
Chapter 2

Policies for Balanced Expansion
The Congress hereby declares that it is the continuing policy and
responsibility of the Federal Government to use all practicable
means consistent with its needs and obligations and other essential
considerations of national policy . . . to promote maximum
employment, production, and purchasing power.

FOR THE PAST 23 YEARS, these forthright marching orders in the
Employment Act of .1946 have firmly committed the Federal Government

to an active role in promoting high standards of over-all economic per-
formance. Federal fiscal and monetary policies have contributed to a much
improved record of stability and growth in the U.S. economy throughout the
postwar era.

In particular, during the past 8 years, national policy has been designed
not merely to counter cyclical fluctuations but to promote steady expansion
of economic activity in pace with productive potential. While fiscal and
monetary policies have not always been appropriate to the needs of the day,
their general success in fulfilling the lofty promises of the Employment Act is
clearly demonstrated by the unparalleled prosperity achieved during the
Kennedy and Johnson Administrations. Eight consecutive years of eco-
nomic expansion, the longest and largest sustained advance in the annals of
U.S. history, have dispelled the doubts that prevailed in the late 1950's about
the vitality of the American economic system.

The lessons of this experience are worth reviewing. Such a review, together
with some suggestions for improvements in the formulation and implemen-
tation of stabilization policies, is the subject of this chapter.

REALIZING THE ECONOMY'S POTENTIAL

How much the Nation's economy can produce—its supply capability—
depends on the quantity and quality of its productive resources, including
manpower, plant and equipment, and natural resources. The economy's
aggregate demand is the total of spending for final output by all groups—
consumers, businesses, government, and foreign buyers. When aggregate de-
mand matches supply capability, resources are fully utilized and production
equals the economy's potential. If aggregate demand should fall short of sup-
ply capability, part of the output that the economy is capable of turning out
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would not be produced, and some resources would be wasted in idleness. On
the other hand, excessive demand—too much spending in relation to poten-
tial output—would generate inflationary pressures on prices and costs.

The vbasic task of fiscal and monetary policies is to help ensure a match
between demand and productive potential. These measures operate pri-
marily by affecting the demand side of the balance. Government purchases
of goods and services are directly a part of total demand; increases or
decreases in such purchases change total spending in the same direction.
In addition, other government expenditures indirectly influence total de-
mand through their impact on private incomes. Social security benefits, for
example, are "transfer payments" which add to the purchasing power of
individuals, and thus encourage additional private spending, especially for
consumer goods and services.

Taxes, on the other hand, reduce the ability and willingness of families
and business firms to spend, by drawing purchasing power out of private
hands. By raising (or lowering) tax rates, the Federal Government can hold
down (or add to) the flow of private spending.

Monetary policies affect private spending primarily by changing the cost
and availability of funds required to finance certain types of expenditures.
If borrowing becomes expensive and difficult, expenditures for new homes,
business machinery, and other things may be discouraged or postponed.

The economy's potential output is continually expanding as a result
of the growth of the labor force and increases in productivity. Economic
policy must therefore aim at a moving target—helping demand to grow in
pace so that an appropriate balance with potential is maintained. If demand
does not expand or if it grows only sluggishly, men and machines become
unemployed.

THE CHOICE OF A TARGET

Economic potential or capacity is not an absolute technical ceiling on
output. It allows for some margin of unused human and physical resources.
Even in the most extreme boom, there are always some people unemployed,
some who could be attracted into the labor force, some who would be will-
ing to "moonlight" or work overtime. Similarly, there are always some
plants that could be operated more intensively or for longer hours. To operate
the economy at its utmost technical capacity would require demands far in
excess of supply in most markets, with resulting rampant inflation.

The relevant concept of capacity, therefore, must allow for some
margin of idle resources. The choice of a specific margin involves an
appraisal of the behavior of prices and costs in a high-employment econ-
omy. But this appraisal involves more than a technical evaluation. If poten-
tial output is to be viewed as a target for policy, the choice of the ideal
level of utilization is a social judgment that requires a balancing of national
goals of high employment and reasonable price stability.
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Balances of this sort are never simple. Both unemployment and inflation
involve social and individual costs. The severe economic burden
borne by those who have no jobs is obvious. At the bottom of the
1957-58 recession, there were more than five million workers out of jobs; and
during 1958 more than 14 million workers experienced one or more spells
of unemployment. Still others were forced to accept part-time employ-
ment or were relegated to jobs beneath their capacity. Some, in resignation,
abandoned the search for jobs. The loss of income was tremendous. The
costs in frustration, despair, and bitterness cannot be measured.

Some of the costs of unemployment linger on because skills and supplies
of labor are impaired. When over-all unemployment is excessive, employers
have little incentive to provide job training programs for the unskilled or
to upgrade workers to better paying jobs. Labor unions become increasingly
concerned about the job security of existing members and often take meas-
ures that limit the supply of available labor for the longer run.

Although the burden of a slack economy falls most heavily on the unem-
ployed, the loss of production associated with underutilized resources im-
poses serious costs on nearly all groups. The incomes lost by the unemployed
represent far less than half of the total shortfall of output and income. A slack
economy sharply reduces the profits of large and small businesses and cuts
government tax revenues. Moreover, part of the burden falls on future
generations, because underutilization of capacity weakens investment in-
centives, slowing the rate of capital accumulation and limiting future pro-
ductivity gains.

It is difficult to balance the costs of inflation against those of an absolute
loss of output and employment, because they are quantitatively and
qualitatively different. Inflation has highly arbitrary and inequitable effects
on the distribution of income and wealth. It benefits debtors at the expense of
creditors; it hurts persons, such as some pensioners, whose incomes and asset
values are fixed in money terms, and benefits those whose incomes and asset
values increase more than in proportion to the over-all rise in prices. Since
the impact of inflation on the welfare of an individual depends on the way
in which both his income and the value of his wealth respond to the change
in prices, its effects on broad classes of the population cannot be easily char-
acterized. But there are many persons, in nearly all walks of life, who
experience significant losses as a result of inflation. In general, financially
sophisticated persons, who foresee the consequences of rising prices, can take
steps to protect themselves, while the less sophisticated may lose.

There is also a danger that inflation can set in motion speculative be-
havior that will cause further acceleration of price increases, with serious
consequences for economic and social stability. There are even extreme exam-
ples in history of the breakdown of financial and economic systems as a result
of galloping inflation.

Finally, inflation may have adverse consequences for our balance of
payments. If prices rise more rapidly in the United States than in other
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countries, our competitive position in world markets can be seriously
undermined.

As a collective social decision, the choice of an employment objective can
and should be the subject of continuous reexamination. Chapter 3 suggests a
number of structural measures that can help to lessen the conflict between
high employment and price stability. When combined with an improved
performance of fiscal and monetary policy along lines discussed in this
chapter, these measures may make it possible to achieve progressively lower
rates of unemployment with reasonable price stability.

POTENTIAL OUTPUT

In light of the considerations discussed above, a 4-percent unemployment
rate was established as an "interim" target for national policy early in
the Kennedy Administration. In each of its last seven Annual Reports, the
Council of Economic Advisers has based its estimates of potential output
on a 4-percent rate of unemployment. This Report continues to make use
of this definition.

The resulting estimated path of potential output for the period 1955 to
1968, together with the path of actual gross national product (GNP), is
shown in Chart 5. Actual GNP was approximately equal to potential in
1955, but fell gradually below potential in the following years. The gap
widened sharply in the 1957-58 recession, it failed to close fully in the
ensuing expansion, and it widened again in the recession of 1960-61. In the
first quarter of 1961, the gap amounted to about $60 billion (in 1968 prices),
and the unemployment rate was 6.8 percent.

From the first quarter of 1961 until the end of 1965, when the unemploy-
ment rate reached 4 percent, actual output was consistently below potential.
But actual output grew more rapidly than potential, catching up and finally
closing the gap. Since then, actual output has exceeded the calculated po-
tential most of the time, as the unemployment rate has been below 4 percent.

It is estimated that potential output grew about 3 / 2 percent a year from
the mid-1950's to the early 1960's. After that, its growth appears to have
speeded up gradually; for the last few years, it is estimated at 4 percent
a year.

Growth of potential output reflects the combined effects of expansion of
available man-hours of labor and rising output per man-hour.

Available Man-Hours

Sustained growth of the labor force has resulted in a substantial rise in
potentially available man-hours despite a gradually declining trend in
average hours of work. Over the long run, the labor force has increased
roughly in line with the working-age population (16 years old and over).
This tendency has continued in the 1960's. The rising participation of
women in the labor force has been roughly offset by the effects of a shift
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Chart 5

Gross National Product, Actual and Potential,
and Unemployment Rate
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in the composition of the working-age population toward teenagers and older
people, who have relatively low participation rates.

