
Chapter 1

Economic Expansion and Federal Policy

.HE AMERICAN ECONOMY has recorded nearly 3 years of solid
expansion since early 1961. But it urgently needs the tax cuts now pending
to complete the climb back toward full employment and full production
that began 3 years ago. After reviewing the impressive record of these years
and examining the role of Federal fiscal and monetary policy in achieving
this record, this chapter discusses the economic situation at the end of
1963; the prospects for 1964; and the broad outlines of policy that can com-
plete the return to full employment.

REVIEW OF THE EXPANSION

By April of this year, the present expansion will have become the second
longest peacetime expansion of this century—exceeded only by the prolonged
climb out of the depths of the Great Depression. As Chart 2 shows, the
$100 billion expansion since early 1961 has eclipsed the brief 1958-60 ex-
pansion in both extent and duration, and has achieved in its first 11
quarters a greater increase in total real output—16 percent—than was
achieved in the 13 quarters of the 1954-57 expansion. With early enact-
ment of the pending tax bill it has every prospect of continuing throughout
1964 at an accelerated pace.

EXPANSION OF DEMAND

While all major components of demand have contributed to the ex-
pansion of the past 3 years, much of the advance has come from rising
Federal, State, and local purchases of goods and services. Federal purchases
in constant dollars rose by 16 percent from the first quarter of 1961 to the
fourth quarter of 1963 and accounted for 11 percent of the total increase
in demand. As Table 1 indicates, this contrasts sharply with the two
previous expansions, when declining real Federal purchases detracted from
the increase in gross national product. State and local purchases rose by
13 percent in constant dollars over the recent period, accounting for 9
percent of the total demand increase.

A second major source of demand strength in the present expansion
has been private nonfarm residential construction. In contrast to the
experience of the two previous expansions, housing expenditure has risen
fairly steadily since the beginning of 1961. From the first quarter of that
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Chart 2

Real Gross National Product
in Three Postwar Expansions
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year to the fourth quarter of 1963, it rose 33 percent in constant dollars,
accounting for 8 percent of the total increase in GNP.

The unusually vigorous expansion in government expenditures and resi-
dential construction has been supplemented by a sustained increase of
business investment in producers' durable equipment and nonresidential
construction. Measured in constant dollars, it rose by 20 percent from the
first quarter of 1961 to the fourth quarter of 1963. Although this per-
centage rise is larger than that in total GNP, it is disappointing by past
standards. Business investment typically has risen faster than GNP in
expansions, just as it has fallen faster in recessions. During the 1947-57
period, the rate of business fixed investment consistently exceeded 10 per-
cent of GNP in constant (1963) dollars; in the current expansion, the
ratio has remained close to its recession low of 9 percent.

The pace of inventory accumulation has been moderate by comparison
with some periods in the past and has been unusually steady since mid-1962.
After jumping from a $4.3 billion annual rate of liquidation at the reces-
sion trough to an $8.1 billion rate of accumulation in the first quarter of
1962, inventory investment has fluctuated moderately around an average
value of $4.4 billion for the last half of 1962 and the whole of 1963.

Despite the notable strength of the demand for automobiles (discussed
below), total personal consumption outlays have remained between 92 and
94 percent of after-tax personal income, as they have in every year since
1950. The rise in consumption outlays from the first quarter of 1961 to
the fourth quarter of 1963 amounted to 12 percent in constant dollars, and
accounted for about half the over-all increase in GNP.

TABLE 1.—Changes in real gross national product in three postwar expansions

Component

Total gross national product

Federal Government purchases
State and local government purchases.
Residential construction
Business fixed investment *
Business inventory cbangc_I
Personal consumption expenditures
Net exports

Annual rate of change1

(Percent)

1954II to
1957 III

4.1

- 3 . 3
4.9

.9
5.3

(«)
4.6

(»)

1958 I to
1960 II

5.3

- . 6
4.5
7.8
4.1

( \ 9

(»)

19611 to
1963 IV «

5.4

5.6
4.7

11.0
6.8

(4)
4.1

(»)

Distribution of total change1
(Percent)

1954II to
1957 III

100.0

-10.9
10.6

.8
13.3
10.1
70.5
5.7

1958 I to
1960 II

100.0

-1 .2
8.4
6.0
7.4

17.2
60.5
1.9

1961 I to
1963 IV »

100.0

11.4
8.8
8.2

11.1
12.0
48.9
- . 5

» Based on data in 1963 prices.
»Preliminary estimates oy Council of Economic Advisers for latest quarter in current expansion.
»Includes producers' durable equipment and nonresidential construction.
4 Inapplicable because inventory changes were negative in the trough quarters.
• Not shown because of small numbers on which changes would be based.

NOTE.—Detail will not necessarily add to totals because of rounding.

Source: Department of Commerce (except as noted).
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MODERATION IN PRICE INCREASES

This strong, sustained advance in real output in the past 3 years has been
accompanied by an unusual degree of price stability. As in nearly all
periods of expansion, there has been some upward drift in the prices of final
purchases. But the price rise of the past 3 years has been well below
that in other periods of comparable output gains. Of the 20 percent
increase in current-dollar GNP from the first quarter of 1961 to the fourth
quarter of 1963, 16 percent consisted of a rise in constant-dollar output,
and only 4 percent of a rise in prices. Only in the short expansion of
1958-60 was the price rise comparably small.

The average annual rate of increase in the consumer price index over
the first 34 months of the current expansion amounted to a very moderate 1.2
percent. Considering the availability of new products and quality changes
not fully reflected in the index, there has been little, if any, real erosion of
the purchasing power of the consumer's dollar. The wholesale price index,
which is a better measure of the international competitiveness of American
products, has not risen since the recession trough in early 1961.

