seasonally ., 
... i;\_~ 

J.7 per cent and this after an unusually large gain in the c'vilian lab~~ 

force of nearly 1 . 6 million in 1967 . In the last half of 19 7, ho·wever, 

general prices , as measured by the GNP deflator, rose at the disturbing 

r ate of 3.8 percent a year . 

Broadly, one goal of our fiscal progr with the tax incr~ase is o 

hold the growth of demand, that is, the growth of money GNP, Lo about 

$60 billion. As you will see, this will involve aome unw lcome price 

i ncr eases . Due to the sharper rise in consumer prices in 1967, it is 

inevitable that wage increases in 1968 will be somewhat above 

pr oductivity gains . Thus, somewhat higher prices are in prospect. 

Basically, our tax prog~am to check the growth in money demand in 

1968 is a ma tter of assuring that the price increase in 1968 slows dvwn 

from the rate experienced in the second half of 1967. This will make it 

possible to move further in the direction of price stability in 1969. 

I cannot overemphasize this point. We are not saying merely that 

a tax increase would be nice because we should have a better price 

performance than we had in 1967 . We are saying more than this, 

that failure to take action to hold down the growth of money demand in 

1968 would lead to a serious , progressive increase in domestic pr1.ces. 

I t would lead to larger wage increases, and it would make it still ha~Jer 

to move toward price sta bility in 1969 . 
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Financial Developments 

Let me turn now to developments in domestic financial markets 

since we last met with this Committee. On balance, financial conditions 

improved slightly in January, although interest rates at the end of 

1967 were extremely high. Both corporate bonds and State and local 

bonds were yielding rates well above their 1966 highs. The yields 

on FHA mortgages sold in the secondary market were back to their 

1966 highs. 

Money and capital markets remain cautious and uncertain. Interest 

rates and security prices will still gyrate dizzily at apparent changes in 

the prospects for Congressional tax action. Almost all financial 

market observers fixed the principal responsibility for the financial 

pressures in the second half of 1967 on the United States Government's 

fiscal situation. The prospects of large Federal borrowing in the absence 

of a tax increase so dominate the financial markets that an investor's 

outlook at any particular time must be governed by his judgment as to 

the chance of a tax increase and the prospective Federal deficit. The 

financial markets received a considerable lift in December on the 

announcement that this Committee would take up consideration of the tax 

proposal today. 
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Then early in January domestic fin&ncial conditions were buoyed by 

two additional elements -- our balance of payments program announced on 

January 1 -- and press comments suggesting the greater likelihood of 

peace negotiations with Hanoi. 

This market improvement lasted until early last week. Then, 

interest rates rose sharply again as stories about the possible 

i mminence of peace talks diminished and as our communications media 

-
reported somewhat pessimistically on the prospects for a tax increase. 

This brief chronology underscores the importance financial markets 

place on a tax increase. This widespread feeling in financial markets 

is based on a realistic estimate of the large dem&nds on ~redit and 

capital markets -- from private borrowers, State and local governments, 

and the Federa l Goveniment -- that are likely to persist if a tax increase 

is not enacted. I shall have more to say about likely credit demands in 

this event later in my remarks. 

The Balance of Payments 

When we appeared before you on November 29, I said, "Make no 

mistake about it -- confidence in the dollar and the in cernational 

monetary system depends on the ability and determination of the 

United States Government to act responsibly." 
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Developments in the weeks following the sterling devaluatia'l 

both before and after the Committee hearings on November 29 and 30 

served to place in sharp focus the need for decisive and responsible 

action on our part. Against the background of a persistentdeficit 

in the United States balance of payments, the British move resulted in a 

weakening of confidence in currencies and was accompanied by a burst of 

speculation in the gold markets which led to a loss of over $1 billion 

to our gold reserves. In addition, it became evident during this period 

that our payments position in the fourth quarter had deteriorated sharply, 

and that for the year as a whole, we would be running a deficit of 

$305 billion to $4 billion. The f a ct that the trade figures for 

October and November showed a disappointing Qeclina in the 

trade surplus was quite disturbing. It was clear that new and decisive 

measures had to be taken to move the United States balance of payments 

position strongly toward balance. 

These measures were announced on January 1 by the President, and you 

are familiar with them. 

In order to give understanding of this Action Program and its 

importance at this point of time to the people of the United States 

and peoples everywhere, the Treasury Department issued last week a 
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report entitled, "Maintaining the Strength of the United States Dollar 

in a Strong Free World Economy." This document describes in detail the 

background and reasons for the January 1 Program. It describes what we 

have done to date and what we propose to do, both over the short and 

long term, to bring out balance of payments into equilibrium and keep 

it there, as well as the relationship of this action to the viability 

of the international monetary system and maintaining confidence in its 

stability. 

The keystone to this balance of payments program is the surcharge 

proposal you have before you. The other direct measures added in the 

January 1 Program to the pre-existing effort are like the four finger s 

of the hand. They cannot be effective in dealing with the problem without 

the tax proposal which is the thumb, enabling us to get a firm grip on 

the problem. 

As the Pres i de nt said in his January 1 Message: 

"The first line of defense of the dollar is the strength 
of the American economy. 

No business before the returning Congress will be more 
urgent than this: To enact the anti-inflation tax which I 
have sought for almost a year. Coupled with our expenditure 
controls and appropriate monetary policy, this will help to 
stem the inflationary pressures which now threaten our economic 
prosperity and our trade surplus." 
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The Tax Program 

These developments are all in the direction of strengthening our 

conviction as to the need for a temporary, but substantial, tax increase 

that would produce, at an annual rate, about $10 billion. Our program 

at the rates proposed last August does this, and it also postpones the 

revenue losses of almost $3 billion a year that would come from scheduled 

excise tax reductions. Only the dates have been changed to recognize 

that we are already in 1968. 

• 

Our tax program is this 

We urge the enactment of a 10 percent surcharge on the income 

tax of individuals and corporations. 

On individuals the 10 percent surcharge would be effective 

April 1, 1968, and continue through June 30, 1969. The effective 

rate on individuals in calendar year 1968 would be 7.5 percent 

of their present law tax. The surcharge would not apply to about 

17 million individuals whose taxable income does not rise above 

the second bracket. 

On corporations the surcharge would be effective January 1, 1968, 

and continue through June 30, 1969. This would give an effective 

rate of 10 percent for corporations in calendar year 1968. 

Corporations should be moved to the same fully current payment 

basis now applicable to individuals. 

The automobile and telephone excises now scheduled to be 

reduced April 1 should be extended, at present rates to 

June 30, 1969 • 
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The specific revenue estimates by fiscal years are given in the 

following table: 

Table 1 

Estimated Effect of Proposal on Budget Revenues 
(In Millions ) 

Proposal Fiscal year: Fiscal year 

I ncome taxes : 
Proposed surcharge : 

Indivi dual income tax . . •.....•..•..•.••••.••• 
Corporation income tax . . ..•.•..•.•...•••••••• 

Acceleration of corpor ation tax payments .•..•••• 

Subtotal , income tax proposals .•...•.••••••••• 

Excise taxes -- extension of present rates : 
Automobiles .... . .. .. ........................... . 
Telephone service ...•••.•......•..•••••••••••••• 

Subtotal , excise extensions .•...•••.• •• • • •••• • 

Total revenue under proposals ••...•.•....••••.•••• 

1968 1969 

$930 
970 
800 

2,700 

190 
116 

306 

3, 0o6 

• 

$6 , 920 
2,880 

400 

10, 200 

1, 500 
1 , 160 

2, t60 

12,860 