Average hours worked per employed person have declined slowly over
the long run, reflecting the secular trend toward more holidays, longer
vacations, shortening of the workweek, and increasing participation of
people who want to work only part time.

Growth of the potential labor force has accelerated from 1*4 percent a
year in the early 19605s to a present rate of about 1% percent—reflecting the
upsurge in births immediately after World War II. This has been partially
offset by the secular decline in hours worked of about l/± of 1 per-
cent a year. The net result has been an acceleration of the growth of avail-
able man-hours from 1 to 11/2 percent a year over the period.

Productivity

Many factors contribute to growth in output per man-hour—the pro-
ductivity of labor. These include increases in the stock of productive capital
and improvements in its quality; better educated, better trained, and more
experienced labor; and advances in technology, production methods, and
management techniques.

Since 1950, output per man-hour in the private economy has expanded
at an average annual rate a little above 3 percent. For the entire economy,
the calculated trend is somewhat lower, because improvements in the effi-
ciency of Government workers are not measured statistically and are arbitrar-
ily taken at zero. Thus the trend rate of increase in aggregate productivity—
private and public—has been about 2*/2 percent a year. When added to the
growth of available man-hours, this results in the 3 ]/2 percent annual growth
of potential output for the late 1950's and the 4 percent current growth rate.

Actual and Potential GNP

Over the entire period from the recession trough in the first quarter of
1961 to the fourth quarter of 1968, actual GNP rose by $288 billion (in 1968
prices), reflecting the combined result of keeping up with the growth of po-
tential GNP and of closing the gap. Potential GNP rose by $216 billion, an
increase of 33 percent. Thus the Nation is presently earning a huge addi-
tional bonus of $72 billion a year in output as a result of having eliminated
a great waste of idle resources.

The unemployment rate in the first quarter of 1961 stood at 6.8 percent.
At current levels of the labor force, the reduction of this rate to the 3.4 per-
cent that prevailed in the fourth quarter of 1968—below the 4 percent rate
that is used to define potential output—represents a gain in employment of
2.7 million. On the basis of current average productivity, this number of
workers can be credited with a $31 billion contribution to output (annual
rate).
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However, the reduction of 3.4 percentage points in the unemployment
rate accounts directly for only a portion of the gain in output associated
with the closing of the gap. There were four other important factors
involved:

1. In a slack economy, firms are often reluctant to lay off certain types of
workers, particularly foremen, semi-professionals, and the highly skilled.
The result is considerable on-the-job underemployment which depresses
measured labor productivity. As the economy moves back toward potential,
productivity increases more rapidly than the long-term trend. Since early
1961, output per man-hour has risen at an average annual rate of 3 percent,
l/i of a percentage point more than trend.

2. Labor force participation has risen since 1961 as people who had not
been looking for work responded to the greater availability of job
opportunities.

3. The increased pace of economic activity slowed the secular decline in
the length of the workweek.

4. The proportion of the labor force reporting involuntary part-time
employment for economic reasons declined from 4.4 percent in early 1961
to 2.1 percent in the fourth quarter of 1968.

Together, these four factors contributed an additional $41 billion to the
output gain associated with the reduction of the unemployment rate.

The $72 billion of extra GNP resulting from reducing the unemployment
rate amounts to about 11 percent of potential output at the start of the
period—that is, there was about a 3 percentage point bonus of annual pro-
duction for each 1 percentage point reduction in the unemployment rate.

ECONOMIC GAINS OF THE EXPANSION

The chief over-all measures of the progress of the American economy
during the past 8 years are presented in Table 7. The benefits of economic
expansion have permeated nearly every corner of the economy and every
aspect of our national life. From the recession trough in early 1961 to the
end of 1968, the expansion of output created more than 10^4 million jobs.
This was enough to provide work for the 8J/2 million net increase in the labor
force while at the same time reducing the pool of unemployed workers by
more than two million.

Living standards have substantially increased. On an after-tax basis and
after adjusting for price increases, total disposable personal income per
capita—the purchasing power of households—has risen by 33 per-
cent since early 1961. Personal consumption expenditures per person have
risen in step.

Meanwhile, net financial assets of households—the excess of their financial
assets over their debts—have grown from $700 billion at the end of 1960
to an estimated $1,350 billion at the end of 1968.
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TABLE 7.—Measures of economic activity during the

Series

Production:

Gross national product2

Personal consumption expenditures
Business fixed investment
Residential structures
Government purchases

Federal. . .
State and local

Industrial production

Income:

Disposable personal income
Corporate profits after tax
Per capita disposable personal income

Employment:

Civilian employment
Nonagricultural payroll employment...

Unit or base

Billions of dollars,
1958 prices.3

do
do.

. do-
do

do.
_do

1957-59=100

Billions of dollars 3..
do

Dollars, 1958 prices3.

Millions of persons
do

current

Amount

1961 1

482.6

316.2
44.9
20.9
97.6

52.2
45.4

103.7

354.8
24.4

1,871

65.7
53.5

1968 IV i

719.1

454.8
79.4
24.0

151.0

79.4
71.6

167.3

602.5
4 51.2
2,483

76.4
68.9

expansion

Percentage change1

Total

49.0

43.8
76.8
14.8
54.7

52.1
57.7

61.3

69.8
109.8
32.7

16.3
28.8

Per year

5.3

4.8
7.6
1.8
5.8

5.6
6.1

6.4

7.1
10.4
3.7

2.0
3.3

1 Preliminary.
2 Total includes change in business inventories and net exports of goods and services not shown separately.
3 Annual rates.
* 1968 IV not available; 1968 III used.

Note.—All data are seasonally adjusted.

Sources: Department of Commerce, Department of Labor, and Council of Economic Advisers.

Corporate profits have more than doubled during the past 8 years, both
before and after taxes. In addition to permitting sharply increased dividend
payments to stockholders, these rising profits have provided the financing
for a wholesale expansion and modernization of the Nation's productive
capacity. Indeed, business has increased its real stock of capital goods by
more than 40 percent since the end of 1960 and has progressively reduced
the average age of existing capital.

The decline in the over-all unemployment rate since early 1961 has been
accompanied by equally impressive gains by specific categories of the labor
force, as shown in Chart 6. In particular, the unemployment rate for white
adult males had fallen to 1.8 percent by the fourth quarter of 1968, a level
last achieved in 1953. For nonwhite adult males the decline in unemploy-
ment has been especially dramatic—from an intolerable 11.6 percent
rate in early 1961 to 3.9 percent in late 1968. This represents a signifi-
cant narrowing of the differential between white and nonwhite unemploy-
ment rates for men, from 6.4 percentage points at the beginning of the
period to about 2 percentage points by the fourth quarter of 1968. On
the other hand, there has been little progress in reducing the unemployment
rates of teenagers, especially nonwhites.

The progressive tightening of the over-all labor market during this period
has made a substantial contribution to the elimination of employment
barriers based on race and sex. While these are significant gains, the un-
employment rates for some groups of workers still remain appall-
ingly high. As Chapters 3 and 5 make clear, additional efforts are needed to
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Chart 6

Unemployment Rates
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assist such workers, who often suffer from such disadvantages as inadequate
training and job discrimination.

The strong advance in the economy has also permitted rapid progress
in many social fields. As discussed more fully in Chapter 5, the num-
ber of Americans in poverty declined by 18 million during the past 8
years. Rates of infant and maternal mortality have been reduced, school en-
rollment and school completion rates have been raised, and millions of addi-
tional young people have been able to attend college.

Many of these advances would have been impossible to achieve if rising
tax revenues had not been generated by a vigorously expanding economy.
Federal revenues expanded from $92/2 billion in fiscal 1960 to an estimated
$186 billion in fiscal 1969, while State and local government revenues
more than doubled. School construction, urban development, low-income
housing, and many other programs at all levels of government have ex-
panded correspondingly.

THE PROBLEM OF ECONOMIC FLUCTUATIONS

There is nothing inherent in the U.S. economy to ensure that total
demand will grow consistently in pace with the economy's produc-
tive potential. The sum total of millions of decentralized spending decisions
by households, businesses, and governments at all levels will not automatically
and necessarily match potential output.

The historical record is marked and marred by a pattern of fluctuations
in which the economy often took two steps forward and then one step back.
According to the National Bureau of Economic Research, the United States
suffered 27 business-cycle contractions between 1854 and 1961, an average of
one every 4 years. At other times, especially in periods of active hostilities,
sharp surges in demand have strained the economy's potential, generating
inflationary pressures.

SHORT-RUN INSTABILITY

All of the elements of demand have at times been sources of economic fluc-
tuations. In the private sector, variations in the strength of demand have
most often been concentrated in investment—inventory accumulation, busi-
ness outlays for fixed capital, and residential construction expenditures.

