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CHAPTER 1

Economic Policy for the 1980s

THE YEAR JUST ENDED was an especially significant one for the
economy and for economic policymaking. When future Reports are
written, we hope that 1981 will be described as the watershed year in
which the more than decade-old rising trend of inflation was finally
arrested. This development should contribute to more rapidly rising
standards of living, more productive patterns of investment and
saving, and a strengthened U.S. position in the world economy.

At the same time that inflation was moderating, a far-reaching set
of economic policies was being developed to provide a framework for
growth and stability in the years ahead, reversing more than a decade
of declining productivity growth and wide swings in economic activi-
ty-

The speed with which the economy adjusts to the Administration's
policies will be largely determined by the extent to which individuals,
at home and at work, believe the Administration will maintain, un-
changed, its basic approach to personal and business taxation, Feder-
al spending and regulation, and monetary policy. When public expec-
tations fully adjust to this commitment, a necessary condition for
both reduced inflation and higher growth will be fully established. In
short, as this Report attempts to demonstrate, what some people have
referred to as "monetarism" and "supply-side economics" should be
seen as two sides of the same coin—compatible and necessary meas-
ures to both reduce inflation and increase economic growth.

THE LEGACY OF "STAGFLATION"

Over the last 15 years the U.S. economy has experienced progres-;
sively higher rates of inflation and unemployment, a combination of
conditions commonly called "stagflation." This development was as-
sociated with a substantial increase in the Federal Government's role
in the economy. Federal spending and tax revenues absorbed an in-
creasing share of national output, Federal regulations were extended
to a much broader scope of economic activity, and the rate of money
growth increased substantially. Table 1-1 contrasts economic condi-
tions during the 1960-65 period (the last business cycle prior to the
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Vietnam war), the 1974-79 period (the most recent extended busi-
ness cycle), and 1980.

TABLE 1-1.—Major economic conditions and the Federal role, 1960-80

[Percent; annual average, except as noted]

Item

Economic conditions:

Productivity increase

Unemployment rate

Inflation

Interest rate

The Federal role:

Spending shar^ of GNP

Revenue share of GNP

Regulation increase

Money supply increase

1960-1965

26

5.5

1.6

44

18.8

18.6

76

3.0

1974-1979

07

68

7 5

87

217

197

139

6.6

1980

-02

7.1

90

119

22.9

206

123

7.3

Note. For this table, the following are used:
Productivity—Output per hour, private nonfarm business, all employees.
Unemployment rate—unemployment as percent of civilian labor force, persons 16 years of age and over.
Inflation—Change in implicit price deflator for gross national product (GNP).
Interest rate—Corporate Aaa bond yield.
Spending share—Federal expenditures, national income and product accounts (NiPA), as percent of GNP.
Tax share—Federal receipts (NIPA) as percent of GNP. '
Regulation—Number of pages in the Federal Register.
Money supply—Ml (fourth quarter to fourth quarter).

Sources: Department of Commerce (Bureau of Economic Analysis), Department of Labor (Bureau of Labor Statistics), Board of Governors of
the Federal Reserve System, Office of the Federal Register, and Moody's Investors Service.

As this table illustrates, economic conditions worsened between the
early 1960s and the late 1970s, and deteriorated sharply during the
recession year 1980, Part of the decline in U.S, economic perform-
ance was clearly attributable to developments not affected by Federal
economic policy, such as the oil price increases of the 1970s. Such
developments, however, explain only a small part of the decline in
overall U.S. economic performance.

A full explanation of stagflation in the United States and other
countries has yet to be developed. An important lesson of this
period, however, is that there is no long-term tradeoff between un-
employment and inflation. The increasing role of the Federal Gov-
ernment in the economy—whether that role was to aid the poor and
aged, to protect consumers and the environment, or to stabilize the
economy—contributed to our declining economic performance. Most
of the increase in Federal spending over the past 15 years has been
in the form of transfer payments, which tend to reduce employment
of the poor and of older workers. A combination of increases in
some tax rates and inflation raised marginal tax rates on real wages
and capital income. The rapid growth in regulatory activity—however
measured—has significantly increased production costs. The Federal
Government bears the most direct responsibility for the increases in
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inflation and interest rates, which were due to excessive expansion of
the money supply. In short, Federal economic policies bear the major
responsibility for the legacy of stagflation.

THE PRESIDENT'S PROGRAM FOR ECONOMIC RECOVERY

For the economy, the most important event of 1981 was the dra-
matic change in Federal policy. On February 18 the President an-
nounced a long-term program designed to increase economic growth
and to reduce inflation. The key elements of the proposed program
were:

• cutting the rate of growth in Federal spending;
• reducing personal income tax rates and creating jobs by acceler-

ating depreciation for business investment in plant and equip-
ment;

• instituting a far-reaching program of regulatory relief; and
• in cooperation with the Federal Reserve, making a new commit-

ment to a monetary policy that will restore a stable currency and
healthy financial markets.

Over the year, with the support of the Congress and the Federal
Reserve System, most of this program was approved and implement-
ed. The Federal Government's budget underwent its most significant
reorientation since the mid-1960s. The rate of increase in total Fed-
eral outlays declined from 17.5 percent in fiscal 1980 to 14.0 percent
in fiscal 1981 and to an anticipated 10.4 percent in fiscal 1982. The
composition of Federal spending was also substantially changed. Real
defense spending was accelerated, real spending for the major trans-
fer programs for the poor and aged was maintained, and most of the
spending reductions were made in other domestic programs.

The Congress approved the major features of the President's tax
proposal while adding a number of other provisions. The long-term
increase in Federal regulation was significantly slowed, as suggested
by a 27 percent decline in the number of pages in the Federal Register,
and the Federal Reserve reduced the rate of money growth to 4.9
percent during 1981. As finally implemented, the change in Federal
economic policies was more substantial than during any recent Ad-
ministration. The new policies comprise an innovative approach to
reducing the rate of inflation while providing incentives to achieve
sustained and vigorous economic growth. While such a development
would be somewhat unusual in light of historical experience, we be-
lieve that a consistent policy of monetary restraint, combined with
the Administration's spending and tax policies, and reinforced by
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continuing regulatory relief, will provide the policy framework for
both reduced inflation and increased economic growth,

A SUMMARY OF ECONOMIC CONDITIONS

General economic conditions during 1981 reflected the transitory
effects of the necessary changes in Federal economic policies. The
major elements of the Administration's economic policy are designed
to increase long-term economic growth and to reduce inflation. Uni-
formly favorable near-term effects were not expected.

The primary redirection of economic policy that affected economic
conditions during the year was the reduction in the growth of the
money supply relative to the record high rate of growth in late 1980.
This monetary restraint reduced inflation and short-term interest
rates but also influenced the decline in economic activity in late
1981.

Beginning in late 1979, substantial variability in money growth
rates was associated with unusually large swings in interest rates. By
the end of 1980, as a result of an unprecedented degree of monetary
stimulus, interest rates had risen to new peaks. In December 1980
the Federal funds rate reached more than 20 percent, the prime rate
was 21V2 percent, and 3-month Treasury bills had doubled in yield
from their midyear lows. Long-term interest rates had risen by as
much as 3 full percentage points from their midyear lows.

The rise in interest rates that began in late 1979 gradually pro-
duced an ever-widening circle of weakness centering on the most in-
terest-sensitive industries, notably homebuilding and motor vehicles.
Falling demand for housing and autos gradually affected an increas-
ing number of other sectors, ranging from forest products to steel
and rubber to appliances and home furnishings. The high interest
rates also contributed to a squeeze on farm incomes—already under
pressure from weaker farm prices—and weakness in industries and
services closely tied to the farm sector.

Excessive monetary expansion in the latter half of 1980 helped to
drive interest rates to record highs. Rates were kept at those levels
for the next 6 months or so by a variety of factors, including the
transitory impact of the shift to monetary restraint. Rates then fell
because of the monetary restraint that characterized Federal Reserve
policy during most of 1981. The high interest rates were an impor-
tant factor in precipitating the downturn in the final quarter of 1981,
when real output fell at an annual rate of 5.2 percent.

In short, the conflict between continued expectations of rising in-
flation, based on the history of the last 15 years, and the more recent
monetary restraint explains many recent problems. Continued mone-
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tary restraint and a reduction of the within-year variability of money
growth, however, are necessary both to reduce inflation and provide
the basis for sustained economic growth.

PROSPECTS FOR RECOVERY

The series of tax cuts enacted in 1981 provides the foundation for
increased employment, spending, saving, and business investment.
Inflation and short-term interest rates are now substantially lower
than they were at the beginning of 1981. At the time this Report was
prepared, it appeared that the recession which started in August—as
determined by the National Bureau of Economic Research—will be
over by the second quarter of 1982. This would make it about aver-
age in length for a post-World War II downturn. Output and em-
ployment are expected to increase slightly in the second quarter and
at a brisk pace through the rest of the year, when growth in output is
expected to be in excess of a 5 percent annual rate. Inflation is likely
to continue to decline and to average about 7 percent for the year,
with further reductions in 1983 and beyond.

The outlook for 1983 and subsequent years is based on continu-
ation of the Administration's spending, tax, and regulatory policies,
continued monetary restraint, and broader public recognition that
the Administration is committed to each of these key elements of its
program. Prospective budget deficits are a consequence of the differ-
ence in the timing of the spending and tax policy actions, and of the
impact on nominal gross national product growth of continued mon-
etary restraint. Although the prospective deficits are undesirably
high, they are not expected to jeopardize the economic recovery
program.

Concerns have been expressed that the Federal Reserve's targets
for money growth are not compatible with the vigorous upturn in
economic activity envisioned later in 1982. Any such upturn, it is
feared, will lead to a renewed upswing in interest rates and thus
choke off recovery. We believe that such fears, while understandable
on the basis of recent history and policies, are unjustified in light of
current policies and the Administration's determination to carry them
through.

Interest rates, after more than a decade of rising inflation, contain
sizable premiums to compensate lenders for the anticipated loss in
value of future repayments of principal. It is our estimate, however,
that such premiums will decline over the course of 1982 and beyond.
Such a decline would occur while "real" (inflation-adjusted) interest
rates remain high as a result of private and public sector credit de-
mands even as private saving flows increase. In other words, the
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market rate of interest is likely to continue on a downward trend,
even though short-run fluctuations around the trend can be
expected.

A critical element in this outlook is the assumption that inflationary
expectations will, in fact, continue to recede. If they recede at a rela-
tively fast rate, market rates of interest will decline significantly, wage
demands will continue to moderate, and the pro-inflationary biases
that have developed throughout the economy over the past decade
will quickly disappear. Thus, the greater the degree of cooperation
between the Administration, the Congress, and the Federal Reserve
in continuing to support a consistent, credible anti-inflation policy, as
embodied in the Administration's program, the more rapidly will real
growth and employment increase.

ORGANIZATION OF THIS REPORT

This Report presents the economic basis for the key elements of the
President's economic program. Chapter 2 develops a general frame-
work for the economic role of the Federal Government consistent
with the principles of the President's program. Chapter 3 develops a
framework for a stable, noninflationary monetary policy. Chapters 4
and 5 analyze the major effects of Administration policies on Federal
spending, taxes, and deficits. Chapter 6 summarizes the major fea-
tures of the program for regulatory reform, while Chapter 7 summa-
rizes the international implications of the Administration's economic
policies for monetary conditions, trade, and international organiza-
tions. Finally, Chapter 8 reviews economic conditions in 1981 and
the outlook for the near future in somewhat more detail than in this
opening chapter.

We hope that this Report will help both the public and our fellow
economists to understand the basis, the importance, and the effects
of the dramatic changes in Federal economic policy initiated by the
President in 1981.
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CHAPTER 2

Government and the Economy
POLITICAL FREEDOM AND ECONOMIC FREEDOM are closely

related. Any comparison among contemporary nations or examina-
tion of the historical record demonstrates two important relation-
ships between the nature of the political system and the nature of the
economic system:

• All nations which have broad-based representative government
and civil liberties have most of their economic activity organized
by the market.

• Economic conditions in market economies are generally superior
to those in nations (with a comparable culture and a comparable
resource base) in which the government has the dominant eco-
nomic role.

The evidence is striking. No nation in which the government has
the dominant economic role (as measured by the proportion of gross
national product originating in the government sector) has main-
tained broad political freedom; economic conditions in such coun-
tries are generally inferior to those in comparable nations with a
predominantly market economy. Voluntary migration, sometimes at high
personal cost, is uniformly to nations with both more political free-
dom and more economic freedom.

The reasons for these two relationships between political and eco-
nomic systems are simple but not widely understood. Everyone
would prefer higher prices for goods sold and lower prices for goods
bought. Since the farmer's wheat is the consumer's bread, however,
both parties cannot achieve all they want. The most fundamental dif-
ference among economic systems is how these conflicting preferences
are resolved.

A market system resolves these conflicts by allowing the seller to
get the highest price at which others will buy and the buyer to get
the lowest price at which others will sell, by consensual exchanges
that are expected to benefit both parties. Any attempt by one party
to improve his outcome relative to the market outcome requires a
coercive activity at the expense of some other party. The politiciza-
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tion of price decisions—whether of wages, commodities, or interest
rates—tends to reduce both the breadth of popular support for
the government and the efficiency of the economy. A rich nation can
tolerate a good bit of such mischief, but not an unlimited amount.
One should not be surprised that all nations in which the govern-
ment has dominant control of the economy are run by a narrow oli-
garchy and in most economic conditions are relatively poor. In the
absence of limits on the economic role of government, the erosion of
economic freedom destroys both political freedom and economic
performance.

Only a few dozen nations now guarantee their citizens both politi-
cal and economic freedom. The economic role of government in
these nations differs widely, without serious jeopardy to political free-
dom. Within the range of experience of the United States and the
other free nations, the relation between the political system and the
government's economic role is more subtle. Expansion of the eco-
nomic role of the government tends to reduce both the level of
agreement on government policies and the inclination to engage in
political dissent. The link between political and economic freedom is
important. Increasing economic freedom will also provide greater as-
surance of our political freedom.

A major objective of this Administration's economic program is to
reduce the Federal Government's role in economic decisionmaking
while strengthening the economic role of individuals, private organi-
zations, and State and local governments. This shift will entail sub-
stantial reductions in the size and number of Federal spending pro-
grams, significant reductions in both personal and business Federal
tax rates, major reforms of Federal regulatory activities, and a re-
duced rate of money growth. While an important element in this re-
definition of the Federal Government's economic role is a political
judgment about the appropriate relationship among individuals, the
States, and the Federal Government, this redefinition also is sup-
ported by an extensive body of economic analysis.

This chapter discusses the extent to which government interven-
tion in economic matters is appropriate, why concern over "too
much government" appears to have emerged so strongly in recent
decades, and why the Administration's program is an appropriate
response.

In probing the role of government in the economy, economists
usually start by analyzing the effects of a competitive economy on
economic efficiency. In a rough sense, economic efficiency refers to
the ability of an economy to satisfy each person as much as possible,
consistent with the preferences of others. For such a competitive
economy to be completely efficient, however, certain assumptions
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would have to be satisfied that are never fully satisfied in the real
world. Therefore, it is often argued that government intervention is
justified in order to correct the inefficiencies which occur when the
desired conditions are not achieved.

However, failure to satisfy certain assumptions is not sufficient to
justify government intervention. To show that a perfectly functioning
government can correct some problem in a free economy is not
enough, for government itself does not function perfectly. Moreover,
many current interventions cannot be explained easily by arguments
based on the alleged failure of the operation of free markets. Many
current interventions, in other words, cannot be justified by any effi-
ciency criterion.

The following section of this chapter discusses situations in which
some types of government intervention in the economy may be justi-
fied, The section on The Division of Roles in a Federal System dis-
cusses the considerations involved in determining the appropriate
level of government at which such intervention should take place.
The section on Limits on the Exercise of the Federal Role discusses
the political process and argues that government intervention will
not always be consistent with the principles developed in the prior
sections; that is, this section focuses on the possibility of "govern-
ment failure" in intervening in the economy. The last section, Princi-
ples Guiding the President's Economic Program, discusses the Ad-
ministration's economic program in light of the preceding analysis.

THE LIMITED CASE FOR GOVERNMENT INTERVENTION

Under certain assumptions discussed below, a competitive econo-
my can be shown to lead to general economic efficiency. In standard
economics, an economy is said to be "efficient" if it is impossible to
make anyone better off without making someone else worse off. That
is, there is no possible rearrangement of resources, in either produc-
tion or consumption, which could improve anyone's position without
simultaneously harming some other person. If there is a possibility of
such a rearrangement occurring, then this means that, someone could
be made better off without harming anyone else. If such a possibility
does exist, then the economy is not efficient.

Each person in such an economy is considered to be concerned
primarily with his or her own welfare. Since there is no central au-
thority directing the course of this economy, whatever results occur
are the unintended consequences of millions of individual actions.
Nonetheless, the outcome of this undirected but self-interested be-
havior is efficient in the sense mentioned above. Despite the absence
of any central direction, it can be shown that an economic order is
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generated which has the desirable characteristic of being economical-
ly efficient. Moreover, an efficient economic system is responsive to
individual wants; that is, efficiency is defined in terms of each person
achieving his or her own goals.

Such a system relies on the ability of people to trade freely with
each other, for a bargain entered into voluntarily by two individuals
is expected by both of them to make both of them better off. Two
conditions must be fulfilled for such trades to occur. First, individuals
must have the right to enter freely into whatever bargains they wish;
that is, there must be freedom of contract. Second, property rights
must be well defined in all cases except those where the cost of en-
forcing the right would be greater than the value of the right.

Certain additional characteristics must be present if the economy is
to be efficient. The most important of these characteristics are: the
absence of externalities, the absence of significant monopolies, and
the appropriate provision of public goods. Though such an economy
is efficient, "efficiency" says nothing about the distribution of income
which results from the process. By some criteria the market-generat-
ed distribution of income in an efficient economy may be unaccepta-
ble. Thus, government intervention may be justified to correct
market failures or to change the resulting distribution of income. It is
also possible that an efficient economy may be less stable than is
generally considered desirable.

EXTERNALITIES

An externality is said to exist where an economic agent (be it pro-
ducer or consumer) either does not bear the full marginal costs of an
economic action or does not gain its full marginal benefits. There-
fore, these agents may not undertake the activity at its optimal eco-
nomic level. If there are external costs, the agent may undertake too
high a level of the activity. If there are external benefits, the agent
may not undertake enough of the activity.

An example of an activity with external benefits is education. Be-
cause some of the benefits of living in a nation of people with a
common language and culture are external, individuals considering
only their own benefit from education will most likely buy too little.
The standard example of an activity that imposes external costs is
manufacturing that results in pollution. Consider a factory which pol-
lutes the air. Those who live near the factory will suffer the costs of
the pollution, but the factory owner will probably not consider these
costs in deciding how much to produce. Since the factory owner does
not bear these costs, the product made in the factory will be under-
priced in relation to its true economic cost. Hence, too much of the
good, and too much pollution, will probably be produced. Govern-

30
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



ment intervention may therefore be justified where either marginal
costs or benefits are external.

Private transactions between parties may sometimes be adequate to
solve externality problems, but this requires that transaction costs be
low. This requirement will not in general be satisfied when many par-
ties are involved.

Since externality problems occur because decisionmakers either do
not pay all the costs of their actions or do not reap all of the benefits,
the most efficient way to correct the problem is to change the mar-
ginal costs and benefits. With respect to education the conventional
solution has been to establish systems of public education paid for by
taxes and offered below cost to students. This solution itself creates
problems, since the creation of a tax-subsidized producer of educa-
tion may lead to the producer having a monopoly over education.
But monopoly is inefficient, whether it is public or private. An alter-
native would be to grant a "voucher," with the amount of this vouch-
er equal to the difference between private benefit (the benefit to the
student) and total benefit (the benefit which accrues to other mem-
bers of society as well as to the student). This would avoid the prob-
lem of monopoly and might generate pressures for more efficient
schools.

To deal with the external costs of pollution, the conventional solu-
tion has been regulation of pollution control technology by govern-
ment agencies. Since this form of regulation often does not take ac-
count of differences in abatement costs for different polluters, it is
often inefficient in that the public pays more than is necessary for a
given amount of pollution reduction (or a smaller reduction in pollu-
tion is achieved for a given expenditure than would be possible with a
more efficient scheme).

Two ways of reducing pollution more efficiently have been identi-
fied. One is to charge those who pollute a fee based on the cost im-
posed on others by the pollution. This method has been used in
West German waterways and has been quite effective. Another alter-
native is for the government to create property rights in air or water.
These rights would then be purchased by those who valued them
most—that is, by those who would pay the highest cost to reduce
their pollution. These two methods, if implemented correctly, would
probably lead to the same outcome.

MONOPOLY

One of the conditions of market efficiency is that there must be
enough buyers and sellers of a good so that each of them has little
influence on its price. This condition is not always satisfied, however.
Sometimes technical and cost conditions in an industry are such that
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there will be room for only one or a few firms. Two approaches have
been taken in the United States to this problem. In cases of natural
monopoly, direct government regulation or ownership is common. In
industries where only a few firms exist, the antitrust laws are more
commonly used to avoid the costs of monopoly.

Most of the natural monopolies arise from the need to provide
public utility services, such as electricity and water. Regulation of
most of these natural monopolies occurs primarily at the State and
local level and is not covered in this Report, but there are some mo-
nopolies regulated at the Federal level. In some cases of natural mo-
nopoly, however, newer technology may so change technical and cost
considerations that additional firms would enter the market if permit-
ted to do so by regulatory authorities.

In an industry with few firms it may be possible for the firms to act
in collusion and thus behave as a monopoly. When this occurs, the
profits of the firms are increased, but efficiency losses are imposed
on the economy. Even though such collusions are unstable, losses of
efficiency occur during their existence. The antitrust laws make such
behavior illegal.

The effects of mergers on economic efficiency are more difficult to
discern than the effects of illegal monopoly. Two firms in the same
industry may merge for any of at least three reasons. First, a merger
may be an attempt to obtain monopoly power. When this occurs the
merger will be inefficient and should be stopped. But, firms may also
decide to merge to take advantage of economies of scale or because
one is better managed and can therefore increase efficiency in re-
source use. In these latter two cases a merger is likely to improve ef-
ficiency and should be allowed. The difficulty, of course, is that it is
not always obvious whether monopoly or an increase in efficiency will
be the dominant effect of any given merger.

Though there are difficult cases, this Administration has already
made some changes in policy in the administration of Federal arid-
trust laws, changes based on economic analysis. First, a merger be-
tween two firms which have a relatively small share of the market
should be allowed, for there is little danger of monopoly. Second, no
significant economic problems are likely to arise from a merger of
firms in unrelated industries (a conglomerate merger); such a merger
will not create any significant monopoly power. Third, there is little
danger of monopoly and therefore no reason for Federal interven-
tion when a firm merges with another firm that is a customer or a
supplier of the first (a vertical merger). Finally, a firm that obtains a
large share of a market by being a more efficient competitor is acting
in a desirable fashion and should not be punished by antitrust action
on the part of the Federal Government. In recent years, those in
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charge of administering Federal antitrust laws sometimes have be-
haved as if they viewed their function as protecting existing firms
from competition. From an economic viewpoint the purpose of the
antitrust laws is to maintain competition, even if competition leads to
the decline of firms which are less efficient.

PUBLIC GOODS

A public good has two distinctive characteristics. The first is that
consumption of the good by one party does not reduce consumption
of the good by others, and the second is that there is no effective
way to restrict the benefits of such goods to those who directly pay
for them. The standard example of a public good is national defense.
If national defense deters a foreign aggressor, everyone in the coun-
try benefits. This means that no individual will have sufficient incen-
tive to spend his own resources on national defense, since he will
benefit from his neighbor's spending. Hence, such public goods as
national defense are usually provided by some action of the national
government. Government action is usually necessary for the optimal
provision of many public goods, and this point does not arouse con-
troversy among economists. Sometimes there are debates, however,
about whether a particular good is sufficiently public in nature to jus-
tify its being provided by the government.

Another public good is information. If one person learns some val-
uable fact and tells someone else, the use of the information by one
does not reduce the use of the same information by the other. If a
consumer organization spends resources to find out which products
are best and sells a publication that provides this information to sub-
scribers, these subscribers may then pass the information on to
others who did not pay for it. This can be shown as a market failure,
in the sense that the private market did not generate enough infor-
mation; if the organization could capture all of the returns, it would
provide additional information. Patents and copyrights are designed
to reduce this problem by giving inventors and writers property
rights in their product, thus providing incentives for production, but
there are still cases where the private market does not generate suffi-
cient information. This provides the rationale for government financ-
ing of certain kinds of research.

INCOME REDISTRIBUTION

In a market economy, individual income depends upon what one
has to sell and on the amount which others are willing to pay for it.
What most people sell on the market is their labor. About 75 percent
of national income is in the form of wages and salaries and other
forms of labor remuneration. Others have capital or land to rent, and
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their return is interest and dividends, or rent income. Most people
earn income from both capital and labor over their lifetimes. But
some persons may have few or no valuable things to sell, and these
persons will have low incomes. A decision may then be made to
transfer income to such people directly through government. Two
justifications can be presented for such transfers of income, one
based on the social value of providing certain forms of income insur-
ance, the other based on benevolence. We consider each.

Anyone may lose his ability to earn income. A worker may become
physically disabled or find that technological progress has made his
or her skills obsolete. Or an investor may find that changing market
conditions have eroded the return on capital. Since individuals gen-
erally do not like the risk of losing their ability to earn income, they
often seek to insure themselves against such a possibility.

But there are difficulties in providing insurance against falling in-
comes by way of private-market mechanisms. A major difficulty is
what is called "adverse selection/* Assume that some insurance com-
pany offered actuarily fair insurance against this risk and charged all
persons the same premium. (That is, the amount of the premium
equals the expected cost of having a low income.) Since most persons
are averse to risk, they might buy this insurance even though the pre-
mium would be somewhat greater than the expected cost because of
the expense of writing the insurance. Some persons would be better
risks than average, and new insurance companies would compete
with the first company for these better risks. This would leave the
original company insuring only the bad risks, which the company
would then find financially intolerable. Ultimately, one class of per-
sons would be unable to obtain any insurance.

This would be an example of market failure and an argument for
government provision of insurance, since the government can force
everyone to join the same insurance pool. The appropriate form of
insurance to those who experience a temporary loss of income is a
cash grant. Welfare payments and unemployment compensation may
be viewed as just this sort of insurance.

The second argument for government transfers to the poor is an
argument based on benevolence. Many people prefer not to live in a
society where there is poverty and thus have an incentive to transfer
some of their resources to the poor voluntarily. When one individual
performs such a transfer, all individuals who dislike poverty benefit.
Thus, most people will have an incentive to reduce their contribu-
tions to the poor and rely on the contributions of others. In all likeli-
hood, such voluntary transfers would be too low to keep people out
of poverty; it may become necessary for the government to do it.
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In cases where transfers of income are desirable, economic theory
can indicate the most efficient form of transfer. One goal should be
to minimize interference in private markets. Price controls on gaso-
line and laws decreeing minimum wages, for example, are considered
by many economists to be inefficient ways of helping the poor.

The way in which resources should be transferred to the poor de-
pends on the goal of the donors. If the goal is simply to improve the
welfare of the poor, the most efficient solution probably would be a
system of cash transfers, since it can be assumed that recipients are
best able to determine the pattern of spending that maximizes their
welfare. But if the donor is more concerned with the specific goods
which the recipient consumes, a direct transfer of goods may be pref-
erable. In this case the argument can be made for using some form
of voucher. A voucher is essentially a coupon usable only for the pur-
chase of a specific type of good. Food stamps are one example. Use
of vouchers instead of a direct transfer of goods allows recipients to
determine their own consumption but restricts the type of goods
which the recipient may purchase.

Regardless of the form of transfer, there is still an efficiency cost.
Transfers reduce the incentive of recipients to work, and the taxes
imposed on the rest of society to finance these transfers also cause
losses in efficiency. There are also costs of administering the pro-
gram. Economists are able to give advice on ways of transferring
income which may serve to minimize these effects, but the decision
as to the amount of the transfers is a political decision, not an eco-
nomic one.

MACROECONOMIC STABILITY

A market system may sometimes be subject to unacceptably large
fluctuations in income. When this occurs, it has implications for the
general welfare. First, average income levels may be smaller with
fluctuations than if the level of activity is more stable. Second, even if
the average level of incomes is unaffected by such fluctuations,
people are generally risk-averse. That is, most people prefer a steady
stream of income to a fluctuating stream, even if their total income is
the same over a period of time. For these reasons, government may
have a role in helping to provide stability.

An alternative view is that a market economy is inherently quite
stable. According to this view, government actions are the primary
destabilizing factors in the economy. That is, many fluctuations in
income which seem to be caused by private sector actions are actually
caused by attempts to outguess the government. (This issue is dis-
cussed in more detail in Chapter 3.)
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Macroeconomic stability also involves the question of what to do
about money. Money performs several functions in an economy. Its
use economizes on transaction costs and on information costs, since
all persons accept the same money and are aware of its value. How-
ever, the government must be careful in its money creating function
not to exacerbate cyclical fluctuations. Excess creation of money
leads to inflation, which reduces money's value.

Although the Federal Government is the appropriate agent for sta-
bilizing the economy, the limits of such action must be understood.
This Administration believes that "fine tuning" of the economy—at-
tempting to offset every fluctuation—is not possible. The information
needed to do so is often simply not available, and when it becomes
available it is quite likely that underlying conditions will already have
changed. As a result, a policy of fine tuning the economy is as
likely to be counterproductive as it is to be helpful. Though it is nec-
essary for the government to have macroeconomic policies, including
both monetary and fiscal policies designed to achieve some desired
growth of income, such policies are not suitable for correcting small
fluctuations in economic activity.

THE DIVISION OF ROLES IN A FEDERAL SYSTEM

The preceding sections have discussed situations where govern-
ment intervention in private economic activities may be appropriate.
An equally important concern is determining the level of government
at which intervention, when desirable, should take place.

Our system of government is a Federal system, one in which cer-
tain powers have been granted to the Federal Government while
other powers have been granted to the States. In recent decades,
however, there has been a substantial centralization of power at the
national level.

One constraint on the power of any government to impose costs
on its citizens is the ability of those citizens to move elsewhere. Thus,
one argument for reliance on State government is essentially the ar-
gument that it restricts the power of government, since any State
which passed laws which were sufficiently inefficient would probably
find itself losing residents. The long-term increase in the power of
the Federal Government at the expense of the State governments has
probably weakened this constraint on governmental power.