EXPANSION IN INCOMES

In this environment of sustained increases in output and comparative
price stability, gains in real income have been significant and widely dif-
fused. The moderation of money wage increases has served the Nation's
balance of payments well without serving labor ill. Money wages have not
had to push ahead rapidly in order to keep pace with consumer prices.
Employee compensation per nonfarm worker, adjusted for the mild rise
in consumer prices, increased by 7 percent from the recession trough to
the last quarter of 1963.

The farming sector of the economy has also shared in the advance. Net
income per farm, adjusted for changes in prices paid by farmers for cost-of-
living items, rose by 9 percent from early 1961 to 1963.

The rise in disposable personal income adjusted for price increases—the
best measure of the after-tax economic gains of individuals—amounted to
13 percent from the recession trough to the fourth quarter of 1963. On a
per capita basis, the rise was 8 percent.

In previous business expansions corporate profits characteristically have
risen rapidly in the early quarters of recovery and then levelled off or de-
clined because of a sharp diminution in the rate of gain in productivity. In
the current expansion, the rate of increase in GNP per worker has been better
maintained than in the past (Chart 2). As a consequence, profits after
taxes increased $10 billion, or 52 percent, from the recession trough to the
fourth quarter of 1963. Because of the advantageous shift of corporate
earnings from profits to depreciation allowances permitted by the 1962 lib-
eralization of the Internal Revenue Service's depreciation guidelines, the
sum of corporate profits after taxes and capital consumption allowances
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provides a more useful comparison over time for most companies. This
total rose $17 billion during the expansion, as Chart 3 indicates.

These continued gains in both labor and profit incomes could not have
been consistent with price stability without the excellent productivity record
during the past 3 years. A high rate of productivity increase is the surest
means of reconciling the aspirations of all for higher incomes with the
maintenance of a stable price level and improvement in the balance of
payments.

UNEMPLOYMENT AND UNUSED POTENTIAL OUTPUT

Although the expansion brought rising levels of economic welfare to most
Americans during the past 3 years, it was marred by continuing excessive
unemployment. The 16-percent increase in demand from the first quarter
of 1961 to the fourth quarter of 1963 brought about a 4-percent increase

Chart 3

Corporate Profits After Taxes and Capital
Consumption Allowances
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in civilian employment; but even so, in the last quarter of the year 5.6
percent of the civilian labor force was unemployed. Moreover, lack of job
opportunities kept many potential workers out of the labor force, while
others held jobs well below their capabilities.

In the first year of recovery substantial progress was made in cutting
unemployment. The over-all seasonally adjusted rate dropped from 6.7
percent in 1961 to 5.6 percent in 1962. Reductions were largest among
those workers most affected by the 1960-61 recession; the unemployment
rate fell 1.5 percentage points for nonwhites, 2.1 points for semiskilled and
unskilled workers, and 1.9 points for manufacturing workers. However,
during 1963, no further progress was made. The monthly unemployment
rate varied within narrow limits about an average of 5.7 percent.

Excessive unemployment is the most obvious symptom and one of the
worst consequences of a level of demand that falls short of the Nation's
potential output. During 1963 the Council of Economic Advisers carefully
re-examined its measure of potential GNP. This concept, fully discussed in
the Council's January 1962 Report, defines "potential" as the output that
would be produced if unemployment were at the interim-target level of 4
percent. For the period to date, the earlier conclusion still holds: the level
of constant-dollar GNP needed to maintain the unemployment rate at 4
percent has been growing at an average rate of about 3 / 2 percent a year
since mid-1955, when the unemployment rate was close to 4 percent.

As Chart 4 shows, the cumulative effect of actual output growth at a
rate less than 3y2 percent after mid-1955 had produced a gap of $50 billion
(1963 prices) between actual and potential output by the first quarter of
1961. The rapid recovery in the first year of expansion lowered this gap
to $30 billion by the first quarter of 1962, but since that time expan-
sion in output has just about kept pace with the growth in potential. As a
consequence, unemployment has failed to decline to a tolerable level, and
a gap close to $30 billion between actual and potential output remained
in the fourth quarter of 1963.

Merely avoiding recession or even maintaining a rate of expansion com-
parable to that of the last 8 quarters will not close the gap or eliminate ex-
cessive unemployment. Only a significant acceleration of expansion can
enable the Nation to make full use of its growing labor force and productive
potential. The choice of appropriate fiscal and monetary policies to achieve
this goal is one of the problems challenging the Federal Government in
1964.

MAINTENANCE OF THE EXPANSION

Two years ago, many observers who noted that postwar expansions had
become successively shorter wondered if this trend would continue. Al-
though that anxiety has long since been allayed, there is some fear now
that, simply because of its duration, the current expansion must be ap-
proaching its end. If this were true, we would face much higher un-
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Chart 4

Gross National Product Actual and Potential,
and Unemployment Rate

BILLIONS OF DOLLARS*(RATIO SCALE)

650

600

550

500

450

400

GROSS NATIONAL PRODUCT
IN 1963 PRICES

pxfj
\ I 1 1 t I

1953 1954 1955 1956 1957 1958 1959 1960 1961 1962 1963

PERCENT PERCENT

D GNP GAP AS PERCENT OF POTENTIAL (Left scale)

• - • UNEMPLOYMENT RATE 1/ (Right scale)

-5

j I I I

1953 1954 T955 1956 1957 1958 1959 1960 1961 1962 1963

* SEASONALLY ADJUSTED ANNUAL RATES.