Elements of Demand

Inventory stocks serve primarily as a buffer to ensure a smooth and
efficient flow of material supplies and production and to guard against
unforeseen increases in sales. Once inventory stock has been built up
to a level adequate to cover a few months' production or sales, further
accumulation is necessary only insofar as increases in sales are anticipated.
Thus inventory investment can be sustained only by a steady expansion
of sales.
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Even relatively small variations in the rate of growth of sales can have
sizable effects on inventory investment. An unexpected slowdown in demand,
for example, will initially leave unsold goods on the shelves. Businessmen
will wish to work off these excess inventories, and if they expect sales to
continue at a slower pace, they will reduce their desired levels of future
inventories. Cutbacks in production will then follow. As illustrated by the
$17j/2 billion drop in the annual rate of inventory accumulation in early
1967, such fluctuations can be a major source of instability.

Businessmen invest in new plant and equipment to increase and modernize
their productive capacity. The rate of current capacity utilization, antici-
pated growth in demand, corporate cash flow, relative costs of capital and
labor, and borrowing costs all influence investment decisions. Re-
sponses to changes in these factors are neither smooth nor readily pre-
dictable; and because of the long leadtimes generally involved in the produc-
tion of capital goods, such responses may be spread out over a considerable
period of time. But fluctuations in capital spending have often been an im-
portant source of instability. For example, real investment (constant prices)
rose by 42 percent between 1963 and 1966, contributing to a strong expansion
of aggregate demand, but then leveled out in 1967.

The third component of investment, homebuilding, is dependent upon
family formation and income, with the availability of mortgage funds often
acting as a major constraint, particularly in the short run. Because credit
conditions generally tighten when the economy is expanding rapidly and ease
when growth slows down, residential construction has frequently moved
opposite to the path of over-all economic activity, contracting when the
rest of the economy has been booming.

Consumer outlays normally follow the path of household incomes fairly
closely. But such spending has also occasionally been an independent source
of economic instability. Because consumption accounts for more than 60
percent of GNP, relatively small shifts in consumer demand have large im-
pacts. The increase of 1 percentage point in the personal saving rate that
occurred between 1966 and 1967, for example, directly reduced consumer
expenditures by more than $5 billion. Fluctuations are particularly pro-
nounced in consumer purchases of automobiles and other durable goods.

The volatility of expenditures that makes for economic instability is by no
means confined to private demand. Sudden changes in Federal spending
have, on occasion, seriously disrupted the stability of the economy. Indeed,
the rapid expansion of defense expenditures early in the Korean war, the
rapid decline in 1953-54, and the upsurge of outlays for Vietnam in 1965-
67 challenged economic policy as much as any change in the strength of
private demand during the past 20 years.

Multiplier Process

An autonomous increase in demand and production in any sector can
be expected to work through the economy by raising disposable income
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and hence consumer expenditures, by encouraging greater inventory accum-
ulation, and by creating incentives for additional investment in plant and
equipment. This cumulative expansion is known as the "multiplier process."

The results of this multiplier process are affected by the amount of unused
resources available in the economy. At times of high unemployment and
extensive unutilized capacity, an initial stimulus in demand is likely to be
reflected primarily in a rise in real output with very little additional pressure
on prices. But in an economy already operating at or above potential, where
additional resources are not readily available, the main result may be up-
ward pressure on prices with relatively little gain in real output.

Developments in financial markets may influence the magnitude of the
multiplier. Increases in demands for goods and services will tend to enlarge
credit demands. Unless monetary policy permits supplies of funds to expand
correspondingly, interest rates will rise and credit will become less readily
available. In that event, some offsetting reduction is likely to take place in
residential construction and other credit-sensitive expenditures. Generally
this will be a partial offset, varying according to how much the supply of
credit is permitted to expand.

AUTOMATIC STABILIZERS AND FISCAL DRAG

The potential sources of instability discussed above produced four reces-
sions between 1948 and 1961. By prewar standards, these recessions were
all relatively short and mild, though nevertheless costly. They were limited
in intensity and duration by several elements built into the fiscal system
which serve to moderate economic instability in an automatic and passive
fashion. These so-called "automatic fiscal stabilizers" operate to bolster
income flows to households and business firms in periods of declining output
and, conversely, to slow down the growth of income in periods of expansion.

Almost every tax—including State and local taxes—responds in some
degree to changes in economic activity. Federal personal income tax col-
lections are particularly responsive to such changes. They are the most
important automatic fiscal stabilizer, cushioning take-home pay against
fluctuations in the before-tax incomes of individuals. Another important
stabilizer is the automatic expansion of unemployment compensation bene-
fits when unemployment increases. The corporate income tax serves to
reduce fluctuations in after-tax profits and hence in business investment
outlays and dividend payments.

By reducing the size of secondary effects on consumer and business out-
lays, these stabilizers reduce the severity of economic fluctuations. With the
present tax system and schedules of unemployment compensation benefits,
a decline in GNP automatically produces a reduction in government re-
ceipts and an increase in transfer payments. This limits the decline in private
after-tax income—disposable personal income and retained corporate
profits—to about 65 cents for each $1 of reduction in GNP.
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During the postwar period, the automatic fiscal stabilizers have been a
major factor in reducing economic instability. They go to work at once
and avoid the delays inherent in discretionary action. But valuable as these
automatic stabilizers are, they work only to limit—not prevent—swings in
economic activity. For example, they become operative in a recession only
after the decline has begun and cannot, by themselves, generate a recovery.
If the factors causing a downturn are strong and persistent, automatic sta-
bilizers may not be powerful enough to prevent a long and severe recession.

The automatic stabilizers also operate without regard to the over-all level
of economic activity. If the economy has fallen substantially below the path
of potential output, the return to that path is made more difficult by the
retarding effects of automatic fiscal stabilizers. The existence of the automatic
stabilizers in such a situation means that a larger amount of fiscal or mone-
tary stimulus—increased expenditures, reduced tax rates, or easing of credit
conditions—will be required to achieve the needed increase in aggregate
demand.

In addition, automatic stabilizers work in a fashion that may inhibit the
long-run expansion of demand. As the economy moves along the potential
output path with reasonably stable prices, the Federal tax system generates
an increase in revenues of about 6 percent a year. Unless this revenue growth
is offset by reductions in taxes or by increases in expenditures, it acts as a
"fiscal drag" by siphoning off income. Actions by the private sector can
conceivably offset this effect if businesses increase investment expenditures
faster than the growth of internal funds, or if households reduce their rate
of saving. But under normal conditions, needed expansion may be prevented.

In interpreting the economic impact of fiscal policy, it is essential to dis-
tinguish between the automatic changes in revenues and expenditures re-
sulting from the operation of the automatic stabilizers, on the one hand, and
discretionary changes brought about by changes in tax rates and expenditure
programs, on the other. In order to measure the impact of discretionary fiscal
policy, it is useful to prepare estimates of revenues and expenditures at a
given—or "standardized"—level of income. When the difference between
revenues and expenditures is estimated at the level of potential output, the
result is sometimes referred to as the "full employment surplus."

The full employment surplus was a particularly enlightening measure of
fiscal policy in the early 1960's when the economy was far below its potential.
Actual Federal budgets were then in deficit. But after taking account of the
large shortfall in tax revenues associated with the gap between potential and
actual output, there was a large full employment surplus. It meant that the
economy could realize its potential only if private investment far exceeded
private saving. By that standard, discretionary fiscal policy was highly
restrictive.

The vigorous and unbroken expansion of the last 8 years is in dramatic
contrast to the 30-month average duration of previous expansions. No longer
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THE RECORD OF POLICY

is the performance of the American economy generally interpreted in terms
of stages of the business cycle. No longer do we consider periodic recessions
once every 3 or 4 years an inevitable fact of life.

The forces making for economic fluctuations have been contained through
the active use of fiscal and monetary policies to sustain expansion. The
record of these policy actions is briefly surveyed in this section. A detailed
review of the objectives and effects of monetary and fiscal actions from 1961
through 1967 was presented in last year's Annual Report. The discussion
below summarizes some particularly pertinent aspects of the magnitude and
scope of these actions. Subsequent sections discuss some of the problems of
economic diagnosis and policy formulation in light of experience.

STRATEGY FOR EXPANSION: 1961 TO MID-1965

A series of deliberately stimulative fiscal measures was undertaken from
1961 to mid-1965 to bring the economy up to full potential. The net mag-
nitude of these actions is summarized in Table 8. The $37^4 billion total
of expansionary actions—expenditure increases and net tax reductions—
more than offset the $30yi billion estimated normal growth of revenues.