Another argument for federalism is that State and local govern-
ments are more likely to choose the amount and quality of govern-
mental services preferred by their voters, whose preferences and re-
sources vary greatly. This argument has important implications for
both the types of services that should be provided at the different
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levels of government and the structure of the tax system. Decisions
on government services that benefit people throughout the Nation,
such as national defense and the protection of basic constitutional
rights, are appropriately made by the Federal Government, and such
services should be financed by Federal taxes. But, government serv-
ices that provide benefits only or predominantly to residents of a
specific region, such as urban transit and sewer systems, can prob-
ably be provided more efficiently by State or local governments and
financed by State and local taxes or user charges on those persons
directly benefited.

In this view, Federal grants-in-aid to State and local governments
should be restricted to services provided by these governments that
have significant benefits for residents in other regions of the country.
Over the last several decades, however, Federal grants-in-aid have
not been directed at assisting such services. Instead, these grants
have in many cases reduced the State or local "tax price" of a wide
range of other services and therefore have increased their utilization
beyond that which most local residents would prefer. Consequently,
the relative growth of Federal financing of State and local services
has probably increased the total size of government in the United
States while reducing its efficiency and responsiveness. The case for
a return to a more balanced federalism is a case for both efficiency in
the provision of public services and for greater individual freedom
and choice in the Federal system.

LIMITS ON THE EXERCISE OF THE FEDERAL ROLE

So far, this chapter has summarized the theoretical reasons for a
limited role of the Federal Government in the economy. Even when
the government justifiably undertakes certain activities, however,
there are reasons for believing that it is unlikely to do a perfect job.
Just as there sometimes are reasons for expecting "market failure,"
sometimes there also are reasons for expecting "government failure."
In this section we discuss some of these reasons.

THE POLITICAL PROCESS

For several reasons the political process is overly responsive to
special interest groups. One cause of this is the high cost of informa-
tion. Consider, for example, an import quota program that will give
rather large benefits to firms and workers in the industry to be pro-
tected by the quota. Although such a program will impose only small
costs on everyone else in the economy, it will be inefficient because
the sum of the losses will be greater than the sum of the gains.
However, each of the losers will lose so little that it will often not
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pay to spend the resources necessary to learn about the losses.
The average voter would have to make a detailed study of law and
economics, for example, to determine how much government-in-
duced cartelization of the trucking industry costs him. It is quite
rational for the average voter not to bother to learn about this cost,
for the resources spent in doing so would probably be greater than
the per capita cost of the government activity that led to carteliza-
tion. (Economists refer to this as "rational ignorance/') On the other
hand, the beneficiaries of government policies gain substantial
amounts, and it pays for them to spend resources in learning about
government activities. Thus, trade associations hire lobbyists whose
job includes informing members of an industry about political deci-
sions which may affect their operations.

Moreover, even if the average voter had the information required
to make a rational decision on how to vote in the next election, it is
not clear what effect this would have. Assume that a citizen knows
that his or her legislative representative voted for an import quota
that will cost the voter $50 but also voted for some other bill which
will benefit the voter's own special interest group and give him or
her a benefit worth $500. The rational behavior of the voter will
therefore be to vote for the reelection of the representative. That is,
there are good reasons for expecting the political process to be re-
sponsive to special interests. It is possible for a representative to be
elected by favoring a set of special interest policies, each of which ap-
peals only to a minority of the electorate. Moreover, achieving a vic-
tory with such a "coalition of minorities" would be possible even if
all the voters had all the information they needed to make a reasoned
choice. That is because the gains from such special interest policies
will be concentrated among the majority, while the costs will be
borne by members of both the majority and the minority. Therefore,
it is possible for a majority coalition made up of several special inter-
est groups to gain benefits for themselves, even if the sum of the
costs to all affected parties is greater than the sum of the benefits.

The same arguments also apply to other political activities. It will
pay for concentrated special interests (including both business and
unions) to make campaign contributions to those who vote for bene-
fits for people in the industry, but it will not, in general, pay for citi-
zens to make contributions to representatives who vote against such
bills. This is because the losses suffered by each voter are small and
because overturning inefficient legislation is a public good. It does
not generally pay to contribute voluntarily to the provision of a
public good that affects a large number of people.
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The fact that the political process is likely to be overly responsive
to interest groups constitutes an argument for limiting the power of
government to intervene in the economy. Each citizen would like to
use government to transfer resources to himself but is often skeptical
or hostile when the government transfers resources to others. More-
over, the net result of all such transfers is an efficiency loss. One of
the ways by which particular special interest programs can be con-
strained is to limit the power of government to provide any such pro-
grams.

For a long period the Federal Government behaved as if con-
straints on such legislation were binding. More recently, its power to
intervene in many areas has been greatly expanded, and the amount
of transfers, and of resources spent on obtaining transfers, has in-
creased to a marked degree.

The essence of the problem is that each individual has an incentive
to take actions which, considered in their entirety, have a net nega-
tive impact on society, even though they are generally rationalized as
being in the public interest. Intervention begets intervention. Only
by changing the general principles which encourage intervention in
many areas can we resist the multiple appeals for special interest laws
which, taken as a whole, reduce the general welfare.

SUPPLY BY GOVERNMENT AGENCIES

When government directly provides some service, the service is or-
dinarily performed by government employees. Government employ-
ees are sometimes criticized for being inefficient and sometimes
praised, for being dedicated to the public interest. Most theories of
bureaucratic behavior make neither of these assumptions. Rather, it
is assumed that government employees behave like everyone else and
are concerned primarily with promoting their own interests. Thus, to
study the effects of government provision of goods and services, it is
important to study the incentives that motivate government employ-
ees.

There are several incentives for government managers to increase
the size and power of their agency. First, the salary and promotion
prospects of a manager depend in good measure on the size and in-
fluence of the agency, as does the manager's power. Second, even
when government employees are motivated by their perceptions of
the public interest, this often leads to the same desire to enlarge
their agency's size and influence. Once a person goes to work for
an agency which fulfills his vision of the public interest, he
will then be likely to want to expand the power of the agency, inde-
pendent of his own self-interest, because he believes such expan-
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sion will benefit the public. This is a partial explanation of the rela-
tively long life of agencies and the difficulty in terminating them—
those who work for the agency become a special interest group. It is
also a partial explanation for overspending by government.

It can be argued that the risk structure arising from government
regulation also creates perverse incentives for agency managers. Two
errors can occur, for example, when a government official must
decide whether to approve a new drug. If the official approves a drug
which is unsafe, some persons who use it will suffer harmful side ef-
fects. Alternatively, the official may fail to approve some safe drug, in
which case some persons will suffer needlessly from a disease.

These types of errors will always be possible, no matter what deci-
sionmaking process is used. Nonetheless, the official faces an asym-
metric situation. If the drug is approved and someone dies from
having used it, the official will be blamed for approving an unsafe
drug. Conversely, if the drug is not approved, those who would
benefit from using it are not likely to know that the drug has been
disapproved. Thus, in circumstances like these, agency managers can
be expected to be overly risk-averse—not because of the nature of
the manager but because of the incentive structure in which the offi-
cial must operate.

Since these types of responses by agency managers are predictable,
they must be considered in designing programs. We must begin with
the realization that government will not function perfectly and then
attempt to determine if a predictably imperfect government program
will achieve better results than those of an unregulated market.

DIVERSITY OF CONDITIONS AND PREFERENCES

One advantage of a market economy, mentioned earlier, is that
such an economy is responsive to varying consumer demands. Indi-
viduals have different preferences and desire different goods and
services. Tastes differ. If these desires are matched by a willingness
to pay for them, then firms will find satisfying them worthwhile. The
market will produce diverse products in response to diverse de-
mands.

If a good is a public good, however, this diversity will probably not
be found. We are all provided the same amount of national defense,
whether we are pacifists or hawks. That is the nature of public goods,
and for true public goods there is no alternative. However, govern-
ment sometimes treats goods which could be private as if they were
public goods only. Thus, students from families that are not willing
to pay the full cost of private school tuition have no choice but to
attend the same public school system. Voucher plans are attempts to
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get around this problem, as are proposals for refundable tuition tax
credits.

Detailed government regulation of technology also works to reduce
the responsiveness of the economy to changed conditions. Such reg-
ulation, by not allowing entrepreneurs to take advantage of new tech-
nologies, retards economic progress.

LIMITS ON INFORMATION

If government policies are to achieve their goals, they must be
based on correct information, a condition which is not always satis-
fied. Examples of problems in obtaining the information needed to
formulate and implement macroeconomic policy were discussed
above.

Sometimes the problem is that policymakers cannot predict the
extent to which individuals will respond to changes in policy. The im-
position of credit controls in 1980 had surprisingly rapid and per-
verse effects on the economy. Policymakers also underestimated the
extent to which the cost of medical care would rise as a result of the
medicare and medicaid programs. As a result, there were substantial
unanticipated budgetary consequences.

In general, it can be predicted that people will respond to new
rules or regulations by trying to minimize the adverse impact of such
regulations on themselves. However, it is generally difficult or impos-
sible to predict the exact nature of this response, since there may be
millions of individuals affected by a given regulation and some of
them will think of alternatives which did not occur to the policy-
makers. The myriad of ways in which individuals subvert price con-
trols is illustrative. One solution is to attempt to devise policies
which make use of incentives. Too often, regulation takes the form of
specific rules which ignore the possibility of unexpected responses.

One critical advantage of a market economy is that it is "informa-
tionally efficient." That is, a market will function well even if each
individual knows only his own preferences and opportunities. When
government controls an activity, on the other hand, much more in-
formation must be collected. This is an expensive process, and some-
times the necessary information is simply not available. This places
another restriction on the ability of the government to achieve its
goals.

TIME HORIZON

Elected officials are generally interested in reelection. Thus, it is
often argued that a program which imposes costs today in return for
future benefits will be overly discounted by elected representatives,
even if the program has a positive net present value. ("Net present
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value" refers to the sum of benefits less costs, adjusted for the time
value of money.) Conversely, elected officials are likely to prefer pro-
grams with near-term benefits and deferred costs. In such cases,
costs may not be appropriately discounted and net benefits may be
overstated. In the private market, on the other hand, projects with a
positive value over an extended time period are more likely to be un-
dertaken because the benefits of such projects can be capitalized and
the property rights sold. Although government does undertake some
such projects, it is more often preoccupied with short-term effects.

Recently, for example, some analysts have detected a "political
business cycle" in which government spending projects or programs
initiated just before an election lead to higher taxes or inflation
which do not occur until after the election. This is a predictable
result of the political process. Wage and price controls, which pro-
duce short-run moderation in the rate of inflation, lead to longer
term losses because they reduce the responsiveness and flexibility of
the economy. Since some of these ill effects occur long after controls
are imposed, there sometimes are incentives to impose such controls
just before an election. The short time horizon inherent in a political
process with nontransferable property rights is another obstacle to
the development of truly effective programs.

PRINCIPLES GUIDING THE PRESIDENT'S ECONOMIC
PROGRAM

The problems discussed in this chapter have prompted the new
economic policies of the Administration. In this section the Adminis-
tration's Program for Economic Recovery is related to general princi-
ples concerning the proper role of government in the economy and
to the necessary constaints on government action discussed above.

EMPHASIS ON PERSONAL RESPONSIBILITY

Many government programs, such as detailed safety regulations or
the provision of specific goods (rather than money) to the poor, are
best described as paternalistic. Paternalism occurs when the govern-
ment is reluctant to let individuals make decisions for themselves and
seeks to protect them from the possible bad effects of their own deci-
sions by outlawing certain actions. Paternalism has the effect of disal-
lowing certain preferences or actions. This Administration rejects pa-
ternalism as a basis for policy. There is no reason to think that com-
mands from government can do a better job of increasing an individ-
ual's economic welfare than the individual can by making choices
himself. Moreover, the long-term cost of paternalism may be to de-
stroy an individual's ability to make decisions for himself.

42
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



As discussed above, there are economic arguments for transferring
resources to the poor. However, if the primary concern is the welfare
of the poor, the most efficient form of transfer is probably cash
rather than benefits in kind. (Examples of benefits in kind are public
housing, food stamps, and medical care.) Poor people given money
can best determine for themselves what goods to buy. If they are
given goods or services instead, their ability to learn to make their
own choices is limited.

REFORM OF REGULATION

As discussed above, many current regulations cannot be based on
allegations of market failure, and many regulations which do have
such justification are administered inefficiently. Efforts are being
made by the Administration to cut back the scope of the first kind of
regulation and to improve the workings of the second. One area
where there has been a major effort at reducing the scale of govern-
ment intervention is energy, which is discussed in Chapter 6.

The Administration is also involved in a careful review of Federal
enforcement of the antitrust laws. The purpose of these laws is to
maximize consumer satisfaction by reducing monopoly power. In the
past, however, the laws often have served both to protect smaller
businesses and to penalize larger ones, even when greater size was
due to increased efficiency. Efforts are being made at both the Feder-
al Trade Commission and the Department of Justice to reform the
enforcement of the antitrust laws to make them more consistent with
the promotion of economic efficiency.

Because property rights in air and water have not been sufficiently
extensive there are .grounds for government intervention to alleviate
pollution. However, the form of much prior intervention was ineffi-
cient. Most of this regulation has been carried out by specifying the
allowable pollution control technology rather than by defining prop-
erty rights or by charging fees for polluting.

This Administration is also making a major effort to emphasize the
use of benefit-cost analysis in regulation. Regulation which imposes
more costs than benefits is inefficient. For example, regulations that
limit entry to a potentially competitive industry, such as interstate
trucking, generate high transportation costs which are ultimately
borne by consumers. The most elementary benefit-cost analysis
would demonstrate the inefficiency of such regulation.

Even if used as well as possible, however, benefit-cost analysis is
only the second best solution. The best solution is to respect the
judgment of the private market whenever k is available. Jn many
areas of safety regulation, for example, the best solution would prob-
ably be to rely on market judgments about the value of safety. Where
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this may not be possible, benefit-cost analysis can improve the infor-
mation on which regulation is based.

In areas such as environmental regulation, where the market will
not work unaided, benefit-cost analysis may be necessary to identify
the optimal degree and form of pollution control. Even if a system of
effluent charges were used, for example, an analysis of costs and
benefits would be necessary to determine the optimal charge. If a
system of pollution rights were used, the amount of rights to be cre-
ated would have to be determined in some similar way.

FEDERALISM

One important principle of this Administration is an increased reli-
ance on State and local governments to carry out necessary govern-
mental activities. The replacement of many categorical grant pro-
grams by large block grants is one example of this policy change. A
longer term policy of the Administration is to shift a substantial
number of programs—and a portion of the Federal tax base—to the
States.

As indicated earlier, there are economic reasons for this increased
reliance on State governments. States are generally more responsive
to voters in their jurisdiction than is the Federal Government and can
make better judgments about local conditions,

LONG-RUN FOCUS

As discussed above, the political process has placed its major em-
phasis on the achievement of short-term goals. This Administration
intends to place emphasis on long-run policies. For example, the
Economic Recovery Tax Act of 1981 cuts tax rates over a 3-year
period, after which the personal income tax structure will be indexed
so that inflation will not increase marginal tax rates on real income.
The Administration is also seeking a long-term solution to the finan-
cial problems facing the social security system.

However, there is a more fundamental sense in which emphasis is
being placed on long-term goals. Many of the Administration's poli-
cies have reduced government expenditures for various groups or
provided less of an increase in such outlays than has been expected.
The fundamental premise behind these reductions is that they ulti-
mately will lead to substantial and sustainable economic growth. This
has particular relevance for the poor, most of whom probably have
historically benefited more from sustained economic growth than
from government transfer programs.

INCREASED RELIANCE ON THE MARKET

Another principle mentioned several times in this chapter is an
increased reliance on market-like devices when appropriate gov-
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ernment interventions are undertaken. Since this is an important
principle, an indication of how such a principle will be translated into
action will demonstrate some relationships between seemingly dispa-
rate changes in the forms of intervention.

First, consider the reason for reliance on devices which simulate
market operations where intervention is the desired policy. The only
alternative is direct regulation, which puts the government in an ad-
versarial position to the party being regulated. Such adversary rela-
tionships create ill will between the government and business or
other regulated parties. Ill will is also created when, for example,
government employees monitor and control the spending of welfare
recipients. Besides creating ill will, monitoring of behavior is expen-
sive. Yet monitoring allows regulators to achieve their goals only im-
perfectly, since there are millions of regulated individuals, business-
es, and other private institutions, and regulators will be able to moni-
tor only a small fraction of these agents.

The advantage of market-like devices is that they can create incen-
tives to behave in the desired way. That is, if we can simulate an ef-
fective market, we can rely on self-interest to achieve the desired
goals. This will reduce the cost of achieving the regulatory goal and
also increase the extent to which the goal will be achieved.

A good example is provided by comparing government safety reg-
ulation of firms with private market insurance against risks. In the
case of government regulations, violators are punished, commonly
with a fine, which may create incentives for the regulated firms to
conceal possible violations and to avoid cooperation with safety in-
spectors. If, on the other hand, a firm which is insured can make its
operations safer, it will usually benefit by having its insurance premi-
um reduced. Thus, such firms have an incentive to cooperate with in-
surance company inspectors and adopt any recommendations which
are made. This is but one example of how a market device, by elicit-
ing cooperation, is more efficient in achieving desired goals than is
regulation, which elicits conflict.

EMPHASIS ON THE GENERAL WELFARE

As stressed throughout this chapter, many current programs pro-
vide benefits to special interest groups. These programs are ineffi-
cient in that the gains to the beneficiaries are generally less than the
cost to the public as a whole. Nonetheless, the political process, if
unconstrained, would continue to establish such programs. In recent
years effective constraints have been reduced. But if these special in-
terest programs could be eliminated, almost everyone would benefit
because of the losses in economic efficiency caused by these pro-
grams. However, it is extremely difficult politically to reduce such
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programs one at a time, since the beneficiaries would then perceive
their losses clearly and seek to regain them.

The alternative, which this Administration adopted in both its
spending and tax cuts, is to reduce a large number of programs si-
multaneously. If enough cuts in both spending and tax rates can be
made simultaneously, most individuals may recognize that, while they
may lose from cuts in a specific program, they gain enough from cuts
in other programs and in lower taxes to compensate for their losses.
Thus, the principles of optimal government intervention explain why
the Administration insisted on very broad cuts in spending. Congres-
sional approval of much of this plan indicates that this strategy was
appropriate. A general reduction in special interest programs is a
necessary step to meet the constitutional charge to "promote the
general Welfare. . . ."
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CHAPTER 3

Monetary Policy, Inflation, and
Employment

THE ECONOMIC STORY of the late 1960s and the 1970s was a
story of rising inflation, slackening growth, and rising unemployment.
The challenge of the 1980s is to eliminate inflation, restore growth,
and reduce unemployment. Despite differences over the precise com-
bination of policies that will do the job, there is widespread agree-
ment that inflation can and must be reduced if the economy is to op-
erate successfully. The obstacles to successful implementation of an
anti-inflation policy have been largely political, although public un-
derstanding of this has been complicated by the economic conse-
quences of the oil price shocks of 1974-75 and 1979-80. The proper
policy would be one based on a careful weighing of the long-term
benefits of ending inflation against the costs which are essentially short
run. It is the nature of the political process, however, to focus primarily
on the short-run costs of dealing with inflation, as these appear to be
more easily quantifiable, and to ignore the more distant but equally
important benefits of price stability.

As the acute costs of rising inflation have become more widely rec-
ognized, the public has demanded action. That has made possible the
implementation of the current set of fiscal and monetary policies
aimed at reducing inflation. The decision to end inflation over a
period of several years will be sustained by this Administration, even
though short-run costs will be suffered before long-term benefits
begin to accrue. A broad public understanding of the nature of the
immediate but transitory costs and the longer run benefits of reduc-
ing inflation can contribute to the overall success of the current poli-
cies. On the other hand, any perception that the policies may soon
be reversed would cause transitional costs to rise, since upward ad-
justments in inflation expectations—and, subsequently, prices and
wages—would then be realized. In short, any lack of credibility would
greatly extend the period of adjustment, thereby increasing the size
and duration of short-term costs.

Chapters 1 and 2 reviewed the economic policies and problems in-
herited by this Administration and the challenges that its economic
recovery program poses. This chapter focuses first on the legacies re-
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suiting from macroeconomic policymaking over the past two decades
before turning to a discussion of monetary policy issues whose suc-
cessful resolution is central to the Administration's economic recov-
ery program. The concluding section of the chapter outlines the chal-
lenge to policymakers to improve upon the past.

THE LEGACIES

THE LEGACY OF ECONOMIC STABILIZATION POLICY

To policymakers in the early 1960s, the main solutions to future
economic problems seemed to be in hand. The Eederal Government
was thought to have all of the tools needed for economic stabiliza-
tion, along with the skills to use them. Recessions might still occur
because investment shifted erratically or because the response to
government action was variable, but it was believed that a discretion-
ary stablization policy could successfully limit the frequency and mag-
nitude of recessions. Inflation might result from decisions to reduce
unemployment and increase output beyond the point consistent with
price stability, but for the most part inflation seemed manageable.
Essentially, it was thought that the economy could be kept on a
steadily rising trend by "fine tuning" government actions.

Three key elements characterized policy prescriptions. Greater use
was made of models and forecasts of short-term economic activity,
prices, and interest rates. Policy decisions were based on a perceived
short-run tradeoff between inflation and unemployment, and there
was some belief that a long-run tradeoff between inflation and unem-
ployment could also be exploited. Greater emphasis was given to
planned changes in budget deficits or surpluses as a means of achiev-
ing annual (and sometimes quarterly) targeted rates of inflation and
unemployment.

To avoid a potentially painful reliance on fiscal and monetary disci-
pline, budget policy was supplemented by other programs. One ap-
proach, the creation of guideposts, was designed to influence
changes in individual prices and wages. The belief was that guide-
posts announced by the government could improve the tradeoff be-
tween inflation and unemployment. Proponents of guideposts regard-
ed them as efficient devices for slowing inflation during periods of
rising employment and expanding output, and controlling, in the lan-
guage of the time, "cost-push" inflation. Another program, aimed at
reducing the U.S. balance of payments deficit and sustaining an inter-
national monetary system based on fixed-exchange rates, involved
levying taxes on interest payments from foreign sources to Americans
and restricting the amount of U.S. Government and private spending
abroad.
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Both policy and theory have undergone substantial change since
then. A major reason for the change is that additional research re-
vealed the errors and limitations of earlier policy recommendations.
Although there was some research that supported the activist policies
implemented in the past two decades, many subsequent studies have
cast doubt on those findings.

The major failure of the late 1960s and 1970s was to give insuffi-
cient weight to the long-term effects of economic policies. For exam-
ple, the so-called Phillips curve—the observed inverse relationship
between wage inflation and unemployment—and its implication that
a tradeoff is possible was one of the key notions relied on by eco-
nomic advisers. But nothing in Phillips' work or in subsequent stud-
ies showed that higher inflation was associated with sustainable lower
unemployment, and nothing in economic theory gave reason to be-
lieve that the relationship uncovered by Phillips was a dependable
basis for policies designed to accept more inflation or less unemploy-
ment. Nevertheless, Phillips curves jumped quickly from scholarly
journals to the policy arena. The speed with which the case made for
this tradeoff was accepted as a cornerstone of economic policy con-
trasts with the slow acceptance of both neoclassical economic theory
and the substantial body of evidence which suggests that there is no
lasting tradeoff between inflation and unemployment. The economic
policies which are now being implemented by the Administration are
grounded in this tradition.

Another example of policy failure was the imposition of direct con-
trols on prices, which were defended on grounds that they would
bring about lower unemployment in an economy subject to "cost-
push" inflation without imposing uneven burdens on the various sec-
tors of the economy. The decision to impose these controls was
based on the presumably favorable effects they would have on the
expectations of consumers, unions, and businessmen.

Neither guideposts nor price controls, however, have succeeded in
stopping inflation. The failures of these approaches have not been
failures of economic theory. Instead, they have shown that political
expediency or guesses about expectations of inflation are a less reli-
able guide to successful policy than sound economic analysis.

While economic analysis provides a framework for policy recom-
mendations designed to reduce inflation, increase efficiency, and
expand long-run growth of output and employment, policy recom-
mendations based on the notion that it is possible to "fine tune" the
economy from quarter to quarter or year to year promise more than
economics can deliver. The events of the past 15 years are a good
illustration of the dangers of pursuing economic policies based on
short-run analysis and focused on immediate problems. Sound policy
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requires emphasis on a time horizon during which the sometimes
lengthy, and usually unpredictable, lags in economic processes can
work. Good economic policy means long-run economic policy, In
light of the political incentives that place a premium on quick results,
good economic policy also means resisting the previous tendency in
our system to change the course of policies prematurely.

THE LEGACY OF STAGFLATION

The irony of the 1970s was that the attempt to trade inflation for
employment resulted in more inflation and rising unemployment.
This period was characterized by relatively high unemployment rates
and high rates of inflation, a phenomenon often called "stagflation/'
The growth of real output in the United States was slower than
during the preceding two decades, even though the growth rate of
the labor force increased. The rate of increase in the productivity of
labor declined, in part because of the effects of externally imposed
oil price shocks. The combination of inflation with progressive
income tax rates led to steady increases in actual and prospective
taxes on real income in the latter part of the 1970s. Government ap-
peared unable to reduce inflation without increasing unemployment
or to reduce unemployment without, sooner or later, increasing infla-
tion. The actual result was that rates of inflation and unemployment
rose with each succeeding round of expansion and recession, and
measured productivity growth was disappointing at best (Chapter 5).

There are those who argue that a permanent reduction in the rate
of inflation brings about a permanent rise in the unemployment rate.
But the lesson to be learned from the experience of the United
States since World War II is that high rates of unemployment can co-
exist with either high or low inflation. There is no reason to expect a
systematic association between the average unemployment rate and
the average rate of price-level change, and none is found in the data
when one considers periods of several years or longer (Chart 3-1).

Many factors influence the average rate of unemployment over an
extended period of time. Demographic factors—age, work experi-
ence, marital status, and other characteristics of the population—
affect the supply of labor and entry into and exit from the active
work force. Economic policies can either reinforce or offset these de-
mographic factors by influencing the real wage at which workers
choose between labor and leisure and the price at which potential in-
vestors choose between consumption and capital accumulation. As is
discussed in Chapters 4 and 5, government taxes and expenditures
have increased relative to national output during the past quarter
century, reducing on the margin the incentive to work and the "cost"
of leisure.
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Chart 3-1

Inflation and Unemployment Rate
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SOURCES: DEPARTMENT OF COMMERCE AND DEPARTMENT OF LABOR.

During 1977 and 1978 there was emphasis on idle resources and
an output gap that was to be closed by expansive economic poli-
cies. The belief was that stimulative policies would be less inflation-
ary as long as excess capacity existed. The amount of idle capacity
was probably overestimated for a variety of reasons—errors in assess-
ing the effects of the 1974 oil price shock, failure to account for the
effects of regulation, and the effects of tax and income transfer poli-
cies on unemployment and potential output. The presumed gap,
however, was not a reliable buffer that would permit additional
output without provoking an increase in the rate of inflation. The
effort to reduce the unemployment rate by stimulating aggregate
demand led to a much higher inflation rate, higher interest rates, and
a sharp depreciation of the dollar, but it had no lasting effect on the
unemployment rate.

The primary reason for the increase in the underlying rate of infla-
tion in 1979-81 was the excessive fiscal and monetary expansion of
1977-78. Moderate policies probably would have left us with an aver-
age rate of unemployment no higher, and possibly lower, coupled
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with lower inflation. The average rate of unemployment and the
average rate of inflation are best regarded as unrelated in the long-
term. The failure of previous policymakers to accept this conclusion
is one of the principal reasons we have had a decade of stagflation.

THE BUSINESS CYCLE AND RISING INFLATION LEGACY

A shift toward less inflationary economic policies usually affects
output and employment first. Inflation, and people's expectations
about future inflation, only start to fall after restraint has been main-
tained for some time.

The more persistent and variable past rates of inflation have been,
the less credible the new noninflationary policies will be and, hence,
the longer it will take for those policies to achieve the intended re-
sults. Conversely, an abrupt policy shift toward greater stimulus first
affects output, then employment, and later prices. The lag in the re-
sponse of prices to stimulative policy also varies; a history of high in-
flation and frequent policy reversals will tend to shorten these lags.

Cyclical fluctuations in business activity occur primarily because
prices and wage rates (that is, nominal magnitudes) do not adjust im-
mediately to change, whether it is change in government policy or
change in economic factors, such as the price of raw materials. In the
past, this pattern of delayed response was used to justify aggregate-
demand management. Most cyclical changes in employment were re-
garded as "involuntary," the result of insufficient spending by the
private sector. The loss to society was deemed equal to what the un-
employed would have produced if they had continued to work.
Hence, government policies to reduce unemployment were regarded
as having low costs and large social benefits. Because the rate of in-
flation was slow to adjust, policymakers acted as if there was no
reason to expect inflation to increase significantly until after a high
level of employment had been reached.

Repeated attempts to use fiscal and monetary policy to stimulate
output, all the while assuring the public that inflation would be
slowed later, left a residue of higher inflation. These attempts, in
turn, generated expectations about future trends. The entrenchment
of expectations of further inflation induced policymakers to respond
with another episode of restraint, thereby creating another recession,
followed by another attempt at stimulus—in short, repeated rounds
of stop-and-go policy and performance. So long as economic policy
had a short-run perspective, this alternating cycle of restriction and
stimulus persisted. Meanwhile, the trend in the rate of inflation
moved steadily upward.

The costs of adjusting to a low-inflation environment are often un-
derestimated. Policymakers are impatient with the transitory costs ac-
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companying such a change. Even when policymakers fully intend to
make a permanent change, workers are unable to distinguish immedi-
ately between permanent and transitory changes in market conditions
affecting their industry. They do not know whether a layoff is tempo-
rary or permanent, or whether the real wages prevailing in their in-
dustry will be sustainable in the future. Immediate reductions in
wages are therefore resisted, and workers are often willing to experi-
ence a period of unemployment while waiting to be called back to
work in the same industry and at the same wages, rather than change
occupation or relocate.