±/2V2% TREND LINE THROUGH MIDDLE OF 1955.

I /UNEMPLOYMENT AS PERCENT OF CIVILIAN LABOR FORCE; SEASONALLY ADJUSTED.

SOURCES: DEPARTMENT OF COMMERCE, DEPARTMENT OF LABOR, AND COUNCIL OF ECONOMIC ADVISERS.

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



employment and greater wasted potential instead of a return to fuller use
of our available resources.

The fact is that over-all business fluctuations have no fixed rhythms, and
recessions are not in any scientific sense inevitable. There are, it is true, cer-
tain systematic features of the economic process leading to the onset of re-
cession. During periods of prosperity, a larger part of the Nation's out-
put is used to increase productive capacity through investment in plant,
equipment, and business inventories. If over-all demand rises rapidly
enough to justify the added capacity, incentives for further growth of capi-
tal are maintained, and the expansion of economic activity continues. But
when the growth of demand does not keep pace, business firms curtail
further additions to capacity by trimming their investment outlays. The
reduction in investment, in turn, reduces employment and income, thus con-
verting the initial slowdown in the growth of demand into an actual decline
in general economic activity—a recession.

While individual recessions have their own features and their own proxi-
mate causes, reversals from expansion can typically be traced to a failure
of demand to keep pace with the expansion of capital facilities. There
have been many occasions in the past when timely Federal policy actions
could have maintained the balance between demand and capacity and
thereby changed our economic history. It is vital that such opportunities
be seized in the future.

FEDERAL POLICY AND FULL EMPLOYMENT

To comply with the mandate of the Employment Act of 1946 "to promote
maximum employment, production, and purchasing power," the Federal
Government must adjust its programs to complement private demand.
Given the magnitude of its expenditure commitments, its revenue collec-
tions, its public debt management obligations, and its money and credit
responsibilities, the Government inevitably exerts a powerful impact on
demand. It is, therefore, a first principle of responsible Federal economic
policy to try, insofar as possible, to adjust this impact in a way that promotes
expansion and price stability.

The instruments of fiscal policy—Federal taxes, transfer payments, sub-
sidies, grants-in-aid, and purchases of goods and services—are the Govern-
ment's most powerful tools for promoting expansion. Federal purchases of
goods and services are themselves a component of demand, and indirectly
they affect the other components. Through their impact on employment
and income, they influence the level of consumption. By increasing sales
and profits, they encourage investment expenditures. Similarly, taxes,
transfers, and subsidies affect consumption and investment through their
obvious effects on disposable incomes, after-tax profits, and incentives.
Federal grants-in-aid finance many State and local expenditure programs.

These fiscal policy tools, while powerful, can at present be used by the
Executive with only limited flexibility. Major expenditure programs must
be related to a variety of domestic and international objectives as well as to
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Chart 5

Federal Budget
NATIONAL INCOME ACCOUNTS BASIS
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the requirements of economic efficiency. They are therefore sometimes
difficult to reconcile with income and employment goals in the annual
budgetary process. Moreover, under our constitutional system, legislation
needed to implement fiscal policies is the prerogative of the Congress. The
Congress has demonstrated its ability to enact tax and expenditure legisla-
tion quickly in time of emergency, and the Executive Branch does have
some flexibility in the timing of expenditures. This limited flexibility was
used to good advantage in 1961. But without legislation to establish in
advance specific rules designed to facilitate flexible fiscal policy—such as
those requested by President Kennedy in 1962—tax and expenditure policies
cannot be adjusted with sufficient speed to cope with the swift changes
in private demand that bring recession or inflation. Greater flexibility
would be desirable. However, the main function of fiscal policy must
continue to be the provision of a good supporting framework for expansion.

THE FULL-EMPLOYMENT BUDGET

The Federal budget on a national income and product accounts basis
gives the most comprehensive picture available of the revenue and expendi-
ture activities of the Government as these affect private demands and the
level of economic activity. This budget includes the receipts and expendi-
tures of the Federal trust fund accounts, as well as those in the administrative
budget, but excludes credit transactions. Unlike the administrative budget,
it records corporate tax liabilities at the time they accrue rather than when
collections are made. These and other differences between the administra-
tive budget and the national income and product accounts budget are out-
lined in the January 1962 Report of the Council of Economic Advisers.

Federal policy decisions determine budgeted expenditures and a set of
laws governing tax rates and transfer payments. The actual surplus or
deficit position of the budget depends partly on the planned levels of expen-
diture and the rates incorporated in the tax structure, and partly on the
general strength of private income and demand. Since both receipts and
expenditures are affected by the level of private demand, the budget serves
as an automatic stabilizer, moving into deficit in a recession and toward a
surplus in recovery. This pattern is evident in Chart 5.

The economic impact of a given budget program is best measured by
its surplus or deficit at full-employment income levels. The surplus in the
full-employment budget is too large when the Government demand con-
tained in the budget, and private investment and consumption demands
forthcoming from after-tax incomes, are insufficient to bring total output
to the full-employment level. The actual budget will then show a smaller
surplus or larger deficit than the full-employment budget.

If the fiscal structure is biased in this direction, it can be corrected either
by expanding Government purchases to employ idle resources in satisfying
public needs; or by expanding private business and personal after-tax in-
comes through reduced tax rates or increased transfer payments to employ
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idle resources in satisfying the demands of the private sector. When the
budget is too expansionary, the combination of public and private demands
will eventually exceed productive capacity, and excessive upward pressure
on prices will develop. In this event, sound fiscal policy calls for lowering
expenditures or raising tax rates, or both.