Early actions on the expenditure side included an acceleration of a
scheduled increase in social secu-rity benefits in 1961, liberalization of public
assistance payments, and a step-up in defense purchases as part of a general

TABLE 8.—Federal fiscal actions in three periods since fourth quarter 1960
[Billions of dollars, seasonally adjusted annual rates]

Item
1960 IV

to
1965 11

1965 11
to

1967 IV

1967 IV
to

1968 IV i

Federal expenditure increases2

Defense purchases.
Other purchases
OASDHI3 benefits-
All other2 4 __.

Federal tax reductions 5_.

Corporate
Personal
OASDHI s payroll taxes.
Indirect business

25.6

3.4
7.4
5.0
9.8

12.0

5.5

48.9

25.4
2.8

10.0
10.7

- 6 . 0

Total expansionary actions8

Normal revenue growth at full employment-

Change in full employment surplus *

8.5
- 3 . 0

1.0

37.6

30.5

- 7 . 0

- 8 . 5
2.5

42.9

27.0

-16.0

18.2

5.4
2.6
5.2
5.0

-13.0

-3.5
-7.3
-2.2

5.0

14.0

9.0

1 Preliminary.
2 Includes adjustment in unemployment insurance benefits for change in unemployment rate.
3 Old-age, survivors, disability, and hospital and related insurance (OASDHI).
« Consists of transfers other than OASDHI, grants, interest, and subsidies.
5 Minus sign indicates an increase in tax.
6 Sum of expenditure increases and tax reductions.
7 Normal revenue growth minus expansionary actions.
Note.—Detail will not necessarily add to totals because of rounding.
Sources: Department of Commerce and Council of Economic Advisers.
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realignment of our military forces. On the revenue side, stimulus to private
investment was provided by a revision of depreciation guidelines and enact-
ment of an investment tax credit of 7 percent on purchases of machinery
and equipment in 1962. These measures were partially offset by increases in
social security taxes in 1962 and 1963.

The net stimulus from these actions worked in the right direction, but
was inadequate to the major task of reaching potential output. In the middle
of 1962, business investment demand proved disappointingly weak, and the
pace of economic expansion slowed. In the absence of Congressional action
on President Kennedy's tax reduction program in 1963, the budget again
moved toward an unduly restrictive position.

Tax reduction finally became a reality in the Revenue Act of 1964, which
was President Johnson's first major legislative victory. This tax cut was
unprecedented in many respects. When fully effective in 1965, it added more
than $11 billion to private purchasing power—the largest stimulative fiscal
action ever undertaken in peacetime. It was enacted while the Federal
budget was in deficit and while expenditures were rising. It was designed
explicitly to sustain and invigorate expansion up to potential output rather
than to combat an existing or imminent recession. This major action was
followed by the enactment of a phased reduction in excise taxes in the spring
of 1965.

Monetary policy also made an important contribution to the economic
expansion by consistently accommodating growing credit demands at re-
markably stable interest rates. A vigorously expansionary monetary policy
which would have pushed interest rates to very low levels might, of course,
have helped bring the economy to high employment more quickly. But
such a decline in interest rates could have caused increased capital outflows
from the United States, further impairing our balance-of-payments position.
A series of actions by the Federal Reserve and the Treasury did actually
raise U.S. short term interest rates during this period to bring them more
into line with rates abroad. As shown in Chart 7, however, the upward
pressure on short term rates did not spill over into long term markets.

Decisions by the Federal Reserve at the beginning of 1962, in mid-1963,
and in late 1964 to increase the maximum interest rates commercial banks
could pay on time and savings deposits gave banks greater freedom to
compete for funds. This enabled the banks to play an aggressive role
throughout the period in tapping the market for liquid savings and re-
channeling the funds into loans and investments.

FISCAL PROBLEMS OF DEFENSE AND HIGH EMPLOYMENT: 1965-68

By mid-1965, the unemployment rate had been reduced to about 4 / 2

percent, and the gap between actual and potential output was being nar-
rowed gradually and steadily. At this point, defense orders and expenditures
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Chart 7
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SYSTEM, MOODY'S INVESTORS SERVICE, AND TREASURY DEPARTMENT.

began to build up rapidly, and the task of economic policy became con-
siderably more complicated. The increase in defense activity reinforced a
strong expansion of business spending on plant and equipment. The result
was an excessively rapid growth of economic activity which generated
inflationary pressures.

Some fiscal action to restrain the economy was taken in 1966. A previ-
ously enacted rise in payroll taxes of $6 billion took effect at the start of
the year. This was followed by prompt enactment of a series of tax measures
proposed by the President in January—the reinstatement of some excise
taxes that had been reduced, and the introduction of a system of graduated
withholding of individual income taxes and of accelerated payments of cor-
porate taxes. But even with these actions, fiscal policy remained strongly
and inappropriately expansionary—in large part because defense spending
continued to outrun expectations. As the President has recently made clear
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in reviewing the record, he discussed a recommended general rise in taxes
privately with business and Congressional leaders early in 1966 and became
convinced that a tax increase could not be enacted. In the fall, added fiscal
restraint was provided by a temporary suspension of the investment tax
credit and cutbacks in nondefense spending.

In the absence of a full measure of timely fiscal restraint, an undue share
of the burden of dampening the excessive expansion fell on monetary
policy. In December 1965, the Federal Reserve raised the discount rate from
4 to 4J/2 percent and increased the maximum allowable interest rate on time
deposits of commercial banks. As interest rates on bank time deposits and in
the open market rose sharply, savings and loan associations and mutual
savings banks experienced a sharp drop in their deposit inflows and thus
had to cut back their lending to the homebuilding sector. These develop-
ments are described in more detail later in this chapter.

The result of these actions was a marked slowing in the growth of final
demand. But homebuilding bore a disproportionate share of the re-
strictive impact. Moreover, interest rates ratcheted sharply upward to the
highest levels in several generations, and a near-crisis atmosphere developed
in financial markets in August 1966.

Because production continued to advance when final demand initially
slowed, inventories increased rapidly late in 1966. The ensuing turn-around
in inventory investment sharply accentuated an economic slowdown early
in 1967, and the rate of price increase also slowed notably. Rising Govern-
ment spending helped to maintain over-all expansion in the face of the
large inventory adjustment in early 1967. And with easier credit stimulating
homebuilding, strong expansionary forces reasserted themselves in the second
half of that year. In August, President Johnson urged enactment of a
10-percent income tax surcharge. Delay in the passage of this measure in-
tensified inflationary pressures and placed monetary policy in an awkward
position as discussed in Chapter 1.

LESSONS OF THE POLICY RECORD

In most respects, the economy has performed extremely well in the last
8 years, and vigorous use of fiscal and monetary policy has contributed
to this good performance. But the record could have been better, and it
provides several lessons that should serve as guides for the future.

First, the fiscal and monetary policy actions that were taken deliberately
to influence economic activity generally worked in the right direction with
effective results. Most of the shortcomings of the period were errors of
omission rather than commission. This applies both to the delays in taking
adequate stimulative action in 1961-63 and to the more recent delays in
achieving fiscal restraint.

Second, the experience of 1961-65 demonstrated that an effective fiscal
policy to stimulate the economy could be carried out without adding un-
necessarily to the size of the Federal budget. Since the aims of stabilization
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policy can be implemented either through tax changes or expenditure
changes, decisions regarding Federal expenditures can be properly based on
the desired allocation of resources between the public and private sectors.

Third, the record testifies to the effectiveness of a restrictive monetary
policy in slowing down the economy, but also to its substantial undesirable
side effects in bearing down on homebuilding and straining the financial
system. The side effects point to the need for active fiscal policy to avoid
placing a disproportionate share of the burden of economic stabilization
on monetary policy.

The major shortcomings of economic policy in recent years can be traced
to difficulties in achieving prompt and appropriate adjustments in fiscal
policy to offset variations in the strength of private demand and substantial
changes in defense spending. The next section discusses some improvements
that might be made in the formulation and implementation of fiscal policy.

FORMULATING FISCAL POLICY

The focus of fiscal policy in the United States is the annual Federal
budget, which is presented in the Budget Message of the President in Jan-
uary. This budget covers the fiscal year starting 6 months later, on July 1.
Any analysis of fiscal policy must begin with a consideration of the way in
which this budget is formulated in the Executive Branch and the proce-
dures by which the Congress acts on the President's recommendations.

The requirements of economic stabilization are not always fully met,
however, by the fiscal program incorporated in the annual budget, no
matter how carefully this program is formulated. Conditions may change
during the course of the year in such a way as to call for a significant
policy response after the annual budget has been planned. Some degree
of continuing flexibility is therefore necessary.

