
CHAPTER 1

Economic Problems and Policies

FOR EIGHT YEARS economic policy and the news about the econ-
omy have been dominated by inflation. The story has been a frustrat-

ing one. Over the period from the end of 1965 to the end of 1973 consumer
prices rose by 45 percent, or at an average rate of 4.8 percent a year.
There were fluctuations. Twice during the period the rate of inflation de-
clined significantly. But in the last of the 8 years the rate of inflation was
higher than in any of the others. During the 8 years the inflation came in
various forms—sometimes led by wages, sometimes by prices, by foods, by
oil; sometimes it was domestic and sometimes imported. Many programs
have been launched to stop it—without durable success. Inflation seemed
a Hydra-headed monster, growing two new heads each time one was cut off.
The problem was not confined to the United States; indeed inflation was
worse in most other countries.

Several important points seem clear to us from the experience of the past
8 years. One is that while continued rapid inflation is not inevitable, the
course of unwinding it will be long and difficult. There is by now a great
deal of inflation built into our system. For one thing, both workers and em-
ployers are now used to high increases in money wages which reflect the
expectation of rapid inflation, and only gradually can these be moderated.
Inflation is similarly built into the level of interest rates. The public is
highly sensitive to inflation and reacts in an inflationary way to any news
which confirms its expectation of inflation. Against this background, to
hope that we can "wring the inflation out of the system" by the end of
some short period is to assure disappointment. Whoever undertakes now to
fight inflation must be prepared to stay the long course. We think it is
necessary to do this, and also to recognize why we must do it. Experience
extending over almost a decade teaches us that if we do not fight inflation
effectively it will accelerate.

The American people have prospered over the past 8 years. Our real
incomes have risen. Our real consumption expenditures have risen, and
our real assets have risen, in total and per capita. These are facts of great
importance. But they do not relieve us of the need to bring inflation under
control, and to accept the cost of doing so for the sake of avoiding the
greater costs of an accelerating inflation.
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We have specific problems, too, aside from the general inflation problem.
There are many things the American people want to do, collectively or
individually. They want to maintain an adequate defense, to clean up the
environment, to provide more generously for the disadvantaged, to improve
standards of health, and also to continue to raise the quality of their lives
in all the ways that involve more private consumption. At the same time, we
see unusual obstacles to more rapid increases of production—the increased
costs of energy being the most obvious one at present. Beneath the tide of
inflation the basic economic problem of increasing production goes on and
requires attention, even in a country as rich as ours.

The problems of specific price increases must be distinguished from the
general inflation problem. Increases in some individual product or service
prices beyond the average are essential, if we are to maintain supplies and
allocate shortages. The attempt to suppress the increase of particular prices,
while it may be necessary in emergencies, is in general not an effective way
to combat inflation and is harmful to production.

WHERE WE STAND AT THE OUTSET OF 1974

We enter 1974 in a condition of high inflation and in the early stage
of a slowdown, one result of which will be to reduce the rate of inflation,
although not immediately. All the features of this situation—the high rate
of inflation, the slowdown of output, and the slowdown of demand—are in-
tensified by the higher prices and reduced imports of oil. Moreover, the oil
situation makes the period ahead even more than usually difficult to predict.
Decisions of the oil-exporting countries, resulting from a mixture of eco-
nomics and politics, cannot be foreseen. American businesses and consumers
are faced with unprecedented increases in relative prices and curtailments
in supply, and no one can tell just how they will react in their consumption
and investment. Other oil-importing countries will be seriously affected by
price and supply developments in oil, and their responses will have repercus-
sions here.

The rapid price and wage increases that were being experienced at the
end of 1973 will undoubtedly be carried on and passed through in the early
part of 1974. In the fourth quarter of last year, wholesale industrial prices
other than for energy products rose at an annual rate in excess of 11 percent.
Much of this rise will appear in retail prices in early 1974. Similarly, large
increases that have already occurred in crude oil prices have not yet been
fully reflected in retail prices. Wholesale food prices were also rising as the
year ended, and the outlook was that tight supplies would boost retail prices
in the first months of 1974. The rate of wage increases had been drifting up
during 1973, and since the cost of living was also continuing to rise rapidly,
this trend of wages was unlikely to be reversed soon.

Thus, a high rate of price and wage increases, although possibly not as
high a rate as in 1973, seems inevitable in the first part of 1974. But
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beyond the early months, the course of inflation is as yet undetermined.
Prices of oil and related products will not go on rising at the rate of late
1973 and early 1974, but will presumably reach some new high level from
which they will be no more likely to rise than to fall. There is also a prospect
of larger world food supplies. In general, as we go through the year the
course of prices will be less and less a reverberation of what happened in
1973 and increasingly the outcome of events and policies in 1974.

The year 1974 also began with demand rising less rapidly than during
most of 1973 and production possibly not rising at all. In the fourth
quarter of 1973, total expenditures for the purchase of output rose at an
annual rate of about 9^2 percent, compared to about 12 percent in the
year ending in the third quarter. Real output rose at the rate of about 1
percent after an increase of about 5/2 percent in the preceding year.
There seems little doubt that this sluggishness will continue in the early
part of 1974 and that total output may decline. Automobile production is
being cut back sharply, partly because of the effect of high prices and
shortages of gasoline on the demand for large cars. The recent weakness
of housing starts and permits indicates declining residential construction
during the first part of the year. The high prices for oil being paid to for-
eign suppliers will hold down expenditures for U.S. output. There will be
some cases, although one cannot be sure how many, in which production
is held back by shortages of energy or energy-related materials.

Just as a high inflation rate seems predetermined for the early part of
the year, so does a fairly low rate of increase of production, which might in
fact for a while be negative. But the situation at the beginning of the year
does not appear to presage a very long or severe slowdown. There are
a number of factors tending to support the expansion of the economy, in-
cluding substantial planned increases of business fixed investment. How soon
a revival will come, and how strong it will be, also depend on events and
policies of 1974.

GENERAL ECONOMIC IMPLICATIONS OF THE ENERGY PROBLEM

The nature of the problems with which policy has to contend in 1974
depends substantially on the energy situation—on the volume of oil im-
ports, on their prices, and on the policies adopted in the United States.
Total imports of oil expected in 1974, before measures were taken by some
exporting countries beginning in October 1973 to curtail shipments and
raise prices, were about 40 percent of expected petroleum consumption in
1974. This was about 20 percent of expected energy consumption in 1974,
since petroleum would have supplied about 50 percent of total energy
use. The countries participating in the embargo of the United States had
been expected to supply, directly and indirectly, about 16 percent of our
petroleum use and 8 percent of our energy use. This would have been the
extent of the initial supply reduction if the embargo had been fully
effective.
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This curtailment of supply does, of course, lead to adaptations. Prices
of oil imported into the United States are free from price control, as are
prices of oil produced by certain small (stripper) wells and of "new"
oil produced by other wells in excess of their base period production.
These prices can be passed on in prices of refined products. Thus, a shortage
of oil in the United States raises the prices of oil in these categories and
increases the supply, both of imported oil and of domestic oil, offsetting
some of the initial effects of the curtailment. Also the higher prices reduce
the quantity consumers and businesses want to buy. Therefore, the whole
initial curtailment does not appear as a gap between desired quantities and
available quantities.

In time, and despite the existence of the price controls, prices might rise
enough to clear the market, and there would be no "shortage" in the sense
of inability to buy petroleum products at the prevailing prices. The uncon-
trolled prices, whether of imports, of "new" oil, or of oil from stripper wells,
would rise to a level which, when averaged in with the controlled prices,
would equate the quantities demanded and supplied. Although prices of
petroleum products in the United States rose very rapidly after October 1973,
and this apparently served to cut down the desired consumption, they had
not risen enough by the end of January to eliminate shortages. The impact
of the remaining shortages is being distributed through the economy by allo-
cations and other controls, by voluntary conservation measures, and to some
extent by a first-come-first-served process.