The appropriate size of the surplus or deficit in the full-employment
budget depends on the strength of private demand and its responsiveness to
fiscal policy. The budget must counterbalance private demand. The
weaker the underlying determinants of private demand, the more expansion-
ary the budget should be; the stronger these determinants, the more restrain-
ing the budget should be.

Whether a given budget is too expansionary or restrictive depends also
on other Government policies affecting private spending, of which monetary
policy is the most important. Other things being equal, a strongly expan-
sionary monetary policy permits a larger surplus by strengthening business
investment, residential construction, and other expenditures that are sensi-
tive to the cost and availability of credit.

FISCAL POLICY IN A GROWING ECONOMY

In a growing economy, periodic budget adjustments are required to
maintain adequate expansion of total demand. The volume of tax revenues
rises as incomes grow if tax rates remain unchanged. At present tax rates,
the revenues that the Federal Government would collect at full employment
increase by more than $6 billion a year. If program needs do not require
expenditures to grow at the same rate, tax rates must be reduced, or a
growing full-employment surplus will result, with increasingly restrictive
effects on the economy.

In the past this very process has been a major factor in slowing ex-
pansions and precipitating downturns. Thus the consequences of excessive
potential surpluses have been large actual deficits, unemployment, and
inability to achieve steady growth.

To avoid these consequences, an appropriate expansion-promoting fiscal
program would call for tax and expenditure policies that prevent a constric-
tive rise in the full-employment surplus. As Chart 6 suggests, the experi-
ence of the past 10 years has illustrated the tendency of the full-employment
surplus to build up to expansion-retarding levels as the economy grows.
The tax reductions of 1964 will be a giant step to remove a burdensome
fiscal restraint before the economy levels off or goes into a recession, and
to provide a framework for continued vigorous growth.

THE ROLE OF MONETARY POLICY

Establishing a suitable fiscal framework is not the only step the Govern-
ment can take to promote full employment. The ability of the economy
to maintain expansion in both its actual and its potential output is signifi-
cantly affected by the monetary and debt management policies of the
Federal Reserve System and the Treasury Department. Expenditures on
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Chart 6

Federal Surplus or Deficit:
Actual and Full-Employment Estimates
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long-lived assets, such as residential and commercial buildings, business
plant and equipment, and to a lesser extent consumer durables, are par-
ticularly sensitive to cost and availability of credit, which are heavily
influenced by monetary and debt management policies.

The choice of monetary policies must be related to the character of
private demand, to the type of fiscal policy being pursued, and to goals with
respect to the balance of payments. In the light of these considerations,
various combinations of fiscal and monetary policies are appropriate to
different conditions in the economy.

When aggregate demand is generally deficient and investment and con-
sumption are expanding too slowly to provide jobs for all those seeking em-
ployment, expansionary monetary policy normally can and should accom-
pany expansionary fiscal policy. Likewise, when excessive aggregate
demand threatens to cause inflation, a tight monetary policy may be called
for in conjunction with a fiscal program that permits full-employment
Federal revenues to rise relative to expenditures.

Under some circumstances, however, it may be appropriate to operate
monetary policy at seeming cross purposes to fiscal policy in order to restrict
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or expand the share of output devoted to investment. In general, an easier
monetary policy will permit a higher sustainable rate of investment and
capacity growth. Together with a slightly restrictive full-employment
budget, such a policy mix may raise the growth rate of potential output
while keeping total demand within noninflationary bounds. Alternatively,
if investment is so large relative to consumption and Government purchases
as to threaten a rapid buildup of excess capacity or serious bottlenecks in
capital-goods industries, the need may be for monetary restraints on invest-
ment and stimulus to consumption through a tax reduction.

A partially offsetting mix of fiscal and monetary policies also becomes
appropriate when, as now, the Nation's balance-of-payments deficit is exces-
sive at the same time that domestic expansion needs to be stimulated. In
this case, however, it is useful to differentiate among types of monetary poli-
cies. Efforts can be made—as they have been in the current expansion—
to use the various tools of monetary and debt-management policy to keep
the cost and availability of long-term credit favorable to domestic expansion,
while maintaining short-term interest rates at a level necessary to restrain
short-term capital outflows. Meanwhile, other more direct measures to
deal with the balance-of-payments problem need to be pushed vigorously to
correct the basic causes of the deficit and in the process provide more scope
for monetary policy in promoting domestic expansion.

Against the background of these general considerations, an understanding
of the problems and possibilities of Federal policy in the maintenance of
expansion can best be gained by examining the experience of the past three
expansions.

F E D E R A L P O L I C Y I N T H E E X P A N S I O N S O F 1 9 5 4 - 5 7 A N D 1 9 5 8 - 6 0

The recovery from the 1954 recession was aided by a substantial tax cut
and by the fact that materials shortages and controls during the Korean
conflict had limited the buildup of capacity to produce civilian goods. The
result was a period of rapid expansion in late 1954 and early 1955, centering
first in inventories, automobiles, and housing. This was followed by a
remarkable boom in fixed investment from the third quarter of 1955 through
the third quarter of 1957.

The absence of price-wage restraint in the 1955-57 period contributed to
a widespread inflation despite the lack of any general excess of demand
over capacity output. Excess demand was confined to the durable goods
manufacturing industry, where orders strained capacity in many lines.
But sharp price and wage increases in this sector were imitated in other
industries that did not share similar demand pressures.