One important forward step in budgetary practice was taken when the
Federal budget for the fiscal year 1969 was presented. In accord with rec-
ommendations contained in the October 1967 Report of the President's
Commission on Budget Concepts, a single unified budget was adopted, which
covers in a comprehensive way all of the financial activities of the Federal
Government. This unified budget provides a much improved statistical basis
for formulating fiscal policy and evaluating its economic impact.

THE ROLE OF ECONOMIC FORECASTING

A certain amount of time is required for the economy to respond fully to
changes in fiscal—and monetary—policies, and the actions taken at one
point in time have effects that are felt over a considerable subsequent period.
Whether a policy action will help or impair economic performance depends
on the state of the economy in the period following the action. It cannot be
judged adequately just by the facts of the economic situation at the time the
decision is taken. It must be assessed in light of a forecast.
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The responsibility within the Administration for projections of Federal
revenues, expenditures, and economic activity rests jointly with the Depart-
ment of the Treasury, the Bureau of the Budget, and the Council of Eco-
nomic Advisers. Liaison is maintained with the Federal Reserve Board,
which must also forecast economic activity as a basis for its decisions con-
cerning monetary policy.

These projections are particularly important in formulating the annual
budget, and they are set forth regularly in the Council's Annual Report. But
the evaluation of the economic situation and outlook must be kept up to date
during the year. Thus the forecasts are revised for internal use as new infor-
mation becomes available—indeed, the process of assessing the economic
outlook is essentially a continuous one. The projections are frequently sup-
plemented by quantitative estimates of the probable effects of alternative
policy actions which might be taken. Quantitative evaluations of the outlook
have been prepared for the President essentially on a quarterly schedule
ever since 1961. This procedure assures a regular review by the President,
with his chief economic and fiscal advisers, of the suitability of the budget
program for the needs of the economy.

The techniques used in preparing the Administration's economic projec-
tions have changed considerably over the years; but in general they depend
on a set of quantitative relationships among economic magnitudes over time.
The relationships that are relied upon may be based on formal statistical
procedures, subjective expert judgment, or survey data.

To a considerable extent, forecasting relies upon the timely availability
of data relating to the economy's past performance which can be used as a
basis for projecting its future behavior. Although there are still gaps in
economic statistics, considerable progress has been made in recent years by
the Department of Commerce, the Department of Labor, and other Federal
Government agencies in increasing the quantity and improving the quality
of statistical data available for assessing the performance of the economy.

Government agencies also collect valuable information on the anticipated
future behavior of some categories of expenditures. For example, the quar-
terly survey of investment anticipations provides a useful indication of the
probable behavior of this highly volatile element of private demand. The Bu-
reau of the Budget prepares up-to-date estimates of future Federal expendi-
tures. Estimates of Federal tax revenues are prepared and kept current by the
Treasury Department.

Forecasting was notably successful in gauging in advance the rapid ex-
pansion of 1964 and the upsurge from late 1967 into 1968. On some
occasions, however, difficulties have been encountered. The strength of the
1965-66 boom was not fully foreseen. Unexpected increases in the personal
saving rate intensified the slowdown in economic activity that occurred in
the first half of 1967. In the second half of 1968, private demand was
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stronger than had been anticipated, as noted in Chapter 1. Nevertheless,
the whole record makes clear that explicit quantitative projections are
superior to extrapolations or hunches, which are the only alternative ways
of guiding policy decisions that affect the future.

The need for greater precision in both forecasting and policy formulation
has increased greatly in recent years. Between 1961 and 1965, when actual
output was consistently below potential, there was little threat of a serious
rise in prices, and the risks of excessive expansion were small. Thus emphasis
could be placed upon achieving a growth of actual output in excess of that
of potential in order to close the gap. Since 1965, however, as actual output
has remained relatively close to potential, the need to anticipate and to off-
set fluctuations in demand has correspondingly increased.

PREPARING THE ANNUAL BUDGET

The Federal budget should be formulated with two objectives in view.
One is to provide the amount of fiscal stimulus or restraint needed to keep
the economy moving along the potential output path—or to move it back
toward that path if a departure has occurred. The other is to choose a level
of Federal expenditures that provides the appropriate allocation of national
resources between private and public uses. In principle, these two objec-
tives can be pursued independently, since fiscal stimulus or restraint can be
provided either by adjusting public expenditures or by adjusting tax rates
to influence private spending.

Determining the Extent of Expansionary Action

In developing a budget that is appropriate in terms of fiscal impact, it
is necessary at the outset to prepare an economic forecast for a period ex-
tending a year and a half beyond the time of budget presentation. The fore-
cast covering the first 6 months of this period—for which the budget outlook
has already been fairly well determined—provides the point of departure
for viewing economic prospects in the ensuing fiscal year. From that point
on, forecasts of private demand are used to determine the appropriate degree
of fiscal stimulus or restraint to be provided by the budget.

This determination takes account of the growth of Federal revenues when
GNP grows in line with potential m a noninflationary environment at un-
changed tax rates. When the economy is in reasonable balance on the path
of potential output and private demand is expected neither to weaken nor
to accelerate, the forecast will point to the need for expansionary fiscal
action sufficient to offset the fiscal drag exerted by normal revenue growth.

If the projection suggests that private demand will weaken or if the
economy is operating below potential at the beginning of the year, ex-
pansionary fiscal action will be called for in an amount more than sufficient
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to counteract the restraining effects of normal revenue growth. Conversely,
if private demand is expected to strengthen or if the economy is operating
above potential at the beginning of the year, an amount of expansionary
fiscal action less than sufficient to offset the restraining effects of normal
revenue growth will be required—or, in an extreme case, some additional
restraint, beyond that provided by normal revenue growth, may be necessary.

The desired amount of expansionary (or restrictive) fiscal action, as in-
dicated by the forecast, can be provided either by increasing (reducing)
Government expenditures, by reducing (increasing) tax rates, or by some
combination of the two. A decision therefore has to be made whether to
adjust taxes, or expenditures, or both. This decision involves difficult choices
about the allocation of resources between public sector programs and the
private sector.

Public Expenditures and Tax Changes

In order to make these choices intelligently, it is necessary to examine
carefully the proposed Federal expenditures having the highest priorities—
whether they be for the expansion of existing programs or for new initia-
tives—and judge whether the public needs that would be met by these
programs are more or less urgent than the demands of the private sector
that would be satisfied by tax reduction.

Allowance ordinarily has to be made for a virtually unavoidable increase
in expenditures sufficient to keep pace with rising costs and rising workloads
under existing Federal programs. The decision would, however, still have
to be made whether any needed restraint or additional stimulus over and
above that provided by this built-in expenditure growth should come from
changes in tax rates or in expenditures.

All of this suggests that there is no reason to suppose that the proper allo-
cation of resources between public sector and private sector activities would
be achieved by keeping tax rates constant and adjusting Federal expendi-
tures to meet the requirements of fiscal policy. It should be perfectly normal
for the President to recommend a change in tax rates in his annual Budget
Message. Such proposed changes have in fact been a feature of the last seven
annual budgets. Indeed, consideration of the appropriateness of tax rates
should be a normal part of the budget program—if no change is being
proposed, the President should explain why existing tax rates are regarded
as appropriate. If Government expenditures move ahead year by year at
a rate about equal to the growth of tax revenues, changes in tax rates may
not need to be made very often. However, it would be a remarkable
coincidence if a steady growth in Government expenditures at that rate
simultaneously satisfied the needs of economic stabilization and the Nation's
wishes over the long run with respect to the proper allocation of resources
between the public and private sectors of the economy.

Sharp increases in defense spending pose special issues relating to the
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allocation of resources between Federal nondef ense programs and the private
sector. A sharp increase in defense expenditures normally requires a
compensating fiscal adjustment to prevent the budget from becoming
undesirably stimulative. In principle, any needed adjustment can be accom-
plished either by increases in tax rates or reductions in Federal nondefense
outlays. For a number of reasons, however, increases in tax rates should
normally be the main instrument. First, sharp slashes in Federal nondefense
programs are simply not administratively feasible in the short run. Second,
social priorities for the nonmilitary public sector would be violated if these
programs carried the major burden of fiscal adjustment. The overhead cost
on society of increased defense requirements should be expected to be borne
primarily by the 80 percent of GNP that represents private uses of output.
It seems evident that the roughly 10 percent of GNP which Federal non-
defense spending represents should not be expected to carry the major part
of the load. This seems particularly compelling in a Nation which is affluent
in general and yet beset by serious social problems. While it is entirely
appropriate for some types of nondefense spending to be cut and stretched
out in order to ease the fiscal problem, there are strong grounds for avoid-
ing reductions in social programs that deal with the urgent problems of
poverty and urban blight.