Although changes in labor market conditions do occur, it is not
always obvious to those affected whether the changes are permanent.
Workers and employers must decide on a course of action while la-
boring under a high degree of uncertainty. Accepting a lower real
wage will entail a reduction in lifetime income if the reduction in
demand is temporary. But failing to cut real wages when the reduc-
tion in demand proves to be permanent also will mean a reduction in
lifetime income as a consequence of lost jobs. The proper choice is
usually not obvious at the time. This is a major reason why businesses
and workers are slow to adjust prices and wages.

For at least two decades the government has responded to reces-
sions by pushing up Federal spending and monetary growth to stimu-
late the economy. Each time this has been done, output has recov-
ered and employment has risen. Meanwhile, however, the rate of in-
flation has been higher in each trough than in the previous trough,
and higher at each peak than at the previous peak (Chart 3-2).

The public has apparently drawn two lessons from this experience.
First, people have come to expect on average that the rate of price
and wage change will rise from cycle to cycle. As a result, resistance
to price and wage reduction relative to the increase in the general
price level has increased through successive recessions. As antici-
pated inflation increased, the pressure for higher wages intensified.
Second, all recessions are expected to be offset by stimulative gov-
ernment policies, and the costs of unemployment are expected to be
reduced by unemployment compensation and related benefits. Thus,
there are fewer incentives to look for employment at lower real
wages and more reasons to wait for stimulative policies to restore
employment in the old jobs at the same real wages.

Discretionary monetary and fiscal policies have added an additional
element of uncertainty to economic life. People who want to know
whether tax rates will rise or fall must guess whether the bulge in
government spending during a recession is a portent of permanently
higher spending and tax rates or simply an indication of temporarily
higher spending. Past experience gives imperfect guidance. Yet dif-
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Chart 3-2

The Inflation Ratchet (CPI)
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SOURCE: DEPARTMENT OF LABOR.

ferences in anticipated tax rates often have been a key factor in deci-
sions to invest in durable capital, to invest in land or other tax-shel-
tered capital, or to consume.

We have been through four cycles in the past 15 years. Each time,
government has made a renewed commitment to conquer inflation.
But people's decisions concerning consumption, saving, and invest-
ment are now conditioned by the expectation that these cycles will
continue to occur in the future, just as they have in the past.

THE NATURE OF THE INFLATION PROCESS

Inflation is essentially a monetary phenomenon. This is not to
deny the importance of other factors, such as changes in the price of
petroleum, in causing increases in the general price level. What the
statement does deny, however, is that persistent inflation can be ex-
plained by nonmonetary factors.
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Monetary policy actions affect primarily nominal quantities—ex-
change rates, the price level, national income, and the quantity of
money—as well as the rate of change in nominal quantities. But cen-
tral bank actions do not have significant long-run effects in achieving
specific values of real magnitudes—the real rate of interest, the rate of
unemployment, the level of real national income, the real quantity of
money—or rates of growth of real magnitudes.

Economists recognized long ago that output and employment may
be no higher when prices are high than when they are low. A main
point of Adam Smith's Wealth of Nations is that a country's wealth and
income depend on the country's real resources and the way in which
production is organized, and not on the level of prices. It was real-
ized that changes in the price level had some short-term effects on
output, but these effects were recognized as the result of transitory
changes in demand.

The classical gold-standard mechanism embodied these principles.
Unanticipated increases in the flow of gold from abroad stimulated
domestic production but gradually raised domestic prices relative to
foreign prices. The rise in domestic prices then reduced exports and
raised imports, thereby lowering domestic production and employ-
ment and eventually lowering prices. The continuous ebb and flow of
gold was expected, but the timing of the movements could not be
predicted accurately. Inability to predict the movements was recog-
nized as a cause of changes in prices and output.

Once people anticipate that prices will rise, they seek higher wages
for their labor and higher prices for their products. The increase in
employment produced by stimulative policies vanishes, but the infla-
tion remains. Attempts to reduce unemployment by increasing infla-
tion will work only if people are fooled by the changes in policy.
Once people learn to expect inflation, the short-run gains in employ-
ment disappear.

It is often stated that inflation is an intractable problem, caused by
forces beyond our control. But the monetary nature of inflation sug-
gests that this is not so. More importantly, it suggests that a decrease in
money growth is the necessary strategy to end inflation. Frequent use
of monetary policy to reduce unemployment at certain times and
inflation at others would raise the prospect of generating the same kind
of cyclical behavior in economic activity that we have experienced in
the past and analyzed in the previous section.

Stop-and-go policies cause uncertainty, hamper the ability of mon-
etary authorities to achieve noninflationary conditions, and ultimately
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raise the transitional costs of eliminating inflation. The next section
discusses in detail the nature of these costs.

THE COSTS OF INFLATION

Over the last decade, as inflation worsened, the attention of the
general public: focused on the detrimental effects that rapidly rising
prices have on economic performance. These effects were felt in
many ways, but the mechanisms by which inflation generated them
were not well understood.

The effects of inflation fall into two general categories: (1) those
that occur because no one is able to predict the precise rate of infla-
tion; and (2) those that occur even when the rate of inflation is fully
anticipated.

The concept of a "fully anticipated inflation" implies a rate of in-
flation that people can predict and hence take action to minimize its
effects. But it is doubtful that a high rate of inflation that was also
predictable could ever exist because the same lack of monetary disci-
pline which leads to unacceptably high inflation is also likely to lead
to more variable inflation. Indeed, periods of high inflation rates
generally have been associated with periods of higher variability of
inflation rates. It would take at least as much monetary discipline to
maintain a constant high inflation rate as it takes to maintain price-
level stability. Once a positive rate of inflation is accepted it becomes
difficult to argue against a slightly higher rate.

One of the most important costs of unanticipated inflation is its ar-
bitrary redistribution of wealth and income. Economic transactions
are often formalized in contracts that require one party to pay a fixed
dollar amount to the other party at some point in the future. When
both parties anticipate inflation during the life of the contract, these
future dollar payments will be adjusted upward to compensate for
their expected lower real value. This upward adjustment is the so-
called inflation premium. If, however, the actual rate of inflation
turns out to be different from the anticipated rate, the real terms of
the contract will have been altered arbitrarily. If the actual rate is
higher than anticipated, the fixed payments in dollars will have a
lower than expected real value, and the debtor will gain at the ex-
pense of the creditor. The same kind of arbitrary transfer occurs
when workers and firms agree to wage contracts that implicitly or ex-
plicitly assume rates of inflation which later turn out to be incorrect.

In a market economy, changes in the price of one good relative to
another signal changes in demand and supply conditions among var-
ious markets. An uncertain rate of inflation obscures these signals
and thereby reduces economic efficiency. Since prices are rising more
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or less together during a general inflationary period, the fact that a
price has risen is no guarantee that it has risen relative to other
prices. The difficulty of distinguishing between relative and absolute
price changes increases as inflation and its variability increase. This
leads people to use more time and resources to attempt to decipher
relative price changes, as opposed to engaging in more productive
activities. Differently stated, inflation tends to make the economic in-
formation that people accumulate through experience more rapidly
obsolescent than when prices are stable.

Perhaps more importantly, inability to correctly anticipate inflation
creates confusion about relative prices over time and compounds the
problem of efficient resource allocation. Economic decisionmaking,
especially in the private sector, is inherently forward-looking. Deci-
sions made today determine tomorrow's levels of capital stock, pro-
duction, and consumption. Decisions based on correct anticipation of
future relative prices lead to a more efficient allocation of resources
over time. High and variable inflation, on the other hand, leads to
divergent inflation expectations, and therefore to a larger proportion
of incorrect decisions.

Because inability to anticipate the rate of inflation correctly in-
creases the uncertainty associated with economic decisions, especially
those that involve fixed-dollar commitments far into the future, it
leads to a shortening of the time horizon over which such commit-
ments are made. In the financial markets, uncertainty about inflation
causes a relative decline in the volume of long-term bond financing.
Neither borrowers nor lenders are willing to compensate the other
adequately for the risk. Consequently, the sales volume of fixed-rate
long-term debt instruments shrinks and the volume of real invest-
ment normally financed in this way decreases. More generally, pro-
ductive activities yield a relatively lower real return than activities
aimed at "beating" inflation. Hence, as more and more resources are
devoted to coping with the uncertainty that accompanies inflation,
fewer resources are available for real productive activities.

Two costs of anticipated inflation have been widely recognized. In
the economics literature they have been dubbed "menu" and "shoe
leather" costs. Because inflation requires frequent changes in pub-
lished (that is, "menu") prices, these changes absorb resources that
could be used in other activities. "Shoe leather" costs are those in-
curred by people attempting to minimize their money holdings by
more frequent trips to the bank. Since a great deal of money is held
as a noninterest-bearing asset, its real value declines with inflation.
People therefore make more strenuous efforts to realize the highest
return on their assets and hence they economize on noninterest-bear-
ing balances.
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The interaction of a nonindexed tax system with inflation would
impose costs even if the rate of inflation were correctly anticipated.
Imperfect adjustment for inflation in the taxation of both current
labor income and income from capital causes changes in inflation to
affect real after-tax levels of income. These, in turn, alter the level
and composition of these activities relative to each other and relative
to activities on which the return is not distorted. One analyst has esti-
mated the unavoidable costs from this cause alone to be 0,7 percent
of gross national product (GNP), and perhaps as high as 2 to 3 per-
cent of GNP. The indexation of tax brackets beginning in 1985, as
legislated by the Economic Recovery Tax Act of 1981, will substan-
tially reduce this problem.

The interaction between the tax system and inflation also affects
capital formation because of the way in which depreciation
allowances are treated. Depreciation allowances for capital assets are
based on historical cost rather than current replacement cost. During
periods of high inflation the difference between historical cost and
replacement cost widens rapidly, leading to allowances smaller than
would be considered justifiable. Since deductions for depreciation
are determined on the basis of the actual purchase price, smaller real
deductions mean higher capital costs. This, in turn, reduces the pace
of investment and hence of economic growth. (See Chapter 5 for an
extended discussion of these issues.)

THE COSTS OF REDUCING INFLATION

There is, as noted above, a short-lived tradeoff between unemploy-
ment and the rate of inflation. This means that policies designed to
reduce inflation significantly will temporarily increase unemployment
and reduce output growth. The temporary decline in output growth
induced by anti-inflation policies forms a rough benchmark against
which the subsequent benefits of reduced inflation can be compared.
The extent of these costs of reducing inflation depends on four fac-
tors: (1). the institutional process of setting wages and prices; (2) the
role of expectations in this process; (3) the policy instruments em-
ployed to reduce inflation; and (4) the initial rate of inflation.

Flexibility in wages and prices reduces the transitional costs of
ending inflation. A policy-induced decline in the growth rate of mon-
etary aggregates will be associated with a decline in the growth of
real output, but the more rapidly this decline in output is followed by
a moderating of inflation, the more rapidly will output growth return
to a rising trend. One important factor affecting the flexibility of
wages and prices is the institutional environment in which they are
determined. The costs of continuously negotiating and resetting
prices and wages, for example, has given rise to the common practice
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of changing wage and price agreements relatively infrequently. While
this practice makes economic sense for individuals and firms, it
builds a degree of inertia into the system.

Wage contracts in major industries in the United States typically
cover a 2- or 3-year period. Since these contracts specify basic wage
increases over the life of the contract, the current rate of wage infla-
tion was determined in part as long as 3 years ago. Because major
wage contracts are staggered over approximately 3 years, wage settle-
ments in the first year of each "3-year round" tend to set the pattern
for settlements in the following 2 years. This extends the influence of
any year's wage settlements beyond the lives of the contracts. In ad-
dition, many contracts include automatic cost-of-living adjustments
that preclude downward wage flexibility, even when it might be justi-
fied by conditions specific to a particular industry or firm.

Government regulations or standards that dictate prices or wages,
reduce competition, or otherwise reduce the flexibility of firms and
workers in responding to economic conditions also add to the inflexi-
bility of wages and prices. Programs now under way to bring regula-
tory relief to industries that have been overregulated in the past
should diminish this source of rigidity (Chapter 6).

Decisions concerning the determination of prices and wages are
dominated by perceptions of future market conditions, such as the
expected rate of inflation. Workers will accept nominal wage in-
creases that, given their expectation of inflation, imply an acceptable
real wage. If their expectations about inflation are revised downward
in light of announced policies to end inflation, wage and price in-
creases will moderate. The pace of this adjustment in expectations is
an indication of the degree of public confidence in anti-inflationary
policies.

The primary policy tool for ending inflation is a decrease in the
rate of growth of money. The question of how rapidly the monetary
deceleration should proceed must be answered in the context of
public expectations. In view of past experience, when efforts to
reduce inflation were abandoned as the short-run costs began to
accrue, the public has come to expect that such policies will continue
to be short-lived and that inflation will persist. Frequent swings from
restrictive to stimulative policy and back have led to a "wait and see"
attitude on the part of the public. The mere announcement of new
policies is not sufficient to convince people that they will be carried
out. Rather, public expectations regarding the future course of policy
are adjusted only gradually as policy actions turn out to be consistent
with policy pronouncements. The credibility of policy authorities, like
the credibility of anyone else, is enhanced when they do what they
say they are going to do. For the Federal Reserve, this means setting
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money growth targets consistent with a sustained decrease in the rate
of inflation and then adhering to those targets. The more success the
Federal Reserve has in meeting those targets, the less time it will take
before the public is convinced of the policy's credibility.

In the current environment, even if a successful effort is made to
reduce money growth, past experience with high and variable infla-
tion will affect the speed at which financial markets reflect progress
toward a long-run noninflationary policy. Having repeatedly suffered
sizable capital losses on their holdings of long-term bonds, investors
will be unwilling to commit new funds to these markets unless they
are compensated for the risk that the current commitment to over-
come inflation might be abandoned. Without adequate compensation
for this risk, individuals will continue to prefer to invest in short-lived
rather than long-lived financial assets. While this preference may pre-
vent investors from maximizing the expected return on their assets, it
allows them to minimize the adverse effects of future increases in in-
flation and interest rates.

Present concern about future monetary growth, inflation, and in-
terest rates is related to the knowledge that the Federal budget will
continue to show large deficits for the next several years. Financial
investors fear that these deficits will cause either a sharp increase in
interest rates—which would slow the recovery from recession—or an
increase in monetary growth if the Federal Reserve attempts to hold
interest rates down by adding reserves to the banking system through
open market purchases of government securities.

Interest rates that are considerably higher than the current rate of
inflation can have an adverse effect on investment and real economic
growth. The level of long-term interest rates at the end of 1981 did
not reflect investor willingness to believe that inflation will decline
over the next several years. The presumably large but unmeasurable
premiums being demanded by investors constitute a major obstacle
to achieving rising output and employment with falling inflation.

Expectations about future rates of money growth, like expectations
of future inflation, are likely to be more divergent the greater the
variability of past money growth. These expectations should con-
verge more rapidly as the Federal Reserve improves its ability to con-
trol money growth. More precise control of money growth around
the target path will reduce the difficulty of inferring from actual
growth rates whether or not the announced targets are, in fact, a reli-
able indicator of future money growth. In such an environment, vari-
ations in money growth will reflect only random and short-lived devi-
ations, which would have little effect on either short- or long-run ex-
pectations about monetary policy. But failure to achieve more precise
monetary control, by impeding a rapid adjustment of expectations,
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would significantly raise the costs of reducing inflation. Thus, the
payoffs of greater precision could be quite large.

In summary, high and varying inflation imposes costs on society by
reducing future standards of living. These costs, though presumed to
be large and pervasive, are not easily calculated. There is a tempo-
rary output loss in the initial stage of a transition to price stability.
Such loss, however, must be weighed against the future increases in
output that would be achieved by ending inflation. The policies of
the Administration are based on the view that the cost of continuing
to endure the high rates of inflation of the 1970s would be greater
than the costs of implementing a successful noninflationary policy.

MONEY AND MONETARY POLICY

MONEY CREATION AND FEDERAL FINANCE

The deficit of the Federal Government is financed by the issuing of
interest-bearing liabilities, such as Treasury bills and long-term
bonds, and noninterest-bearing liabilities, which include currency and
bank reserves held as deposits with the Federal Reserve System. The
noninterest-bearing liabilities constitute the monetary base. When
there is unanticipated inflation, holders of the interest-bearing liabil-
ities are implicitly taxed because the nominal interest rates on their
holdings no longer fully compensate for inflation. Holders of curren-
cy and reserves, however, bear an implicit tax even when inflation is
anticipated. Banks usually seek to shift some of the implicit tax on
their reserves to depositors. The portion of the tax ultimately ab-
sorbed by depositors depends on the administrative limits on interest
paid on these deposits, and on the degree of competitiveness in the
banking industry.

The purchasing power of the dollar declines over time when the
growth of the money stock exceeds the growth of demand for real
money balances. As a result, holders of money incur a loss that is re-
lated to the rate of inflation. As discussed more fully in Chapter 5,
the Federal Government benefits from anticipated inflation because
the real value of its noninterest-bearing liabilities falls. It also bene-
fits from unanticipated inflation because the nominal interest on its
interest-bearing debt does not fully compensate for the decline in the
purchasing power of money. The revenues obtained in this fashion
by the Federal Government serve as a substitute for other, more
direct taxes. This "inflation tax" may be more or less efficient than
other taxes in financing government expenditures, but while all other
taxes are legislated by the Congress (or State and local govern-
ments), the inflation tax is not.
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One troublesome aspect of the inflation tax is not so much its ex-
istence as uncertainty about its amount. Historically, high average
rates of inflation have been associated with high volatility—that is,
large swings in inflation rates from year to year. Financial markets
readily incorporate expected rates of inflation into interest rates, but
they are unable to price that portion of the inflation rate that is un-
anticipated.

MONEY VERSUS CREDIT

Discussions of monetary policy frequently fail to take account of
the difference between money and credit. Money is an asset that
people generally accept as payment for goods and services. It con-
sists of coins, currency, and checkable deposits. Credit, in contrast, is
one party's claim against another party, which is to be settled by a
future payment of money. Confusion about the difference between
money and credit arises because people can increase their spending
either by reducing their money balances or by obtaining credit.

The market for money is distinct from the market for credit. The
supply of and demand for credit influence primarily the interest rate,
which is the price of credit. The supply of and demand for money,
on the other hand, determine the purchasing power of money. Addi-
tional confusion about the difference between money and credit
arises because the monetary authorities create money primarily by
purchasing credit market instruments. These actions tend to increase
the supply of available bank credit and consequently tend to lower
interest rates, at least initially. Over a longer period of time, howev-
er, the creation of money has important effects on economic activity
that tend to raise interest rates. Monetary expansion leads to an ex-
pansion in nominal income and economic activity, which in turn gen-
erates an increased demand for credit, thus reversing the initial de-
cline in interest rates. In addition, a sustained higher rate of mone-
tary growth will soon produce higher nominal interest rates to com-
pensate lenders for the expected decline in the real value of their
wealth.

When interest rates are high, credit is often said to be "tight,"
meaning that it is expensive. This does not necessarily mean that
money is tight in the sense that its quantity is restricted. Indeed,
quite the opposite is likely to be the case. "Easy" money, in the sense
of rapid growth in the stock of money, may very well be the underly-
ing reason for a tight credit market. Conversely, tight money in the
sense of slow growth in the stock of money is likely to lead eventually
to a fall in nominal interest rates as inflation expectations subside.
But it is credit, not money, that is easy. Over the long run, the effect
of the growth of money on the real volume of credit is essentially
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neutral. Monetary expansion can succeed in driving up the nominal
supply of credit as well as other nominal magnitudes. But it cannot
significantly alter the real supply of credit or the real interest rate
(the nominal rate adjusted for inflation), except indirectly through
the uncertainty associated with inflation and because of the effects of
an unindexed tax system. Monetary expansion can permanently
reduce the purchasing power of money, but not the real price of
credit.

It is often stated that such financial innovations as money-market
funds undermine the conduct of monetary policy. Statistical support
for this assertion is dubious. What would have to be demonstrated is
that financial innovation—which is to a large extent the result of
policy-imposed constraints on the financial system in an inflationary
environment—has made it more difficult to achieve a given monetary
target, and that the link between changes in nominal GNP and
changes in the monetary aggregates—that is, changes in velocity—has
become less predictable. The evidence does not seem to support
either proposition. A study recently published by the Federal Reserve
suggests that the monetary authorities have the ability to control the
measure of transactions balances known as Ml with a reasonable
degree of precision. Furthermore, changes in velocity do not appear
to be any more volatile than they have in the past. Indeed, changes
in the trend of the growth rate of nominal GNP over the period 1960
to 1981 are almost entirely attributable to changes in the trend of the
growth rate of the money stock, (Ml), as opposed to changes in the
trend of the growth rate of velocity (Chart 3-3).

It is inflation and a highly regulated financial system that have
spurred financial innovation. Inflation, and consequent higher inter-
est rates, have also raised the real cost of reserve requirements for
financial institutions. At the same time, the public has tended to
economize on noninterest-bearing money balances. Thus, incentives
were created for the public to demand, and for financial institutions
to supply, substitutes for existing transactions accounts that are sub-
ject neither to reserve requirements nor interest rate restrictions. But
innovations which are attractive only because they provide a means
of avoiding existing regulations waste resources. The inefficiencies
which such innovations are designed to circumvent could have been
minimized by payment of interest on required reserves and on trans-
actions balances. These inefficiencies will be greatly reduced when
price level stability is restored.

MONETARY POLICY OBJECTIVES AND STRATEGY

A slow and steady rate of money growth is one of the four basic
elements of the Administration's economic recovery program. While
the formulation and implementation of monetary policy is the re-

63

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



Chart 3-3

Money and GNP Growth
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sponsibility of the Federal Reserve, the Administration believes the
announced policy of the Federal Reserve is consistent with the eco-
nomic recovery program. Thus, the Administration expects that the
Federal Reserve will achieve an orderly reduction in the trend of
money growth to a noninflationary rate, (See .Chapter 8 for a discus-
sion of recent monetary developments.)

We have discussed in the previous section how large risk premi-
ums—the inflationary psychology—impose costs on the economy and
constitute a major obstacle to achieving a high rate of saving and in-
vestment and rapidly rising standards of living. Announced changes
in policy cannot lower these risk premiums in the short run. Credibil-
ity must be earned by performance. The longer the heritage of infla-
tion, the longer it will take to demonstrate the credibility of current
policy.

Controlling Monetary Aggregates

Some basic principles can be used to evaluate monetary policy ac-
tions. First, the monetary aggregate that is selected for policy pur-
poses should be chosen with two factors in mind. One is that growth
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of the aggregate should be closely related to a primary objective of
policy, which is to reduce inflation. This means that the aggregate
must be closely related to national income in current prices. The
second factor is that the Federal Reserve should be able to control
the aggregate. Although a broader monetary aggregate may bear a
closer relationship to nominal income than a narrower one, it is not
appropriate for the Federal Reserve to emphasize the broader aggre-
gate if it cannot be controlled as closely. Such a broader aggregate,
however, may be a useful indicator of the effects of policy if timely
data are available. As has already been discussed, the Federal Re-
serve has the ability to control the Ml aggregate with a reasonable
degree of precision.

Success in controlling monetary aggregates is in part dependent on
prevailing exchange-rate policy. A policy designed to maintain a
given value of the dollar on foreign exchanges is inconsistent in the
long run with a policy of achieving given monetary targets. As will be
discussed in detail in Chapter 7, the policy of the Administration is to
permit exchange rates to be determined by market forces. Such a
posture relaxes an important constraint on the ability of the mone-
tary authorities to set and achieve monetary targets.

Financial innovations in recent years have complicated the evalua-
tion of the inflationary potential of monetary growth. The develop-
ment of new financial instruments necessitated a recent redefinition
of the monetary aggregates used by the Federal Reserve. The new
measure of transactions balances (Ml), in addition to including the
public's holdings of currency and demand deposits at commercial
banks, also includes the new types of checkable deposits offered by
financial institutions, such as negotiable order of withdrawal (NOW)
accounts. These interest-bearing checkable deposits are clearly used
for transaction purposes and thus properly belong in Ml.

Under the operating procedures of the Federal Reserve, accuracy
in controlling a particular monetary aggregate depends upon the re-
serve requirement structure. In principle, reserve requirements
should be applied uniformly to all deposits included in the monetary
aggregate that the Federal Reserve is most committed to controlling
and held at zero on deposits the Federal Reserve is less interested in
controlling. Since the existing structure of reserve requirements was
originally specified for other reasons, such as bank safety and alloca-
tion of credit, it does not meet this principle. As a result, the Federal
Reserve must continuously monitor and compensate for the shifting
relationships between the various monetary aggregates and total
bank reserves.

This problem, which has been severe in the past, will be reduced
greatly over the next few years. A restructuring of reserve require-
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ments that will allow closer control of Ml is currently being carried
out under provisions of the Depository Institutions Deregulation and
Monetary Control Act of 1980. After complete implementation of
these provisions is achieved by 1988, reserve requirements on trans-
action accounts will be nearly uniform, and those on most other ac-
counts could be eliminated.

Interest Rates Versus Money Stock Targets

Prior to the 1970s the Federal Reserve (like most central banks)
judged the appropriateness of monetary policy primarily by looking
at credit conditions and interest rates—specifically, by watching
short-term interest rates as an indicator of money-market conditions.
However, the problem raised by this procedure was the difficulty in
knowing exactly how much to vary interest rates in order to stabilize
the economy. In times when credit demand was strong, too small an
increase in interest rates generated spending in excess of the econo-
my's capacity to produce, thereby fueling inflation. Similarly, interest
rates might be allowed to decline by too little at times of weak credit
demand, contributing to a recession.

In practice, monetary policymakers tended to be cautious in at-
tempting to change interest rates, with the result generally being too
much expansion of money when credit demand was strong and too
little expansion when credit demand was weak. This procyclical
money growth has tended to exacerbate, rather than dampen, busi-
ness cycle fluctuations (Chart 3-3).

The procyclical growth in money was accompanied by a secular
growth in money and increases in inflation. As the rate of inflation
soared in the 1970s, market interest rates became an even less reli-
able guide to monetary policy. Market interest rates tend to be high
when the inflation rate is high and low when inflation is low, given
private and public borrowing demand. Consumption and investment
decisions are based on real (inflation-adjusted) interest rates, not
nominal interest rates. High nominal interest rates do not necessarily
mean that *'money is tight." High interest rates, in fact, may go
hand-in-hand with "easy money." Since it is difficult to measure in-
flation expectations, it is difficult to know how much of an adjust-
ment to make in nominal interest rates to determine the real interest
rate. For these reasons, monetary policy is more appropriately based
on changes in the growth of money than on changes in market inter-
est rates.

When the Federal Reserve first adopted monetary targets in the
early 1970s, it attempted to alter interest rates to achieve a desired
rate of monetary growth. The growth of money was controlled
through the marginal cost to banks of acquiring additional reserves,
as indicated by the Federal funds rate, rather than through direct
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control of the quantity of reserves. (The Federal funds rate is the
rate at which banks borrow excess reserves from each other.) In
1975, however, the Congress urged the Federal Reserve to adopt
annual targets for monetary growth. With passage of the Full Em-
ployment and Balanced Growth Act of 1978 (the Humphrey-Hawkins
Act), the requirement for money growth targeting became more spe-
cific. Since then, monetary authorities have been modifying their pro-
cedures in order to achieve their monetary targets.

On October 6, 1979, the Federal Reserve adopted a new approach
which put much less emphasis on fluctuations in short-term interest
rates. Instead, the new procedure placed primary emphasis on the
amount of bank reserves as an operating target and allowed interest
rates to be determined more freely by the market. What the Federal
Reserve decided to do at that point was to control the quantity of re-
serves, rather than their price. Under the old procedures the average
Federal funds rate typically did not vary by much more than one-half
of a percentage point between monthly meetings of the Federal
Open Market Committee. But after October 1979 the allowable
range of the Federal funds rate was increased.

Enhancing Monetary Control

Stable monetary growth will serve to stabilize prices, act as an
automatic stabilizer against temporary output fluctuations, and help
to make public expectations about inflation consistent with the un-
derlying rate of monetary growth. Achievement of stable monetary
growth will require adequate control over total bank reserves. Two
types of reserves are available. Nonborrowed reserves are owned out-
right by banks and are supplied by the Federal Reserve through open
market operations. Borrowed reserves are supplied through tempo-
rary loans from the discount window of the Federal Reserve. The
monetary authorities can directly control the amount of nonborrowed
reserves, but they have only indirect control over the small but po-
tentially volatile amount of reserves which bank borrow at the dis-
count window.

Although borrowed reserves constitute, on average, only 2 to 3
percent of total reserves, fluctuations in borrowing can contribute
significantly to short-run changes in total reserves. Reform of the dis-
count window has therefore been proposed to make borrowed re-
serves more controllable and thus more predictable. Under these
conditions, the Federal Reserve would be able to meet its targets for
total banks reserves and the monetary base more accurately.

The volatility in borrowed reserves could be reduced by tying the
discount rate to market rates so as to reduce variability in the incen-
tive to borrow. To keep such variability to an absolute minimum, the
Federal Reserve would also have to set its discount rate somewhat
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above market interest rates—that is, to act as a penalty. A penalty
discount rate would be especially effective when the Depository Insti-
tutions Deregulation and Monetary Control Act of 1980, which
makes reserve requirements significantly more uniform, is fully im-
plemented.

An even more successful operation of a penalty rate would require
a switch from the Federal Reserve's lagged reserve-requirement rule
to a system of contemporaneous reserve requirements. The current
rule, which became effective in 1968, states that in any given week
institutions must hold reserves (as deposits at a Federal Reserve
Bank or vault cash) in prescribed percentages of their various types
of deposits 2 weeks earlier. The earlier system of contemporaneous
reserve accounting required banks to hold reserves based on the cur-
rent week's deposits.

Under lagged reserve accounting, the amount of borrowed re-
serves fluctuates considerably over the short run. During any 2-week
period the total reserve requirement is predetermined by deposits 2
weeks earlier. This means that reserves must be supplied within the
period, either borrowed or nonborrowed. Under current operating
procedures, the Federal Reserve controls the growth of total reserves
in future periods by varying the mix between borrowed and nonbor-
rowed reserves. If a penalty discount rate tied to market interest rates
were introduced, borrowed reserves would probably shrink to a small
and relatively constant amount.

The Federal Reserve Board has requested public comment on its
proposal to return to a system of contemporaneous reserve account-
ing. An important reason for going back to contemporaneous ac-
counting would be to permit greater flexibility in the discount rate, at
a penalty level or otherwise, which in turn would provide more pre-
cise short-run control over total reserves by reducing the volatility of
borrowings. Even in the absence of a penalty discount rate, however,
contemporaneous reserve accounting would allow open market oper-
ations to have a more immediate effect on total bank reserves.