Indeed, the lack of real output increases in early 1956 prompted predic-
tions of recession. Despite the capital goods boom, total output levelled off
at that time as automobiles, residential construction, and Federal purchases
all declined. But defense outlays increased sharply from mid-1956 to mid-
1957, and capital goods purchases remained strong. By the time the
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investment boom had run its course, total demand had not grown suffi-
ciently to use fully the added capacity that had been created. Federal
outlays levelled off early in 1957 and then declined, just at a time when
expansionary policy was needed to avoid a downturn. And the Federal
Reserve, which had been tightening money and credit conditions throughout
most of the expansion, raised the discount rate in August 1957, just as
the downturn in production was beginning.

The entire expansion of 1958-60 was characterized by price stability,
ample productive capacity, and excessive unemployment. Wholesale prices
were virtually steady throughout the expansion. The capacity utilization
rate in manufacturing had dropped to 73 percent in the 1958 recession,
nearly 20 points below its peak level in the fourth quarter of 1955. Except
for brief periods of rapid inventory accumulation before and after the lengthy
steel strike of 1959, the utilization rate never regained much more than
half this loss. Consequently the recovery of investment expenditure was
weak. The unemployment rate fell only to 5.0 percent, and that for only
1 month. The average unemployment rate from January 1959 to May
1960 (when the peak of the recovery was reached) was 5.4 percent.

Yet Federal policy was restrictive and wholly inappropriate to a
period of insufficient demand. The full-employment surplus was allowed
to rise drastically from a $4*4 billion level in 1958 to more than $12 billion
in 1960. The expenditure line was held firmly while the only tax-rate
changes made were increases in social insurance and excise tax rates. The
turnaround from actual deficit to actual surplus was even more striking.
Between the third quarter of 1958 and the first quarter of 1960, there was
a swing of nearly $20 billion (annual rate) from a $10.7 billion deficit to
an $8.2 billion surplus. At a time when private investment demand was
depressed by excess capacity, this fiscal restraint was clearly inconsistent
with continued expansion. If it had not been for a slow rise throughout
the period in the share of disposable income consumed, it is doubtful that
this shortest of all recent recoveries would have lasted even as long as it did.

The restrictive fiscal policy of 1958-60 was accompanied early in the
expansion by a shift toward monetary restraint that became progressively
more severe and by late 1959 resulted in the tightest monetary and credit
conditions of the postwar period. Treasury bill yields rose by 3*/2 percent-
age points from mid-1958 to the end of 1959. Long-term Government
bond yields increased by a full percentage point during the same period.
The sector most adversely affected by this monetary tightness was housing.
Private housing starts, which had risen strongly during the period of mone-
tary ease immediately following the 1958 recession, fell by one-fourth from
the beginning of 1959 to the middle of 1960. This reduced the demand for
building materials and, through its effect on incomes earned in the construc-
tion industry, the demand for consumer goods. The combination of fiscal
and monetary tightness contributed to a halt in the expansion of business
investment expenditures and led to a downturn after only 25 months of
expansion.
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FISCAL POLICY IN THE PRESENT EXPANSION

When the new Administration came to office in early 1961, the 1960-61
recession was near its trough. The unemployment rate was close to 7 per-
cent, and the rate of capacity utilization in manufacturing had fallen to
77 percent. The economic task of first priority was to end the unnecessary
waste of resources.

The fiscal program adopted by Congress and the Administration lowered
the $12 billion full employment surplus of 1960 to $6 billion by 1962.
This reduction was accomplished through both tax reductions and expendi-
ture increases.

The expenditure increases of the 1961-62 period, undertaken to bolster
our defense and space programs and to provide for unmet civilian needs,
were highly stimulating to the economy. Total Federal expenditures in-
creased by $10 billion (annual rate) between the first quarter of 1961 and
the first quarter of 1962, making a major contribution to the 8.8 percent
rise in GNP during the first recovery year. Increases in Federal expendi-
tures continued beyond the initial recovery year. From the first quarter of
1961 to the fourth quarter of 1963, Federal purchases of goods and services
in current prices increased by $ll}/2 billion at annual rates, or 21 percent.
Total Federal expenditures, which include transfer payments, subsidies,
interest, and grants-in-aid as well as purchases of goods and services,
increased by $19*/2 billion, or 20 percent, over the same period.

Two tax reduction measures—the new depreciation guidelines announced
by the Treasury in July 1962 and the investment tax credit enacted by the
Congress in the Revenue Act of 1962—were adopted to stimulate lagging
private investment. Their details are discussed in Appendix A of the Jan-
uary 1963 Report of the Council of Economic Advisers. Their net effect
was to raise the annual cash flow to corporations by $2.5 billion in 1963 and
to increase the after-tax rate of return on new investment projects. These
measures contributed to the rapid rise in plant and equipment outlays
that occurred after the first quarter of 1963. Since there are substan-
tial lags in the investment decision-making and spending process, their full
effects have not yet been realized.

In early 1963 the Administration proposed a program of tax reduction
and revision designed to move the country toward full employment. Failure
to enact this key part of the fiscal program by mid-1963 led to a rise in the
full-employment surplus when a reduction was needed. By the fourth quar-
ter of 1963, with output still about $30 billion short of potential and an
unemployment rate of 5.6 percent, the full-employment surplus was $9
billion, and the actual budget deficit, on a national income and product
basis, fell close to zero. However, early enactment of the tax bill and enact-
ment of the President's budget for fiscal 1965 will bring a sharp and needed
reduction in the full-employment surplus. The tax and expenditure pro-
gram will give a bigger fiscal stimulus in calendar 1964 than in any of the
past 3 years and will provide a strong, fresh impetus to the expansion.
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MONETARY POLICY IN THE PRESENT EXPANSION

The fiscal policy of the 1961-63 years was complemented by a monetary
policy designed to encourage an expanding economy while also defending
the balance of payments. Actions were taken to raise short-term interest
rates and to maintain them at levels that would reduce outflows of funds to
money markets abroad. Within the limits established by this policy, the
Federal Reserve provided money and bank credit to support the expansion
and generally avoided placing upward pressure on long-term rates.