CONGRESSIONAL PROCEDURES

If fiscal policy, as embodied in the annual budget, is to make its maxi-
mum contribution to economic stabilization, some changes in Congressional
procedures for reviewing and determining the budget would be desirable.

General Budget Review

One important problem lies in existing Congressional procedures for de-
termining budget authority and hence Federal expenditures. In both the
House and Senate, budget authority is essentially controlled by 13 separate
appropriations subcommittees which determine budget authority for in-
dividual agencies and programs. Their individual decisions can lead to a total
of budget authority and outlays that is not controlled nor determnied in a
coordinated way. The Legislative Reorganization Act of 1946 called for a
concurrent resolution on an expenditure total in advance of appropriations,
but this limitation was not integrated into the appropriations procedures.

Congress needs new machinery which ensures that the actions taken on
authorizations and outlays for particular programs will add up to a total
that achieves an appropriate allocation of resources between Federal pro-
grams and the private sector of the economy. This machinery should focus
specific attention on the level of taxes required in conjunction with any
given total of outlays in order to achieve an appropriate fiscal policy. In
making its judgments on these matters, the Congress would presumably begin
with the Administration's expenditure and tax recommendations as con-

82

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



tained in the January Budget. Then, assuming no major disagreement with,
or change in, the basic economic outlook, any proposals to change the ex-
penditure total substantially from that recommended in the Budget should
be accompanied by a corresponding proposal for adjusting taxes. If such
machinery could be satisfactorily introduced, it would help produce a more
coordinated Congressional decision on both expenditures and taxes.

Procedures for Tax Changes

Procedures for a general review of the economy's fiscal needs along
lines suggested above should expedite whatever specific action on taxes
might be needed for fiscal policy purposes. In most circumstances, normal
Congressional procedures for enacting the needed tax legislation would
probably be satisfactory—especially if the Congress were to agree in advance
on a form of tax adjustment that would be judged appropriate for this pur-
pose. A proportional change in individual and corporate income taxes—
like the current surcharge—might be a suitable form of adjustment.

However, the experience of the 1960's, including the costly delays in
the passage of the 1964 tax cut and the 1968 tax surcharge, suggests the
desirability of some other standby arrangement for obtaining prompt ad-
justments in tax rates to achieve fiscal policy objectives in case of a delay
in reaching a decision through normal Congressional procedures. As noted
in Chapter 1, the Administration has requested that the Congress con-
sider giving the President discretionary authority, subject to Congres-
sional veto, to remove the current surcharge entirely or partially if war-
ranted by developments. A more permanent arrangement to provide the
desirable flexibility could take various forms, including:

1. Presidential discretion to propose temporary changes in personal in-
come tax rates within certain specified limits—such as 5 percent in either
direction—subject to veto by the Congress within (say) 30 days. This year's
Budget Message contains such a proposal

2. A streamlined Congressional procedure for ensuring a prompt vote on
Presidential proposals for changes in tax rates within certain specified limits.
This would not shift any of the traditional powers of Congress to the Presi-
dent; the Congress would simply change its own rules.

Since changes in tax rates required for fiscal policy objectives would
probably take the form of simple modifications of the basic schedule of
rates, it would be necessary also to ensure opportunities for a thoroughgoing
review of the over-all structure of the revenue system, including the tax base
and rates. A structural review of rates would be especially appropriate if
rates should drift downward (or upward) consistently for a period of several
years as a result of fiscal adjustments. It is important, however, that the
issues of tax reform be treated and considered separately from the annual
tax decisions related to fiscal policy.
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ADJUSTING TO NEW DEVELOPMENTS

Under the procedures outlined above, it would surely take several months
for full legislative response to the President's January Budget. During that
period, both the Congress and the Administration would be alert to any
major unanticipated developments in the strength of private demand, in
Federal defense needs, and in the desired mix of fiscal and monetary policy.
Any such developments could and should be reflected in the implementation
of the budget program.

If the annual budget is carefully formulated and implemented, the need
for a significant subsequent revision of the budget program later in the
year should be the exception rather than the rule. Stabilization requirements
could largely be met by reliance on automatic stabilizers and monetary
policy.

Much of the success of these stabilization efforts would depend upon the
Federal Reserve's flexibility in adjusting monetary policy to circumstances
as they unfold. In the development of the annual budget, there should be
close consultation and coordination with the monetary authorities. A tenta-
tive projection of monetary and credit conditions should be prepared as
part of the forecast underlying annual budget decisions. The fiscal
program should minimize the risk of putting an excessive share of the burden
of economic stabilization on monetary policy, as happened in 1966. But
monetary policy should not be bound by the projections made at budget
time—if conditions change, it should be adjusted accordingly. Indeed, given
a reasonably appropriate fiscal policy, the further adjustments needed to
keep the economy reasonably close to potential output should normally be
within the capability of the Federal Reserve.

It should be recognized, however, that major unforeseen developments
may significantly modify the path of demand anticipated in the annual
budget. As mentioned earlier, private demand has on occasion exhibited
substantial unexpected strength or weakness.

A major problem in recent years has stemmed from the uncertain path of
increases in defense spending during the Vietnam buildup. While it is to be
hoped that such a military buildup will not again be necessary, there can be
no assurance in an insecure world that this will be the case. Accordingly, it is
essential to be prepared to deal with such contingencies. Moreover, there
could be similar and equally challenging problems of gauging the magnitude
and timing of a demobilization—when peace is established. A special report
to the President discussing the challenges and opportunities that will con-
front policymakers when peace comes in Vietnam is included in this volume.

The path of defense orders and outlays is inherently difficult to predict in
a period of military flux. Through intensified efforts of the Department
of Defense, considerable progress has nevertheless been made in providing
an improved flow of information relating to both the current and prospective
economic impact of defense spending. Some of this information is now
being made public by the Bureau of the Census in a monthly digest entitled
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Defense Indicators. Further efforts are needed, together with a full aware-
ness of the importance of accurate information, especially at critical turning
points in the trend of defense spending.

SOME ISSUES OF MONETARY POLICY

The record of the past 8 years demonstrates that flexible, discretionary
monetary policy can make an effective contribution to economic stabilization.
The economy's gradual return to full productive potential in the early 1960's
was partly attributable to a monetary policy which kept ample supplies of
credit readily available at generally stable interest rates. And in early 1967,
the prompt recovery of homebuilding after the 1966 slowdown was the direct
result of timely and aggressive easing of credit conditions by the Federal
Reserve.

The most dramatic demonstration of the effectiveness of monetary policy
came in 1966, however, when a dangerously inflationary situation was curbed
primarily by a drastic application of monetary restraint. Credit-financed
expenditures at the end of that year appear to have been as much as $8
billion below what they might have been had monetary policy maintained
the accommodative posture of the preceding 5 years. And there were sub-
stantial further "multiplier" effects on GNP as these initial impacts reduced
income and consumption spending.

THE CONDUCT OF MONETARY POLICY

The primary guides for monetary policy are the various broad measures
of economic performance, including the growth rate of total output, the
relation of actual to potential ouput, employment and unemployment, the
behavior of prices, and the Nation's balance-of-payments position. Extensive
research, together with the experience of the last few years, has increased
our knowledge of the complex process by which monetary policy influences
these measures. While there are still major gaps in our knowledge of the
precise chain of causation, some conclusions seem well established.

Like fiscal policy, monetary policy affects economic activity only after
some lag. Thus actions by the Federal Reserve must be forward-looking. In
considering the prospects ahead, however, an assessment must be made of
both the expected behavior of the private sector and of the likely future
course of fiscal policy. As noted earlier, the inherent flexibility in the ad-
ministration of monetary policy permits frequent policy adjustments to take
account of unexpected developments in either the private or the public
sector.

Sectoral Impacts

Monetary policy can affect spending through a number of channels. To
some extent it works by changing the terms of lending, including interest
rates, maturities of loans, downpayments, and the like, in such a way as to
encourage or discourage expenditures on goods financed by credit. There
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may also be market imperfections or legal constraints and institutional rigid-
ities that change the "availability" of loans as monetary conditions change—
that is, make it easier or more difficult for borrowers to obtain credit at
given terms of lending. Under some circumstances, purchasers of goods and
services may finance their expenditures by liquidating financial assets, and
changes in the yields on these assets produced by a change in monetary
policy may affect their willingness to engage in such transactions. Changes
in monetary policy may also, on occasion, change the expectations of bor-
rowers, lenders, and spenders in ways that affect economic conditions, al-
though these expectational effects are rather complex and dependent upon
the conditions existing at the time policy is changed.

Monetary policy affects some types of expenditures more than others. The
extent of the impact depends not only on the economic characteristics of
the activity being financed but, in many instances, on the channels through
which financing is obtained and the legal and institutional arrangements
surrounding the financing procedures.