INSTITUTIONALIZATION OF A NONINFLATIONARY
MONETARY POLICY

The existence of high and varying rates of inflation, high and vary-
ing rates of interest, and volatile exchange rates for more than a
decade clearly suggests that monetary management can be improved
in the future. The Administration has supported and will continue to
support the pursuit of a noninflationary monetary policy. The issue
discussed in this section is: Once inflation has been eliminated, how
can price-level stability be maintained?
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Price stability is an objective that is arrived at through the political
process, but it often conflicts with other political and economic ob-
jectives in the short run. It has therefore been difficult to establish
institutional arrangements that will ensure price-level stability. The
traditional argument for an independent monetary authority is that
insulation from politics enables the central bank to resist pressures
for inflating, even when the government would find an inflationary
policy politically appealing.

Existing institutional arrangements have not ensured price stability.
In the past 17 years, gold reserve clauses related to demand deposits
at commercial banks, and then to currency held by the public, have
been terminated. The Bretton Woods fixed exchange-rate system
began to break down in the late 1960s, and the last link between the
U.S. dollar and gold was formally severed in 1971. Since then, the
monetary authorities have had considerable discretion in determining
the rate at which new money is created.

As a result of the rising and volatile inflation of the past, econo-
mists have been evaluating alternative approaches to achieving and
maintaining a noninflationary monetary policy. The congressional
mandate to create a Gold Commission is symptomatic of a desire to
find institutional arrangements that will ensure price-level stability.
The remainder of this section discusses two approaches to the prob-
lem. One would involve some linkage of our monetary system to the
official U.S. gold stock. The other would involve statutory or consti-
tutional rules limiting monetary growth or requiring a stable price
level.

It is important to keep in mind that alternatives to the present ar-
rangement should be evaluated in terms of the answers they provide
to these two questions: Is the rule or norm perceived to be credible
by the public? Will departures from the stated norm impel policy-
making institutions to correct them? If the answer to either question
is "no," institutional change would not have served its purpose.

GOLD STANDARD

Some economists and elected officials have recently been advocat-
ing a return to a gold standard as a lasting way to restore confidence
in the U.S. monetary system. The basic idea is that excessive money
creation could be prevented by anchoring money to a scarce re-
source. In addition, it is argued that the establishment of a gold
standard would induce savers to accept lower nominal rates of return
on their assets. This would occur because fiat money would be con-
vertible into gold at a fixed price, and thus an effective constraint
would be placed on growth of the money stock and the rate of infla-
tion. Lower rates of interest, in turn, would result in a rapid resump-
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tion of economic growth. So, in essence, the contention is that resto-
ration of a gold standard would not only stabilize prices but also
raise and stabilize output growth.

It is useful to review at this point how gold standards actually per-
formed in the past. The evidence does not suggest that it achieved
greater stability in price levels or growth. Much of the claimed price-
level stability achieved under previous gold standards is based on
Gustav Cassers observation that "the general level of prices in 1910
was practically the same as in 1850." l Professor Phinney of Harvard
was one of the first to point out that "unfortunately, when Cassel
came to choose base years, he completely forgot the distinction be-
tween the secular and the cyclical to which he had called attention/*2

Chart 3-4
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CASSEL THREE PERCENT ESTIMATE," QUARTERLY JOURNAL OF ECONOMICS, VOL. 47,
1932-33, pp. 647-679.

Chart 3-4 reproduces the Jevons-Sauerbeck index which appeared in
the Phinney article. The index shows large and extremely long
swings in prices lasting up to 30 years. Increases and decreases were
on the order of 30 to 50 percent. The chart reveals very little evi-
dence of long-run price-level stability. More information can be
gleaned by considering the wholesale price indexes of four countries
for the period 1814-1913 (Table 3-1). Perusal of the table leads to two
conclusions. First, the gold-standard period was very deflationary on

1 "The Supply of Gold," in Interim Report of the Gold Delegation of the Financial Committee,
Geneva, 1930, p. 72. See also his Theory of Social Economy, p. 441.

2J. T. Phinney, "Gold Production and the Price Level: The Cassel Three Percent Estimate,"
Quarterly Journal of Economics, Vol. 47, 1932-33, p. 650.
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the whole, with the price levels in the United States and the United
Kingdom dropping by 44 percent. Second, price-level cycles were
deep and protracted.

TABLE $-\.—Wholesale price indexes, 1814-1913

Item

Indexes (1913=100):

1814
1849 .
1872
1896
1913

Percent change:

1814 to 1849 ..
1849 to 1872
1872 to 1896
1896 to 1913

1814 to 1913

United
States

178
80

133
67

100

-55
66

-50
49

-44

United
Kingdom

178
90

125
76

100

-49
39

-39
32

-44

Germany

129
71

111
71

100

45
56

-36
41

-22

France

U32
96

124
71

100

2 -27
29

-43
41

-24

Italy

74
100

35

' Data are for 1820.
2 Change from 1820.
Source: Robert Triffin, "The Evolution of the International Monetary System: Historical Reappraisal and Future Perspective,"

Princeton Studies in International Finance No. 12,1964, p. 13.

Table 3-2 compares the sample mean and coefficient of variation
[standard deviation divided by sample mean] of the rate of change of
the wholesale price level for the United States and the United King-
dom for three different periods.

TABLE 3-2.—Comparison of the behavior of price level, real output, and money growth in the United
Kingdom and the United States, selected periods, 1821-1979

Item

(1) Average annual percent change in the price
level

(2) Coefficient of variation of annual percent
changes in the price level (ratio)

(3) Coefficient of variation of annual percent
changes in real per capita income (ratio)

(4) Average level of the unemployment rate
(percent)

(5) Average annual percent change in the
money supply

(6) Coefficient of variation of annual percent
changes in the money supply (ratio)

The Gold Standard »

United
Kingdom

1870-1913
(1821-1913)

-0.7
(-.4)

-14.9
(-16.3)

2.5

2 4.3

1.5

1.6

United States

1879-1913
(1834-1913)

0.1
(-.1)

17.0
(6.5)

3.5

36.8

6.1

.8

The Interwar Period

United
Kingdom

1919-38

-4.6

-3.8

4.9

13.3

.9

3.6

United
States

1919-40

-2.5

-5.2

5.5

11.3

1.5

2.4

Post- World War II

United
Kingdom

1946-79

5.6

1.2

1.4

2.5

5.9

1.0

United
States

1946-79

2.8

1.3

1.6

5.0

5.7

.5

'Data for the longer periods (in parentheses) were available only for the price level. Years 1838-43 and 1861-78 were
excluded for the United States.

21888-1913.
31890-1913.

• Note.—Lines 1 and 5 calculated as the time coefficient from a regression of the logarithm of the variable on a time trend.
Lines 2, 3, and 6 calculated as the ratio of the standard deviation of annual percent changes to their mean.

Source: Michael David Bordo "The Classical Gold Standard: Some Lessons for Today", Federal Reserve Bank of St. Louis
Review, May. 1981, Vol. 63, No. 5,
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Again, the evidence is clear that the achievement of low (and often
negative) rates of inflation over the long run during previous gold-
standard periods came at the cost of a high variability in inflation
rates.

To the extent that deviations of the price level from its long-run
equilibrium were unanticipated, growth would be expected to be more
variable than in periods when inflation rates were more stable. The
third line of Table 3-2 bears on this question. The coefficient of vari-
ation of the growth rate of real per capita income was about twice as
high in the pre-World War I gold-standard period as in the post-
World War II period.

In addition, recessions in the United States lasted twice as long, on
average, from 1879 to 1913 than from 1945 to 1980, while periods of
expansion and recovery were about one-third shorter. Finally, the
measured unemployment rate during the pre-World War I gold-
standard period was on the average two-thirds higher than during
the post-World War II period in the United Kingdom and was one-
third higher in the United States.

Under a gold standard, the rate of growth in the supply of mone-
tary gold depends on the rate of gold production and the rate at
which demand for gold for nonmonetary uses increases. Gold pro-
duction depends in part on the purchasing power of gold (the ratio
of the gold price in dollars to the average price level). Table 3-3 con-
tains data on the yearly production of gold from 1800 to 1980. The
numbers encompass a wide range, from a maximum average annual
growth rate of 7,1 percent for the period 1834-1848 to a minimum
of —1.6 percent for the most recent period 1969-1980.

TABLE 3-3.—Changes in gold output, 1800-1980

[Percent change per year]

Period

1800-33
1834-48
1849-70

1871-89 .. . .. ... .
1890=1913
1920-33 . . . ... ,

1934=40
1950-68
1969-80

Gold output

0,4
7.1
6.2

— > 3
6.0
3.4

7.0
2.7

-1.6

Source: Anna J. Schwartz, National Bureau of Economic Research, Inc., Memorandum of September 10, 1981 to Members of
the Gold Commission.

Even during the pre-World War I gold standard period, monetary
gold was only a fraction of the total money stock, the bulk of which
consisted of paper currency and bank deposits. The last two lines of
Table 3-2 show the sample mean and coefficient of variation of the
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annual growth rate of ML The average growth rate of Ml for the
United Kingdom during the pre-World War I gold standard period
was one-fourth of the average during the post-World War II period.
For the United States the two sample means are approximately the
same. However, the variability of Ml growth was over 50 percent
higher in the gold-standard period than in the post-war period.

In sum, the evidence presented indicates that previous gold-stand-
ard periods were characterized by: (1) lower average inflation and
money supply growth; (2) greater fluctuations in inflation, money supply
growth, and output growth; and (3) higher unemployment rates than
in the period 1946 to 1979. Although comparisons across time peri-
ods are difficult to make because of the difficulty of controlling for
differences, including the effects of wars, droughts, and other shocks
to the economy, it is far from clear that gold standards produced
better overall results than those produced during the post-World
War II period.

Could the United States forge a better gold standard now? There
are two options: restore some form of gold cover requirement with-
out convertibility or restore a gold cover requirement with convert-
ibility; either with partial or full gold backing. The first option pre-
vailed from 1934 until 1968, a period during which Federal Reserve
Banks were required to keep a minimum of legal value gold certifi-
cates (valued at $35 an ounce) behind each $1 of their note liabil-
ities. A more structured variant would be to restrain money creation
by linking the central bank's ability to create liabilities to a legislated
schedule of changes in the official price of gold and changes in the
amount of gold reserves required for each dollar of central bank li-
abilities. Central to such a proposal would be a requirement that the
actual gold stock remain fixed in size and that changes in its value
occur only through variations in the official or bookkeeping price of
gold. Not only would there be no requirement to buy and sell gold at
the official price, the Treasury would be prohibited from doing so. In
other words, there would be a gold reserve requirement for the
money supply, but no convertibility regardless of whether the official
price of gold was below, at, or above the market price. In sum, this
option would essentially constrain the annual growth of the monetary
base.

Under the second option the United States would fix permanently
the dollar price of gold—that is, make the dollar convertible into
gold—without concern for whether or not other countries would
follow our example. The difference between a partial and a full back-
ing would be that, whereas full backing would establish a one-to-one
link between the gold stock and the money stock, partial backing
would not. But in both cases, random shocks in the gold markets
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would create serious problems in controlling monetary aggregates
and hence the general price level,

A MONETARY RULE

Enactment of a statute or constitutional amendment requiring the
monetary authorities to abide by a rule regarding monetary growth
or inflation is another method that has been suggested for dealing
with the problem of maintaining long-run price stability. Such a rule
would free the Federal Reserve from having to interpret either the
"social welfare function'* of the country or, more practically, the ob-
jectives of current elected officials. The rule could be stated either in
terms of an ultimate objective for inflation, as it is in some industrial
countries, or in terms of a monetary growth target that would be
consistent with the maintenance of price-level stability.

A rule fixing a final outcome for inflation would oblige the mone-
tary authorities to maintain monetary conditions consistent with the
stability of a broad index of commodity and service prices (for exam-
ple, the consumer price index). One might argue that the Humphrey-
Hawkins Act implicitly incorporates such a rule. This legislation has
as goals the reduction of "the rate of inflation to no more than 3 per
centum" in the interim and ultimately to zero. The act, however,
does not make the Federal Reserve responsible for the achievement
of price-level stability. Furthermore, it mandates that "policies and
programs for reducing the rate of inflation shall be designed so as
not to impede achievement of goals and timetables" for reducing un-
employment. In sum, there is no recognition in the act of a division
of responsibilities that would include assigning responsibility for
price-level stability exclusively to the Federal Reserve.

The advantage of formulating a rule on the final outcome for infla-
tion is that the monetary authorities would be free to devise the best
monetary strategy to achieve the mandated outcome. The disadvan-
tage would be the rule's potential inflexibility. Temporary changes in
the price level can be caused by a variety of shocks for which the
monetary authorities cannot be held accountable. One approach
would be to state the final outcome in terms of the average rate of
growth of the consumer price index or nominal GNP over a period
of several years.

The alternative of a target rule for monetary growth would have to
be specified in such a way as to be consistent with price-level stabil-
ity, again, over a period of several years. The rule could be revised
from time to time in light of any changes in the relation of money
growth to inflation. Such calibration would be the job of the central
bank. Of course, the mere enactment of a rule would not ensure its
successful implementation. Suitable institutional constraints would
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have to be present to correct for possible deviations from desired
outcomes.

At this time it is not clear which rule, if any, would be optimal and
likely to prove preferable over a long period. Hence, the Federal Re-
serve's current policy of gradually reducing the target growth rate of
money over several years is providing a transition to a less inflation-
ary environment.

One of the Administration's long-run objectives is the elimination
of inflation. The implementation of a monetary policy that is consist-
ent with this objective can be viewed in the following way. Each year,
the monetary authorities would announce the rate of growth of the
money supply that is consistent with achieving their medium-term
objectives for nominal income and inflation. Over the longer run the
rate of growth of the money supply mustv be consistent with the
achievement of the rate of nominal income implied by the inflation
objective. To implement this procedure, the Federal Reserve would
determine the rate of growth of total bank reserves that was consist-
ent with the targeted growth of the deposit component of Ml. Open
market operations by the Federal Reserve would expand the mone-
tary base by a sufficient amount to provide total bank reserves and
the currency component of targeted Ml growth.

Ultimately, the Federal Reserve would set a reserve growth path
consistent with the desired price level performance on the basis of
estimates of several parameters. These would include the trend path
of real output, the trend of Ml velocity, and the trend of the ratio of
Ml to the monetary base. As these changed, the targets for nominal
income, Ml growth, and growth of the monetary base would be al-
tered to maintain a stable price level. Unexpected changes in any of
these parameters could be offset to maintain long-run price stability,

THE FUTURE CHALLENGE

A few basic propositions about inflation can summarize the role of
monetary policy in the future. First, there is more agreement now
than there was a decade ago that inflation is essentially a monetary
phenomenon. In addition, events that occurred during the 1970s
showed the importance of distinguishing between a transitory change
in the rate of inflation occasioned by a "real shock" and the underly-
ing rate of inflation. Second, an assumption of a positive but predict-
able rate of inflation is not very realistic. For the past 20 years the
United States has experienced several cycles around a rising trend of
inflation. We are now experiencing a cyclical decline in inflation. A
major objective of the Administration's economic recovery program
is to achieve the elimination of inflation in the long run. The ulti-
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mate costs of adjusting to a significantly less inflationary environment
will be influenced by how rapidly expectations about future inflation
are revised downward.

Finally, in a world where the U.S. dollar is the dominant interna-
tional currency, many other countries* policy options are influenced
by the success of U.S. anti-inflation policies. Most other countries
find it difficult to maintain an inflation rate that is significantly below
that of the United States, although Germany, Japan, and Switzerland
have done so in recent years. Realization of that fact has increased
the sense of urgency felt in the United States about achieving and
maintaining a low rate of inflation.

The appropriate policy for reducing the inflation rate is a decrease
in the rate of money growth. Unfortunately, a slowing of money
growth in the past has tended to reduce output and employment
within roughly two quarters, while as many as eight quarters typically
have had to pass before monetary restraint produced a significant re-
duction in the inflation rate. However, the whole process of renewed
economic growth without inflation can be speeded up if the policy of
monetary restraint is believed by the public, since it is an unanticipat-
ed decrease in the rate of money growth that significantly affects
output and employment in the short run.

If the decrease is generally anticipated, wages and prices will begin
to rise more slowly and the adverse short-run effects on output and
employment will be minimized. That is why it is so important for the
public to be convinced that an anti-inflationary monetary policy has
finally been adopted. The Federal Reserve can maximize the credibil-
ity of its monetary policy, and hence reduce the transition costs of
eliminating inflation, by announcing a specific target for the rate of
money growth and by minimizing short-run deviations from that
target.

Theoretically, restrictive monetary policy could achieve price-level
stability regardless of fiscal policy. As a practical matter, however, re-
ducing the growth of government spending and reducing deficits in
the Federal budget will help to strengthen the belief that anti-infla-
tionary policies will be maintained. That, in turn, will help lower the
costs of adjusting to lower rates of inflation. In short, the credibility
of monetary policy is influenced by the fiscal policy that accompanies
it.

The monetary system is evolving toward one in which the Federal
Reserve will have very close control over Ml, suitably redefined from
time to time, through control of reserves. With uniform reserve re-
quirements on transaction accounts, there will be relatively little vari-
ability in the ratio of Ml to the monetary base. Longer term move-
ments in this ratio can be offset by open market operations. Mone-
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tary aggregates other than Ml may serve as useful indicators of the
effects of policy actions, but they will not be directly controllable by
the Federal Reserve and therefore will not be useful as short-run tar-
gets.

A policy of providing slow and steady growth of money will not
permit the central bank to attempt to offset the effects of transitory
shocks to aggregate demand or productivity. In other words, short-
run fluctuations in inflation and output growth will occur: economic
expansion and contraction induced by changes in productivity or
price shocks cannot be completely avoided. What can be avoided are
the procyclical changes in the growth of the money supply that have
occurred in the past.
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CHAPTER 4

Federal Budget Issues
THE FEDERAL BUDGET presents economic policymakers with

three fundamental questions. First, how much should the Federal
Government spend? Second, how should that spending be allocated?
Third, how should the spending be financed—by current taxes only,
by borrowing to cover a deficit in tax revenues, or by adding to the
monetary base. Without spending there would be no need to impose
taxes or to borrow to cover deficits. The composition of a given level
of spending has implications for how it should be financed. And the
choice of the level of spending is influenced by the recognition that
government spending cannot indefinitely grow faster than the econo-
my and that the financing mechanisms available to the government
impose costs on the economy.

This chapter examines issues related to the size and allocation of
the Federal budget and explores the implications for the economy of
financing a part of Federal spending through budgetary deficits. Fi-
nancing Federal spending through various forms of taxation, togeth-
er with related issues, are the subject of Chapter 5.

The Administration's spending policies rest on both philosophical
beliefs and economic judgments. As discussed in Chapter 2, the view
that the size and scope of the Federal Government are too large re-
flects the belief that most individuals know best what they want and
how best to attain it. In the aggregate their actions will generally
result in the most appropriate distribution of our economic re-
sources. This belief is accompanied by the judgment that resources
left in the private sector generally are more effective in generating
growth and productive employment than resources moved to the
public sector.

Because of these philosophical beliefs and economic judgments,
the Administration has initiated a major transformation of the role of
the Federal Government in the U.S. economy. The Administration's
economic recovery program will change both the size and the nature
of government involvement, reversing the trend of recent decades
when the Federal budget usually grew faster than the rest of the
economy as the Federal Government took upon itself responsibilities
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that had previously been left to the private sector or to State and
local governments.

Federal spending is a highly visible form of government involve-
ment in the economy, and the Administration's economic program
calls for a slowdown in the growth of Federal spending. Federal
spending rose from 20.2 percent of the gross national product (GNP)
in 1970 to 23.0 percent in 198L By fiscal 1987, Federal spending is
projected to fall to 19.7 percent of GNP. Federal tax rates on individ-
uals and businesses will also fall, as will the share of gross national
product used to pay Federal taxes. By 1987, Federal tax revenues will
represent 2.3 percentage points less of the gross national product
than they did in 1981. At the same time the Federal budget deficit
also will shrink relative to the size of the economy, dropping from
2.0 percent of GNP in 1981 and 3.2 percent in 1982 to 1.1 percent
by 1987,

In 1981 the Congress and the Administration took important steps
toward achieving this shift in emphasis from the public to the private
sector. The enactment of the Economic Recovery Tax Act of 1981
will reduce income tax rates over the next few years, and the Omni-
bus Budget Reconciliation Act of 1981 will restrain the growth of
many open-ended entitlement programs. This shift will be incom-
plete, however, without further Federal spending restraint in the
years ahead.

The shift in the role of the Federal Government is more than a re-
duction in size. It also encompasses a restructuring of priorities at
the Federal level and a reallocation of responsibilities and resources
between the Federal and the State and local levels of government.
Within the Federal budget, spending will shift toward those activities
that, in this Administration's view, reflect truly national needs, such
as strengthening the Nation's defenses and maintaining the integrity
of the social insurance programs.

Economic criteria will be applied to various spending programs to
help ensure that the resulting benefits offset the costs to the taxpay-
ers who ultimately must bear them. These criteria should apply not
only to direct Federal spending, but also to on- and off-budget credit
activities. Such Federal credit programs reallocate national resources
by financing activities that might not be attractive to investors in the
private market.

The first step in the realignment of responsibilities among Federal,
State, and local jurisdictions was the consolidation of a number of
categorical grant programs into block grants in fiscal 1982. The
second step, proposed in the budget for fiscal 1983, is to shift re-
sponsibility for some programs now jointly operated by the States
and the Federal Government either to the States or to the national
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government, and to turn some other programs that are now wholly
federally funded back to the States. The proposed restructuring of
functions would be accompanied by a phased withdrawal of the Fed-
eral Government from the excise tax base. These proposals are in-
tended to strengthen the Federal system by improving the operation
of government at all levels, making it more responsive to the people.

THE OVERALL LEVEL OF FEDERAL SPENDING

The benefits of many types of Federal spending are easily seen.
Parks are built, research is conducted, and the sick and the elderly
are supported with Federal dollars. Yet Federal spending in the ag-
gregate also imposes many costs on the economy. First, costs arise
through the mechanisms used to pay for what the government
spends. The government can raise taxes now or in the future to
obtain the funds it needs, or it can obtain those funds indirectly
through monetary expansion. As discussed in Chapter 5, taxes tend
to reduce growth in the private sector by transferring productive re-
sources from private to public hands, using tax methods that general-
ly distort the decisions of households and firms to supply labor and
capital to the economy. Deficits also impose real costs on the econo-
my (as explored later in this chapter), whether financed by lower
future spending, higher future taxes, or by expanding the money
supply. For government spending to be economically justified, there-
fore, the benefits resulting from that spending—whether in terms of
more economic growth or the enhanced well-being of the society—
must exceed the costs.

Discretionary changes in the level of government spending made in
the attempt to offset cyclical fluctuations in the economy can impose
additional costs. Such changes, which increase the uncertainty faced
by households and firms in making their economic decisions, can dis-
courage the supply of productive factors to the economy. Further-
more, attempts to implement discretionary countercyclical policy can
in fact prove to be procyclical.

A third way in which Federal spending can impose costs on the
economy is by altering the allocation of resources, both currently and
over time. For a given level of spending and method of financing, the
allocation of federal resources between current consumption and in-
vestment can affect economic growth.

Government spending can be divided into four categories: con-
sumption, transfers, investment (both defense and nondefense invest-
ment), and other (which mainly includes interest payments and
grants to State and local governments). Government spending may
absorb private sector resources for use by the public sector or reallo-
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cate resources within the private sector, or both; the predominant ef-
fects differ by category.

Transfer payments do not absorb resources aside from administra-
tive costs, but they may have strong allocative effects within the econ-
omy. Transfer payments may lead recipients to change their work or
saving behavior, and they may change the composition of the
demand for goods and services. (Examples of the factor supply re-
sponse are discussed in Chapter 5.) Federal grants to State and local
governments affect the use of resources in the economy through
their effect on the behavior of those jurisdictions. State and local
governments may respond to the Federal grants by changing the
level of spending and taxing, as well as the composition of the out-
lays.

The direct effect of government purchases of goods and services
for either consumption or investment is to absorb resources from the
private sector. To the extent that such spending substitutes for pri-
vate purchases public sector purchases may also redirect the use of
resources within the private sector. For example, public provision of
education or police services reduces the private demand for such ac-
tivities. The dominant effect that government purchases have on the
economy, however, is likely to be through absorption rather than
reallocation of private sector resources. Since a dollar of government
consumption spending is unlikely to substitute fully for a dollar of
private consumption, an increase in government consumption spend-
ing would tend to increase the share of total consumption in GNP
(apart from any effects of the financing arrangements). Similarly,
government investment tends to increase the share of total invest-
ment in the economy. Furthermore, government consumption and
investment spending is likely to alter the composition of both con-
sumption and investment in the economy from what would have pre-
vailed if the resources had stayed in private hands.

In practice, the distinction between government consumption and
investment is difficult to make. The government consumption figures
shown in Table 4-1 include various expenditures to promote educa-
tion, training, and research and development. Like physical capital,
these activities contribute to economic growth. Published measures of
government investment expenditures encounter similar problems.
For example, current Federal investment expenditures mainly com-
prise purchases of military hardware and structures, whose acquisi-
tion will provide future benefits in terms of stronger national security
that cannot be captured in GNP. Although services of government
capital are not counted in GNP, the future services resulting from the
construction of airports, highways, and other civilian investment out-
lays are reflected in part in the recorded output of private sector

81

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



users. In practice, therefore, statistics that allocate government pur-
chases between consumption and investment must be viewed with
caution.

TABLE 4-1.—Structure of Federal Government expenditures, NIPA, calendar yean 1951-83

[Percent of GNP]

Period

1951-60

1961-70

1971-80

1981 5

1982 6

1983°

Total
Federal
Govern-

ment
expendi-

tures

18.7

19.5

21.5

23.4

24.0

22.9

Federal
Govern-

ment
consump-

tion1

7.5

7.6

6.2

6.1

6.4

5.9

Federal
Govern-

ment
transfer

pay-
ments 2

3.8

5.2

8.4

9.8

10.1

9.6

Federal Government
investment 3

Defense

4.6

2.7

1.3

1.3

1.4

1.7

Non-
defense

0.2

.3

.3

.3

.3

.2

Other
Federal

expendi-
tures 4

2.6

3.7

5.3

5.9

5.8

5.5

1 Purchases of goods and services except durables and structures.
2 Includes transfers to foreigners.
"Purchases of durables and structures. The allocation between defense and nondefense was estimated for years before 1972 by

Council of Economic Advisers.
4 Primarily interest payments and grants to State and local governments,
5 Preliminary.
6 Estimated by Council of Economic Advisers.

Note.—Based on data from the national income and product accounts (NIPA). Expenditures by the Federal Government include off-
budget items such as the Postal Service and the Federal Financing Bank as well as regularly budgeted expenditures.

Sources: Department of Commerce {Bureau of Economic Analysis), Office of Management and Budget, and Council of
Economic Advisers.

Despite these limitations, the statistics in Table 4-1 are a useful
summary of changes in Federal spending in these categories in recent
years and how these categories are likely to change under the Admin-
istration's current budget plans. Total Federal spending (on a nation-
al income accounts basis) as a percent of GNP rose nearly 3 percent-
age points between the 1950s and the 1970s. The category with the
largest growth was Federal transfer payments. Most of the increase
there—77 percent—represented expansion of the social security
system (discussed later in this chapter). This increase in transfers was
partially offset by a drop in Federal consumption as a share of GNP.
Measured Federal expenditures on investment goods have fallen sub-
stantially, largely because less of the Nation's output in the 1970s
was spent on defense hardware than in the earlier postwar decades.
The Administration's budget plans for fiscal 1983 envision a reversal
in the trend of transfer payments rising as a share of GNP. Federal
consumption expenditures should resume their decline as a share of
GNP, Government spending classified here as investment will in-
crease in relative importance primarily because of rising defense out-
lays.
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REALLOCATION OF BUDGET PRIORITIES

A substantial shift in the composition of the budget has accompa-
nied the expansion of the Federal role in the economy since 1960.
Table 4-2 shows how the priorities of the Federal Government have
evolved over the last 20 years and how this Administration intends to
restructure them.

TABLE 4-2.—Composition of Federal unified budget outlays, selected fiscal years-, 1960-87

[Percent]

Item

Defense3

Payments for individuals4

Retirement4

Unemployment
Medical care
Food, nutrition, and public assistance
Other . . . .

Interest

Other3

international, justice, general government.
Energy, natural resources, environment.
Agriculture
Commerce and community development,. . .
Transportation
Education and training
General fiscal assistance
Other, net of offsetting receipts

Addendum:

Grants to State and local governments.- Total

Not for individuals

Fiscal years

1960

48.2

26.4

17.0
3.0
1.2
3.9
1.5

9.0

16.2

4.7
2.2
2.8
2.0
4.4
1.0
.2

-1.1

7.6

4.9

1965

38.9

28.4

19.6
2.4
1.5
4.2
.8

8.7

23.9

6.0
2.7
3.3
1.9
4.9
1.8

3.1

9.2

5.9

1970

38.7

33.7

20.4
1.7
6.3
3.8
1.5

9.4

19.9

3.6
2.1
2.6
2.3
3.6
4.2

.3
1.2

12.3

7.7

1975

24.5

48.3

26,7
4.2
8.3
5.9
3.2

9.5

17.7

4.0
2.9

.5
2.9
3.2
4.4
2.2

-2.4

15.4

10.1

1980

21.5

49.1

27.1
3.1

10.1
5.9
2.8

11.2

18.2

3.4
3.5

.8
3.1
3.6
4.5
1.5

-2.2

15.9

10.0

1981 l

22.2

50.2

28.1
3.3

10.5
5.4
3.0

12,6

15.0

3.1
3,6

.8
2.7
3.5
3.8
1.0

-3.7

14.4

8.3

1982 2

23.8

50.5

28.4
4.0

10.7
4.9
2.5

13.7

12.0

2.9
2.6
1.2
2.2
2.9
3.0

.9
-3.6

12.6

6.8

1983 2

27.0

50.5

29.2
3.7

11.0
4.1
2.5

14.9

7.6

2.9
1.9
.6

1.5
2.5
1.8
1.0

-4.6

10.7

5.8

19872

35.4

49.0

29.7
2.0

12.0
3.4
1.9

11.9

3.7

2.2
1.1
.3
.9

2.0
1.4
.8

-4.8

8.9

4.1

1 Preliminary.
2 Estimated by Council of Economic Advisers.
3 Excludes military retirement.
4 Includes military retirement.
s Includes grants to State and local governments other than payments for individuals.