The Secretary of State has recently expressed the hope that the embargo
on the export of oil to the United States from some Arab countries would
soon be lifted. The effect of such action on the U.S. economy would depend
upon the price and production policies of the oil-exporting countries. The
higher their production levels, and the lower the world price, the smaller
will be the current economic problems for the United States and for other
importing countries. In any case it seems necessary to reckon with a signif-
icantly higher price for imported oil in 1974 than in 1973, although how
much higher is uncertain. This conclusion would imply smaller U.S. imports
than would otherwise have occurred, but a larger dollar cost of imports. It
is probably also reasonable to assume that the curtailment would increasingly
be reflected in higher domestic prices rather than in shortages at the existing
prices.

This combination of limited oil imports and higher prices will have four
kinds of economic effects in the United States and in other oil-importing
countries.

1. Limitation on capacity to produce. Beyond some point, inadequacy in
the supply of energy can make it impossible to produce certain products, or
high energy prices can make it impossible to produce certain products at
costs at which they can be sold. However, it does not appear that this point
will be exceeded or that our capacity to produce will be significantly cur-
tailed by the energy situation. Part of the U.S. energy supply is utilized
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directly for consumption, particularly for home heating and for personal
transportation. Some is used in industry for lighting or heating that may
be convenient but is not necessary for production. In general, it appeared
when the embargo began that the initial curtailment of imports could be
absorbed out of these "nonproductive" uses without impairing our capacity
to produce. This would not have been entirely true, because there would
have been shortages of particular products and in particular places. But it
did not appear that the output and employment loss resulting from inability
to produce would be substantial, although there would be other negative
effects. This view has been fortified since it appears that the net curtail-
ment of imports may be less than initially .eared. Maintenance of capacity
to produce in the presence of import curtailment will depend on limiting
consumption use of petroleum products, especially the use of heating oil for
homes and gasoline for personal transportation. This will cause incon-
venience, although curtailment on the scale foreseen would not cause hard-
ship. Concentration of the available supply in the uses most essential for
production and employment will be brought about in part by higher prices.
This can be, and is, supplemented by voluntary conservation measures and
by mandatory allocations.

2. Restraint on the demand for output. The reduced availability and
higher price of gasoline will curtail the demand for large automobiles, for the
services of motels, and for other tourist services. The shortage of heating oil
and gasoline will cut the demand for new houses. How serious these effects
are will depend in part on the amount of the cut in oil supplies or on the rise
in the price. One should note that the effect of a price rise can be as great
as the effect of a shortage in diverting expenditures from oil-related prod-
ucts. All of these effects will also depend on how consumers react, not only
in restricting purchases of petroleum-related products but also in switching
purchases to other things. The problem is compounded by uncertainties,
both about imports and about public policy, which may cause a more nega-
tive reaction than the most probable facts would justify.

3. The real income loss due to costlier energy. The foregoing are the transi-
tional problems created by the present energy situation. The initial loss of
capacity to produce caused by the curtailment of energy supplies will in time
be offset by shifts of production in directions that use less energy. The initial
loss of demand for output associated with energy will in time be compensated
for by a shift of consumers' demands to other products, and possibly by an
increase in demand for American products by the oil-exporting countries. In
addition to these transitional problems there will be a continuing effect on
the real standard of living of the American people as a result of being cut
off from low-cost sources of oil. That means we shall have to pay more of
our own products or assets to foreigners in exchange for their oil, that we
shall have to devote more of our own resources to producing energy domesti-
cally, and that we shall have to accept methods of production or forms of
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consumption we would not have chosen if more oil had been available at
a lower price.

How much these costs will amount to is exceedingly difficult to estimate.
A clue to their magnitude is given by the fact that the increased cost of U.S.
oil imports due to the oil price rises of October and December 1973 would
be less than 1 percent of the gross national product (GNP) in 1974, with a
volume of imports that would have occurred at the pre-October prices. This
is probably an outside estimate of the costs in 1974 (aside from the transi-
tional costs already noted) because there would be adaptations of various
kinds. The amount is large and justifies a strenuous effort to reduce it, by
getting the foreign price down and by developing cheaper sources at home.
Whether the cost will continue to rise, relative to GNP, will depend on the
costs of producing additional amounts of energy from new sources.

4. Balance of payments and other international consequences. All of the
other oil-importing countries of the world will suffer the effects of the cut
in supplies and the increase in prices of oil. In fact, most of these countries
will be more seriously affected than the United States, because their im-
ports of oil are larger relative to their total supply of energy and to their
total GNP. The position in the Western European countries is expected to
be qualitatively similar to that in the United States. The short-run de-
pressing effect on their domestic demand as a result of the high import
prices will be greater than the cut in their ability to produce caused by the
oil shortage. For Japan the situation may be different, and the effect on her
ability to produce may be more severe. In any case there will be a marked
slowdown, and possibly an absolute decline, in demand and output in most
of the countries of the world with which we do business, except for the oil-
exporting countries.

This outcome will influence the United States in a number of ways. It
should help to retard the increases in prices of industrial raw materials, just
as the worldwide boom contributed to their rise. The increase in the value
of the dollar in the last quarter of 1973 should also help to slow down the
rise of dollar prices of internationally traded commodities. The net effects
on trade are not clear. Oil prices will be lower here than elsewhere, at least
for a time, because of the price control on a large part of our oil supply; and
this situation will tend to stimulate exports of products with a large oil com-
ponent, such as petrochemicals. On the other hand, the reduction of income
and activity abroad and the depreciation of foreign currencies will tend to
cut our exports. This factor will probably be the dominant one, although
its net effect is likely to be small except for one reservation to be noted.

At present prices of oil, the oil import bills of the industrialized countries
will be so large that many if not all of them will have current account
deficits—that is, their foreign expenditures for goods and services will exceed
their foreign earnings. This will be true even after allowing for the added
purchases that the oil-exporting countries may make from the industrialized
countries. The oil-exporting countries will have large current account sur-
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pluses, which in one form or another will be invested in financial or real
assets in the industrialized countries.

This combination of transactions does not require any decline in the level
of economic activity in the industrialized world—aside from the transitional
difficulties already noted—or slowdown in the rate of growth. In fact, there
may be a stimulus to the rate of growth, as the higher oil prices extract
funds from consumption and return them to investment via the investment
of the oil-exporting countries. However, there could be severe repercus-
sions if the financial aspects of these transactions are not well managed.

Several possibilities can be envisaged which could lead to cumulative
recession. One possibility is that some of the industrialized countries might
lose large amounts of monetary reserves, or incur large liquid liabilities to the
oil-exporting countries which would impel the industrialized countries to
try to build up their reserves. Or industrialized countries having current ac-
count deficits might feel it important to correct those deficits, even though
their overall balances of payments are not in deficit. Some countries will have
overall deficits and might try to correct that situation. In any event, the
single-country response is likely to be to try to export more and import less,
either by squeezing down the economy at home or by checking imports and
spurring exports. That is, the single-country response could well either create
recession at home or export recession. If many countries are following this
policy at once, the compound result could be a large and unnecessary decline
in the world economy.