Residential Construction. The sector of the economy most affected by
monetary policy is residential construction. Although the demand for hous-
ing—and for mortgage credit—does not appear to be especially responsive to
mortgage interest rates, the supply of mortgage funds is quite sensitive to
several interest rate relationships.

The experience of 1966 clearly demonstrated how rising interest rates can
sharply affect flows of deposits to banks and other thrift institutions and
thereby severely limit their ability to make new mortgage loans. In the first
half of that year, the net deposit gain at savings and loan associations and
mutual savings banks was only half as large as in the preceding 6 months.
These institutions could not afford to raise the rates paid on savings capital
to compete with the higher rates available to savers at banks and elsewhere
because of their earnings situation—with their assets concentrated in mort-
gages that earned only the relatively low rates of return characteristic of
several years earlier. Commercial banks experienced a similarly sharp slow-
ing in growth of time deposits in the second half of the year, as the Federal
Reserve's Regulation Q prevented them from competing effectively for
liquid funds. This forced banks to make across-the-board cuts in lending
operations.

In addition, life insurance companies had a large portion of their loan-
able funds usurped by demands for policy loans, which individuals found at-
tractive because of relatively low cost. High-yielding corporate securities also
proved an attractive alternative for some institutional investments that might
otherwise have gone into mortgages.

Table 9 provides some indication of the extent of these various in-
fluences. As can be seen, savings and loan associations and mutual savings
banks together supplied less than 10 percent of total funds borrowed in 1966,
well below their 22 percent share in the preceding 5 years. This was the main
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TABLE 9.—Net funds raised by nonfinancial sectors, 1961-68

Nonfinancial sector

Total funds raised (billions of dollars)

Percent of total raised by:

Private domestic nonfinancial sectors

State and local governments .
Nonfinancial business
Households

Mortgages __
Other

U.S. Government... _._

Rest of world.

Percent of total supplied by:

Commercial banks.
Nonbank financial institutions _.

Savings and loan associations and mutual savings banks
Other

Federal Reserve and U.S. Government
State and local governments
Foreign lenders
Nonfinancial business
Households, less net security credit

1961-65
average

59.2

84.5

10.8
34.6
39.0

25.5
13.5

10.6

5.1

35.1
43.6

22.1
21.5

10.1
6.8
1.2
2.7
.5

1966

69.9

88.7

9.7
48.1
30.9

18.6
12.3

9.0

2.1

24.7
32.2

9.9
22.3

16.3
8.9

- 2 . 0
4.6

15.3

1967

83.1

79.9

12.6
44.8
22.5

13.7
8.8

15.3

4.8

43.6
39.0

19.5
19.5

11.2
9.4
3.9
.5

- 7 . 5

19681

97.1

80.4

l i .7
37.0
31.7

17.1
14.6

16.7

2.9

39.1
29.7

14.0
15.7

12.9
7.7

- . 3
5.1
5.8

i Preliminary.

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

Source: Board of Governors of the Federal Reserve System.

factor limiting the availability of household mortgage loans. The effect on
homebuilding was quick and dramatic, as the seasonally adjusted volume of
new housing units started fell by nearly half between December 1965 and
October 1966.

In 1967, as interest rates in the open market retreated from their 1966
highs, the thrift institutions were able to regain their competitive position
in the savings market. A good part of their funds was fairly quickly channeled
into the mortgage market. By fall, housing starts had recovered nearly
to the level of late 1965.

As noted in Chapter 1, many factors—including several significant insti-
tutional reforms, sharply improved liquidity positions, and the widespread
expectation that monetary restraint was only temporary pending passage of
the tax bill—helped to moderate the adverse effects of renewed monetary
restraint on mortgage lending in 1968. But the thrift institutions again experi-
enced some slowing of deposit inflows when market interest rates rose to new
heights, and mutual savings banks switched a good part of their invest-
ments away from the mortgage market to high-yielding corporate bonds.

State and Local Governments. State and local governments also felt the
effects of monetary restraint in 1966. These governments cut back or post-
poned more than $2.9 billion, or nearly 25 percent, of their planned bond
issues that year.

It is difficult to determine precisely what caused these postponements. In
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cases involving more than half the dollar volume, the reasons given related
to the prevailing high level of interest rates. In some instances, the interest
costs simply exceeded the legal ceiling governments were permitted to pay
for borrowed funds. In other cases, finance officers decided to delay bond
issues for a few months in the expectation that interest rates would decline.

This sizable cutback in borrowings had a relatively small effect on State
and local government expenditures. Larger governments apparently were
able to continue most of their projects about as scheduled by drawing down
liquid assets or borrowing temporarily at short term. Smaller governmental
units, however, cut their contract awards by a total estimated at more than
$400 million.

Because of the problems State and local governments often face in raising
funds, the Administration is proposing the establishment of an Urban
Development Bank, which could borrow economically in the open market
and then lend in the amounts needed to individual local governments.
The Bank could lend at federally subsidized interest rates, with the Federal
Government recovering the cost of the subsidy through taxation of the in-
terest income earned by holders of the Bank's securities.

Business and Consumer Spending. The 1966 credit squeeze undoubtedly
also had some effects on business and consumer spending, though the
amount of impact is not easily determinable. Most theoretical and empirical
studies find that business firms in some way balance the cost of borrowed
capital against the expected returns from their capital projects. Some small
firms may also simply not be able to obtain funds during tight money peri-
ods. In 1966, bank lending to business did slow sharply during the second
half of the year. Many of the larger firms shifted their demands to the open
market—and paid record high interest rates for their funds—but some of
the smaller ones probably were forced to postpone their projects.

Household spending on durable goods—particularly automobiles—has
been shown to be affected by changes in the cost and availability of con-
sumer credit, as reflected in the interest rate, maturity, downpayment, and
other terms. While it is difficult to sort out cause and effect, households
borrowed only two-thirds as much through consumer credit in the second
half of 1966 as in the preceding half year. Capital gains or losses on asset
holdings accompanying changes in yields may also induce consumers to
spend more or less on goods and services.

Active and Passive Elements

Monetary policy, like fiscal policy, has what might be termed active and
passive components. Recognition of this distinction played an important role
in formulating the accommodative policy of the early 1960's. In the 1950's,
economic expansion had generally been accompanied by rising interest rates,
which tended to produce an automatic stabilizing effect somewhat
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similar to the fiscal drag of the Federal tax system discussed earlier. The
large amounts of underutilized resources available in the early 1960's
made such restraint inappropriate, and credit was expanded sufficiently
to prevent it from occurring.

It is especially important to distinguish between these elements in mone-
tary policy at cyclical turning points. If, for example, private demand
weakens and causes a decline in economic activity, interest rates will gener-
ally fall as credit demands slacken, even without any positive action by the
Federal Reserve to push rates down. This induced fall in interest rates can
help to check the decline in economic activity but may not, by itself,
induce recovery. Similarly, as the economy rises above potential, the in-
duced rise in interest rates may only moderate the expansion but may not
bring activity back into line with capacity.

An active monetary policy during such periods requires positive effort
by the Federal Reserve to produce further changes in interest rates and
in availability of credit beyond those that would occur automatically.
Since expectational responses may either accentuate or moderate the
effects of the initial action, it is sometimes difficult to know in advance
precisely how much of a policy change is needed. But the main point
is clear—at such turning points, interest rate movements alone are not
likely to provide an accurate reflection of the contribution of monetary policy
to economic stabilization. Careful attention must also be paid to credit flows,
particularly those to the private sector of the economy.

MONETARY POLICY AND THE MONEY SUPPLY

Examination of the linkages between monetary policy and various cate-
gories of expenditures suggests that, in the formulation of monetary policy,
careful attention should be paid to interest rates and credit availability as
influenced by and associated with the flows of deposits and credit to different
types of financial institutions and spending units. Among the financial flows
generally considered to be relevant are: the total of funds raised by nonfi-
nancial sectors of the economy^ the credit supplied by commercial banks,
the net amount of new mortgage credit, the net change in the public's
holdings of liquid assets, changes in time deposits at banks and other thrift
institutions, and changes in the money supply. Some consideration should
be given to all of these financial flows as well as to related interest rates in
formulating any comprehensive policy program or analysis of financial
conditions.

Much public attention has recently been focused on an alternative view,
however, emphasizing the money supply as the most important—
sometimes the only—link between monetary policy and economic activity.
This emphasis has often been accompanied by the suggestion that the Fed-
eral Reserve can best contribute to economic stabilization by maintaining
growth in the stock of money at a particular rate—or somewhat less rigidly,
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by keeping variations in the rate of growth of the money stock within a fairly
narrow band.