In attempting to pursue both its domestic and its balance-of-payments
objectives, the Federal Reserve used its policy instruments flexibly. In
February 1961 it began to supply a portion of new bank reserves through
the purchase of longer-term securities. Meanwhile the Treasury concen-
trated its new offerings of securities largely in short maturities to exert
upward pressure on short-term interest rates. In the autumn of 1962 the
Federal Reserve reduced reserve requirements on time and savings deposits,
thereby releasing reserves for seasonal growth in money and credit without
purchasing short-term securities in the open market.

A particularly important factor that exerted upward pressure on short-
term rates but held long-term rates down was the two-step change in
Regulation Q in January 1962 and July 1963, which permitted banks to
pay higher interest rates on time and savings deposits. These steps acceler-
ated the flow of savings into commercial banks, which in turn invested
heavily in mortgages and State and local securities, thereby putting down-
ward pressure on mortgage and other long-term yields. At the same time
commercial banks began to issue negotiable time certificates of deposit
in substantial quantities, which in effect added to the supply of short-term
securities and helped to push up short-term interest rates.

In July 1963 the Federal Reserve increased the discount rate from 3
to 31/2 percent, largely to reinforce efforts to raise short-term interest rates
for balance-of-payments reasons.

Analysis of the results of Federal Reserve actions on the growth of de-
posits and bank credit is especially difficult for this expansion period
because of the changes in Regulation Q. The recorded growth in money
supply—at an average rate of 2.8 percent a year during the expansion—
understates the degree to which monetary policy provided a stimulus to
the economy, since many business firms and individuals were induced to
shift idle balances from demand to time deposits in order to take advantage
of the higher interest rates.

On the other hand, the increase in time deposits—at an average rate
of 15.2 percent a year—exaggerates the expansionary stimulus from mone-
tary policy. The interest-rate increases on commercial bank time deposits
raised their attractiveness relative to direct holdings of securities or deposits
at other financial intermediaries. Thus, while bank credit expansion was
particularly rapid, part of it reflected lending that otherwise would have
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occurred through nonbank financial institutions or directly through the
securities markets.

THE CURRENT SITUATION AND OUTLOOK

T H E ECONOMY IN 1 9 6 3

The economic expansion in 1963 substantially outdistanced most ex-
pectations and even exceeded the forecast by the Council of Economic
Advisers in its January 1963 Report, which was one of the more optimistic
of the period. That forecast projected a range from $573 billion to
$583 billion. Preliminary estimates indicate an actual figure of $585
billion.

Much of the strength in 1963 centered in residential construction and
automobile buying. If the strength of those expenditures represented an
unsustainable buildup of stocks or an excessive resort to credit, it would
amount to borrowing from the future. If, however, it reflected long-term
forces, it would be cause of optimism.

RESIDENTIAL CONSTRUCTION

Among the major demand components, the most surprising performer
in 1963 was housing. Many observers expected that private nonfarm
residential construction expenditures would no more than hold their 1962
level. Instead, because of the boom in construction of multifamily units,
such expenditures increased by $l}/2 billion for the year as a whole, and the
fourth-quarter-to-fourth-quarter advance was even larger.

The increase in housing activity is attributable partly to the success of
monetary policy and Federal housing credit policies in maintaining an ade-
quate supply of mortgage funds at favorable interest rates. Mortgage yields
continued to decline during the first half of 1963 and then levelled off. The
average term to maturity of conventional mortgages extended on new home
purchases increased from 23.3 years in December 1962 to 24.6 years in
October 1963, and the average ratio of loan to value on such mortgages
increased from 72.1 percent to 73.4 percent over the same period. Terms
on FHA mortgages were also liberalized.

Liberalization of mortgage credit makes more potential home buyers
eligible to enter the market. But it also reduces the equity protection of
those homeowners who borrow up to the limit, increasing their vulnerability
to personal misfortune or general economic reversals. It is difficult to
evaluate recent developments because of the lack of consensus on criteria
of soundness in mortgages and because the safety of the credit structure
depends basically on the general health of the economy. During the past
year, the Federal Home Loan Bank Board has issued or proposed a series of
regulations that will help preserve sound credit practices of savings and loan
associations, the major source of home mortgage credit.
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The future of residential building depends heavily on the sustainability of
construction of multifamily units. Multifamily housing starts have risen to
36 percent of total starts in 1963, compared to an average of 13 percent dur-
ing the 1950's. Rental, vacancy rates have been rising in the last year, and
in some metropolitan areas are quite high. But in the aggregate they are
still below the levels that prevailed in 1961 at the beginning of the current
housing boom. While an attitude of caution and concern about rental
housing in 1964 is certainly justified, there are several favorable factors in
the outlook. Part of the great expansion of multifamily housing in the past
few years has come in response to demographic changes. The increased
relative importance of households at the two extreme ends of the adult age
spectrum has raised the demand for apartment units. This demand has
not yet been fully met in many communities, and builders of multifamily
units can look forward to its acceleration in 2 or 3 years as the early post-
war babies enter the housing market. Moreover, there continue to be unmet
needs for housing among lower-income and minority groups. The pro-
posed tax cut will provide some support to multifamily construction by in-
creasing the number of those able to afford better rental apartments.

However, given the large volume of multifamily construction already in
the pipeline, there is little probability of a further sizable expansion in 1964.
Housing demand could decline in the coming year if the availability and
terms of mortgage credit are not maintained in the face of rising business
demands for credit.