Note.—Detail may not add to 100 percent due to rounding.

Sources: Office of Management and Budget and Council of Economic Advisers.

The most notable change over this period was the substantial re-
duction in the share of the budget going to national defense, from
nearly one-half to less than one-quarter. While the defense share was
falling, transfer payments to individuals were growing. In 1960 trans-
fer payments absorbed about one-quarter of the budget, whereas by
1981 they accounted for one-half. Most of this growth came in two
types of programs: (1) retirement programs, principally social secu-
rity, but also outlays for military and civil service pensions, and (2)
the medical assistance programs of medicare for the elderly and med-
icaid for the poor. (A section of Chapter 6 examines factors contrib-
uting to medical cost increases.) The third notable shift in the com-
position of the budget was the greater fraction of Federal revenues
transferred to State and local governments through such programs as
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general revenue sharing. (In Table 4-2, grants to State and local gov-
ernments are included with direct Federal spending in each of the
functional categories.)

This Administration has a different set of spending priorities than
those reflected in the budgets of the recent past. This difference is
expressed in the following guidelines used in developing the Admin-
istration's plans for restraining the growth of Federal spending:

• Strengthen the national defense.
• Maintain the integrity of social insurance programs while reform-

ing entitlement programs to ensure that they serve those in
greatest need.

• Reduce subsidies to middle- and upper-income groups,
• Apply sound economic criteria to programs where subsidies are

justified.
• Recover costs that can clearly be allocated to users of services

provided by Federal programs.
• Strengthen the Federal structure of government.
• Reduce the Federal role in allocating credit by restraining on-

and off-budget credit activities.

The Administration's estimate of 1987 budget outlays reflects
these guidelines, which are consistent with the role for the Federal
Government described in Chapter 2. Despite the substantial changes
accomplished in the budget for fiscal 1982, reforming the budget
cannot be achieved in a year or two. The difference in priorities can
best be seen by comparing the Administration's projections for fiscal
1987 with the budget that ended September 30, 1981.

As Table 4-2 indicates, the Administration intends to raise signifi-
cantly the share of the budget spent on defense, from 22.2 percent of
total outlays in 1981 to 35.4 percent in 1987. Funding for retirement
programs will increase as a share of the budget while other payments to
individuals are being reduced. An example of a program in this latter
category is trade adjustment assistance, which has provided more gen-
erous unemployment benefits to workers who may have been displaced
by foreign competition than to other unemployed workers. Increases
in the share of the budget going to retirement programs and decreases
in the share of other transfer programs will mean that total payments
for individuals will account for approximately the same fraction of
Federal spending in 1987 as in 1981.

The reordering of Federal priorities raises a number of issues that
warrant special attention. First, what will be the economic effects of
the large increase in defense spending? Second, what caused the sub-
stantial expansion in retirement programs, and what issues should be
addressed for the future? Third, what advantages can be expected
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from reallocating responsibilities between the Federal Government
and the State and local governments? Finally, how will changes in
Federal credit activity affect the economy?

DEFENSE

Real military spending is expected to grow 9 percent annually be-
tween 1981 and 1987. Over that period, military spending (including
military retirement) will rise from 5.6 percent to 7.8 percent of GNP,
and from 25 percent to 37 percent of total Federal spending. As is
clear from Chart 4-1, such an increase would not even restore defense
spending to its pre-Vietnam share of GNP. Although the military's
shares of national output and Federal spending will not be as high as
in the early 1960s, the buildup will be a sharp reversal of the trend
of the last decade. As a result, some concern has been expressed
about whether this increase could adversely affect the economy. Any
economic effects, however, must be assessed in the context of the
overriding need for maintaining the level of defense spending neces-
sary for national security.

Chart 4-1

Defense Outlays as Percent of GNP

r/i M I I I 1 I I I I I I I I I 1 I I I I I I I I I I I I I I I ( I I I 1 I r
1950 1955 1960 1965 1970 1975 1980 1985

FISCAL YEARS

SOURCES: DEPARTMENT OF COMMERCE, OFFICE OF MANAGEMENT AND BUDGET,
AND COUNCIL OF ECONOMIC ADVISERS
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The concern over the economic impact of defense spending has
probably been overstated. The U.S. economy as a whole should be
able to accommodate the projected expansion in defense spending
without experiencing an increase in the general inflation rate. Mone-
tary and budget policies can offset the impact of a large increase in
government spending for national security, although unusual growth
in any spending category, military or civilian, makes the goal of over-
all restraint that much more difficult to achieve. Moreover, the econ-
omy currently has ample slack to accommodate the beginning of a
major expansion in defense work.

As the economy emerges from the current recession, however,
growth in the defense program will compete with expanding de-
mands in the private sector. As the Administration's economic recov-
ery program begins to take full effect, private demand for producer
durables should rise significantly. Expenditures for defense also will be
concentrated in the durables sector. Real purchases of defense dura-
bles (research and development and procurement of major weapon
systems) will grow at an estimated rate of 16 percent annually between
1981 and 1987. This exceeds the 14 percent annual rate of increase
that occurred during the 3 peak years of the Vietnam buildup. The
current defense buildup thus will add to pressures on the durable
manufacturing sector in these years.

Although it is difficult to predict which industrial markets will be
especially affected, three results of the defense buildup can be antici-
pated. First, the substantial transfer of resources in the durables
sector to defense production may increase relative prices in at least
some of the affected industries. Both the Department of Defense
(DOD) and private purchasers may have to pay more for goods from
these industries. Second, increased demand may produce delays in
the delivery of military goods. Delivery timetables that seem realistic
today may in some cases become obsolete as producers try to accom-
modate the defense buildup and vigorous expansion in civilian in-
vestment at the same time. A third effect may be some temporary
crowding out of private investment. Defense procurement and associ-
ated production equipment use many of the same physical resources
needed for private investment in civilian producer durables. Some
private firms may turn to foreign sources for materials while others
may cancel or postpone plans for expansion.

The Department of Defense is attempting to minimize the poten-
tially adverse economic effects of the defense buildup through long-
term planning, better management of defense contracts, and the de-
velopment of more comprehensive cost estimates. This long-term
planning will help defense industries increase their capacity in antici-
pation of new orders. The department's plans to place greater reli-
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ance on multiyear contracts will also help defense contractors oper-
ate more efficiently, especially by providing incentives to increase ca-
pacity and to plan optimal production rates.

In the private sector, competition tends to prevent inefficient pro-
ducers from passing their higher costs on to consumers. In the de-
fense sector the function of encouraging efficiency is largely per-
formed by DOD analysts of contract negotiations and administration.
Their jobs are always difficult because of unanticipated problems in
developing high technology equipment, lack of competition among
suppliers, and a history of erratic fluctuations in defense procure-
ment levels. The defense buildup will therefore increase the chal-
lenge to DOD administrators. Careful planning, tight management,
and accurate cost estimates can reduce the adverse consequences of
the buildup, but some problems may arise.

Economic Impact of Increased Military Manpower

Over the next 5 years the armed services plan to increase their
active duty forces by 9 to 10 percent. Quality standards for recruits
are also scheduled to rise. Declining unemployment rates and a re-
duction in the available manpower pool because of the decline in the
recruiting-age population will make these goals difficult to achieve
and will increase pressure to shift the costs of achieving them from
taxpayers onto the young—that is, by reinstituting the draft.

As the Administration's economic recovery program begins to take
effect, increases in the number of civilian jobs will make it harder for
the military to attract personnel. The problem of attracting first-time
recruits is likely to be especially serious. Between 1980 and the end
of the decade the number of 18-year-old males will fall by 19 per-
cent, from 2.1 million to 1.7 million, with the bulk of that decline oc-
curring before 1985. Thus, the armed services will need to attract a
considerably higher percentage of high school graduates than it does
today. Although a considerably smaller U.S. population supported a
somewhat larger military throughout the 1950s, the United States
had a draft in those years.

Just as the potential supply of recruits will be diminishing, the
demand—especially for high-quality recruits—will be rising. Without
the right combination of incentives, the costs of military compensa-
tion may rise sharply while a shortage of recruits may create pres-
sures for a return to a peacetime draft. To prevent such problems,
bonuses for recruits in certain areas and for experienced military per-
sonnel with special skills may have to be raised.

Resumption of the draft would bring about an increase in force
levels at substantially lower budget outlays. However, the real costs
to the economy would not disappear; they would simply be moved
out of DOD's budget and onto the draftees, and the costs would
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probably rise in the process. The output that the draftees would have
produced as members of the civilian work force would be lost in any
case.

SOCIAL SECURITY

Over the past 20 years, 29 percent of the growth in Federal spend-
ing has been due to increases in retirement programs, with most of
the growth occurring in the social security program. Over the next 5
years the retirement portion of social security will rise nearly 50 per-
cent faster than the total Federal budget. Because of the large frac-
tion of Federal resources devoted to the social security program, its
rapid growth, and the program's importance to so many Americans,
it is useful to understand the causes of its growth and the problems
that may occur in the future.

Three major factors apart from inflation have contributed to the
growth in social security retirement expenditures over the past two
decades, First, there are 9 million more people 65 or over today than
there were 20 years ago, an increase of 54 percent. Second, social
security eligibility has been broadened steadily since the system
began in the 1930s. In 1960, 66 percent of the elderly received social
security benefits, compared to 93 percent in 1980. Furthermore, the
number of people between 62 and 65 who received retirement bene-
fits more than tripled between 1960 and 1980.

Third, the level of social security benefits, after adjusting for infla-
tion, has also risen substantially. The average real benefit paid to a
retired worker was $191 a month in 1960 (in 1980 dollars) and $341
in 1980. In part, this increase reflects growth in the real wages that
the average worker earns over a lifetime and therefore in 4:he retire-
ment benefit for which the worker is eligible. The growth in eligibil-
ity for survivor and dependent benefits, and their levels, has also
been substantial. Much of this liberalization in benefits came in the
late 1960s and early 1970s when the Congress, faced with projected
and growing surpluses in the social security trust funds, chose to
raise benefits. In 1972 the Congress sought to index benefits to
inflation, in part to discourage discretionary increases that had been
raising benefits faster than inflation. However, the Congress effectively
"double-indexed" them through a technical flaw in the indexing
procedure. As a result, nominal social security benefits continued to
rise faster than consumer prices. Congressional action in 1977 correct-
ed the technical problem but did not return real individual benefits to
their 1972 level.

Expansion of the social security system has substantially improved
the lot of the elderly poor. The system has been a major factor in
reducing both the percentage and the absolute number among the
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elderly with incomes below the official poverty line. In 1959, 35.2
percent of individuals age 65 and over were classified as poor, com-
pared to 22.4 percent of the total population. There was a substantial
decline in poverty during the 1960s, so that by 1970, 24.5 percent of
the elderly and 12.6 percent of the rest of the population had meas-
ured incomes below the poverty line. During the 1970s the percent-
age of those classified as poor among the general population stopped
declining but continued to decline for the elderly. Thus, by 1980
only 15.7 percent of those 65 and over were formally considered to
be living in poverty, compared to 13.0 percent of the rest of the pop-
ulation. In addition to reducing poverty among the elderly, the in-
dexing of social security benefits in 1972 assured them that inflation
would not erode at least that part of their incomes.

The social security system now faces serious problems, however,
both in the short run and in the long run. The short-run problem is
that the Old-Age and Survivors Insurance Trust Fund is in danger of
running out of money. Because of high unemployment and slow
growth in earnings, relative to the consumer price index by which
benefits are automatically adjusted, trust fund receipts have not kept
pace with the rise in outlays required by indexing. In 1981 the Con-
gress authorized borrowing among the Old-Age Survivors Insurance,
Disability Insurance and Hospital Insurance Trust Funds. This action
will ease the short-run problem, which is expected to disappear as eco-
nomic growth resumes and inflation subsides.

The long-term problem in the social security system arises from
the fact that the baby-boom generation will begin to reach retirement
age around the year 2010. The ratio of the working-age population
(20 to 64) to the elderly (65 and over) will fall from 5.1 today to 4.7
in 2005, and to 3.0 in 2030. After the turn of the century, contribu-
tors will not be able to support beneficiaries at today's retirement
age, replacement rates, and payroll tax rates. Because of this shift in
age distribution, today's young workers are unlikely to receive the
same rate of return on their contributions to social security that their
parents received. Thus, some combination of an increase in the re-
tirement age, a decrease in benefits relative to prior earnings, and an
increase in contribution rates will almost certainly be necessary in the
long run. The President has established a National Commission on
Social Security Reform to examine the problems and propose solu-
tions to both the short-run and long-run problems by January 1983.

Indexing in General

The practice of adjusting benefits automatically for inflation raises
a set of issues that applies to all indexed Federal programs. Current-
ly, 30 percent of Federal outlays rise automatically with inflation. In-
dexing benefit payments to inflation has been intended to preserve
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the real purchasing power of benefits—to serve as a kind of insur-
ance against inflation. Experience with indexing has revealed prob-
lems, however.

One problem is the accuracy of the consumer price index (CPI) as
a measure of inflation. In recent years at least, the method of com-
puting the CPI has caused it to overstate increases in the cost of
living. In October 1981 the Bureau of Labor Statistics announced its
intention to correct these technical deficiencies. The correction will
first affect Federal outlays in fiscal 1985. The cumulative effect of
mismeasurement may have increased the real level of benefits paid by
as much as $10 billion in 1981 alone. These same measurement
problems should have the opposite effect over the next few years,
however, as interest rates come down.

There are more fundamental problems with indexing. Since a con-
tinuous inflation is caused by excessive money growth, all incomes
tend to rise proportionally, so that increases in other incomes tend to
keep pace with indexed benefits. However, when supply shocks, such
as the Organization of Petroleum Exporting Countries (OPEC) oil
price increases of the 1970s, cause changes in the price level, wage
incomes typically do not keep pace with inflation. In such circum-
stances, recipients of indexed benefits have an advantage, since most
taxpayers who pay for the benefits have no such protection for their
incomes. Several proposals have suggested that, when real wages fall,
it would be more equitable to adjust benefit payments only by the
amount of increases in wages. Automatic increases in benefit pay-
ments also give recipients an advantage in times of budget stringen-
cy, when the real levels of other programs are being reduced.

STRENGTHENING THE FEDERAL SYSTEM

A central feature of the Administration's budget policies is a com-
mitment to strengthening the concept and the practical application of
federalism. The goal is a system that includes an effective central
government interacting with effective and responsive State govern-
ments. As the Federal Government has extended its involvement in
the economy in recent years, it has tended to reduce the autonomy of
State governments and to centralize the responsibility for a number
of social, economic, and regulatory programs. In the Administration's
view, the result has made the entire public sector less effective and
less efficient.

There are four major reasons for seeking to create a stronger and
more balanced Federal system. First, such a system would encourage
diversity among State and local governments. The diversity that
exists among communities and regions requires a structure of gov-
ernment that recognizes the differences in circumstances, prefer-
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ences, and demands for public services. Many services that are appro-
priately provided by the public sector generate benefits sufficiently
limited geographically that they are properly the responsibility of
State or local governments. This permits the individuals who will
benefit from and pay for a given service to decide whether it should
be provided and if so, in what quantity.

That diversity also permits a "portfolio" approach to solving prob-
lems that are common to many communities, in that a single ap-
proach—the Federal Government's approach—is not the only
method that can be tried. As different jurisdictions choose different
strategies for handling similar problems, the chances of finding supe-
rior solutions increases. This portfolio approach means that some
methods will fail, possibly more severely than the single method that
the national government would have chosen. But each jurisdiction
can learn from the experience of others, and the portfolio approach
should help the public sector function more effectively.

A second reason for strengthening the Federal system is to make
the public sector more accountable for its actions. Accountability
comes from matching the responsibility for providing services with
the resources for financing them. It can be argued that voters can see
more clearly at the State and local levels of government the connec-
tion between their tax bills and the use to which government funds
are put. Greater accountability would make for a more informed bal-
ancing of the costs and benefits of public spending and, again, a
more efficient allocation of resources.

The current array of Federal programs reflects some desire for
both greater accountability and diversity. Revenue sharing is an ex-
ample of a Federal attempt to promote diversity with Federal tax dol-
lars by distributing Federal funds to local governments (and formerly
to State governments too) to use essentially as they wish. Although
such a strategy may achieve substantial diversity, it lacks accountabil-
ity. Local officials who run revenue sharing programs do not have to
answer at the next election to the taxpayers who pay for the pro-
grams. Block grants suffer from some of the same failings.

The usual Federal solution to accountability has been through reg-
ulation that by its nature effectively limits diversity. Even where sev-
eral levels of government are involved in operating a program—such
as medicaid—diversity is often hindered by the need for accountabil-
ity. This need has been used to justify the imposition of many com-
plex and burdensome regulations, and thereby administrative costs,
on lower levels of government. Thus a third reason for the Adminis-
tration's commitment to federalism is to reduce some of the adminis-
trative burdens that Washington now places on State and local gov-
ernments participating in Federal programs.
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Finally, a heightened role for State and local governments is con-
sistent with the Administration's shift in Federal budget priorities
toward clearly national needs, such as defense. In a time of budget
restraint at the Federal level, State and local government may well
want to assume responsibility for some of the activities that can no
longer be financed by the Federal budget.

The consolidation of a number of categorical grant programs into
block grant programs in the fiscal 1982 budget was the first in a
series of steps toward revising the role of the central government in
the Federal system. The Administration is proposing further consoli-
dations of categorical programs in the 1983 budget. A more historic
step toward strengthening the Federal system is the Administration's
proposal to turn back the excise tax base to the States and to pro-
duce a clearer division of labor between the States and Washington.
Beginning in 1984, for example, the States would become responsi-
ble for the major income-based transfer programs for able-bodied
residents, while the Federal Government would assume full responsi-
bility for medicaid, the major program of medical assistance to the
poor.

One reason for this revised division of labor is a basic tenet of
the Administration that income redistribution is not a compelling jus-
tification in the 1980s for Federal taxing and spending programs. It
is the Administration's view that the Federal Government can do
more to provide lasting assistance to the disadvantaged by assuring
strong and less inflationary economic growth than through income
transfer programs.

FEDERAL CREDIT ACTIVITY

Although Federal credit programs, unlike direct Federal purchases
of goods and services, do not take resources out of the private sector
of the economy, they do redirect the allocation of resources within
the private sector. In some instances this redirection can improve the
efficiency of the economy if the private market fails to realize the full
range of benefits that would result from extending particular types of
credit. Otherwise, however, Federal credit programs provide funds
for projects that bring a lower rate of return than if those funds had
been lent by the private sector, thereby reducing the overall efficien-
cy of the economy. In addition, many Federal credit activities add to
the Treasury's borrowing requirements.

Three types of Federal and federally assisted loan programs have
proliferated in recent years. First, there are direct loans by both on-
budget and off-budget agencies, which amounted to an estimated
$26.1 billion in net lending in 1981. Direct lending activity includes
credit extensions by such agencies as the Export-Import Bank and
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the Small Business Administration. These loans must be financed by
Treasury borrowing from the public if tax receipts are not sufficient
to cover them. At one time the unified budget deficit reflected the out-
lays of most of these direct Federal lending programs, but in recent years
borrowing to supply the loan programs of off-budget Federal entities
has increased dramatically. Most of this borrowing has been under-
taken through the Federal Financing Bank which in turn receives its
funds from Treasury borrowing. The Farmers Home Administration
and the Rural Electrification Administration originate the bulk of the
off-budget direct loans.

The effects of direct Federal loan programs on the national alloca-
tion of credit depend upon the degree of subsidy involved. When a
loan is subsidized, it is equivalent to providing the loan at market rates
and giving borrowers a cash grant equal to the present value of the
subsidy. The Office of Management and Budget estimates a $14.5
billion present value of subsidy on $57.2 billion in new obligations for
direct Federal loans in 1981.

The second major type of federally related lending activity consists of
loans for which the Federal Government (wholly or partly) guaran-
tees or insures the payment of loan principal or interest. The interest
rate on guaranteed loans is below market rates because Federal par-
ticipation removes any default risk and because the government prom-
ises to pay a share of the interest in some cases. The oldest and best
known examples are FHA-insured and VA-guaranteed mortgages.
However, in recent years Federal guarantees and insurance have in-
creasingly been used outside the housing sector. Net guaranteed and
insured loans amounted to $28.0 billion in 1981. The Office of
Management and Budget has estimated a $4.3 billion present value of
subsidy on $7.8 billion of the most heavily subsidized new guaranteed
and insured loan obligations.

The third major type of loan activity is the lending generated by
government-sponsored but privately owned enterprises, including the
farm credit system, the Federal Home Loan Bank system, the Feder-
al National Mortgage Association, and the Federal Home Loan Mort-
gage Corporation. Like federally owned corporations, these spon-
sored enterprises channel credit to certain sectors of the economy,
primarily through purchases of loans in the private sector. In 1981,
borrowing by federally sponsored agencies amounted to $34.8 billion.

Loans by government-sponsored institutions typically provide a
smaller subsidy to borrowers than either direct Federal loans or guar-
anteed loans. The subsidy in the former type of loan is created by
the ability to sell the obligations of sponsored agencies at interest
rates only slightly above the rates on comparable U.S. Treasury
issues. In the area of housing it has been estimated that for every $1
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billion infusion of mortgage credit by sponsored agencies, the stock
of home mortgages has increased* by only $150 million, indicating a
relatively smaller subsidy. The addition to the stock of home mort-
gages is much smaller than the amount of debt issued by the sponsored
agencies largely because their debt issues draw funds away from thrift
institutions.

As shown in Table 4-3, the importance of Federal credit programs
has greatly increased in recent years. Government redirection of part
of the Nation's credit resources has added to the financing costs borne
by private borrowers who do not receive Federal credit assistance.

TABLE. 4.3—Federal and federally assisted credit program, fiscal years 1970-81
[Billions of dollars, except as noted]

Item

Total funds raised in U.S. credit ma

Total Federal credit activity

Direct loans
Guaranteed loans
Government-sponsored loans....

Total Federal credit activity as percc

rkets

nt of total funds raised (percent)

Fiscal years

1970=
74 1

156.9

22,0

2.6
14.4
5.0

14.0

1975-
79 l

309.4

42.6

14.9
14.8
12.9

13.8

1980

344.7

79.9

24.2
31.6
24.1

23.2

1981

361.0

86.5

26.1
28.0
32.4

24.0

Sources: Board of Governors of the Federal Reserve System and Office of Management and Budget (OMB).

This, in turn, leads to reduced demand for credit by unassisted bor-
rowers. Increasingly, therefore, political judgments, rather than mar-
ketplace judgments, have been responsible for allocating the supply of
credit. As the discipline of the marketplace is replaced by the political
process, less efficient economic activities are financed, and productivity
in the economy declines.

The Administration is committed to reducing Federal credit pro-
grams. A plan for reducing new Federal loan guarantee commit-
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ments by $20.3 billion for the 1982 fiscal year is already in place.
Further actions are being proposed to reduce Federal and federally
assisted credit commitments in fiscal 1983 and 1984. In addition, the
Administration strongly supports efforts to formalize a Federal credit
budget and to incorporate it into the budget process.

FEDERAL DEFICITS IN PERSPECTIVE

The President and the Congress together determine the annual
level of government spending and tax rates. These decisions, when
carried out in the context of prevailing economic conditions, deter-
mine the size of the Federal budget deficit. The deficit cannot be
known in advance; it can only be projected using assumptions about
the future course of the economy. During the last year, better-than-
expected progress on inflation has reduced taxable income, slowing
the growth of revenues below earlier projections. The recession has
temporarily slowed the growth of the tax base while increasing out-
lays for employment-related programs. In addition, the projected de-
cline in inflation increases the projected deficit because the associat-
ed reduction in revenue growth precedes the later reduction in
spending growth, largely as a result of the indexing of government
programs.

All these factors together have contributed to projected deficits.
Thus, the fiscal 1983 Budget projects the unified Federal deficit at
$98.6 billion in fiscal 1982, $91.5 billion in 1983, and $82.9 billion
in 1984.

WHY DEFICITS MATTER

The Administration is strongly committed to reducing the projected
deficits in the years ahead. A variety of economic reasons, as well as
considerations of practical policymaking, make deficits a cause for
continuing concern. In particular, the magnitude of the projected
deficits demands attention to their current and prospective economic
impacts.

Financing a budget deficit may draw on private saving and foreign
capital inflows that otherwise would be available to the private sector.
The Federal Government's demand for funds is insensitive to
changes in interest rates—that is, the Treasury will raise the funds
that it requires regardless of interest rates. Weak and marginal bor-
rowers may be "rationed" out of the market by higher interest rates
unless saving flows are adequate.

The impact of a specific deficit will vary, however, depending on
the conditions that lead to it. For example, during a recession—as
now exists—the borrowing requirements of business and consumers
tend to be relatively small. At such a time a given deficit can be fi-
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nanced with less pressure on interest rates than during a period of
growth, when business and consumer demands for credit are increas-
ing. This is why it is important for the government to reduce the
budget deficit in fiscal 1983 and beyond, a period of anticipated
rapid economic growth when private investment demands are expect-
ed to rise substantially.

The impact of a deficit of a given size will also depend on the
extent of private saving in the economy. An economy with a higher
saving rate can absorb the demands of public sector borrowing more
easily than one with lower saving and still accommodate the needs of
private borrowers. Much of the Administration's tax program is de-
signed to increase the private saving of the Nation. As a conse-
quence, both public and private borrowing will be accommodated
more easily.

A higher volume of Federal borrowing to finance deficits makes
the task of the Federal Reserve System more difficult when it is fol-
lowing a policy of monetary restraint. However, maintenance of mon-
etary restraint is a key part of the Administration's program and
hence the potentially inflationary effects of monetizing the Federal
deficit will not be realized.

Continued budget deficits may generate uncertainty about the abil-
ity of government to control spending. Any increases in interest rates
which reflect this uncertainty, in turn, will tend to increase further
the size of the deficit. In contrast, the maintenance of a long-term
policy to reduce the size of budget deficits—the policy of the Admin-
istration—will tend to counterbalance the pressures for further in-
creases in government spending.

MEASURING THE DEFICIT

It is important to recognize that there are several measures of the
deficit. The unified deficit, the figure generally cited as "the deficit,"
includes only the deficit arising from on-budget expenditures. But
the Federal Government borrows to finance off-budget activities as
well. Including off-budget activities, the Federal deficit for fiscal 1985
is projected to be $107 billion.

Of course, the Federal Government constitutes only one part of
the public sector; State and local budgets affect the economy in a
fashion similar to the Federal budget. Given the large transfers of
federally raised funds to State and local budgets, Federal, State, and
local deficits should be considered jointly. Because the other levels of
government have been accumulating funds to meet employee pen-
sion obligations, their budgets tend to be in current surplus (al-
though some States and localities are generating unfunded liabilities
for future retirement payments). In calendar year 1981, when the
Federal Government reported a total deficit of $62 billion (on the
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national income and product accounts basis), the State and local sector
showed a surplus of $37 billion. A broader perspective on the Federal
debt is contained in the appendix to this chapter.

Regardless of how inclusive the definition of the deficit, it is not
only the annual deficit that affects the economy but also the trend in
deficits over the business cycle and beyond. Because of the structure
of certain spending and tax programs, deficits tend to vary inversely
with the economy. To some extent, deficits that are generated when
the economy is weak can be made up when the economy is strong. It
is the trend of deficits that serves as an indicator of fiscal discipline.

The relative size of the deficit is far more important than the dollar
magnitude. To the extent that deficits affect the economy, the effects
of a given deficit will be relatively small in a large economy and large
in a small economy. From an historical perspective, the projected
budget deficits for fiscal years 1982-1984 are clearly substantial,
yet they are not unprecedented when measured against the size of
the economy. In recent years only the fiscal 1976 deficit was larger,
as a share of GNP, than the projected deficit for fiscal 1982, as Table
4-4 indicates. However, the ratio is projected to decline fairly rapidly
so that by 1985 the deficit, relative to GNP, will be below the average
for the decade of the 1970s.

In view of concern over the current projections of a large deficit
during economic recovery in 1982, it is worth noting that the 1976
deficit also occurred during a period of economic recovery. In the
four quarters ending in June 1976, nominal GNP rose 12 percent,
real output gained 6 percent, and interest rates were essentially un-
changed.

AN ANALYSIS OF DEFICITS AND DEBT FINANCING

A given deficit is consistent with different levels of spending and
taxes. Even if economic conditions do not change, a deficit may in-
crease because spending is increased and tax rates are not increased
to yield the necessary added revenues, or because spending is un-
changed but tax rates are reduced, or because spending is reduced
but lower tax rates reduce revenues by a greater amount.

These three circumstances may yield the same deficit but have
quite different effects. The effects will depend on the timing, level,
and composition of government spending as well as the means used
to pay for that spending. The spending imposes a cost on the econo-
my by taking resources away from private use. As discussed earlier,
government spending may augment or it may substitute for private
spending. It will therefore alter decisions about private spending.
Each of the methods of financing spending imposes costs in addition
to the simple transfer of resources from the private sector to the
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TABLE 4-4.—-Total Federal budget and off-budget surplus or deficit and gross national product, fiscal
years 1958-87

[Amounts in billion of dollars]

Fiscal year

1958
1959

I960 . ...
1961
1962
1963
1964. .

1965
1966
1967
1968
1969 ...

1970 .. . . . .
1971
1972. ...
1973
1974

1975
1976 ..
1977
1978
1979

1980
1981
1982
1983
1984

1985
1986
1987

Total Federal budget and
off-budget surplus or

deftcit (-)

Amount

-2.9
-=12.9

.3
-3.4
-7.1
-4.8
-5.9

-1.6
= 3.8
=8,7

-25.2
3.2

=2.8
-23.0
-23.4
-14.9
-6.1

-^53.2
-73.7
-53.6
-59.2
-40.2

= 73.8
= 78.9

= 118.3
-107.2
-97.2

=82.8
-77.0
-62.5

As percent
of GNP

-0.7
-2.7

.1
= .7

-1.3

-7.0

= .2

— 11
-s!o

.4

= .3
-2.2
-2.1
-1.2
-.4

-3.6
-4,5
-2.9
-2,8
-1.7

-2.9
-2.8
-3.8
-3.1
-2.6

-2.0
-1.7
-1.3

1 Estimates.
Sources: Department of Commerce (Bureau of Economic Analysis), Department of the Treasury, Office of Management and

Budget, and Council of Economic Advisers,

public sector. The manner of financing, like the type of government
spending, will alter the incentives which determine private resource
allocation and hence may reduce economic efficiency.