There are, of course, numerous variants of the money view of monetary
policy. The discussion below focuses only on the simple version that has
captured most of the public attention.

Money and Interest Rates

In a purely theoretical world, abstracting from institutional rigidities that
exist in our financial system and assuming that relationships among financial
variables were unvarying and predictable, it would make little difference
whether monetary policy was formulated in terms of interest rates or the
money supply. The two variables are inversely related, and the alternative
approaches would represent nothing more than different paths to precisely
the same result. The monetary authorities could seek to control the money
stock, with interest rates allowed to take on whatever values happen to re-
sult. Or alternatively, they could focus on achieving the interest rates that
would facilitate the credit flows needed to finance the desired level of ac-
tivity, allowing the quantity of money to be whatever it had to be.

But financial rigidities do exist that often distort flows of credit in re-
sponse to swings in interest rates. And financial relationships have changed
steadily and significantly. Just since 1961, several important new financial in-
struments have been introduced and developed, including negotiable time
certificates of deposit and Euro-dollar deposits. Attitudes of both investors
and lenders have also undergone marked shifts, with sharp variations in the
public's demand for liquidity superimposed on an underlying trend toward
greater sensitivity to interest rates.

There is, to be sure, enough of a link between money and interest
rates at any given time to make it impossible for the Federal Reserve
to regulate the two independently. But this linkage is hardly simple, and
it varies considerably and unpredictably over time. The choice between
controlling the stock of money solely and focusing interest rates, credit avail-
ability, and a number of credit flows can therefore make a difference. This
choice should be based on a judgment—supported insofar as possible by
empirical and analytical evidence—as to whether it is money holdings alone
that influence the decisions of various categories of spending units.

Money and Asset Portfolios

The Federal Reserve conducts monetary policy primarily by ex-
panding and contracting the supply of cash reserves available to the bank-
ing system. Such actions seek to induce an expansion or contraction
in loans and investments at financial institutions, with correspond-
ing changes in the public's holdings of currency and deposits of various
kinds. The proportions in which the public chooses to hold alternative
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types of financial assets depend upon a complex set of preferences, which,
in turn, depend upon interest rate relationships.

The process of expansion and contraction of money and credit stemming
from Federal Reserve actions is fairly complex. But one aspect of it should
be clearly understood: The money so created is not something given to the
public for nothing as if it fell from heaven—that is, it is not a net addition
to the public's wealth or net worth. There can be an immediate change in
public wealth, but only to the extent that changes in interest rates generate
capital gains or losses on existing assets.

Any change in the money stock is associated with a change in the composi-
tion of the public's balance sheet, as people and institutions are induced to
exchange—at a price—one asset for another or to increase (or decrease) both
their assets and their liabilities by equal amounts. Since all the items in the
public's balance sheet might be changed as a result of these compositional
shifts, the change in the public's liquidity is not likely to be summarized ade-
quately in terms of any single category of financial assets.

It is, of course, possible that decisions to spend on goods and services are
affected more by the presence of one type of financial asset than another in
a spending unit's portfolio. But there is only scattered evidence of such be-
havior in various sectoral studies that have been undertaken to analyze the
factors affecting the spending decisions of consumers, businesses, or State and
local governments. Indeed, to the extent these studies do find spending de-
cisions systematically affected by financial variables, it is often through
changes in interest rates and availability of credit.

Money and Income and a Monetary Rule

One problem with the money supply as a guide to monetary policy is that
there is no agreement concerning the appropriate definition of "money."
One definition includes the total of currency outside commercial banks plus
privately held demand deposits. A second also includes time deposits at com-
mercial banks, and even more inclusive alternatives are sometimes used.
On the other hand, there is a more limited definition, sometimes called "high-
powered money" or "monetary base," which includes currency in circula-
tion and member-bank reserve balances at the Federal Reserve banks.

These different concepts of money do not always move in parallel with
one another—even over fairly extended periods. Thus assertions that the
money supply is expanding rapidly or slowly often depend critically on which
definition is employed. In the first half of 1968, for example, there was a
sharp acceleration in the growth of currency plus demand deposits, but
growth of this total plus time deposits slowed considerably.

On the other hand, relationships between movements in GNP and any
of the money concepts have been close enough on the average—especially
when processed through complex lags and other sophisticated statistical
techniques—to be difficult to pass off lightly.
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There is, of course, good reason to expect some fairly close relationship be-
tween money and income. This would be true even in a completely abstract
situation in which it was assumed that the money supply per se had no direct
influence on GNP, and that monetary policy worked entirely through interest
rates. Since interest rates and the money supply are inversely related, any rise
in GNP produced by a reduction in interest rates and increased credit avail-
ability would be accompanied by at least some increase in the money supply.

The relationship also exists in a sort of "reverse causation" form—that is,
as income goes up so does the demand for money, which the Federal Reserve
then accommodates by allowing an increase in the actual money stock. This
is precisely what happened during the 1961-65 period of accommodative
policy, and it is always present to some extent as the Federal Reserve acts
to meet the economy's changing credit needs. The problem of sorting out
the extent of causation in the two directions still challenges economic
researchers.

A one-sided interpretation of these relationships is sometimes used to
support the suggestion that the Federal Reserve conduct policy on the basis
of some fixed, predetermined guideline for growth of the money supply
(however defined). Given the complex role of interest rates in affecting
various demand categories and the likely variations in so many other factors,
any such simple policy guide could prove to be quite unreliable.

The experience of the past several years illustrates the kinds of difficulties
that might be encountered in using the money supply (defined here as cur-
rency plus demand deposits) as the exclusive guide for monetary policy. As
described previously, high interest rates in 1966 began affecting the nonbank
thrift institutions, the mortgage market, and the homebuilding industry
soon after the start of the year. But during the first 4 months of that year,
the money supply grew at an annual rate of nearly 6/2 percent, well above
the long-term trend. Later that year, the financial situation of major mort-
gage lenders improved somewhat and housing eventually rebounded despite
the fact that growth of money supply plus bank time deposits was proceeding
at only a snail's pace.

Growth of the money supply in the second quarter of 1968 was at an
annual rate of 9 percent. The reasons for this acceleration—to a rate
almost double the growth in the preceding quarter—are not fully apparent.
The Federal Reserve could have resisted this sizable increase in the demand
for money more than it did, but interest rates in the open market would
then have risen well above the peaks that were in fact reached in May.
Whether still higher rates would have been desirable is another issue, which
cannot be settled merely by citing the rapid growth of the money supply.

These illustrations suggest that any simple rigid rule related to the
growth of the money supply (however defined) can unduly confine
Federal Reserve policy. In formulating monetary policy, the Federal Re-
serve must be able to take account of all types of financial relationships cur-
rently prevailing and in prospect and be able to respond flexibly as changing
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economic needs arise. In deciding on such responses, especially careful con-
sideration must be given to likely changes in interest rates and credit avail-
ability, in view of the effects of these factors on particular sectors of the
economy—especially the homebuilding industry.

LOOKING AHEAD

In the future as in the past 8 years, the maintenance of full prosperity
deserves high priority among the Nation's goals because it contributes so
much to so many of our other national objectives. Job opportunities provide
the stepping stones out of poverty for many of the disadvantaged. As
Chapter 5 makes clear, efforts to train the disadvantaged can hardly succeed
in a sluggish economy. For those who have already obtained some minimum
standard of living, prosperity offers a ladder to higher standards of comfort,
civilization, and security. For those high on the income scale, prosperity
provides the incentives and the funds for the growth of capital to strengthen
our productive performance in the future. For the public sector, prosperity
offers the revenues that can help to repair the accumulated decay of our
cities, purify the environment, and improve education and transportation
systems.

Between 1968 and 1975, our civilian labor force will increase by 10J4
million persons, or an average of ll/2 million a year. If the new entrants
are employed and productivity continues to grow at the recent trend rate,
GNP will amount to about $1,150 billion (in 1968 prices) in 1975.

The experience of the past 8 years should be of considerable benefit in the
formulation of economic policies to ensure continued movement along the
potential output path to reach this level of GNP in 1975. Economic policy-
makers can reasonably hope to maintain sustained growth in line with po-
tential and to avoid the bumps of the business cycle and the unconscionable
waste of a slack economy.

A dynamic society should not, however, be satisfied merely with con-
tinuing along the present path of potential. Faster growth can be achieved
if ways can be found to accelerate the growth of national productivity.
Policies that aim at stimulating capital formation, education, and techno-
logical advance can play an important role. Additional gains in output and
standards of living for all our citizens can be realized if ways can be found
to achieve lower levels of unemployment and reasonably stable prices simul-
taneously. Chapter 3 discusses a number of measures that can help to make
high employment and price stability more compatible.
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