GOALS FOR 1974

The goals for 1974 must be realistically connected with the conditions
existing at the beginning of the year. As we have already explained, we be-
lieve that the conditions existing at the beginning of the year make it ex-
tremely likely that inflation will continue at a high rate through the early
part of 1974. A slow rate of economic expansion is also likely during this
period, and possibly a decline, with rising unemployment. After some period,
probably after the first half of the year, the course of the economy will be
influenced more by policies still to be adopted. The idea of a "goal" is more
relevant to this later period than to the months immediately at hand. For
this later period, three possible paths for the economy can be distinguished.

1. Total spending can accelerate strongly, bringing production quickly-
back to a full-employment level. This path would create new price
pressures which would replace the diminishing pressures expected in
energy and food and contribute to an acceleration of wage increases.

2. The contraction can continue, with unemployment rising throughout
the year. Anti-inflationary pressure would be strengthened along this
path.

3. The economy can begin a moderate expansion, one which will bring a
halt to the rise in unemployment and yet resist an upsurge of inflation
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outside the food and fuel sectors and get the benefit of a much lower
rate of further price increase in these two sectors. There would be an
expectation that a significant reduction of price increases in food and
fuel would be followed in time by a reduction elsewhere if the economic
environment is not overheated. This would be accompanied by a grad-
ual decline of the unemployment rate.

The third possible path is most consistent with attaining as well as main-
taining the goals of the Employment Act. The first is a prescription for
undiminished and probably accelerating inflation. The second exacts too
high a price in unemployment.

Of course, no one knows with certainty or precision the relations among
output, unemployment, and prices along any of these paths. They only
reflect general emphases which can be utilized as guides to policy. More-
over, even if the desired path could be precisely described, no one could
precisely describe the policy that would achieve it. All of these usual un-
certainties are heightened this year by the difficulty of foreseeing the effects
of the radical change in the energy situation. This unusual degree of un-
certainty makes it more important than ever that we be prepared with
means for adapting policy if events seem to be moving outside a reasonable
range of the roughly defined target path.

What is implied by the path that at present seems to us the best of the
feasible ones for the economy, given the inescapable effects of the energy
shortage, is an increase of about 8 percent in the nominal value of GNP
from calendar 1973 to 1974, to about $1,390 billion. Of this rise, about 1
percent would be an increase in real output and about 7 percent an in-
crease of prices (as measured by the GNP deflator). Changes from calen-
dar 1973 to 1974 are, of course, significantly influenced by what has already
happened in 1973; and hence changes so expressed do not describe an ex-
pected path for 1974, though they are implied in any expected path. As
for the expected path during 1974, this would leave real output approxi-
mately flat, and perhaps declining for an interval, in the first half of the year
but would bring a rise by somewhat more than the normal trend rate in
the second half. Inflation would be rapid in the early part of the year, mainly
as a consequence of energy and food prices, and then subside to rates sig-
nificantly below those experienced in 1973. Unemployment for the year
would average a little above 5J/2 percent.

We would emphasize two aspects of this path. First, it is at the same
time our view of a feasible target and a prediction of what will be achieved
if the planned policy is carried through. Second, that the path is feasible
and that it will be achieved by the planned policy are both uncertain to a
significant degree. This means that the target or the policy may have to be
changed as new information emerges, although changes involve costs and
should not be made unless the case for them is clear.

A description of the implications of this path for the main sectors of
the economy appears at the end of this chapter.
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POLICIES FOR ACHIEVING THE 1974 GOALS

The general contour of the economy described for 1974 is consistent with
the private forces now apparently at work. In the early months of the year,
consumers will make the move to spending a larger part of their income on
an imported product—namely oil—because of the higher price. This will
tend to reduce their spending for the purchase of other goods and services
and will offset the rise of other categories of demand, such as business invest-
ment and government spending. But the adjustment to spending more money
on imported oil will be completed early in the year; this drag on the ex-
pansion of the economy will then be removed and the expansive forces will
become more effective. (Expenditures for foreign oil will not decline, but
they will not be rising significantly.) As the year progresses, housing construc-
tion will rise in response to greater availability of credit and greater certainty
about the distribution of fuel oil and gasoline; and production of new auto-
mobiles will increase as the manufacturers improve their ability to turn out
small cars. Meanwhile, the period of maximum increase of energy prices
and food prices should have passed.

The main functions of policy will be to keep the dip in the early part of
the year from going too far and to assist the revival later in the year, but to
avoid stimulating too rapid a surge.

1. Fiscal policy. The budget proposed by the President will tend to re-
strain the decline of the economy during 1974 but would inject no fiscal
stimulus to push the economy above its average rate of expansion.
If the economy were operating at about the same rate of utiliza-
tion of the labor force in 1974 as in 1973, the size of the budget surplus
would change very little between the 2 years. Thus one can say approxi-
mately that if the economy were moving along its normal growth path the
budget would not be tending to divert the economy from that path in either
direction.

However, if the economy operates, as expected, at a lower rate of activity
relative to its potential in calendar 1974 than in calendar 1973, the budget
will swing significantly toward deficit. This change will result chiefly from
the lower level of receipts accruing to the Federal Government at lower
levels of economic activity, and partly from higher unemployment compen-
sation payments. As a consequence, private incomes after taxes rise relative
to output, thus sustaining demand and moderating the slowdown of the
economy.

In calendar year 1972, unlike 1973, Federal receipts were swollen by
exceptionally large net overwithholding of personal income tax estimated to
amount to about $9 billion. An estimate of the economic effect of the budget
in 1972 and 1973 depends heavily on the impact attributed to this overwith-
holding. If the amount overwithheld was less like a personal tax than like
personal saving accruing in the form of a government obligation, fiscal policy
moved in a restrictive direction from 1972 to 1973. Thus, if the amount
overwithheld is subtracted from recorded receipts, there was a swing of
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about $14 billion from deficit to surplus between the 2 years on the assump-
tion of a constant rate of economic activity at full employment. Over $3
billion of that swing would have been due to the higher rate of inflation in
1973, but the remaining $10 billion would represent an independent fiscal
policy force restraining even the normal rate of growth. Such restraint was
appropriate, given the inflationary condition of the time. Since we had in
1973 both a reduction of unemployment and an increase in the rate of in-
flation, the actual swing from deficit to surplus was larger—about $17
billion, or about $26 billion if overwithholding is excluded from actual
1972 receipts.

If the overwithheld amount is treated like any other tax receipt, little shift
in the full-employment budget position appears between 1972 and 1973.
However, exclusion of the overwithholding from receipts seems to us to
come closer to representing the economic effect of the budget, and the full-
employment estimates in Table 1 are calculated in that way. On this basis
it appears that whereas the direction of fiscal policy was significantly restric-
tive from 1972 to 1973 it is fairly neutral from 1973 to 1974, offering support
if the economy declines but otherwise not exerting any upward or down-
ward push.

The foregoing observations relate to the balance of Federal receipts and
expenditures in the national income and product accounts. These accounts
are more useful for analysis of overall economic impact than the unified
budget accounts stressed in the Budget Message, primarily because they
exclude certain expenditufes which do not enter directly into the stream
of U.S. income or expenditure. The references to the behavior of the surplus
or deficit at a constant rate of economic activity are to calculations of the
surplus as it would be at the actual or forecast rate of inflation if the econ-
omy were operating at 4 percent unemployment and at an annual growth
rate of 4 percent (rather than the 4.3 percent used in Council Reports of
the past 4 years). The level of these surpluses depends on the unemployment
rate chosen, but the year-to-year changes in the surplus are not sensitive to
the unemployment rate chosen if the chosen rate is approximately stable
from year to year. Reference to a higher unemployment rate would reduce
the levels of the surpluses but not have much effect on the year-to-year
changes.