If the government wants to pay for its spending on a current basis,
it can set tax rates so that revenues equal outlays. As discussed in
Chapter 5, however, the distorting effects of the tax system will reduce
total output, now and in the future. At recent marginal tax rates the
associated cost may be quite high.

If the government issues bonds instead of raising taxes, it must pay
interest on the added debt. Furthermore, government debt-creation
can impose added costs by absorbing private saving and hence reduc-
ing growth. Economic growth will not be reduced to the extent that
an increase in private saving offsets the decline in government saving
measured by growing Federal indebtedness. Private saving may in-
crease, for example, if households anticipate that their future taxes
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will increase and they respond by setting aside additional saving to
pay for the expected increase in tax liabilities. Since individuals*
saving also tends to be affected by what services they perceive they are
getting from the government, the composition of government spend-
ing associated with the deficit will play a key role in determining the
response of saving.

Distortions may also occur in the allocation of resources if the gov-
ernment chooses to finance deficits by adding excessively to the
monetary base. This burdens the economy with inflation in ways dis-
cussed in Chapter 3.

Whichever approach, or combination of approaches, the govern-
ment chooses to pay for its spending, it cannot avoid the reality that
government spending, while it may confer benefits on the economy,
also imposes costs. The choice among financing mechanisms de-
pends on which is the least-cost approach, or on which approach im-
poses the most appropriate patterns of costs on the economy over
time.

Evaluating these costs is not a simple matter. Since deficits affect
expectations about the future course of economic policies, only part
of the effect of a deficit is an immediate consequence of what the in-
creases in debt do to markets. Deficits also work indirectly through
the changes they produce in individual expectations and the resultant
changes in their behavior. Neither the direct effect nor the effect on
expectations is readily observable. In addition, analysts differ in their
views about the relative effects of different conditions on inflation,
investment, and economic growth. Unless these differences in opinion
are recognized, debates that ostensibly focus on the deficit often mask
broader, underlying debates on how the economy works.

Deficits and Inflation

As discussed in Chapter 3, it is now generally agreed that contin-
ued excessive growth in the money supply will cause sustained infla-
tion. Thus, deficits financed by money creation will have persistent
inflationary consequences.

Additional government debt might also raise the price level
through its impact on desired money balances. If the increased
supply of government bonds raises interest rates, households and
firms will respond by reducing their money balances and increasing
total nominal spending. This implies an increase in velocity. Unless the
monetary authorities offset the higher velocity by reducing the mone-
tary base, both the price level and output will rise in the short run,
although the mix of increases in the price level and in output is
indeterminate. To the extent workers and firms believe that
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deficits are inflationary, however, and bargain accordingly, the rela-
tive effects on the price level will be correspondingly larger.

The magnitude of the increase in aggregate demand that results
from added government debt will depend both on the responsiveness
of money demand to interest rates and on the size of the increase in
interest rates. For the former, empirical studies consistently show the
demand for money to be only weakly responsive to interest rates, so
that any given increase in interest rates will result in a relatively small
increase in nominal spending.

As to the size of the increase in interest rates resulting from
the added debt, the evidence is less clear cut. There are two forces
moderating any increase. First, market interest rates equate the
demand for financial assets with their supply. In any
given year, added debt represents only a small increment to the total
stock of government debt, and is also small by comparison with the
market value of other assets in the economy. Second, a higher inter-
est rate today means that saving is more attractive and current con-
sumption relatively less attractive. Thus, the effect of additional gov-
ernment debt on interest rates will tend to be moderated by an in-
crease in the flow of private saving attracted by the higher rates.

On the other hand, two factors may add to the increase in interest
rates. If participants in financial markets believe that deficits are
inflationary, long-term bond rates may include an additional inflation
premium in response to larger deficits. The incremental uncertainty
caused by deficits may also increase real interest rates. This results in
large measure from the past history of discretionary, countercyclical
policies. The prospect of large deficits contributed to uncertainty in
the financial markets in 1981 and may have raised market interest rates
to a higher level than they otherwise would have been.

If added debt does raise the price level through its effect on de-
sired money balances, this is not equivalent to continued inflation.
For the price level to increase in a sustained fashion, the annual in-
crements to government debt would have to grow continually at a
rate faster than the growth of the economy. Thus, deficits will be in-
flationary only if the monetary authorities monetize the debt or if the
added debt continually grows as a share of GNP. This is precisely
why the Administration is determined to reduce the budget deficit in
fiscal 1983 and beyond. The maintenance of monetary restraint will
ensure that deficits will not be monetized and that the potentially in-
flationary effects that might otherwise result from government bor-
rowing will not be realized.

Debt Financing, Crowding Out, and Growth

It has been argued that net government borrowing may preempt
credit that otherwise would have been used to finance private invest-
ment. Unless the supply of private saving expands to provide com-
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pletely for the increased government borrowing, thereby preventing
a rise in real interest rates, the additional government debt will tend
to deter some private investment. Some saving could also come from
abroad. If international credit flows respond sufficiently to only
slightly higher interest rates, significant crowding out of U.S. private
investment may be prevented.

When private saving rates are relatively high (perhaps because of a
tax system that fosters saving rather than consumption), a larger defi-
cit can be accommodated more easily than if saving rates are low. In
recent years, for example, Japan and a number of Western European
nations have experienced larger budget deficits (measured as a per-
cent of their Gross Domestic Product) than has the United States. As
a result of higher rates of saving, however, their ratios of private in-
vestment to GNP have also been higher. As discussed in Chapter 5, a
dominant thrust of the Economic Recovery Tax Act of 1981 is to
provide increased incentives to household and business saving.

Any current increase in government debt leaves future generations
facing either a higher tax bill or lower government services, or a
combination of the two, than would otherwise have prevailed. This
reduces their economic well-being in two ways. First, if current gen-
erations do not provide their successors with the resources to pay for
the accumulated debt, current deficits make future generations worse
off. But even if later generations inherit the additional resources to
meet the tax bill, the tax revenues are likely to be collected in ways
that distort their economic choices and impair the efficient operation
of their economy. There is, then a tradeoff between these later dis-
tortions and the distortions from taxing now. Again, a choice of the
less costly alternative must be made. In the case of government
spending in war time, for example, it has long been recognized that
the cost of taxing all at once may be significantly larger than the cost
of issuing debt and paying the debt with taxes spread over many
years.

THE DEFICIT AND POLITICS OF THE BUDGET

Perhaps the most damaging effects of deficits are not directly eco-
nomic but result from the political process. There are many advo-
cates for government spending because the beneficiaries of spending
have an interest in promoting it. At the same time, those who pay for
additional government spending through taxes have an interest in
holding taxes down. But the interests of future taxpayers are not well
represented in our political process. Deficit spending allows govern-
ment to be financed in a way that is almost invisible to the taxpayer,
and the pull and tug of the political process may result in more gov-
ernment spending than is generally desired. To counteract this tend-
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ency, many have argued that policymakers ought to follow a rule—
such as balancing the budget each year (that is, financing it only
through taxes) or limiting Federal revenues to a fixed percent of
GNP—to restrain the tendency toward excessive government spending.

Perhaps the most useful and practical of these rules is the simplest
rule: balance the budget. Even this needs to be seen as a long-run
rule, however, since the business cycle does cause variations that are
difficult to calculate and offset. Furthermore, a strategy of reducing
taxes in advance of spending cuts implies that it will take some time
to achieve the desired level of deficits. Enforcing a trend toward a
balanced budget would impose the fiscal discipline necessary to re-
strain the growth of government and send a message of governmen-
tal restraint to private individuals who can incorporate this essential
information into their planning.

In sum, government spending can never be costless. Although the
government can use direct taxes, debt finance, or money creation to
pay its bills, each imposes costs on the economy. The goal of fiscal
policy is to achieve the mix of financing that minimizes these costs.
Given the high cost of further direct taxes on capital and labor
income, and the high costs imposed on society by excessive expansion
of the monetary base, the Administration has chosen what it views at
this time as the least costly means of financing government spending.
But its current actions are an essential part of a long-term strategy of
reducing the scope of the Federal Government. To achieve this end,
the Administration will continue to enforce a trend toward a bal-
anced budget.

APPENDIX TO CHAPTER 4

A BROADER PERSPECTIVE ON THE FEDERAL DEBT

The Federal debt is the sum of past budget deficits—the cumula-
tive excess of past spending over past tax receipts. As discussed in
Chapter 4, increases in government debt can alter the Nation's rate
of capital formation as well as real interest rates. Deficits can also in-
fluence the distribution across generations of the burden of paying
for government spending.

This appendix discusses different measures of the Federal Govern-
ment's debt. The broadest measure first subtracts the government's
assets from its liabilities to determine the government's net liabilities.
It uses market prices rather than book values of those assets and
takes account of the erosion of the real value of the debt through in-
flation by measuring net liabilities in constant dollars rather than cur-
rent dollars. This measure of government debt also includes most of
the implicit liabilities of the social security system. Table 4-5 pre-
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sents estimates of these measures over time in constant (1980) dol-
lars.

In 1980 the book value of the financial liabilities of the U.S. Gov-
ernment and its' credit agencies equaled $1.046 trillion, of which ap-
proximately two-thirds was privately held. Because the book value
does not change as interest rates fluctuate, the market value is a
better measure of the claim on tax resources that would be needed to
pay off the outstanding debt. The market value in 1980 was $981 bil-
lion, $65 billion less than the gross book liability.

Although government debt increases when spending exceeds tax
revenues, some of that spending purchases assets that should be con-
sidered as well, To the extent that the government has marketable
assets—financial assets in particular, such as gold, U.S. Government
securities, and mortgages—these assets could be sold to finance its
expenditures and thus obviate (at least for a while) the need for
taxes. In 1980 the market value of the government's financial liabil-
ities less the market value of its financial assets equaled $450 billion.

Valuing tangible assets is particularly difficult. The conventional
approach is to value government buildings, highways, dams, etc., on
a depreciated cost basis, although this value may differ substantially
from the asset's value to the economy. Although certain tangible
assets may not be marketable, they provide a stream of services that
would otherwise have to be purchased through additional taxes. One
private estimate, presented in Table 4-5, values the government's
tangible assets—reproducible capital plus land—at $727 billion. This
estimate does not include the value of mineral resources on Federal
property. Mineral wealth is especially difficult to estimate since it can
change both with fluctuations in the prices of minerals and with new
information on the size of the mineral reserves. In light of these prob-
lems, estimates of the replacement cost of the government's net tangi-
ble assets should be viewed with caution.

Government debt issued by the Treasury means delaying taxation
to pay for government expenditures. The purchasers of official gov-
ernment debt are not adversely affected by these transactions, but
future generations may be if they have to reduce government services
or pay higher taxes to meet interest payments on the accumulated
debt. If crowding out also occurs future generations will have a
smaller capital stock with which to produce goods and services.

A similar delay in taxation occurs in the case of implicit debt asso-
ciated with the social security system and the civil service and military
retirement programs. The social security system is financed on a
"pay as you go" basis; the program collects money from younger
people to pay retirement and other benefits to older people and

103

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



other beneficiaries. Unlike other taxes, which reduce lifetime income,
some economists view social security "tax" contributions as pur-
chases of implicit government pledges of similar benefits in the
future. The contributions do not cover both current outlays and the
expected future benefits. In this manner the levying of taxes to cover
these future benefits is delayed. Hence, succeeding generations may
end up paying for these implicit shortfalls by receiving a lower rate

TABLE 4-5.—Illustrative measures of Federal Government's net liabilities, 1950-80

[Billions of 1980 dollars]

Year
Book value

of gross
financial

liabilities'

Market
value of

gross
financial

liabilities2

Market
value of net

financial
liabilities3

Replace-
ment value
of tangible

assets4

Value of
unfunded

social
security

retirement
liabilities3

Total net
liabilities
including

social
security

retirement
liabilities ®

1950 792
1951 750
1952 .. 758
1953 769
1954 767

1955 752
1956 718
1957 693
1958 710
1959 720

1960 710
1961 728
1962 739
1963 744
1964 752

1965 751
1966 754
1967 768
1968 776
1969 751

1970 760
1971 776
1972 785
1973 .. . 792
1974 782

1975 851
1976 921
1977 961
1978 1,004
1979 1,011

1980 1,046

797
743
753
769
769

742
696
689
688
686

704
715
733
731
740

730
738
740
744
702

746
773
773
771
763

842
933
949
963
962

981

650
582
590
605
616

581
542
535
540
525

536
539
546
535
537

520
516
521
512
464

491
514
506
465
416

511
581
587
552
456

450

372
370
414
474
523

549
565
550
549
536

535
537
546
558
567

571
570
579
583
592

584
578
580
600
621

613
622
647
676
706

727

240
358
611
702
829

1,054
1,029
1,055
1,238
1,298

1,310
1,240
1,288
1,326
1,322

1,421
1,492
1,356
1,673
1,576

2,012
2,366
2,504
3,086
3,405

3,629
3,749
4,018

PI

564
618
840
889
983

1,150
1,069
1,100
1,288
1,340

1,363
1,292
1,334
1,349
1,339

1,414
1,485
1,352
1,658
1,510

1,982
2,364
2,493
3,013
3,258

3,580
3,757
4,000

HI
0)

1 The sum of total liabilities of the U.S. Government and federally sponsored credit agencies as reported In the flow of funds
accounts of the Federal Reserve.2 Estimates of the market, value of liabilities of the U.S. Government and credit agencies prepared by Eisner and Pieper.3 Estimates by Eisner and Pieper of market value of financial liabilities less market value of financial assets held by the U.S.
Government and credit agencies.4 Estimates of the replacement value of tangible assets owned by the government prepared by Eisner and Pieper. Total
includes land as well as depreciable assets.s Estimate of unfunded social security retirement liabilities by Leimer and Lesnoy. This series assumes social security benefits
kept pace with income growth and uses the legislated social security taxes of the period. Social security unfunded retirement
liabilities equals the estimated present value of future retirement benefits less future taxes for the adult population less the
value of the OASI trust fund.11 Total net liabilities equals the market value of net financial liabilities plus the Leimer and Lesnoy estimated unfunded social
security liabilities less U.S. Government tangible assets plus the OASI trust fund.7 Not available.

Note.—Data converted to 1980 dollars using GNP implicit price deflator.

Sources: Department of Commerce (Bureau of Economic Analysis); Board of Governors of the Federal Reserve System; Robert
Eisner and Paul Pieper, "Government Net Worth: Assets, Liabilities and Revaluations" (1982); and Dean Leimer and Selig Lesnoy,
"Social Security and Private Saving: A Reexamination of the Time Series Evidence Using Alternative Social Security Wealth
Variables" (1980).
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of return on their contributions to social security than they would, on
average, have received on money invested elsewhere.

There are important differences, however, between implicit and ex-
plicit debt. These implicit promises to pay social security benefits are
not legal commitments; as a consequence, they have a different legal
standing from explicit forms of government debt. Social security
benefits can be, and have been, changed. Although the social security
system has become an enduring feature of U.S. society, and sizable
social security benefits will be paid to current generations when they
retire, the amount of those benefits cannot be predicted with certain-
ty. In addition, most individuals do not know precisely the retirement
benefits to which they would be entitled-under existing law. A given
amount of implicit liabilities is, therefore, likely to reduce
saving by a smaller amount than would the same amount of explicit
debt.

Social security and Federal employee retirement programs are not
the only implicit future liabilities that the Federal Government is
firmly committed to pay. The Department of the Treasury lists three
categories of financial commitments that are not fixed, legally bind-
ing liabilities: undelivered orders, long-term contracts, and contin-
gencies. These vary in the likelihood that they will become legal obli-
gations and in the time when they are apt to mature into liabilities.
The implicit -pension liabilities are by far the largest component in
any of these categories. Although there is no single correct way to
measure total implicit and explicit government liabilities, one reason-
able approach would be to separate other nonbinding commitments
from the unfunded social security and other pension liabilities be-
cause of their size and their possible effects on household saving.

The data presented in Table 4-5 are rough but reasonable illustra-
tions that are useful in examining trends and making general com-
parisons. Tangible assets are valued at replacement cost, since
market values are not available; the replacement costs of the govern-
ment's tangible assets, however, can vary substantially from their po-
tential market value, which is ultimately the measure of interest in
terms of the broader concept of debt described here. Estimates of
the unfunded implicit retirement liabilities are extremely sensitive to
assumptions concerning real interest rates, future birth, death, and
immigration rates, labor force participation rates, and benefit to
earnings ratios. The unofficial figures reported in Table 4-5 as esti-
mates of social security's unfunded retirement liabilities include
types of benefits that represent about two-thirds of total social security
unfunded liabilities.

While actuaries of the social security, civil service, and military re-
tirement systems have made recent estimates of their unfunded liabil-
ities that range from $3.5 to $6.5 trillion, depending on the interest rate
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assumed in the calculations, they have no historical data that could
be included in this table. The estimates in the table refer to unfund-
ed social security retirement liabilities associated with workers and
retirees currently in the social security system. These figures do not
include either expected future benefit payments to or future tax re-
ceipts from generations not yet in the system. Hence, these estimates
reflect a snapshot of the system at one point in time in order to
evaluate the current net claims against it, that is, the current trust
fund that would be necessary to fully fund the system.

The first two columns of Table 4-5 compare the government's
gross financial liabilities in 1980 dollars, measured at book and
market values, for the years 1950 through 1980. While the columns
are generally quite similar in many years, the difference in these
values has been growing recently.

Column 3 presents the market value, in constant 1980 dollars, of
the Federal Government's net financial liabilities. The government's
real financial debt in 1980 equaled $450 billion, having fallen fairly
steadily from $650 billion in 1950.

Simultaneous with this decline in real net financial debt has been
an increase in the value of the government's tangible assets, meas-
ured at replacement cost, from $372 billion in 1950 to $727 billion
in 1980.

While these components of the broader concept of government
debt suggest an improving fiscal position, the sixth column of Table
4-5 suggests that Federal debt, broadly defined, has increased enor-
mously over the past three decades. While the constant dollar market
value of financial liabilities only rose from $797 billion in 1950 to
$949 billion in 1977, unfunded social security retirement debt, ac-
cording to this estimate, rose from $240 billion in 1950 to over $4
trillion by 1977. In 1981, actuaries of the social security system offi-
cially estimated the system's total unfunded liabilities to be $5.9 tril-
lion.

Broadly defined, government debt is large relative to total house-
hold net worth, even when household net worth is also broadly de-
fined to include expected claims to future retirement benefits net of
future contributions to these retirement systems for individuals cur-
rently in social security. Table 4-6 presents the ratio of Federal Gov-
ernment total net liabilities to this broad measure of household
wealth. The ratio equaled 0.17 in 1950 and rose to 0.35 by 1977.
The table also presents the ratio of unfunded social security retire-
ment liabilities to the estimate of total Federal net liabilities. In 1950,
this ratio was less than one-half; by 1977 the unfunded social security
retirement liabilities represented almost all of total Federal Govern-
ment net liabilities.
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TABLE 4-6.—Comparisons of total measured Federal Government's indebtedness, unfunded social
security retirement liabilities, and household wealth, 1950-77

[Ratio]

Year

1950. .
1951
1952
1953
1954

1955
1956
1957
1958
1959

1960
1961
1962
1963
1964

1965
1966. .
1967
1968
1969

1970
1971 . . . .
1972 .
1973
1974

1975. ...
1976
1977

Ratio of Federal
Government's total net

liabilities (including
social security

retirement liabilities) to
household wealth

0.166
.172
212

.217
218

231
.210
.219
.230
231

.234

.211
220

.212

.202

.201

.210

.183

.203
193

.241

.267

.265

.304

.326

.344
342
350

Ratio of unfunded social
security retirement

liabilities to total net
liabilities

0.426
.579
.727
.790
.843

.917

.962

.959

.961

.969

.961

.959

.965

.983

.988

1.005
1.005
1.002
1.009
1.044

1.015
1.001
1.005
1.024
1.045

1.014
.998

1005

Note.—Federal Government's total net liabilities equals the market value of net financial liabilities plus estimated unfunded
social security retirement liabilities less U.S. Government tangible assets plus the OASI trust fund. Tangible assets are valued at
replacement cost. Net financial liabilities are valued at market prices. These estimates include liabilities of the U.S. Treasury
held by the OASI.

Unfunded social security retirement liabilities equals the present value of projected retirement benefits less the present value
of projected tax contributions to social security less the value of the OASI trust fund. Retirement benefits and tax contributions
are projected for the adult population separately for each year from 1950 through 1977.

Household net worth as estimated by the Board of Governors of the Federal Reserve System plus unofficial estimates of social
security retirement wealth prepared by Leimer and Lesnoy.

Sources.- Department of Commerce (Bureau of Economic Analysis); Board of Governors of the Federal Reserve System; Robert
Eisner and Paul Pieper, "Government Net Worth; Assets, Liabilities and Revaluations" (1982); and Dean Leimer and Selig Lesnoy,
"Social Security and Private Saving: A Reexamination of the Time Series Evidence Using Alternative Social Security Wealth
Variables" (1980).

Conclusion

These adjustments to the traditional book value measure of gov-
ernment liabilities put projected official government deficits in some
perspective. When government's explicit debt is adjusted to take ac-
count of inflation and assets, its real net liabilities show a decline
over the last twenty years. Official deficits that merely offset the de-
valuation of the debt due to inflation or that finance the purchase of
assets do not increase the government's claim on private resources.

Since 1960, however, implicit liabilities have grown considerably so
that by some estimates they greatly overshadow the explicit liabilities.
Under the broader measure that includes implicit debt, total Federal
debt tripled between 1967 and 1977. Compared to historical in-
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creases in the broad measure of government debt, the unified deficits
projected for the 1980s are small. If the effect of implicit liabilities
on economic behavior is similar to the effect of explicit liabilities, the
effects of the official projected deficits on national investment and
real interest rates would be small relative to the impact of the accu-
mulation of total explicit and implicit debt over the last 20 years.
Thus, when inflation, government holdings of assets, and implicit
debt are taken into account in measuring Federal debt, government
deficits in the range of those projected for the 1980s will add only
marginally to the burden of the debt.
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CHAPTER 5

Tax Policy and Economic Growth

THE ADMINISTRATION, in cooperation with the Congress,
brought about a fundamental change in Federal tax policy in 1981.
The new policy involves far more than simply reducing tax burdens.
The Economic Recovery Tax Act of 1981 has changed the basic char-
acter of the tax system by shifting the burden of taxation away from
capital income, thereby providing substantially greater incentives for
capital investments and personal saving.

This tax policy is a sharp break from the policies of the recent
past. It reflects a different understanding of the way tax policy affects
the U.S. economy. This chapter provides a framework for analyzing
the effects of the Administration's tax policy on the economy. The
Administration's fiscal policy has two key characteristics. First, the
Administration views the principal fiscal policy instruments—spend-
ing, taxing, and deficit—chiefly in terms of their impact on the indi-
vidual decisions of households and businesses, since it is these deci-
sions that ultimately generate employment and growth.

The second key element that distinguishes current policies from
those of the past is that they are fundamentally long term in nature.
Economic growth is a long-run process that is determined by techno-
logical change and the supply and allocation of such productive fac-
tors as raw materials, labor, and capital. Households and businesses
look to the future in making current economic decisions. The gov-
ernment has some direct influence on factor inputs, but its main in-
fluence is through the indirect and long-term incentives it provides
to work and save.

The fact that households and businesses make long-term as well as
day-to-day decisions underscores the importance of consistency in
government policy. Frequent changes in policy generate uncertainty
about the probable duration of current policies and jeopardize the
chances that any particular policy will succeed. Since the long run is
simply a sequence of short runs, short-run policies that deviate from
long-run goals ultimately mean abandoning long-run goals. The cur-
rent economic policies, more than those of any recent Administra-
tion, are policies for the long term.
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Fiscal policy involves three interrelated choices. One is choosing an
expenditure policy—how much to spend, and what kind of expendi-
tures to make. The second is taxation—how much to collect, and
which tax instruments to use, including implicit taxation through the
creation of money, to raise revenues. The third, deficit policy, in-
volves deciding on the size and distribution of the deficit over time;
that is, the difference in the time pattern of receipts and expendi-
tures.

The governments long-term budget constraint provides a frame-
work for considering the coordination of fiscal and monetary policy,
for understanding the impact of deficits on economic growth, and for
discussing the allocation across generations of the burden of tax-
ation. The American people must eventually pay for what the govern-
ment spends. While the government can borrow from the private
sector to delay payment for its spending on consumption and trans-
fer payments, such borrowing is subject to a limit. Eventually the
government must either reduce spending or raise tax revenues to pay
the interest payments on past accumulations of debt. When the gov-
ernment borrows, and thereby delays levying taxes to pay for its cur-
rent spending, it shifts the burden of paying for its current spending
to future generations.

The government uses explicit taxation, such as personal and cor-
porate income taxes, to raise revenue. As will be shown in this chap-
ter, it also raises revenue with implicit taxes. By increasing the supply
of money, for example, the Federal Government, in effect, creates
some of the dollars needed to pay for current expenditures. But ex-
cessive expansion of the money supply results in a rise in prices that
reduces the real value of the existing stock of money held by the pri-
vate sector. This is one way in which the money creation process
transfers real resources from the private to the public sector. A
second way is that the inflation produced by excessive monetary ex-
pansion reduces the real value of the nominal government debt held
by the private sector. By creating inflation the government can pay
off its obligations in cheaper dollars. The purchasers of government
bonds require higher interest rates to compensate for the expected
inflation. Consequently, the government collects real resources from
devaluing the stock of nominal bonds only when the actual inflation
rate exceeds the expected inflation rate. The reduction in the real
value of outstanding debt that results from inflation means that the
government requires less revenue from explicit taxes. The Adminis-
tration's program is based on a commitment to reducing both explic-
it and implicit taxation.

The fact that explicit taxation and money creation are alternative
ways to finance government expenditures means that conventional
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fiscal and monetary policy must be coordinated. If the government
does not pay for its expenditures with explicit taxes, now or in the
future, it will eventually be forced to resort to the printing press,
Hence, the ultimate path to lower explicit and implicit taxation is a
reduction in the growth of government spending.

The Administration^ with the support of the Congress, has signifi-
cantly changed national macroeconomic policy. However, the ulti-
mate success of the Administration's policy will depend on the
degree to which it is credible in the eyes of the public. Households
will increase their long-term saving and labor supply in response to
lower taxes on capital and labor income if they believe those taxes
will remain low. Workers and employers will agree to moderate
nominal wage increases only to the extent that they believe inflation
will moderate. Businesses will raise prices at slower rates only if they
know that other prices—primarily those of their competitors—are
also increasing at slower rates. In short, the problem of coordinating
the private sector's response to government policy is a problem of
convincing the public that the Federal Government will be steadfast
in maintaining its new economic course.

ECONOMIC GROWTH: PAST PERFORMANCE AND FUTURE
POTENTIAL

Economic growth in the United States has been unusually low
since 1973. Annual growth in real disposable per capita income be-
tween 1973 and 1979 slowed to 1.6 percent from an average rate of
3.0 percent in the period 1959 to 1973. The country is now experi-
encing its third recession since 1973.

Our recent economic performance has been unsatisfactory not only
in comparison with our own postwar experience but also in compari-
son with the economic performance of our principle trading partners.
In the 1970s, annual rates of increase in real per capita income
among the other developed countries exceeded U.S. rates by nearly
one-fourth. Other indications of economic malaise were declines in
the measured growth rates of total output, capital input, and total
factor productivity. While the period from 1959 to 1973 witnessed
average annual growth rates in real gross national product (GNP) of
4.0 percent, the rate from 1973 to 1979 was only 2.8 percent.

MEASURING GROWTH

Economic growth reflects increases in factor inputs and total factor
productivity. Each of these concepts, as well as output itself, is diffi-
cult to quantify. The growth of productivity is not directly observ-
able. Rather, it is a measure of the real economic growth that is not
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accounted for by growth of the labor force or growth in the capital
stock. Several problems in defining both output and input must
therefore be addressed in any attempt to measure economic growth
and productivity growth.

The measure of output—real GNP—primarily reflects the value
placed on goods and services traded in the marketplace. While pollu-
tion control devices and similar capital goods designed to improve
the quality of life are counted in the input figures, the output figures
exclude such items as cleaner air and water. In addition, there are
problems in measuring the true quantities and qualities of some
goods and services. One problem, for example, is determining the
value of government output. Government services are measured in
terms of their labor costs, which may differ substantially from their
marginal value; other government outputs, such as the value of the
services from tangible assets, are not counted in GNP at all.

Quality changes in tangible commodities also present difficult
problems in measuring productivity growth. Today's color television
set technologically surpasses the 1960 model, and 1981 computers
differ greatly from their 1970 predecessors. These changes in quality
are not adequately reflected in government reports of GNP growth.
The procedures followed for some products ignore quality changes,
in effect, counting a computer as a computer regardless of its year of
manufacture.

There are also difficulties in quantifying inputs. Private capital is
typically measured as the sum of accumulated investment expendi-
tures, with allowances for depreciation rather than as the amount of
capital actually in productive use. In addition, the amount of capital
available for use is miscounted when changes in the longevity of in-
vestments are not recognized and depreciation allowances are not ad-
justed accordingly. The statistics on labor input also fail to capture
many changes in the quality and quantity of labor services. There is,
for example, little available data indicating the intensity with which
workers actually work within any given period of time.

ECONOMIC GROWTH—THE HISTORICAL RECORD

Table 5-1 shows the historic growth rates in real gross national
product, capital input, labor input, and total factor productivity. Be-
cause of the problems of aggregating private and public outputs and
inputs, the table also shows growth in the private economy, exclud-
ing the farm and housing sectors. These data, based on estimates
prepared by the Council of Economic Advisers, are presented for
four periods. Each of these periods encompasses a full economic
cycle.
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TABLE 5-1.—Average annual growth rates of real GNP, total factor productivity, and factor
inputs, 1959-79

[Percent]

Period

1959 to 1965....
1965 to 1969
1969 to 1973
1973 to 1979

1959 to 1965 . . . . .
1965 to 1969
1969 to 1973 .
1973 to 1979

Real GNP Total factor
productivity Capital Labor

Total GNP

4.3
4.0
3.6
2.8

2.5
1.9
2.3
1.2

3.8
4.1
3.5
2.5

0.9
1.2
.4

1.6

Private nonfarm nonhousing GNP

4.4
4.0
4.1
2.8

2.5
1.3
2.4

.6

4.1
5.8
4.2
3.2

1.0
1.3
.7

1.8

Sources: Department of Commerce (Bureau of Economic Analysis); Gollop, Frank and Jorgenson, Dale, "U.S. Productivity
Growth By Industry 1947-1973"; and Council of Economic Advisers.