AUTOMOBILES

While the share of their incomes that consumers devoted to auto purchases
during 1963 was not far above the average for the past 10 years (as Table 2
shows), the stock of automobiles in use has, nonetheless, grown considerably,
both in quantity and in quality. In a static economy, this would suggest a
sizable decline in purchases in the following year. However, two considera-
tions are reassuring.

First, the economy will not be static in 1964. The rate of cna,n5c of after-
tax income next year will be extraordinarily large, both because of the cut
in taxes and because of a substantial increase in before-tax incomes. More-
over, the number of licensed drivers should continue to grow by at least
2J/2 million a year.

Second, the buildup of car stocks during 1963 offers significant contrasts
with that in 1955, which was the one clear case of substantial borrowing
of demand from the future. Both real disposable income and the number
of licensed drivers are about 30 percent greater now than they were in 1955,
while the number of domestic and imported cars sold in 1963 was not
appreciably greater than in the earlier year. Moreover, a rising scrappage
rate restrained the growth of the stock of cars. Hence, relative to popula-
tion and income, the increase in automobile ownership in 1963 was not
nearly so great as it was in 1955.
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TABLE 2.—Share of disposable personal income used for consumer durable ex-
penditures, 1954-63

[Percent]

Year

1954-63 average--

1954

1955
1956 _
1957
1958
1959 —

I960 _
1961
1962
1963 2

Consumer durable expenditures as percent of disposable personal income

Current prices

Total

12.8

12.6

14.4
13.1
13.1
11.7
12.9

12.8
12.0
12.5
12.8

Automobiles
and parts

5.3

5.2

6.7
5.4
5.5
4.4
5.4

5.4
4.7
5.3
5.5

Other

7.4

7.4

7.8
7.8
7.5
7.4
7.6

7.5
7.3
7.2
7.3

Constant prices l

Total

12.3

11.8

13.6
12.4
12.3
11.2
12.3

12.4
11.8
12.4
12.8

Automobiles
and parts

5.2

5.2

6.5
5.2
5.2
4.2
5.1

5.2
4.6
5.2
5. t

Other

7.1

6.6

7.1
7.2
7.0
7.0
7.2

7.2
7.2
7.1
7.3

* Based on data in 1963 prices.
2 Preliminary estimates by Council of Economic Advisers.
Source: Department of Commerce (except as noted).

The strength of consumer durables sales in 1962 and especially in 1963
was stimulated by ready availability of credit. Maximum credit terms on
new automobiles were not generally liberalized, but more automobile buyers
took advantage of these maximum terms. The ratio of outstanding instal-
ment credit to disposable income (at an annual rate), which was 11.7
percent at the end of 1961, increased to 13.1 percent by the end of 1963.

The proportion of disposable personal income committed to monthly
payments has continued its upward drift and now approaches 14 percent.
Rut there is no reason to think that this ratio is unsustainable. It has
risen recently partly because the proportion of spending units using con-
sumer credit has been rising. According to the Survey Research Center's
1963 Survey of Consumer Finances, this percentage rose from 46 in 1962
to 50 in early 1963. As the general level of per capita income rises, more
households become good credit risks. A rise in the ratio of aggregate
consumer debt to income is far more sustainable when it comes from
wider-spread use of debt than when it reflects only heavier indebtedness
on the part of existing credit users.

The crucial factor in determining whether indebtedness imposes an
excessive burden is the rate of expansion of disposable income. The rise
in disposable income from the proposed 1964 tax cut will reduce appreciably
the ratio of beginning-of-year debt to income. If a decline in consumer
incomes were in the offing in 1964, the current level of consumer indebted-
ness might be a cause for concern. It poses no serious threat when income
is expected to grow rapidly.
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THE OUTLOOK FOR GNP IN 1964

The demands for automobiles and housing should continue at high levels
in 1964, but they cannot be expected to provide fresh impetus to expansion.
Nor is a substantial independent thrust likely to come from business invest-
ment or government purchases. Thus a favorable outlook for 1964 is heavily
dependent upon the passage and timing of the proposed tax reductions.

The process by which tax reduction will stimulate consumption and invest-
ment demand is outlined in Appendix A of this Report. If the tax cuts were
not forthcoming, business and consumers not only would have to do without
their direct effect but would have to adjust to sharp disappointment. With
the tax cuts, and taking into account the projected budget expenditures, the
economy will receive a powerful stimulus. Indeed, it will be operating with
little if any full-employment surplus for the first time since the Korean con-
flict. The elimination of the estimated $9 billion full-employment sur-
plus of calendar 1963 will mark an unprecedented use of fiscal policy for
the maintenance and acceleration of expansion. It must be recognized
that, while the expansive effects of the projected tax cuts will be very sizable,
the month-to-month timing of their impacts upon expenditures is not pre-
cisely predictable. For this reason, it is especially appropriate this year to
attach a range of plus or minus $5 billion to the forecast of the GNP for 1964.

Administration forecasts are always in some degree projections because
they rest on assumptions about the enactment of the President's program.
The dependence of this year's forecast on assumptions made about the
nature and timing of the tax cuts is particularly heavy. The date of enact-
ment and the initial withholding rate applied to wages and salaries are
both critical.

The assumptions underlying the present projection are—

First, that reduction of tax liabilities as recommended in the
President's Budget Message will be enacted by February 1;

Second, that the withholding rate will be reduced from 18 per-
cent to 14 percent by this legislation, to take effect as soon as pos-
sible thereafter.