It is also useful to try to take the effect of changing inflation rates out of
the change in the surplus because such a procedure gives a clearer picture
of the budget changes that are autonomous, that is, not responses to economic
fluctuations. An increase in the inflation rate will affect both receipts and
expenditures, but it will affect receipts much more promptly and hence in-
crease the surplus. This increase in the surplus tends to restrain the expan-
sion and thus the increase of the inflation rate. But it is also a symptom of
not having prevented a rise of the inflation rate and so is evidence of anti-
inflationary policy only in a rather negative sense. Unfortunately, the effect
of the change in the inflation rate can be measured only very approximately.

Table 1 shows the annual surpluses and changes according to four dif-
ferent methods of measurement.
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TABLE 1.—Federal budget surplus or deficit under alternative assumptions, national income accounts
basis, calendar years 1969—74

[Billions of dollars]

Calendar year

Level:

1969
1970
1971
1972
1973 .
1974 4

Change from previous year:

1970
1971
1972
1973
19744

Actual budget
surplus or
deficit ( - )

8.1
- 1 1 . 9
- 2 2 . 1
- 1 5 . 9

.6
- 4 . 6

- 2 0 . 0
- 1 0 . 2

6.2
16.5

- 5 . 2

Full-employment budget surplus or deficit (—)
under alternative assumptions i

4 percent
unemployment

8.8
4.0

- 2 1
- 7 . 7

5.8
6.0

- 4 8
- 6 . 1
- 5 . 6
13.5

.2

4 percent
unemployment,
standardized

inflation rate 2

- 4 8
- 5 . 3
- 5 . 6
10.2

.3

Variable
unemployment

rates

4.9
.3

- 5 0
- 1 0 . 4

3.1
2.1

- 4 . 6
- 5 . 3
- 5 . 4
13.5

- 1 . 0

1 $9 billion in overwithholding excluded from 1972 receipts.
2 Change in surplus or deficit between 2 succeeding years assumes that inflation rate is constant at rate of

first year.
3 Assumes that unemployment rates of the civilian labor force are constant at their 1956 levels in each of

four sex-age categories: Males and females 16-24 years and males and females 25 years and over. Instead of
staying at 4 percent, the overall unemployment rate used to represent a constant rate of utilization of the
labor force in this estimate rises to about 4.6 percent by 1973 because the labor force was increasingly com-
posed of groups (females, youths) characteristically having higher unemployment rates than older males.

4 Excludes transfer of $2.1 billion worth of rupees to the Indian Government expected in the first half of 1974.
Sources: Department of Commerce (Bureau of Economic Analysis), Office of Management and Budget, and

Council of Economic Advisers.

In view of the uncertainties facing us, it is extremely important to be
prepared with fiscal measures to support or restrain the economy if it is
clearly running outside the general track described here for 1974. The Ad-
ministration is now in the process of preparing for support action. A decision
to take such measures would have to be made with great caution, however,
in view of the additional supply bottlenecks that might be caused by the
energy shortage.

Greater protection for those unemployed because of the prospective condi-
tions, and greater assurance against an even more serious slowdown, would
have been provided if Congress had enacted the proposal submitted by the
Administration last year to improve the unemployment compensation sys-
tem. The President has again strongly urged the Congress to act promptly
on these proposals; he will also submit additional unemployment insurance
amendments to extend the duration of benefits and expand coverage in labor
market areas that have large increases in unemployment.

2. Monetary policy. Because of the lag which we believe exists between
changes in money and changes in economic activity, the influence of mone-
tary policy on the economy during 1974 will largely result from the monetary
expansion during the second half of 1973 and the first half of 1974. The
monetary expansion in the second half of 1973 can be described by an
increase in the narrowly defined money stock (Ma) of somewhat under 5
percent and an increase in the broadly defined money stock (M2) of about

31

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



8 percent, at annual rates. Continued growth in M2 at approximately this
rate would be consistent with our expectations concerning the increase in
money GNP during 1974. At present we expect money GNP to increase by
about 8 percent during the year. For more than a decade the proportionate
increase of money GNP tended to be the same as that of M2, though in some
years the deviations from this proportionality were substantial, and half-
yearly deviations were often quite large. Hence, the foregoing conclusion
seems reasonable, barring the emergence of further evidence as yet
unforeseen.

The prospect for trends in interest rates is particularly difficult to appraise
at present. Inflationary expectations tend to raise money rates, while
the temporary slowdown of business activity is apt to have the contrary
influence for a while, even though business fixed investment is likely to rise
at a rate well above that of GNP. Among the interest-reducing influences,
the prospective capital inflows resulting directly or indirectly from current
account surpluses of the oil-exporting countries also need to be taken into
account. All this relates to interest rates in general. Terms on which mort-
gage credit is available will be influenced by the success that depository
institutions have in attracting new savings funds in competition with market
alternatives, and by the subsidization policies of the Administration with
respect to this category of borrowers.

As will be explained in Chapter 2, by steepening inflationary expectations
an overgenerous increase in the money supply would steepen rather than
moderate trends in money rates of interest.

3. Housing policy. The economic path described for 1974 implies a bot-
toming out of housing starts in the first quarter of 1974 at a level only slightly
below the fourth quarter of 1973 followed by a rise beginning in the spring.
The Administration took a number of steps in September 1973 to cushion
the decline then under way. In January a two-pronged action was taken to
revive the mortgage market. The Department of Housing and Urban Devel-
opment was authorized to purchase mortgages on up to 200,000 housing
units at 7% percent, substantially below the prevailing market interest rate.
In addition, the maximum interest rates on FHA-VA mortgages were low-
ered to 8I4 percent from 8/2 percent, thereby setting the pattern for reduced
mortgage rates.

4. Managing the energy shortage in the United States. If the economy
is to follow the general path we have outlined it will be essential that output
not be seriously hampered by the shortage of energy. This stipulation means,
first, that the total supply of fuels made available for industrial production,
including transportation related to it, must be adequate to sustain the aggre-
gate level of economic activity projected for the year. Second, the supply
must be distributed among users in a way that avoids bottlenecks.

How easily these two conditions can be met will depend upon the volume
of oil imports. We believe that the volume of imports will be sufficient to
permit their fulfillment, but it would be imprudent to assume that they can
be met without care in the distribution of energy among various uses.
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The rise in prices of petroleum products which has been occurring helps
to bring about the desired distribution. As the prices rise, the less valuable
uses—which tend to be those which generate the least output and employ-
ment—are foregone. At a higher price, a factory which uses oil for space
heating will cut down the temperature before it cuts down the use of oil in
the production process. A higher price will cause a consumer to cut down
the use of his car for pleasure driving, rather than for getting to work. It
is commonly said that the use of energy will be reduced relatively little
by a price increase. That may or may not be correct. But even if the cut
in energy use is "relatively little" compared to a price increase, the price
increases that have occurred or are in prospect are sufficiently large to have
a substantial effect on the total use of energy and its distribution.

The oil price increases that have taken place under the controls program
have been justified as a necessary means of increasing supply and maintain-
ing orderly markets. Imported oil, "new" oil, and oil from small wells are
exempt from control. Other oil is controlled and sells at prices considerably
below those of uncontrolled oil, but the control price has been raised on
two occasions to keep the price spread from becoming too large. Although
necessitated by supply considerations, these price increases have played a
useful role in the allocation of supply. To make sure that the price increases
do not yield excessive profits that are not justified by their contribution to
increasing supply, the Administration has proposed an Emergency Windfall
Profits Tax. This tax would take a large proportion, up to 85 percent, of
the additional revenue earned by producers of crude oil as a result of higher
prices.