Labor input is measured as total annual hours worked, adjusted by
age and sex. In accounting for total GNP growth, labor input in-
cludes agricultural workers, government and civilian workers, and
military personnel. Capital input includes government capital plus
private residential, nonresidential, and agricultural capital. For pri-
vate GNP, factor inputs are taken to be only those specific to this
segment of the economy. The growth rate of total factor productivity
is computed for both total GNP and private GNP assuming a simple
production relationship between output and the supplies of capital
and labor.

Some of the poorer growth performance in recent years reflects a
slowdown in capital formation. The Nation's total net capital stock,
including both private and government capital, but excluding con-
sumer durables, grew at an average annual rate of 3.8 percent during
the period 1965 to 1973, but at only 2.5 percent per year between
1973 and 1979. The slowdown in capital formation was equally pro-
nounced in the private nonfarm nonhousing sector; the 1973 to 1979
growth rate was less than two-thirds of the growth rate from 1965 to
1973. This reduction in the rate of capital formation coincided with a
decline of nearly one-fourth in the Nation's saving rate. The Na-
tion's saving rate is defined here as the share of net national prod-
uct not consumed by either the government or household sectors.
Household consumption includes purchases of consumer durables.

Since 1973 the growth of labor input has greatly exceeded that ex-
perienced in the previous 25 years. Adjusted for age and sex, labor
input grew at only 0.7 percent per year between 1950 and 1973, less
than half the rate of growth between 1973 and 1979. The primary
causes of the acceleration of labor input are the rapid rise in female
employment rates, particularly for women aged 25 to 44, a rise in the
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population aged 18 to 35, and a leveling off of employment rates for
males aged 65 and over.

Table 5-1 indicates a sizable reduction in productivity growth rates
during the middle and late 1970s in comparison with prior years.
This reduction reflected a combination of a lower growth rate for
other, nonmeasured inputs and a less efficient allocation of re-
sources. Measured productivity growth of total GNP declined by 48
percent between these periods; the decline for the private nonfarm
nonhousing sector was 73 percent. By itself, the slower productivity
growth from 1973 to 1979 can account for a 1.1 percentage point de-
cline in GNP growth from that experienced in the previous 14 years.
This method of growth accounting attributes a 1.8 percentage point
decline in the growth of private nonfarm nonhousing output to the
productivity slowdown between these periods.

EXPLAINING THE PRODUCTIVITY SLOWDOWN

There have been concerted efforts to explain the measured slow-
down. These efforts have met with only limited success. While there
are a number of possible explanatory variables, available studies sug-
gest that none separately nor in combination is capable of explaining
more than half of the decline. Capital expenditures for pollution
abatement equipment (which provides no measurable output) appear
responsible for a small fraction of <he slowdown. Another explana-
tion is the growth of productive factors other than capital and labor
that are typically not included as inputs in growth accounting. As a
result, changes in the availability or use of such inputs as energy or
improved land are measured as a change in productivity. The reduc-
tions in the use of energy following the 1974 and 1979 oil price
shocks also explain some fraction of the measured productivity slow-
down.

Other possible, but less well-documented, explanations include a
decline in economic efficiency associated with higher levels of distort-
ing taxes and increased levels of government regulation. Regulation
of energy in the 1970s was a prime example of the way in which gov-
ernment intervention in the private economy reduced economic effi-
ciency.

Productive efficiency can also be reduced by tax policies that dis-
tort the allocation of inputs. Federal subsidies to particular industries
permit them to gain more access to productive inputs than is eco-
nomically efficient, and differential tax treatment of productive inputs
can also result in economic inefficiency. For example, if the return on
capital expenditures of a particular type, such as spending for equip-
ment, is taxed at a lower rate than the return on other-capital ex-
penditures, such as those for plant, business investment will shift

114
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



toward the favorably treated input. Hence, the composition of the
capital stock will be altered, and national output would be produced
less efficiently from what would occur with neutral tax treatment.

One-time changes in regulation or the tax structure that impair the
efficient operation of the economy are more likely to produce a one-
time decline in output than permanently alter the growth rate.
During the period in which output drops, however, measured pro-
ductivity growth will be smaller. Hence, the drop in measured pro-
ductivity shown in Table 5-1 may reflect, in part, the progressive in-
crease in regulation and effective marginal tax rates through the
1970s.

PROSPECTS FOR GROWTH IN THE 1980s

The Administration projects a 3.2 percent annual rate of growth in
real GNP over the period 1979 through 1987. While higher than the
rate from 1974 to 1979, this rate is one-fifth lower than the rate ex-
perienced from 1959 to 1973. An increase in the rate of capital for-
mation from the 1973-79 rate of 2.5 percent per year to the 1969-73
rate of 3.5 percent per year would, by itself, raise output growth to
3.1 percent, even if productivity and labor growth rates remained
constant. Given the incentives for capital formation provided by the
Economic Recovery Tax Act of 1981, a 3.5 percent growth in capital
over this period seems attainable. Growth in output will also be stim-
ulated by demographic changes. Between 1979 and the mid-1980s a
large segment of the baby-boom generation will become fully inte-
grated into the U.S. labor market. The associated changes in the age and
sex composition of the labor force should, by themselves, account for
a 0.3 percent annual rate of growth in output between 1979 and 1986.
Growth in labor input is expected to exceed this, however, as the Ad-
ministration's new incentives for additional labor supply lead to long-
term increases in employment rates and hours worked.

A growth in total factor productivity greater than the 1.2 percent
experienced from 1973 to 1979 is not essential to meet the Adminis-
tration's 1987 GNP projection, but it is likely to occur as a result of
the reduction in the general level of distorting taxation and the new
regulatory environment.

INCREASING FACTOR SUPPLY

Current and future supplies of labor and capital to the economy
primarily reflect the long-term supply and demand decisions of
households and firms. At any point in time the aggregate supplies of
labor and capital depend not only on the number and types of work-
ers and the amount of plant and equipment available, but also on the
rate of utilization of these productive factors. People can work and
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machines can be worked more or less within any period of time. In
the very short run, changes in the supplies of factor services involve
changes in factor utilization rates. In the longer run, the number and
quality of workers, and the quantity and quality of structures and
equipment, are variable.

Near-term increases in the stock of physical capital require produc-
ing or importing more capital goods in the current period. But pro-
ducing more capital goods means producing fewer goods for con-
sumption. Hence, one way to expand the stock of physical capital is
for the household and government sectors to reduce their combined
demands for current consumption. Another way to expand capital
formation is simply to expand current output faster than current con-
sumption. A third way is to import capital.

The Administration seeks to increase capital formation by both
raising the level of output and reducing the fraction of output con-
sumed. A reduction in the Federal Government's own rate of con-
sumption is an important element in this equation, but creating an
environment where households choose to save a larger share of their
income is of paramount importance. The figures in Table 5-2 illus-
trate this point.

Table 5»2 presents historical data on household and government
consumption rates and the rate of total net national saving. These
consumption and saving rates are useful for portraying aggregate
saving behavior. The household consumption rate is defined as
household (private sector) consumption divided by the difference be-
tween net national product and total government consumption. Na-
tional output less government consumption provides a measure of
the private sector's effective disposable income, because the private
sector must pay for the government's current consumption, either
now or in the future.

TABLE 5-2.—Average annual consumption and saving rates, 1951-80

[Percent of net national product (NNP)]

Period

1951=60

1961-70

1971-80

Total
Government
consump-
tion as

percent of
NNP

141

167

18.9

Federal
Government
consump-

tion as
percent of

NNP

82

83

70

Household
consump-
tion as

percent of
nongovern-
mental NNP

810

81 7

855

Net national
saving as
percent of

NNP

164

152

117

Sources: Department of Commerce (Bureau of Economic Analysis) and Council of Economic Advisers.

Government consumption is defined here as government expendi-
tures on goods and services immediately consumed. Government
purchases of capital goods are not included. The table also indicates
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average rates by decade of net national saving, defined as net na-
tional product less household and government consumption, divided
by net national product.

From the 1960s to the 1970s the Nation's total net saving rate fell
from 15.2 percent to 11.7 percent. Changes in both government and
household consumption rates played a role in reducing the saving
rate, but the changes in the household consumption rate were far
more important. If the rate of household consumption out of total
disposable income—output less government consumption—had not
changed over this period, the Nation's saving rate would have fallen
by only 0.4 percentage point rather than by 3.5 percentage points,
despite an increase in government consumption as a share of net na-
tional product from 16.7 to 18.9 percent. Thus, to achieve higher na-
tional saving rates it is important to lower the household consump-
tion rate.

There are two ways in which the household consumption rate can
be reduced and the national saving rate increased. One way is for
households to increase total output by supplying more labor without
at the same time increasing current consumption proportionately.
The other is for households to maintain their current supply of labor
(and therefore output) but reduce their levels of consumption. In
either case the household consumption rate falls, and the economy
saves more.

THE ECONOMIC EFFECTS OF TAX POLICY

In making the decisions that determine national output and capital
formation households consider their options. Each household makes
decisions on consumption, saving, and work based on the house-
hold's current and future resources. These include the household's
net worth (the current market value of all financial and real assets
minus liabilities), the household's expected inheritances, the house-
hold's expected receipt of government transfer payments, and the
household's human capital endowment. The endowment of human
capital is the present value of after-tax income the household would
earn if it was solely interested in maximizing its labor earnings.

Household choices between consumption and saving and between
work and leisure are influenced by after-tax wage rates and after-tax
rates of return on capital. When the government changes either the
level or the structure of taxes, it ultimately alters household decisions
about consumption, saving, and work effort. All aspects of the tax
system, including both personal and business taxes, influence these
decisions. For example, higher after-tax returns on capital income
make present consumption more expensive than future consumption;
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forgoing a dollar of consumption today and investing that dollar pro-
vides more than a dollar of consumption tomorrow, with the addi-
tional amount determined by the after-tax return on the investment.

It is customary to associate taxes on wage income with changes in
incentives to work and to associate taxes on capital income with
changes in incentives to consume or to save. Wage taxes also influ-
ence consumption and saving decisions, however, and taxes on capi-
tal income influence labor and leisure decisions. Lowering taxes on
capital income raises the after-tax return on that income. The larger
after-tax return effectively lowers the cost of enjoying leisure as well
as consuming in the future relative to the present. Hence, a reduc-
tion in taxes on capital income increases the incentive to work now
and can thus stimulate the supply of labor.

U.S. households and businesses face, at best, a highly uncertain
economic environment resulting from continuing changes in prefer-
ences, prices, and productivity. Uncertainty with respect to govern-
ment fiscal and monetary policy increases the uncertainty under
which households make current and future consumption and labor
supply decisions. In such an environment, households may choose to
postpone supplying labor and businesses may decide to postpone
new investment until the economic environment is more settled.

The Administration and the Congress have greatly reduced uncer-
tainty with respect to the tax policy. The Economic Recovery Tax Act of
1981 clearly spells out the major features of the U.S. tax system for the
next several years; the indexation of the Federal income tax slated to
begin in 1985 will reduce the uncertainty associated with inflation
pushing households into higher marginal tax brackets.

THE STRUCTURE OF THE TAX SYSTEM

The United States has a complex tax system that influences the
choices households make between current and future consumption
and current and future work effort. The tax system also influences
the types of investments businesses undertake and the set of com-
modities households choose to purchase. The Federal personal and
corporate income taxes, the social security program, the welfare
system, and the money creation process all affect the economic be-
havior of firms and households. This section describes the changes
introduced by the Economic Recovery Tax Act of 1981 to the per-
sonal and corporate income tax systems, and discusses the likely ef-
fects of these changes on labor supply and saving rates. Tax aspects
of the social security system, the welfare system, and monetary policy
are also addressed.
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THE PERSONAL INCOME TAX

Last year's tax legislation made three important changes in the
Federal personal income tax. First, marginal tax rates on given levels
of nominal income will be reduced, in three stages, by 23 percent by
1984. Beginning in 1985 the personal income tax structure will be
indexed to inflation. In addition, the top rate on income from capital
was reduced from 70 percent to 50 percent. Table 5-3 presents mar-
ginal tax rates (excluding the social security tax on earnings) at
various levels of real income for the next 5 years, based on Adminis-
tration projections of future inflation. This table also presents the
marginal tax rates that would have occurred in the absence of the
Economic Recovery Tax Act of 1981.

TABLE 5-3.—Comparison of marginal personal income tax rates by real income level under the

Economic Recovery Tax Act of 1981 and old law, 1979-86 1

[Percent]

Real income (1979 dollars)

Single:

$10,000:
Old law
New law

$20,000:
Old law
New law ..

$30,000:
Old law
New law

$50,000:
Old law
New law .

Married, two workers:

$10,000:
Old law
New law

$20,000:
Old law
New law

$30,000:
Old law
New law

$50,000:
Old law
New law.,

1979

21

30

39

49

16

21

28

43

1980

21

30

39

50

16

24

32

43

19812

21
21

34
34

39
39

50
49

18
18

24
24

32
32

43
42

1982

24
22

34
31

44
40

50
50

18
16

24
22

32
29

49
44

1983

24
19

34
28

44
36

50
45

18
15

28
19

37
26

49
40

1984

24
18

34
26

49
38

50
48

18
14

28
22

37
28

49
38

1985

24
18

39
26

49
38

50
48

18
14

28
18

37
28

49
38

1986

26
18

39
26

49
34

50
48

18
14

28
18

43
28

49
38

1 Excludes social security taxes and State and local income taxes.2 Tax rates for 1981 under new law rounded to nearest whole percent.
Source: Department of the Treasury, Office of Tax Analysis.

Two points are clear from this table. First, without the tax cut,
marginal tax rates for low- and middle-income households would
have been 30 percent to 50 percent higher. Second, although the tax
cut will significantly lower marginal tax rates at all levels of income,
tax rates at given levels of real income will decline by much less.
Bracket creep will offset much of the effect of the tax cut between
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1981 and 1985. Under the Administration's inflation projections,
most households will still face marginal tax rates that are high by his-
torical standards. Table 5-4 presents past and projected marginal tax
rates for households at 3 points in the income distribution from 1965
to 1984. For the projected inflation path, marginal tax rates for
median income households in 1984 will decline to roughly their
1977-80 levels, but will remain considerably above earlier rates.
Thus, despite the substantial reductions introduced by the 1981 tax
cut, most rates in 1984 will remain near the historical high rates on
real income.

TABLE 5-4.—Marginal personal income tax rates for four-person families, selected years, 1965-84 1

[Percent]

Year

1965

1970

1975

1980

1981
1982
1983
1984

1981
1982
1983
1984

Family income

One-half
median income

14

15

17

18

Median income

17

20

22

24

Twice median
income

22

26

32

43

Under Economic Recovery Tax Act of 1981

17.8
16
15
16

18
18
18
21

27.7
25
23
25

Under old law

28
28
28
32

42.5
39
40
38

43
43
49
49

1 Excludes social security taxes and State and local income taxes.

Source: Department of the Treasury, Office of Tax Analysis.

To discuss the effects of the tax cuts on labor supply and saving
decisions, it is necessary to understand the various incentives on
household behavior created by reductions in marginal tax rates. Cut-
ting tax rates increases an individual's after-tax wage rate. With the
Federal Government taking a smaller share of the last dollar of earn-
ings, the return to an individual from an extra hour of work or a
more demanding job will increase, strengthening the incentive to
work more hours, or accept a more demanding job.

Similarly, cutting tax rates increases after-tax interest rates. The
higher the after-tax interest rate, the higher the level of future con-
sumption possible for a given reduction of current consumption. The
increase in after-tax interest rates resulting from the tax cuts will thus
tend to decrease present consumption, including consumption of lei-
sure as well as goods. In other words, households will tend both to
work more and to save more.
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Operating in the other direction is the effect of the tax cut on
household income. As marginal tax rates fall, the total tax bill paid
by a household will fall and its after-tax income will rise. As dispos-
able incomes rise, both in the present and in the future, consumption
of both goods and leisure will rise. Thus the effect of increased
income will tend to decrease saving and decrease work effort. The
net effect of the tax cut on saving and labor supply will vary accord-
ing to household circumstances. The preponderance of empirical
studies suggests that the labor supply effects of a tax cut are small
for married men, somewhat larger for unmarried people, and sub-
stantial for married women. The most important effect of these
changes in personal marginal income tax rates may thus be to in-
crease labor force participation rates and hours of work by married
women.

The second important change in the personal income tax intro-
duced by last year's tax legislation was the extension of the opportu-
nity to use Individual Retirement Accounts (IRAs) to all working
households. Under the new law, each worker may contribute up to
$2,000 to these accounts regardless of whether the worker is already
covered under an employer-sponsored pension plan. One-earner
couples can contribute up to $2,250. IRAs provide two tax advan-
tages to contributors. First, contributions are deductible from taxable
income. Second, returns on IRA investments accumulate tax-free as
long as the funds are not withdrawn from the account. Given the siz-
able tax savings available from IRAs, the total amount of money in-
vested in them can be expected to rise sharply. Some of this money
will simply be transferred from other types of savings, including
stocks, bonds, and savings accounts. However, for many households
without sufficient liquid assets to transfer to IRAs, the last dollar
contributed to an IRA will correspond to their marginal saving. That
is, the last dollar of current consumption forgone will correspond to
the last dollar invested in an IRA. Since the marginal tax rate on cap-
ital income obtained from these accounts is quite low, this provision
is expected to increase the national saving rate as well as contribute
to an increase in the labor supply.

The prospect of moving into higher marginal income tax brackets
biases households away from activities that would generate higher
future incomes. Hence, income tax progressivity encourages current
consumption and leisure and discourages saving for the future. In
the presence of inflation and an unindexed tax system, "bracket
creep" strengthens this disincentive for generating future income. In-
dexation of the tax system in 1985 will, therefore, provide further
stimulus for saving and economic growth.
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Other changes in the tax code will also provide taxpayers with
greater incentives to join the work force. The new law provides mar-
ried couples filing a joint 1982 return with a 5 percent deduction in
1982 and a 10 percent deduction starting in 1983 on the earnings up
to $30,000 of the lower earning spouse. If the couple's marginal tax
rate would otherwise be 30 percent, the 10 percent deduction after
1982 will reduce the marginal tax rate on earnings of the second
spouse to 27 percent. The spousal deduction will also place certain
households in lower marginal tax brackets, thus further lowering
marginal tax rates. This change should help sustain the growth of
female labor force participation.

TAXATION OF INCOME FROM BUSINESS INVESTMENT

The Economic Recovery Tax Act of 1981 also made major changes
in the taxation of business income. The most important change is the
more generous treatment of the way in which capital can be depreci-
ated for tax purposes, known as the accelerated cost recovery system
(ACRS). A second change was the introduction of leasing rules that
provide businesses with temporarily low taxable income the same in-
vestment incentives as other businesses. A third provision of the act
is an increase in the investment tax credit for some types of equip-
ment. Finally, a fourth provision allows small businesses to expense
up to $5,000 of new investment in 1982 and 1983. The $5,000 limit
will rise to $7,500 in 1984 and 1985, and $10,000 thereafter. These
changes should substantially increase business investment by increas-
ing the after-tax return available on new business projects.

TAX TREATMENT OF DEPRECIABLE PROPERTY

The ACRS will encourage business investment by shortening the
period over which assets can be fully depreciated and by allowing
firms to claim more of the depreciation early in the tax life of the
asset. Before the adoption of ACRS, businesses were permitted to
write off industrial equipment over an average period of 8.6 years.
The ACRS asset life for this equipment is 5 years. For industrial
plant, asset lives have been reduced by 37 percent, from an average
of 23.8 years to 15 years. The ACRS depreciation schedules repre-
sent a combination of the declining balance and straightline method
of depreciation through 1984. For 1985 and beyond, declining bal-
ance switching to sum of years digits is used. The depreciation
schedules for the years after 1984 provide increasingly more accel-
eration'of depreciation. The combined result of the ACRS and the
investment tax credit will be a decline in effective tax rates on new
investment over the period 1982 to 1987.
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Table 5-5 shows historic and projected before-tax real rates of
return in new capital investment required to provide a 4 percent
after-tax real return. This real return is a commonly used analytical
assumption. These numbers reflect the combined effect of the depre-
ciation provisions and the investment tax credit. Historical numbers
are based on historical rates of inflation.. Rates of return in future
years are based on the Administration's inflation projections. A
before tax rate of return of 8 percent, for example, implies an effec-
tive tax rate of 50 percent on new investments. The calculations
assume the new investment is equity financed. Hence, the tax advan-
tages from the deduction of interest expense associated with debt fi-
nancing are not included.

TABLE 5-5.—Real before-tax rate of return required to provide a 4 percent real after-tax return,
1955-86

[Percent]

Period

1955-59

1960-64

1965-69

1970-74

1975-79

1981 . ..

1982

1983

1984

1985 ..

1986

Construc-
tion

machinery

8.9

7.4

65

6.6

6.1

34

31

2.9

2.9

23

22

General
industrial
equipment

9.5

7.8

6.9

6.7

6.4

35

33

3.2

3.1

27

26

Trucks,
buses, and

trailers

108

8.7

75

76

76

35

31

3.0

2.9

26

25

Industrial
buildings

80

79

76

86

90

66

64

6.4

6.4

63

63

Commer-
cial

buildings

80

79

76

8.4

87

62

61

6.0

60

60

60

Note.—Data for 1955-79 are based on Auerbach and Jorgenson calculations of expected inflation in each year. Data for
1981-86 are based on the Administration's projections of inflation (year-over-year percent change in the GNP implicit price
deflator): 1982, 7,9; 1983, 6.0; 1984, 5.0; 1985, 4.7; 1986, 4.6; and 1987 and beyond, 4.5.

Sources: Auerbach, Alan and Jorgenson, Dale, "Inflation Proof Depreciation of Assets," Harvard Business Review, Sept -Oct
1980 (1955-79), and Council of Economic Advisers (1981-86, based on Economic Recovery Tax Act of 1981).

Under the assumptions made here, in comparison with the years
1975 to 1979, the 1982 real before-tax rate of return required to jus-
tify a new investment in general industrial equipment has been re-
duced from 6.4 to 3.3 percent. For investment in plant the required
rate of return estimated here declines from 9.0 to 6.4 percent. The
effective tax rates associated with these numbers decline between 1982
and 1986. This reflects both the more favorable depreciation schedules
after 1984 and projections of continued declines in inflation.

Since depreciation allowances are not indexed, higher rates of in-
flation will raise effective tax rates. Table 5-6 presents the before-tax
rates of return required in 1986 to provide a 4 percent after-tax
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mean that the rich became richer while the poor became poorer.
Incomes grew in all quintiles, but income in the top quintile grew
fastest.

Trends in the share of income received by families in each quin-
tile mirror those of the Gini coefficient. The share received by the
lowest quintile rose from 5.0 percent in 1947 to 5.7 percent in 1968,
and then fell to 4.6 percent in 1990. The share for the highest quin-
tile fell from 43.0 percent in 1947 to 40.5 percent in 1968, before
rising to 44.3 percent by 1990. Similar trends apply to income
shares received by households. Like the Gini, however, measures of
income shares do not show how the level of income has evolved for
each group, and thus give an incomplete picture of income pat-
terns.

Similar trends in income distribution appear in other countries
as well. One study found that in the early 1980s, the distribution of
earnings for prime-age males who headed households and worked
full time became more unequal in all five countries studied:
Canada, Sweden, Australia, West Germany, and the United States.
The widening distribution in many countries indicates that the
causes of the shift are more likely to be due to factors common to
all of the countries rather than to any factor specific to only one of
the countries.

THE DISTRIBUTION OF LONG-TERM INCOME AND
WEALTH

Families and households display a substantial amount of mobili-
ty across income classes in the United States. For this reason, anal-
yses of income distribution that focus only on annual income tend
to overstate the degree of income inequality.

One reason annual income data are misleading is that earnings
of individual workers tend to rise as they acquire training and ex-
perience and then to fall when they retire. A 20-year-old worker
just starting out and a 45-year-old worker who is in his or her peak
earning years could have equal incomes over their careers, but
very different wages in the same calendar year.

Data on annual income can also prove misleading because of
transitory income, that is, income gains or losses that are thought
to be temporary. A person who owns a small business, for example,
may face greater year-to-year fluctuations in income than someone
who works at a steady wage.

There is substantial mobility across income classes from year to
year. One study found that in the mid-1980s, about one-third of all
families were in a different income quintile than they had been in
the previous year. In each of the lowest three quintiles, about 18
percent of the families moved to a higher quintile the following
year. In each of the highest three quintiles, more than 20 percent
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The table shows substantial reductions in tax rates for all indus-
tries, but differences among industries in the rate of tax reduction.
The effect on each industry is different because each industry uses a
different mix of capital. Tax rates vary across industries, from a high
of 37 percent in the services and trade sector to a low of -11 per-
cent in the motor vehicle industry. Effective tax rates on new invest-
ment are negative for some industries. The result will be lower total
corporate tax liabilities rather than direct payments by the Treasury.
These differential rates of taxation at the industry level will probably
lead to relatively more investment in industries with lower tax rates.

LEASING PROVISIONS

The ACRS provides the same investment incentives to firms with
taxable income and those with nontaxable income. The leasing provi-
sion of the Economic Recovery Tax Act of 1981 should enhance effi-
cient allocation of capital across industries and across firms within
the same industry. The fundamental principle underlying the leasing
provisions is that investment incentives should be equal for all busi-
nesses in a given industry and across industries; that is, investment
incentives should not favor investment in one firm over another.
Prior to the establishment of these leasing provisions, firms with tem-
porary tax losses (a condition especially characteristic of new enter-
prises) were often unable to take advantage of investment tax incen-
tives. The reason was that temporarily unprofitable companies had
no taxable income against which to apply the investment tax deduc-
tions. As a result, these companies were placed at a relative disadvan-
tage, although the new investment undertaken by these companies
was potentially as profitable as investment undertaken by firms with
temporarily positive profits.

The leasing provisions will permit companies with no current tax-
able income to take advantage of investment incentives by transfer-
ring their tax credits and additional deductions associated with in-
vestment to firms with taxable income. For example, American auto-
mobile manufacturers who are currently reporting losses will now be
able to take the same advantage of the incentives as more profitable
firms. In the absence of the leasing provisions, investment would
probably be too low in the automobile industry relative to the most
productive mix of investment.

The leasing provisions will also have the advantage of reducing in-
centives for mergers. Under the old law, companies with positive tax-
able income had an incentive to merge with companies with tax
losses because these tax losses could be used to offset the parent
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company's taxable income. The leasing provisions, by permitting
companies with positive taxable income to effectively purchase the
negative taxable income of other companies, will eliminate this moti-
vation for mergers.

EFFECTS OF TAX ACT ON HOUSING AND CONSUMER DURABLES

The 1981 act will alter the allocation of existing capital and labor
among industries. It will also affect the allocation of new business in-
vestment, the fraction of investment allocated to business as opposed
to residential investment, and the division of consumption between
durable commodities—such as residential real estate, automobiles,
and furniture—and nondurable commodities.

The Tax Act improves the attractiveness of business investment
relative to other forms of investment. As relative returns rise for
business investment, financial institutions will tend to increase their
business lending and decrease their consumer and mortgage lending.
Households themselves will tend to lower their investments in these
goods in order to put more of their savings directly into business
capital by purchasing corporate stocks and bonds, or indirectly by
placing their savings with financial institutions who will make these
investments for them. In either case, more money will be channeled
to business investment and less to housing and consumer durables
than would have occurred without the ACRS.

To understand the effects of the new depreciation system on the
consumption of durables versus nondurables, one must first realize
that the implicit price of consuming durable goods is the after-tax
return the owners of these durables would otherwise receive if they
sold these assets and invested the proceeds.

The sizable reductions in tax rates on capital income mean that
real after-tax returns on household saving will be substantially higher
than they have been in the recent past. As a result, the implicit price
of consumer durables has risen, and a long-run shift in demand away
from housing, automobiles, and other consumer durables may result.
While housing and durables provide important service flows, the tax
treatment of service flows from durables may have led to overinvest-
ment in them in the 1970s. Much of the spectacular rise in housing
prices during the last decade was associated with the increasingly
pro-durables bias imbedded in a very inflation-senstive system of cap-
ital income taxation. As inflation rose, so did effective taxes on capi-
tal income. This rise lowered the relative price of consuming dura-
bles because it lowered the opportunity costs of holding these dura-
bles. As a result, the demand for consumer durables in general, and
housing in particular, was greatly stimulated. In the short run, hous-
ing prices were bid up dramatically, reflecting the tax-induced in-
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creased demand for housing services. The higher housing prices, in
turn, stimulated construction of new housing, since it increased the
price at which newly constructed houses could be sold.

An offsetting consideration with respect to the durables industries
is the relatively more favorable treatment of the motor vehicle indus-
try under the 1981 Tax Act (Table 5-7). The effective tax rate on the
return to new investment in the motor vehicle industry has been cut
from 26 to — 11 percent.

Another pertinent point is that the tax structure is simply one of
numerous determinants of the demand for different commodities.
The surge in new family formation resulting from the baby-boom of
the 1950s will lead to a strong demand for housing that could well
swamp the effects of the tax change on residential investment. The
same is likely to be true of other durables that are in relatively great-
er demand by young families setting up a household.

IMPLICIT TAXATION OF LABOR SUPPLY BY THE SOCIAL SECURITY AND

WELFARE SYSTEMS

It is ironic that the social security and welfare programs may,
themselves, contribute to the relatively low income levels of the el-
derly and the poor. Social security and welfare recipients may well
face the highest marginal tax rates of any members of our society.
These systems provide very small incentives to work. Not surprising-
ly, therefore, relatively few beneficiaries of these two programs work,
especially at full-time jobs.