Under these assumptions, it is estimated that GNP for calendar 1964 will
fall within a $10 billion range centering on $623 billion. If events
depart from the above assumptions, prospects for the year will be signifi-
cantly altered. For example, if passage of the tax bill were delayed by
1 month, the projected GNP range would center on $621 billion.

Prospects for the major components of demand appear to be the
following:

Government expenditures. State and local purchases of goods and serv-
ices are expected to rise by at least $4 billion, the trend rate for the last few
years. Although the President's Budget will call for a decline in Adminis-
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trative Budget expenditures from fiscal 1964 to fiscal 1965, Federal pur-
chases of goods and services are projected to increase by $2j/2 billion, from
calendar 1963 to calendar 1964. This will be a smaller increase than
those of the past few years.

Residential construction. Outlays for residential construction are not
likely to rise from their level at the end of 1963, but a small year-to-year in-
crease seems probable.

Business fixed investment. The basic determinants of expenditures on
fixed investment—both real and financial—are favorable to further ex-
pansion. According to the business plant and equipment survey made by
the Department of Commerce and the Securities and Exchange Commis-
sion, the annual rate of such expenditures (which account for over three-
fourths of business fixed investment) will be about $1 billion higher in the
first half of 1964 than in the latter half of 1963. The demand and profit
stimulus provided by the tax cut should be sufficient to accelerate the rate
of increase in the second half of 1964, giving a somewhat higher year-to-
year increase than in 1963.

Inventory investment. With inventory-sales ratios quite favorable, in-
ventory investment should respond fairly promptly to a step-up in the rate
of increase in final demand and proceed at a rate well above the 1963 level,
particularly toward the end of the year.

Consumption. Under the stimulus of a cut of nearly $9 billion in per-
sonal tax collections, consumption expenditures will be a substantial force
in economic expansion in 1964, providing more than two-thirds of the total
demand increase. Substantial year-to-year gains should be realized in all
major expenditure categpries. While the dollar volume of automobile out-
lays should rise with a tax cut, their share of disposable personal income may
fall slightly. A rise in the income share spent on other durables is quite
probable.

In summary, the outlook this year calls for a significant acceleration in
the growth of output. At the midpoint of the forecast range, current-dollar
GNP for 1964 is estimated to increase 6/2 percent above the level of 1963,
and the real GNP, about 5 percent. Because last year's gains in the labor
force and productivity somewhat exceeded past trends, the 1963 growth of
3.8 percent in real output was not sufficient to reduce the unemployment
rate. It seems likely that potential will continue in the year ahead to grow
slightly faster than its 3J4 percent average annual rate since 1955. Never-
theless, the more rapid expansion of production in 1964 should lower the
unemployment rate. By the end of the year, it is expected to fall to approx-
imately 5 percent. Thus the year promises progress in reducing unem-
ployment, but attainment of the interim goal of 4 percent lies beyond 1964.
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BEYOND 19 6 4

Demand will continue to benefit in the years ahead from the powerful
stimulus of the current tax-reduction program. Prospects for 1964 are
enormously improved by the impending tax legislation, but even so, the
full effect will not be felt this year. It will take some time for consumer out-
lays to adjust fully to the rise in household incomes; somewhat longer delays
are likely in the response of capital expenditures. As these adjust to higher
operating rates and higher after-tax profits, the underlying strength of busi-
ness demand for new capital should become evident for the first time in
nearly a decade.

Private demand will get support from fiscal policy throughout the 1965
fiscal year. On January 1, 1965, a second instalment of tax reduction
will take effect. As a result, the gradual leveling off of Federal outlays,
desired for—and permitted by—increasing efficiency in the government,
can be consistent with a continued movement toward full employment.

A return to full employment will yield many benefits, as succeeding
chapters make clear. It will reinforce programs to aid the disadvantaged
and to promote smooth adjustment to technological change. It will in-
crease the mobility of labor and capital. It will improve our productivity
performance, so important to the international competitiveness of our
products. Once demand matches our productive potential, efforts to
accelerate the growth of potential will become more effective and merit a
higher priority. In combination, full employment and accelerated growth
can produce a sharp improvement in U.S. economic performance for the
rest of the 1960's.

On November 17, 1961, the United States joined with the other 19
member nations of the Organization for Economic Cooperation and
Development in setting as a target the attainment of a 50 percent (4.1
percent a year) increase in their combined real gross national products
during the decade from 1960 to 1970. The average year-to-year rate of
increase of this Nation's GNP in the first 3 years of the decade, 3.9 percent,
did not match the target rate for the OEGD countries as a whole. For the
United States to raise its output by one-half during the decade, it will
need to grow at an average annual rate of 4.2 percent in the next 7 years.
That rate is within our grasp.

Any lessening in international tensions that permits significant arms
reductions consistent with national security will increase our ability to raise
our rate of economic growth. Resources no longer used in arms production
can be used to upgrade the skills and equipment of the labor force, as well
as to raise the levels of private and public consumption. An economic
policy ensuring that these resources are used for such purposes rather than
left idle can raise the growth rate of potential output.

If we are to achieve the full benefits of our rising productive potential
and to avoid excessive unemployment, aggregate demand will have to con-
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tinue to expand more rapidly than it has in the past. With the major
relaxation in fiscal restraint in 1964, we will get a new and more accurate
assessment of the strength of private demand as we move toward full em-
ployment. This information will help to guide the monetary and budgetary
programs for the years ahead. But the principles to guide policy are clear.
They were stated in the Employment Act; they have been dramatized by
the experience of recent years. If this Nation is to achieve and maintain
"maximum employment, production and purchasing power." it will be the
continuing task of fiscal and monetary policy to support a strong, sustainable
pace in the expansion of aggregate demand.
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