Other methods are being used to distribute supplies of oil in ways that will
meet production requirements. The Federal Energy Office (FEO) has en-
couraged refineries to limit the production of gasoline in order to increase
the production of other products more essential to industrial output. This
enforces a cut in automobile driving, although it does not solve the question
of who gets the available gasoline. The FEO has taken steps to prepare for
coupon rationing of gasoline, although it is believed that a combination of
increased supplies, higher prices, and conservation measures, largely volun-
tary, will make such rationing unnecessary.

The Emergency Petroleum Allocation Act of 1973 requires the estab-
lishment of a system of mandatory allocation of oil products, and the FEO
has now set up such a system. It specifies limits to the amounts of petroleum
products that refineries or distributors can deliver to described classes of
customers (but stops short of individual consumers). The limits are gen-
erally described in percentages of current requirements or base-period use.
The limits differ by class of user, in accord with FEO's estimate of the essen-
tiality of the use to the productive process and to society. Such a system
necessarily involves elaborate paperwork and a large degree of arbitrariness.
Confidence that the economy will not be seriously hampered rests upon
the expectation that increased supply and higher prices will narrowly limit
the shortages to be distributed by the allocation system.
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A third method, which seems to have been highly effective, has been
voluntary conservation. This has been especially useful in stretching out the
supplies of gasoline and home heating oil, but it has also helped to bring
about a reduction in the nonproductive use of energy in industry.

The measures taken in recent months to deal with the energy shortage
are too numerous to recount here. What further steps may be needed cannot
now be foreseen. It must be emphasized, however, that satisfactory progress
through 1974 will depend upon a flexible use of prices, allocations, and
voluntary measures to channel energy efficiently into industry.

5. Wage and price controls. When Phase IV controls were instituted in
August, the President announced that it would be our policy to work our
way and feel our way out of controls. There would be no pre-set terminal
date and we should avoid a disorderly transition, but the determination
would be to end the system of comprehensive controls. This policy has been
followed in the last 5 months. A number of industries have been decon-
trolled since Phase IV began and the pace of decontrol has been
accelerating.

Experience under Phase IV has shown the wisdom of pressing on with
the removal of controls. The controls have not recently been very effective
in restraining inflation, and the general uncertainty cast over the economic
process by the actual or potential operations of a detailed control system
endangers the healthy economic expansion we seek. The last point is very
important. Too many business decisions for too long a period ahead are
being influenced by puzzlement over the kinds of controls businesses will be
subjected to. We badly need business investment and economic growth in the
years ahead, and continuation of general controls tends to interfere with
that aim.

Just how fast the process of decontrol should properly go, and what
residue of controls will endure, if any, cannot now be precisely told. But
achievement of the desired reduction of inflation during the year does not,
in our opinion, depend upon any significant influence from the controls.

6. International cooperation. The ability of the United States to get
through the economic uncertainties of 1974 successfully would be enhanced
by reasonable stability in the rest of the world, especially in the industrial-
ized countries that are the chief suppliers and customers of the United
States. There are two main things the United States can do to further that
stability.

First, the United States can take the lead in an international effort to
bring about a reliable international flow of oil at reasonable prices. Powerful
moves by the United States and other industrialized countries to develop
energy sources as potential alternatives to the oil now controlled by a few
nations will be helpful in normalizing the flow of oil. The President has
called the first of a series of international meetings on this subject to take
place February 11.
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Second, the United States can participate in a common effort to assure
that the effects of high oil prices on the balance of payments do not lead the
industrialized countries into a round of competitive deflation, depreciation,
or trade restriction. This effort should include consideration of possible ways
to supplement the now existing means of providing temporary support
to countries finding themselves in a critical financial condition as a result of
greatly enlarged oil import costs.

GOALS BEYOND 1974

Concern with the stabilization problems of 1974 should not divert atten-
tion from those other problems whose consequences will come chiefly after
1974 but which need to be dealt with now and continuously. Most of these
problems arise from the need to increase our ability to produce—in total as
well as in particular directions. This emphasis on ability to produce is essen-
tially an emphasis on efficiency, on managing our resources so that we get
as much out of them as we can. It is neutral about what should be produced
and even about how much should be produced, only stressing the ability to
produce more of what is wanted, if it is wanted.

We think emphasis on ability to produce is important at this time, because
in the years ahead the desire of the American people for more output is
likely to be especially strong, and unusual obstacles may hinder fulfillment
of this demand. The need to devote more resources to obtaining energy will
be a drag on output. The country is almost certainly ending the period of
large transfers of the labor force out of agriculture into other pursuits. By
1980, we will probably come to the end of a period in which the labor force
grew much more rapidly than the population and thus helped to raise output
per capita. Environmental considerations may tend to slow down the growth
of output, at least as output is usually measured.

For these reasons, emphasis on the capacity to produce—on efficiency and
productivity—is especially important now. Of course, even in the field
vaguely labeled "economic" the Nation always deals with a multiplicity of
goals. For example, the distribution of the national income among persons
will always be a subject of concern. We hope that the information presented
in Chapter 5 will be illuminating in this connection. The Nation has other
goals about the uses of the national output. One sees evidence, for example,
of a great interest in devoting more of the national output to improvement
of health, and in achieving that aim more efficiently. The President will be
submitting suggestions to this end. It seems most useful for us to concen-
trate here on the problem of production.

Many aspects of Government policy affecting capacity to produce are dis-
cussed in more detail in later chapters of this report. We present here only
a brief survey of the field.
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DEVELOPMENT OF LOW-COST ENERGY FOR THE FUTURE

Throughout the 1960's the United States employed quantitative restric-
tions on petroleum imports to limit dependence on foreign sources of supply.
However, the availability of imported petroleum at a price below the do-
mestic price led to a weakening of the import restrictions and in 1973 to
abandonment of the quota system altogether. As a result, imports have pro-
vided a rapidly expanding share of the domestic market.

The energy crisis that occurred in late 1973 as a result of the embargo by
some of the oil-exporting countries alerted the Nation to the risk of depend-
ing on imports for a commodity that is vital to our economic well-being, and
the supply of which is largely controlled by a few countries. Reductions in oil
shipments to the United States and a sharp rise in the price of imported oil
have caused substantial economic disruption. Had these events occurred
later, when the United States was projected to be even more dependent on
imported petroleum, the loss of jobs and the effect on incomes might have
been far greater.

Oil imports may become more readily available, and the price may decline.
However, the possibility of a subsequent sharp price rise or supply curtail-
ment makes it risky for the United States to remain heavily dependent on
imports to supply domestic needs.

The Nation has the capability to become self-sufficient in energy produc-
tion. This capability will, however, require substantial capital investment
and large expenditure on research and development. The private sector
will be willing to make the needed investment only if there is a reasonable
assurance that returns will be adequate to justify the commitment of re-
sources to long-term investments.

In response to this situation, the President has announced Project Inde-
pendence, a program to develop the capability for self-sufficiency in energy
production by 1980. The choice of policies to implement Project Independ-
ence should be made largely on economic grounds. Because energy can be
expected to cost more in the 1980's than it did in 1972, important changes in
production methods, in the composition of output, and in consumption will
occur. These changes will develop most rapidly, and with the least cost to
society, if relative prices are allowed to allocate resources and to influence
production decisions. There are many uncertainties regarding which of the
new energy technologies will prove to be economic. By relying on the market
mechanism to guide production decisions, we can avoid becoming locked
into production methods and energy sources that prove to be uneconomic.

A major component of Project Independence is a program of Government-
funded research and development to accelerate the development of tech-
nologies that will ensure an adequate supply of low-cost energy for the future.
Although the private sector will continue to undertake most of the energy
research and development, there is a need for a more active Government
role. In part this is because the returns from expenditure on research and
development will be heavily influenced by Federal policies regarding en-
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vironmental control, leasing of mineral rights, and import restrictions. In
addition, the development of new energy technologies to some extent involves
expanding our knowledge of fundamental processes. In such cases, although
the research and development provides a large gain to the economy as a
whole, there may be little opportunity for any one firm to derive a large
enough part of this gain to warrant undertaking the research. Moreover,
private research and development is usually oriented toward projects with a
relatively quick payoff, whereas much of the needed expenditure must be
devoted to the development of energy sources that may not be competitive for
some time.

SAVING AND PRIVATE INVESTMENT

To keep output per worker rising rapidly, when the labor force is also
rising rapidly, requires a high rate of investment in productive facilities.
Our total investment requirements in the years ahead will be greatly in-
creased by the need to invest in energy development and environmental
improvements.

These energy and environmental investments do not raise productivity as
conventionally measured, though the former may prevent a decline in pro-
ductivity if energy shortages would otherwise continue, and the latter may
also prevent an ultimate decline in productivity. Both types of investment
thus represent part of the increased resource costs imposed on energy-using
or environment-using industries, in one case by adverse supply developments
and in the other by social choice. Environmental benefits enhance economic
well-being, and increased reliance on domestic sources of energy adds to
security of production. Still, one can probably say, the American people
expect rapidly rising output of the ordinary, marketable kind; and this
expectation will require rapidly rising total investment to accommodate
rising energy and environmental investment along with increasing invest-
ments of other kinds.

Part of total investment is provided through the Federal budget, in the
form of direct expenditures for capital purposes, loans to private businesses
and individuals, or grants and loans to States and localities. The budget for
fiscal 1975 includes $19 billion for such outlays, excluding defense and ex-
cluding expenditures for education, training, health, and research and de-
velopment. The largest single item is expenditures for transportation, pri-
marily highways, followed by expenditures for public works.

These direct investments in the Federal budget make a useful contribu-
tion to economic growth, if they are wisely selected and well managed. Such
direct investments have numerous advocates in the Federal budget-making
process. But attention needs to be called to another way in which the Fed-
eral budget could contribute to investment and growth, although it has few
advocates: running a budget surplus, or at least avoiding a budget deficit
except under appropriate conditions.

If the Federal Government runs a deficit and borrows under conditions
of strong private investment demand, its borrowing absorbs funds which
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would otherwise have been invested in private projects. Unless all of that
deficit is used to finance direct Government investment, which is unlikely,
the deficit depresses total investment. On the other hand, if the Government
runs a surplus in these circumstances, it will repay some of its debt and make
more funds available for private investment, unless the surplus is generated
by taxes all of which come out of private saving, an unlikely condition.
When there is a great deal of slack in the economy, a budget deficit will help
to support the level of economic activity needed to supply both the incentive
to invest and the savings for investment. However, when productive re-
sources are fully utilized, the smaller the Federal deficit is, or the larger the
Federal surplus, the higher private investment is likely to be. This fact partly
explains the principle adopted by the Administration that expenditures
should not exceed, and at times may properly be less than, the receipts that
would be collected at full employment.

Government policy affects incentives for private investment, in total and
in particular sectors, in a number of ways, including policies relating to
taxes, international trade, and international financial policy, as well as
credit guarantees, subsidies, and so on. All of these involve well-known con-
flicts of objectives and difficulties of measuring costs and benefits. We may
now be running into a problem which is new, at least in magnitude, and po-
tentially very serious: the uncertainty created for private investment, and
all private long-term commitments, by Government economic controls that
are unprecedented in scope and unpredictable in operation. Taken together,
the price and wage controls, the controls connected with the energy short-
age, and the environmental regulations add up to a massive entry of Govern-
ment into the affairs of almost every business in the country. The manage-
ment of these controls involves a great many close or arbitrary decisions, to
be made in many instances by a very few people. They could go either way,
and the private businessman who must invest in the light of these controls
cannot tell which way they will go.

These uncertainties could become a major obstacle to new private in-
vestment, even though we do not now see good evidence of its having already
happened. Concern on this score is not a conclusive argument against any
particular control, although it is a strong argument for avoiding controls.
And it does argue for as much stability as can be achieved in the management
of the controls that are inescapable.

THE FINANCIAL SYSTEM

In his 1970 Economic Report the President said:
Because our expanding and dynamic economy must have strong and

innovative financial institutions if our national savings are to be uti-
lized effectively, I shall appoint a commission to study our financial
structure and make recommendations to me for needed changes.

After studying the findings of this commission (the Hunt Commission),
the President, on August 3, 1973, sent to Congress a series of recommenda-
tions. In them a more efficient financial system is envisioned, in which finan-
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cial institutions can operate with greater freedom and less imposed speciali-
zation. By fostering more competition among financial institutions, the pro-
posed measures would improve the efficiency of our financial system in
channeling funds from savers to borrowers. Savings would earn the highest
rate of return the competitive market structure could allow, and the savings
would be put to the most productive use. Under such a system, interest rates
would play a greater role in determining the volume and the distribution
of funds. Social projects deserving priorities, such as low- and moderate-
income housing, would be taken care of with subsidies instead of regulations.

Among the recommendations, interest rate ceilings on deposits would be
phased out over a period of 5 5/2 years. Federally chartered thrift institutions
would be authorized to offer third party payment plans, including nego-
tiable orders of withdrawal (NOW's) and credit cards to individuals and
corporations; but they would also be given expanded lending powers in
making consumer and real estate loans and in acquiring high-grade private
debt securities. National banks would likewise be able to offer NOW ac-
counts and make real estate loans with fewer restrictions. Interest ceilings
on Government-backed mortgages would be removed, and a mortgage in-
terest tax credit of up to 3 ̂  percent to financial institutions and up to 1 l/i
percent to individuals supplying mortgage funds would be made available.

The President's recommendations, if enacted by Congress, would
strengthen the financial markets in general and mortgage markets in par-
ticular. The expanded lending and borrowing powers would increase the
flow of funds into financial institutions. Further, the mortgage tax credit
would reduce the dependence of the mortgage market on thrift institutions
by encouraging other types of financial institutions, as well as individuals, to
invest in mortgages. The resulting mortgage market would be less vulner-
able to a credit squeeze than it has been, and the burden of monetary
restraint would be more evenly distributed throughout the economy.

On another financial matter, the time may be at hand when a move in
the direction of greater uniformity of reserve requirements among depository
institutions is warranted. Varying reserve arrangements among State and
federally supervised banks have resulted in removing an increasing propor-
tion of the money supply from the direct influence of Federal Reserve re-
quirements and have made short-term shifts of deposits among member and
nonmember institutions a source of uncertainty in the implementation of
monetary policy. Care must be taken that any change in the reserve structure
of the Nation's banks should not work to the disadvantage of smaller institu-
tions or change the balance among supervisory authorities; but within these
constraints it now appears desirable that deposits which form the money
supply should be subject to direct influence by the Federal Reserve, regard-
less of the source of supervision of the institutions that hold them. The Fed-
eral Reserve has recently submitted its own proposals in this field.
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TRANSPORTATION REFORM

Last year the Congress passed and on January 2, 1974, the President
signed the Regional Rail Reorganization Act, which is a pragmatic attempt
to deal with the pervasive insolvency of railroads in the heavily industrialized
Midwest and Northeast. Several of the eight principal bankrupt railroads
had threatened liquidation, and such a bill was needed because the risk of
even a very short period of suspended service was too great to be tolerated.
If the services of the Northeast's railroads are so vital to the rest of the
economy, one must ask why so many of them were in such a weakened
financial condition. Factors more general and basic than those that normally
cause bankruptcy are responsible.

Poor management and unrealistically rigid labor contracts are popular
explanations of the railroads' inability to adapt to changing technology and
a changing economy. These proximate causes largely reflect, however, a more
fundamental cause—inefficient and intransigent governmental regulation.

Governmental regulation of the railroads can be traced to two sources.
The public wanted the Government to protect them from the industry in a
time of near monopoly and the members of the industry wanted the Govern-
ment to protect them from each other. This "protection" has been expensive
for both the railroads and the public. The elaboration of regulations intended
to provide this protection has created a complex set of specifications for the
behavior of firms that has tended to ossify with time. As a result railroad
companies have increasingly given up control of fundamental management
decisions to the Interstate Commerce Commission (ICC) in return for the
policing of industry competition by the agency. Moreover, railroad manage-
ment's attention began to focus more on the rules that delimited its dis-
cretion than upon the underlying economic realities in the markets in which
they operated. As these realities changed, railroad management found itself
increasingly inept at adjusting—the result being an increasing incidence of
bankruptcy.

The Transportation Improvement Act

The Transportation Improvement Act of 1974, proposed by the Admin-
istration, is an important first step toward solving some of the more general
problems of the railroad industry. It is also an imperative step toward a long-
term solution of the problem of the bankrupt railroad; because the viability
of the rail system that will emerge from the wreck of the Penn Central will
depend in an important way upon successful regulatory reform. Among the
more important reforms facilitated by the bill would be liberalization and
rationalization of procedures for the "abandonment" of unprofitable lines.
In 1971 the railroads were required by the ICC to maintain service on 21,000
miles, about 10 percent of the total, of lightly traveled track for which
revenues were less than operating costs.

To cover these losses, railroads must charge higher rates on profitable
routes. This subsidization distorts resource use and interferes with the effi-
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ciency of the entire transportation system, and hence the entire economy,
as well as increasing the financial problems of the rail industry. Requiring
railroads to continue to operate short and uneconomic branch lines diverts
traffic that could be carried more efficiently by truck; and conversely the
higher rates on longer hauls result in a diversion to trucks of freight that
could be moved more efficiently by rail. Since trucks use considerably more
fuel (and emit more pollutants) than trains per ton-mile of freight carried,
the magnitude of this inefficiency grows directly with the increasing relative
scarcity of energy supplies.

The proposed act will also facilitate the substitution of truck transporta-
tion for rail services on abandoned lines, by more or less automatically
authorizing truck service between any point on the abandoned line and
connecting rail service points.

Need for Further Reform

Although enactment of this bill will add to the efficiency of the rail
industry, several basic problems remain on the agenda for transportation
reform in the coming year. The longer-term viability of the Nation's rail-
roads will require substantial investments in improved technology, and in im-
provement and diversification of types of freight service, as well as invest-
ments to rehabilitate deteriorating physical facilities.

It is vital, however, that a comprehensive evaluation of the regulatory
and institutional structure of both the railroads and the entire surface trans-
portation industry be completed before such investments are made. Many
aspects of modern railroad operation are not determined by either tech-
nological or profitability considerations. They are adaptations to obsolete
regulatory policies and labor practices. Investment in conventional railroad
technology as it exists today may inhibit productivity and actually reinforce
the resistance to the institutional reforms that will be required for the devel-
opment of a more rational and efficient surface transportation system in the
future.

Changes in corporate structure may also be desirable. Costs of transferring
freight from one railroad to another significantly reduce the savings that
rails enjoy relative to trucks on long-haul shipments. This would imply that
end-to-end mergers of railroads might be important mechanisms for reduc-
ing the real cost of rail transportation. Yet formidable administrative bar-
riers must be surmounted by companies attempting end-to-end mergers
under current regulatory practices.

The Administration's concern with the efficiency of the surface trans-
portation system is not limited to stopping the spreading insolvency that
infects the railroad industry. It will be difficult to exploit fully the opportuni-
ties for increasing productivity in the railroad industry unless major changes
take place concurrently in the trucking industry.

The regulation of trucks in interstate common carriage that began in the
midst of the Great Depression has also evolved into a web of regulatory
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constraints. Restrictions on entry into market areas, limitations on the type
of goods carried, and mandated "gateways"—creating required routes which
may be so circular as to be bizarre—have resulted in an industry burdened
with regulatory inefficiency. Partially loaded trucks, often required to return
empty even when alternative cargoes are available, are common. Such in-
efficiency is a result of regulatory policy. There are no technological
reasons why the motor freight industry could not operate as an essentially
competitive sector of the economy.

A comprehensive analysis of the trucking industry is now under way and
will provide a basis for the design of a comprehensive set of regulatory re-
form proposals to be completed by the fall of 1974.

EFFICIENT INTERNATIONAL EXCHANGE

Economic growth is significantly enhanced by an openness to foreign
economies which permits a relatively free international exchange of goods
and capital based on economic incentive. International trade makes goods
available that might otherwise be lacking, or only available at much higher
costs. It can also make available to domestic producers ideas about new prod-
ucts, new product designs, or new methods of production. For producers it
can be an added incentive to adopt more efficient methods of production.

We have been reminded in recent months that in some circumstances
there can be a danger, both political and economic, in excessive dependence
on foreign supplies. The United States must guard itself against this danger,
by unilateral or multilateral action. However, if this objective is realistically
defined it will be found not to limit greatly the scope for beneficial expansion
of international trade.

Despite a fairly extensive removal of trade barriers in the past 25 years,
substantial barriers to international trade and investment remain in effect.
The inefficient location of productive facilities because of these barriers
constitutes a loss of economic welfare to the country as a whole. Efforts to
negotiate a reduction of the remaining trade barriers are therefore important
toward improving the efficiency of the U.S. economy. The trade legislation
now before Congress would give the President authority to negotiate a sub-
stantial reduction of such barriers.

Negotiations in the trade area also have to deal with the economic inter-
dependence that results from trade. Abrupt economic shifts emanating from
abroad can from time to time create a temporary economic dislocation at
home which needs to be moderated or offset by government measures. Since
such measures will have further repercussions abroad, governments need to
agree on some basic rules and procedures that they can follow when their
interests conflict. Multilateral negotiations are designed to improve some of
the current rules and procedures, as well as to reduce existing trade barriers.

An international monetary system is a prerequisite for the efficient ex-
change of goods and capital. Without such a system, international exchange
is confined to barter. To function efficiently, the international monetary sys-
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tem has to provide sufficient quantities of commonly accepted means of pay-
ment and a procedure for adjusting the relationship between one currency
and another. It also has to provide a set of rules on such questions as the
conversion of one currency into another, restrictions on the conversion of
currencies, transfers of liquid funds from one country to another, as well as
a set of procedures for resolving differences in national approaches to such
problems. The current negotiations to reform the international monetary sys-
tem are designed to improve the existing rules and procedures.

SUPPLEMENT

Prospects for 1974

Earlier in this chapter we noted that 1974 would be a year of little output
growth and considerable inflation but that in both respects the second half
of the year should be better than the first. The energy crisis has clouded
near-term prospects much more than usual. There is great uncertainty, not
only about the overall GNP change and its distribution between price and
real volume but also about the components of demand. It seems fairly likely
that this year's 8 percent increase in nominal GNP should reflect slower
rates of increase, compared to last year, in consumption, gross private domes-
tic investment, and net exports, and a faster rate in combined government
purchases. The specific changes are much less certain, but the Council
presents the following projections of individual demand components under-
lying this year's overall total.

Business Fixed Investment

The Council expects nonresidential fixed investment to show a rise of
about 12 percent from 1973 to 1974. It is likely to be the major source of
strength in demand this year. Despite the small rise in production in the
final quarter of 1973, the condition of shortages that prevailed in many in-
dustries earlier in 1973 continued through the end of the year. Capacity uti-
lization was still very high, especially in the basic materials industries.
Delivery times were still long. Aside from the automobile industry, inven-
tories were rather low relative to output and sales. All of these were indica-
tive of tight supply conditions that constituted a strong stimulus for business
to invest in new plant and equipment in the coming year.

This is not to say that the character of investment demand will be the
same as in 1972 or 1973. The slowdown of the rise in aggregate demand
during 1973 and the leveling in profits are likely to bring a smaller rise in
new investment initiatives than in the preceding 2 years. Even so, the large
volume of new investment under way assures a sizable increase in real ex-
penditures in 1974. Unfilled order backlogs in capital goods industries at the
end of December were some 35 percent greater than they had been a year
earlier.
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In early 1974 the Commerce Department released a survey which showed
that businessmen were planning a rise of 12 percent in capital expenditures
in the coming year. The rise was particularly large for manufacturing—17
percent—and planned increases within manufacturing were above average
(21 percent) for materials-producing industries. The Commerce Depart-
ment survey is broadly consistent with a McGraw-Hill survey, which was run
about 2 months earlier, projecting an overall rise of 14 percent from 1973
to 1974.

Neither of these surveys sheds any light on the effect of the energy crisis
on investment plans; and because of variations in sample coverage and for
other reasons, the difference in results between the two surveys is not con-
sidered significant. The Council believes that on balance the energy crisis
may result in some reduction in business purchases of cars and trucks, but
aside from this the negative and positive effects of the energy crisis on invest-
ment will be roughly offsetting. Some industries directly affected by the crisis
have already cut back investment (airlines, for example), while some firms
in other industries may be holding back on commitments until they under-
stand the implications that the current crisis holds for future fuel supplies-.
On the other hand, the crisis is stimulating capital outlays to support the
search for new energy sources in this country, and conversions to other types
of fuel will entail new capital expenditures.

Inventory Investment

Inventory investment is likely to be a little higher this year than in 1973—
perhaps by $2 billion. In the final quarter of 1973 there was a very large
increase in inventory accumulation, a good part of which represented a rise
of retail stocks of new cars. Even so, total nonfarm stocks relative to total
output measured in real terms at the end of 1973 were low, gauged by post-
World War II experience. The first half of this year should see a working off
of unwanted automobile stocks at the same time that other industries con-
tinue to accumulate inventories in an effort to restore more normal relation-
ships between stocks and output.

Residential Construction

Housing starts in the final quarter of 1973 appeared to be reflecting the
effects of the stringency in mortgage markets last summer, and possibly tem-
porary effects arising out of the energy crisis. Very late in the year there were
reports that builders were uncertain about the impact of reduced fuel sup-
plies on new construction, while potential buyers of homes in outlying areas
were hesitant because of uncertainty about the availability of gasoline
for extended commuting. But this, and the extent to which homeowners
were making new expenditures for better insulation of their homes, cannot
be considered hard information. While there is no assurance about improved
energy supplies, the coming months should at least dispel the present un-
certainty and permit those builders and those consumers who can buy and
rent new homes to make decisions.
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A more fundamental factor concerns financial conditions. Net inflows
into savings and loan associations have risen since late summer, and thrift
institutions now have more funds available for mortgage lending. On
the basis of past experience this improvement in the availability of mortgage
funds should be reflected in a turnaround in starts this spring. Recent actions
taken by the Federal Government should also help spur the recovery. The
reduction in FHA and VA mortgage rates in January should help make
these programs more attractive to home purchasers, and increased purchases
of mortgages by GNMA should increase the supply of mortgage funds for
these programs.

The underlying demand for housing—as measured by the need to pro-
vide shelter for new households and for the replacement of houses removed
from the housing stock—remains strong. However, the inventory of unsold
homes at the start of the year is likely to act temporarily as a brake on new
starts and dampen the increase after this spring. For all of 1974 the Council
foresees starts of approximately \'2/z million private units, which would rep-
resent a decline of almost 20 percent from the 1973 total. Outlays are ex-
pected to decline by 15 percent.

Government Purchases

Federal purchases of goods and services, after rising very little from 1972
to 1973, are expected to increase about 10 percent in the coming year, with
increases in both defense and nondefense outlays. State and local purchases,
further supported by the revenue sharing program, are expected to rise by
12 percent, which is close to the increase of the preceding year.

Net Exports

Prior to the energy crisis it was expected that net exports would show a
further improvement from 1973 to 1974. The effect of the devaluation of
the dollar and the continued strength of foreign demand were expected
to stimulate exports. The slower growth of output in the United States was
expected to slow the growth in imports. Thus, a further moderate improve-
ment over the high rate of net exports that prevailed in the second half of
1973 appeared to be a reasonable prospect.

The oil crisis has drastically modified this outlook. For the time being at
least, foreign countries are expecting much slower real growth than they
anticipated previously. While exports will be greater than in 1973, they will
not rise as much as they would have without the crisis. The main factor
affecting imports is the huge increase in prices of imported oil. Cutbacks in
the physical volume of crude oil and refined products will be much more
than offset by the rise in price. The full effect of the price rise should be
felt by the second quarter. In nominal terms the net exports are expected to
fall close to zero for 1974 as a whole.

45

527-867 O - 74 - 4

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



Consumer Spending

Consumer expenditures are likely to increase about as much as GNP in
1974. Spending should be rather sluggish in the first half but should show
a marked improvement in the second.

Consumers had already shown a pronounced reaction to the energy
crisis in late 1973, when they reduced their purchases of domestically
produced cars from an annual rate of 10 million units in the third quarter
to about 8 million units in the fourth. The decrease was much more than
had been anticipated by forecasters prior to the energy crisis, and the fact
that large car purchases were weak, while long delivery times were required
for small car purchases, pointed up the special influence of the crisis on
auto demand. It is not clear whether the cutback by consumers had run
its course by early January, when dealer sales of domestic cars were running
at a seasonally adjusted annual rate of about 7 5/3 million units. As small car
supplies improve through the year consumers should come into the market in
increasing numbers, although the pickup in car purchases is not likely to be
appreciable until this summer. Another reason for the improvement in con-
sumer spending from the first to the second half of 1974 is that the major
downward adjustment of demand resulting from reduced gasoline supplies
and higher prices is likely to be completed in the first half of this year.

Prior to the energy crisis some slowdown in the growth of consumer
spending had been expected in the first half of 1974 because of the earlier
shift in fiscal and monetary policy and the independent effect of the housing
decline. Offsetting these influences is the stimulation from sharp increases in
Federal transfer payments. These include the 7 percent social security in-
crease scheduled for this April and the further 4 percent increase in July;
the rise in payments due to the federalization of adult welfare programs; in-
creased payments for food stamps and increased retirement benefits for
Federal workers and veterans. All told, Federal transfer payments to persons
as measured in the national accounts are scheduled to rise by $14 billion
(annual rate) from the second half of 1973 to the first half of 1974. As an
offset, the increase in the taxable wage base this January from $10,800 to
$13,200 will reduce personal income by $2 billion, as calculated in the na-
tional income accounts. In fact, this rise will be felt by those consumers
whose wages exceed $10,800 only in the second half of the calendar year,
as employers make deductions from employees' earnings for a longer period
than under the old taxable base. Although the net fiscal stimulus will have
run its course by midyear, the pickup elsewhere in the economy in the
second half should serve to increase consumer incomes and spending.
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