There is mounting evidence that the social security earnings test
has contributed significantly to the dramatic increase in early retire-
ment. In 1950 the labor force participation rate of males 65 and over
was 46 percent; today it is only 20 percent. Not only are there fewer
older men working on any given day during the year, but there are
fewer older men who work at any time during the year. The fraction
of men 65 to 69 who are completely retired has risen from 40 per-
cent to 60 percent since 1960. For males 60 to 64 the retirement rate
is now 30 percent, double the 1960 figure of 15 percent. Those older
males who do choose to work are working fewer hours. Since 1967
the fraction of working males 65 and over who work part-time has
increased from one-third to almost one-half. This reduction in work
has occurred despite a substantial increase in the general health of
people in this age group.

The social security earnings test currently reduces benefits by 50
cents for every dollar of earnings above $6,000 and represents a 50
percent implicit tax for workers aged 65 to 72. In combination with
the Federal and State income taxes and the social security payroll
tax, this 50 percent tax on earnings penalizes the work effort of the
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elderly at rates that can easily exceed 80 percent. These exceedingly
large tax rates extend over a wide range of the typical older worker's
potential supply of labor hours.

Eliminating the earnings test, as has been proposed by the Admin-
istration, would unquestionably increase the incomes of older work-
ers as well as generate tax revenues that would offset a portion of the
costs of doing so. Because of impending changes in the demographic
structure of the population, it is important to reverse the trend
toward early retirement. By the year 2025 the proportion of the pop-
ulation age 62 and over will rise to 24.5 percent, compared to 13.6
percent in 1981. The ratio of workers paying social security taxes to
retired beneficiaries will fall from a current level of 3.7 to 2.4. If the
work disincentives for older citizens were reduced, U.S. per capita
income would rise more rapidly and social security's long-run finan-
cial position would be improved.

Current provisions of the social security system also generate work
disincentives for a significant fraction of married women. While mar-
ried women are joining the labor force in increasing numbers, the
typical wife's earnings are still one-third to one-half that of husbands.
Hence, the marginal tax contributions to social security of many
wives will yield them no marginal social security benefits because
they will collect benefits based on their husband's earnings record.
(This applies only to retirement and medicare benefits. A wife who
becomes disabled cannot currently Collect disability benefits based on
her husband's account.) The combined employer-employee retire-
ment and medicare tax rates total 11.75 percent and represent a pure
marginal tax on the work effort of married women. The response to
females to the level of net compensation is estimated to be quite
high. Hence, the bias in the current structure regarding dependent
and survivor benefits may represent a significant disincentive to the
participation of married females in the labor force.

Similar work disincentives potentially reduce the labor supply of
welfare recipients. Welfare recipients do not face a single and easily
understood tax schedule relating their gross earnings to their net dis-
posable income. Instead, they are confronted with eight different and
highly complicated implicit and explicit tax schedules. These include
the work and income tests of Aid to Families with Dependent Chil-
dren (AFDC), food stamps, housing assistance, social security insur-
ance and medicaid, the earned income tax credit, the Federal income
tax, and State income taxes. Each of the welfare programs has its
own eligibility requirements, its own definition of income, its own set
of deductions and exclusions, and its own tax rates. These explicit
and implicit tax systems differ across States as well. Even within a
State, implicit tax schedules vary, depending on both the charac-
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teristics of the recipient and the discretion of the social service
worker. The result of all this is a complex set of uncoordinated rules
and regulations that surely leave welfare recipients confused and dis-
mayed. Past reforms of the system simply added more and more pro-
grams, with little emphasis on how the work disincentives of new
programs would interact with those of old programs.

The efficacy of any particular income transfer program cannot be
determined in isolation from the rest of the system. Analyses of mar-
ginal tax rates arising from the combined earnings tests of the var-
ious welfare programs and the explicit Federal and State tax systems
suggest that typical welfare recipients, namely single mothers with
children, face marginal tax rates in excess of 75 percent. Reductions
in these very high implicit and explicit tax rates might generate a suf-
ficiently large addition to their labor supply to pay for themselves. As
State and local governments assume fuller responsibility for the wel-
fare system, they could effectively offset these high, marginal tax
rates by providing additional work incentives.

As this section has shown, many households still face considerable
work disincentives, despite the substantial changes enacted in the
Economic Recovery Tax Act of 1981. Future reforms of social secu-
rity and welfare policy should take account of these concerns.

MONETARY POLICY AS A FISCAL INSTRUMENT

The inclusion of monetary policy in a discussion of taxation may
seem out of place, but monetary policy is an important instrument of
taxation in the U.S. economy. Increases in the supply of money raise
revenues for the Federal Government in three ways. First, faster
growth of monetary aggregates leads to higher rates of inflation.
Since the Federal personal income tax will not be indexed until 1985,
inflation will continue to raise real taxes through the process of
"bracket creep." Inflation pushes taxpayers into higher marginal tax
brackets, although their real incomes may not have changed—i.e.,
their increase in nominal income may only have kept pace with infla-
tion. Higher inflation rates also raise effective tax rates on capital
income earned by corporate and noncorporate business (Table 5-6).
This is due to the nonindexation of depreciation allowances, and, in
many cases, the reduction in real tax deductions resulting from
changes in inventories valued at historic rather than current cost. A
reduction in inflation will have the effect of lowering marginal per-
sonal income tax rates and effective taxation of capital income.

The second way monetary policy acts as a fiscal instrument in-
volves the interaction between deficit financing by the government
and central bank open market operations. In the past the Treasury
has paid in part for goods and services, by selling bonds to the
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public. When the Federal Reserve purchases Treasury bonds, it in-
creases the monetary base. The net effect of these'transactions is that
the government acquires goods and services while the private sector
is left holding a larger stock of money. The larger stock of money for
the same amount of goods and services in the economy translates
into a higher price level. The increase in prices then lowers the real
purchasing power of the money held by the private sector, and the
transfer of resources from the private sector to the government is
complete.

A third way in which the government "taxes" the private sector
through expansion of the monetary base is that the ensuing higher
prices devalue nominal outstanding debt. The real capital losses ex-
perienced by the private sector on their holdings of outstanding gov-
ernment liabilities correspond to the real capital gains accruing to the
government. Private investors are not, however, so foolish as to pur-
chase government bonds in an inflationary environment without re-
quiring higher interest payments to offset expected real capital losses
on the nominal value of these bonds. Given this fact, the government
collects real revenues from "watering down*' the value of nominal
debt only if the actual inflation rate exceeds the rate expected by the
private sector. Actual rates of inflation in excess of expected rates
appear to have been the case for much of the 1970s.

Standard government accounting procedures fail to record either
the increase in base money or the real capital gains on outstanding
nominal government debt as sources of financing government ex-
penditures. Even when actual inflation equals expected inflation, an
alternative method of bookkeeping would suggest entering the gov-
ernment's real capital gain as revenue, since the higher nominal in-
terest payments required because of expected inflation are entered
on the government's books as current real expenditures. The failure to
use accounting procedures that recognize the impact of inflation dis-
guises the government's actual method of financing its expenditures.

There are a variety of possible ways of analyzing changes in the
government's net liabilities. Table 5-8 presents estimates of changes
in the real market value of outstanding Federal net financial liabilities
from 1966 to 1980. The table relates changes in the Federal Govern-
ment's real net financial debt (valued at market prices) in 1980 dol-
lars to the differences between its real expenditures and its real
taxes, including taxation associated with money creation.
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TABLE 5-8.—Sources of changes in Federal Government's real net financial liabilities, 1966-80

[Billions of 1980 dollars]

Year

1966
1967
1968
1969

1970
1971
1972
1973
1974

1975
1976
1977
1978
1979

1980

Expenditures '

331.9
367.4
388.0
385.1

396.3
407.6
433.5
443.5
461.9

504.0
516.8
534.9
544.9
555.0

602.0

Sources of Government finances

Tax revenues2

327.7
337.8
374.9
402.4

372.3
367.0
403.7
434.1
444.2

406.1
445.6
476.0
510.3
538.9

540.9

Change in
monetary

base3

9.2
8.3

10.1
6.3

10.1
13.9
6.0

12.6
9.1

10.2
8.3

15.0
18.0
10.4
9.3

Revaluation of
net financial

debt4

7.9
21.9
24.0
27.4

-10.3
12.1
31.7
46.0
55.9

-5.9
.1

57.0
73.7

105.2

57.8

Other revenue
sources plus

statistical
discrepancy5

-3.2
-.4

-7.5
-4.1

-.2
=-2.8
-.7
-.8
-.5

-7.V
-6.2

-11.9
-11.1
-11.7

-2.5

Change in
Federal

Government's
net financial
liabilities 6

-9.7
-.2

-13.5
-47.0

24.5
17.4

= 7.2
-48.3
-46.8

101.5
68.9

-1.1
-46.0
-87.8

-3.4

1 Total expenditures, national income and product accounts (NIPA) basis.
2 Total receipts, NIPA basis, deflated by GNP implicit price deflator.
3 Changes in the monetary base equal the sum of changes in member bank reserves, vault cash of commercial banks, and

currency outside banks, flow of funds accounts.
4 Capital gains accruing to the Federal Government on its net financial liabilities,
5 Other revenue sources include Federal sales of mineral rights and household insurance credits and the surplus of federally

sponsored credit agencies' flow of funds accounts.
6 The value of the Federal Government's net financial liabilities equals total liabilities minus financial assets valued at market

prices. Liabilities of the Treasury held by the Federal Reserve as well as the social security trust funds are excluded from this
series.

Sources: Department of Commerce (Bureau of Economic Analysis); Board of Governors of the Federal Reserve System; Eisner,
Robert and Pieper, Paul, "Government Net Worth: Assets, Liabilities and Revaluations (1982)"; and Council of Economic Advisers.

In terms of this accounting framework, taxes associated with
money creation—changes in the real monetary base and in the real
worth of net financial debt—were quite significant in many of the last
30 years. In 1979, for example, these sources are estimated to have
yielded $115.6 billion of real revenues to the government, or 18.0
percent of total 1979 revenue. According to these calculations, in
1979 the Federal Government's real net financial liabilities declined
by $87.8 billion. In contrast, using the deflated statistics shown in
Table 5-8, the difference between explicit expenditures and explicit
tax revenues, was a $16.1 billion increase in government debt.

The estimates in Table 5-8 show that the Federal Government's
real net financial assets increased in 11 of the 15 years between 1965
and 1980 in part as a result of the use of money creation to finance
its expenditures. Official reports indicated a decline in government
debt only in 1969. Given the financial markets' interests in increases
in government debt, this approach to analyzing the Federal Govern-
ment's financial status should be of interest.

While this concept of Federal debt suggests an improving fiscal po-
sition over the 1970s, a broader concept of Federal debt discussed in
the appendix to Chapter 4 indicates that the Federal Government's
total explicit and implicit liabilities have risen enormously over the
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last 20 years. The narrower focus of this section and objective of
Table 5-7 is to point out that monetary growth raises sizable real
taxes for the Federal Government. Monetary growth is a form of tax-
ation. It is an insidious form of taxation. It is taxation that is not leg-
islated by the Congress, it is taxation that is hard to understand, and
it is taxation that inhibits economic growth by raising effective mar-
ginal tax rates on wages and on saving.

STRUCTURAL TAX POLICY AND ECONOMIC GROWTH

Structural tax policy probably constitutes the Federal Govern-
ment's most powerful tool for influencing economic growth. If
households anticipate their own and their descendants' future tax li-
abilities, changes in the tax structure generating the same revenue
have only "substitution" effects on their decisions; "income" effects
are zero or negligible. If households consider only their own future
tax liabilities and not those of their descendants, income effects do
arise for different age groups, but they are largely offsetting. Such
changes in the tax structure do not change household budgets, in the
aggregate, but they do change household incentives to work and
save. The rate of savings and capital formation can be increased sig-
nificantly by switching away from taxes on capital income to some
other tax base, such as wages or consumption. As described earlier,
reductions in the tax rates on capital income reduce the relative cost
of future consumption and leisure and encourage the substitution of
future consumption and leisure for current consumption and leisure.
Such substitution leads to increases in the current supplies of both
capital and labor.

The 1981 Tax Act's reduction in marginal tax rates on capital
income under both personal and corporate income taxes, the provi-
sion for substantial increases in Individual Retirement Accounts and
Keogh accounts, and the recent expansion of pension fund savings
all constitute major reductions in taxation of capital income. These
historic changes in the structure of taxation, assuming they are main-
tained for the indefinite future, are expected to lead to a significant
long-term rise in the private business capital stock and increases in
labor supply over what would otherwise be the case.

While capital formation and economic growth are predicted to be
enhanced, it should be emphasized that the choice of a tax base
should be determined on grounds of economic welfare and efficien-
cy, rather than simply the effect of structural tax change on factor
supplies. Economic research suggests that rather sizable efficiency
and welfare gains are available from switching from the taxation of
wage and capital income to the taxation of consumption. In contrast,
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there is evidence that switching from wage and capital income tax-
ation to wage taxation alone can reduce economic welfare and effi-
ciency, even though this structural tax change would lead to more
capital formation. In recent years, Federal tax policy has increasingly
moved away from marginal taxation of capital income toward an al-
ternative structure that can best be described as a hybrid mixture of
wage and consumption taxation.

The change in the structure of taxation will increase labor supply
and capital formation over time, provided there is no significant dete-
rioration in the government's real net debt position. While the move
away from marginal capital income taxation is necessary to stimulate
saving, the Nation still retains a tax system that is overly complex,
that is still sensitive to inflation (especially with respect to effective
business taxation), that is administratively expensive, and that ab-
sorbs too much talent in the fundamentally nonproductive endeavor
of what is gently termed "tax planning." In short, there is a need for
further simplification and rationalization of the U.S. tax code.
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CHAPTER 6

Reforming Government Regulation of
Economic Activity

GOVERNMENT REGULATION OF ECONOMIC ACTIVITY ex-
panded rapidly during the 1970s. Although regulation can serve
useful purposes, changes in the world and national economies have
aroused increasing concern that regulation is imposing excessive bur-
dens on individuals and businesses. This chapter focuses on the Ad-
ministration's efforts to reform the regulatory process. The present
scope of Federal regulation is reviewed, and a framework is present-
ed for judging the desirability of specific regulations. This framework
is then used in reviewing the status of regulation in a number of im-
portant industries and sectors of the economy. The chapter con-
cludes with a set of guidelines for regulatory reform.

THE GROWTH OF FEDERAL REGULATION

The number and size of the agencies devoted to carrying out Fed-
eral regulation have expanded rapidly during the past 15 years. Since
the mid-1960s we have seen the formation of the Consumer Product
Safety Commission, the Environmental Protection Agency, the De-
partment of Energy, and the Occupational Safety and Health Admin-
istration, to cite just the better known ones. The recent growth in the
number and size of regulatory agencies has been greater than that
which took place during the New Deal period (Chart 6-1).

The direct costs of Federal regulatory activities to the taxpayers
are large. As shown in Table 6-1, the regulatory expenses of Federal
agencies were $2.8 billion in fiscal 1974 and increased to $5.5 billion
in fiscal 1979. A further increase to $7.1 billion was budgeted for
1981van amount 50 percent higher in constant dollars than the 1974
total.

It is apparent that the biggest budgets are not those for the inde-
pendent regulatory commissions, such as the Interstate Commerce
Commission or the Federal Communications Commission. The larg-
est proportion of funds in recent years has been devoted to broader
regulatory activities, such as those conducted by the Environmental
Protection Agency, and the Department of Agriculture (mainly food
inspection).
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Chart 6-1

Growth of Federal Regulatory Agencies
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REASONS FOR REGULATION

Why do governments become involved in regulating private eco-
nomic activity? The question is not, of course, a simple one to
answer, and numerous justifications for public intervention in the pri-
vate sector have been offered. The basic reason advanced by econo-
mists is the occurrence of "market failure"—that is, the failure of
competitive market forces to function efficiently in the allocation of
goods and services. When there is no market failure, most econo-
mists would conclude that decentralized market decisions are superi-
or to centralized government regulation.
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Although regulation is often used by the government as a means of
correcting market failure, regulatory action is not necessarily the only
means available. For instance, consumers can be provided with infor-
mation about goods or services offered for sale. Special taxes can be
levied on polluters, or property rights could be extended to include
the resources subject to pollution as discussed in Chapter 2.

TABLE 6-1.—Regulatory outlays of Federal agencies, fiscal years 1974-81

[Fiscal years; millions of dollars]

Agency

TOTAL

Agriculture

Commerce

Defense

Energy

Health and Human Services

Interior

Justice

Labor

Transportation

Treasury

Civil Aeronautics Board

Commodity Futures Trading Commission

Comptroller of the Currency

Consumer Product Safety Commission

Environmental Protection Agency

EQual Employment Opportunity Commission

Federal Communications Commission

Federal Deposit Insurance Corporation

Federa! Energy Regulatory Commission

Federal Maritime Commission ..

Federal Trade Commission

International Trade Commission

Interstate Commerce Commission

National Labor Relations Board

National Transportation Safety Board

Nuclear Regulatory Commission ...

Securities and Exchange Commission

All other

1974

2,834

410

76

10

33

165

5

22

208

466

161

89

50

19

629

42

38

58

27

6

32

7

38

55

8

80

35

65

1975

3,268

447

75

16

6

201

6

30

257

460

166

81

1

65

34

850

56

48

66

34

7

39

8

44

61

9

86

44

71

1976

3,598

475

86

22

40

218

9

31

314

506

185

91

11

77

38

772

59

52

74

36

8

44

10

47

68

11

180

51

83

1977

4,062

590

94

32

49

245

13

35

332

603

246

103

13

83

40

718

72

56

88

41

8

52

n
59

81

13

231

54

100

1978

4,916

921

99

38

79

276

22

45

373

679

267

101

14

91

40

885

74

64

105

38

9

59

12

65

90

16

271

61

122

1979

5,518

979

115

43

82

300

55

66

446

767

288

99

15

97

39

1,024

92

70

115

50

10

63

12

67

97

15

309

66

137

1980

6,526

1,258

129

41

132

326

105

62

486

865

317

117

16

113

44

1,259

131

76

116

67

11

68

14

77

109

18

378

74

117

1981 *

7,088

1,213

147

45

144

347

184

60

539

971

335

147

19

127

42

1,321

140

80

130

79

12

69

18

77

119

18

435

78

192

1 Data for 1981 are estimated using the budget revisions made in March 1981.

Source: "Directory of Federal Regulatory Agencies," Center for the Study of American Business, 3rd Edition, 1981.

Outside the realm of market failure, it is often claimed that "dis-
tributive justice," a concern about political or social equity, is a
reason for governmental intervention. In other words, the govern-
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merit's involvement is seen primarily as a way of bringing about a
transfer of wealth to a worthy segment of society. But in practice a
small group (that is, a "special interest'*) usually benefits at the ex-
pense of the mass of consumers. This type of regulation is different
from that designed to correct market failure, although the stated
rationale may be similar. Although economics cannot provide suffi-
cient guidance to resolve equity issues, it can assist by identifying the
costs and benefits of alternative policies addressed to these issues.

AN OVERVIEW OF REGULATION

Many Federal rules have yielded benefits to the public. The auto-
mobile emission standards, for example, have substantially reduced
emissions from this source.

Regulations, however, can also impose substantial costs on society.
Regulations themselves can create problems which call for additional
regulations. Furthermore, the resources used to comply with regula-
tions are diverted from other activities, with a resultant loss in pro-
ductivity and economic growth. Restrictions on the development of
nuclear energy, for example, have resulted in expanding coal mining,
which increases the probability that coal miners will be injured. Nor
is it likely that the costs and benefits of regulations will be evenly
shared. One group in society may receive the bulk of the benefits
from a Federal regulation, while the costs are borne primarily by
some other group. For example, regulations making it uneconomical
to use low sulfur (low-polluting) coal have been supported by people
in areas producing high sulfur coal. To the extent that these regula-
tions have been successful in making low sulfur coal uneconomical,
the producers in the low sulfur coal areas and consumers generally
are losers as a result.

BENEFIT-COST ANALYSIS OF GOVERNMENT REGULATION

Interest has risen in efforts to determine more precisely the bene-
fits and the costs of regulation. The motive for incorporating benefit-
cost analysis into the regulatory decisionmaking process is to achieve
a more efficient allocation of government resources by subjecting the
public sector to the same type of efficiency tests used in the private
sector. In making an investment decision, for example, business ex-
ecutives compare the costs to be incurred with the expected rev-
enues. The investment is likely to be pursued only if the expected
costs are less than the expected revenues.

The government agency decisionmaker does not face the same
array of economic incentives and constraints. If the costs of an
agency action exceed the benefits, the result may not have an imme-
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diate adverse impact on the agency. Analytical information on eco-
nomic costs has in the past rarely existed in the public sector, so that,
more often than not, the governmental decisionmaker has not been
aware of approving a regulation that is economically inefficient. The
aim of requiring agencies to perform benefit-cost analysis is to make
the regulatory process more efficient and to eliminate regulatory ac-
tions that, on balance, generate more costs than benefits. This result
is not assured by benefit-cost analysis, since political and other im-
portant considerations may dominate the decisionmaking. Even in
those cases, however, benefit-cost analysis may provide valuable
guidance.

The review of a proposed Federal regulatory activity should in-
volve analysis of three types of questions. The first is whether some
form of market failure has occurred that warrants the imposition of
regulation. The second is whether Federal regulation, in contrast to
State and local regulation, is appropriate. The last question, assum-
ing the response to the first two is positive, is whether a specific reg-
ulation will increase net benefits to society. Traditionally, much of
the responsibility for answering the first two questions has fallen on
the Congress, while the last question has been addressed by the reg-
ulatory agencies.

Careful analysis of the first two questions, unfortunately, has often
been neglected. Such analysis should address itself to whether there
is any significant market imperfection in the absence of regulation.
Observed differences in safety conditions among workplaces, for ex-
ample, are not sufficient evidence of a market imperfection, because
employer and employee knowledge of these conditions may lead to
compensating differences in wages and employment conditions. Ob-
served differences in economic outcomes among demographic
groups are not sufficient evidence of discrimination because these
differences may be the result of nondiscriminatory processes. More
careful analysis of these types of issues is necessary to determine the
existence and nature of any market imperfection.

For Federal regulations, in addition, it is important to determine
whether the nature of the imperfection is such that Federal regula-
tion, rather than State or local regulation, is appropriate. Federal
regulation is most likely to be appropriate where the externalities of
an activity in one State have substantial effects in other States or
countries, the activity affects basic constitutional rights, or interstate
commerce would be significantly disrupted by varying local regula-
tions. In the absence of these conditions, State and local regulation is
likely to be more efficient by more accurately reflecting local prefer-
ences and conditions.
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When some Federal regulation is clearly appropriate, an analysis of
its benefits and costs can provide valuable information to help select
the form and extent of the regulation. In practice, a benefit-cost anal-
ysis will not always be a sufficient basis for resolving all controversy
about the regulation. Given the increasing concern about the efficien-
cy of Federal regulations, however, a more general use of benefit-
cost analysis can contribute to a broader consensus on appropriate
changes in the nature and degree of Federal regulations.

QUANTIFICATION

The benefits and costs attributable to regulation are the difference
between the benefits and costs that would occur because of regula-
tion and those that would prevail in its absence. Although this idea
may seem straightforward, its application can be complex. Determin-
ing what would occur in the absence of regulation may involve a con-
siderable amount of judgment.

Sometimes the indirect effects of regulation may be as important as
the direct ones. Consider, for example, the question of tighter stand-
ards on emissions from new automobiles. Higher new car prices, at-
tributable in part to these tighter standards, have reduced the rate at
which older cars with higher emissions are being scrapped. A recent
study indicates that the tighter emission standards implemented in
the 1981 model year may increase total emissions for several years as
a result of this process.

Even when it is not possible to put a dollar sign on benefits, a
cost-effectiveness analysis still can be helpful by ranking the relative
economic efficiency of alternatives. By using this method, originally
developed for military programs, estimates can be made of the costs
of different ways to accomplish an objective. Cost-effectiveness analy-
ses permit policymakers to identify least-cost solutions. In this more
limited approach, the analyst begins with the assumption that the
regulatory objective is worth achieving. This approach may be par-
ticularly useful in dealing with programs to reduce personal hazards.
Instead of dealing with such a difficult conceptual question as the
economic value of human life, the emphasis shifts to identifying regu-
latory approaches that would maximize the number of lives saved for
a given amount of resources.

Reliable measures of costs and benefits are not easily achieved or
always possible. Should the loss of a forest, for example, be meas-
ured only by the value of the timber cut? What of the beauty de-
stroyed? What of the area's value as a wildlife habitat? Such unquan-
tifiable questions usually arise in the course of making a decision
about any Federal regulation.
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However, the difficulties involved in estimating benefits or costs
need not serve as a deterrent to analysis. Merely identifying impor-
tant but often overlooked impacts may be useful to the decisionmak-
ing process. An example on the cost side is the beneficial drugs that
are not available because of regulatory obstacles. An example on the
benefit side is the more productive work force that results from a
lower rate of accidents on the job.

THE EVOLUTION OF REGULATORY REVIEW

The last decade has been marked by a shift in emphasis from in-
dustry-specific regulations to rules affecting specific aspects of the
operation of virtually all industries, such as occupational safety and
environmental protection.

The recent expansion of Federal regulatory activity has occurred
despite the fact that the Federal Government has no explicit power
to regulate intrastate economic activity. The 10th amendment, which
reserves to the States and the people all powers not delegated to the
United States, confirms the States' powers to enact laws to protect
public health, safety, morals, and general welfare. The Federal Gov-
ernment was not given comparable power, except as such activity af-
fects interstate commerce.

The recent growth of Federal regulation of economic activities has
been based largely on broadened judicial interpretation of the scope
of the "commerce clause," which gives the Congress the power "to
regulate Commerce with foreign Nations, and among the several
States, and with the Indian Tribes." Until the Great Depression, Fed-
eral regulation of the economy was small in comparison to control
exercised by the States. Since that time, however, Federal regulation
has expanded and numerous Federal regulatory agencies have been
created and given broad discretion by the Congress to regulate the
economic activity of private institutions. But the Congress and the
executive branch have been limited in their ability to control the spe-
cific decisions of regulatory agencies, although both can exert some
control through the appointments process, the budget, and changes
in enabling statutes.

Concern has grown that many of the decisions of regulatory agen-
cies are economically inefficient. Explicit guidance to an agency to
weigh the costs and benefits of its decisions has been Federal law
since it was included in the Rivers and Harbors Act of 1902. The
benefit-cost procedure was explicitly required for the first time under
the Flood Control Act of 1936. Until the 1970s, however, the benefit-
cost technique was used with regularity only in reviewing expenditure
programs.
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In 1975 a major expansion in the use of benefit-cost analysis
occurred when the President directed regulatory agencies to prepare
"inflation impact statements" to accompany proposed rules. Under the
next Administration this approach was modified to require "regulatory
analyses,'* However, it was stressed that its requirements for regulatory
analysis should not be interpreted as subjecting proposed rules to a
benefit-cost test.

Regulatory relief is a key element of the President's economic re-
covery plan, along with expenditure restraint, tax cuts, and monetary
stability. Executive Order 12291, issued on February 17, 1981, di-
rects agencies, to the extent permitted by law, to use benefit-cost
analysis when promulgating new regulations, reviewing existing regu-
lations, or developing legislative proposals concerning regulation.
Administrative decisions on regulations are to be based on adequate
information concerning the need for the regulations and their eco-
nomic consequences. Not only must the benefits from the regulation
exceed the costs, but the Executive order requires that the approach
selected (where alternative approaches exist) should be chosen to
maximize net benefits.

In the case of major rules, agencies must publish preliminary and
final regulatory impact analyses (RIAs) that set forth conclusions re-
garding the benefit-cost balance and feasible alternatives. Major rules
consist of those that will have any of the following three effects: (1)
an annual effect of $100 million or more; (2) a major increase in
costs or prices; or (3) a significant adverse effect on a specific indus-
try or on the economy in general. Regulatory impact analyses are to
include: (1) a description of the potential costs and benefits of the
proposed rule; (2) a determination of its potential net benefits; and
(3) a description of feasible cheaper alternatives with an explanation
of the legal reasons why such alternatives, if proposed, could not be
adopted. The analyses and rules must be submitted to the Office of
Management and Budget before publication in the Federal Register.

In addition, regulatory agencies must review rules currently in
effect and prepare regulatory impact analyses for those which are
classified as major. The Executive order also requires agencies to
publish semiannual calendars of proposed regulations and current
regulations that are under review.

To spearhead the Administration's regulatory relief efforts, the
President created the Task Force on Regulatory Relief, which is
chaired by the Vice President. The task force reviews proposed regu-
lations, using the guidelines established by Executive Order 12291,
and is assessing existing regulations with an eye toward their revi-
sion. During 1981 the task force earmarked 100 existing rules and
paperwork requirements for review, and more than a third of those
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reviews have already resulted in formal proposals or final action to
eliminate or revise the rules and programs involved. The task force
will designate other existing programs for review, and it will continue
to press for formal action to implement the conclusions of the
reviews.

Through December 31, 1981, the Office of Management and
Budget (OMB) had reviewed 2,715 proposed regulations and had ap-
proved 2,546 as being consistent with the Executive order. These
numbers do not reflect the number of regulations that were evaluat-
ed within the agencies and found to be inconsistent with the Execu-
tive order and therefore not submitted to OMB. Agencies have
issued 40 major regulations. Nineteen were supported by regulatory
impact analyses, while analyses of the 21 others were waived for such
reasons as emergency conditions.

Although the Executive order is an important procedural reform,
some important regulatory areas are still immune from OMB review.
These are areas under the regulatory authority of independent agen-
cies, such as the Federal Trade Commission, and programs under the
authority of executive branch agencies which are guided by other
standards based on their enabling legislation. In these areas it will
take legislative changes to open up regulatory activities to OMB
review.

Recent court decisions have demonstrated the importance of in-
cluding specific economic efficiency criteria in the enabling legisla-
tion of agencies. In its June 1981 decision on standards established
for acceptable levels of cotton dust in textile plants, the Supreme
Court held that an agency must meet the standard of "feasibility" if
that is the standard established by its enabling legislation, whether or
not the regulation is reasonable on the basis of other criteria, such as
economic efficiency.

Just as a standard of feasibility can cause agencies to make ineffi-
cient regulatory decisions, so can a standard of reasonableness. For
example, the Fifth Circuit Court held that Interstate Commerce Com-
mission (ICC) guidelines that allowed motor carriers to seek the re-
moval of restrictions on which commodities they might carry, but
only by choosing to carry commodities in one of three categories, ex-
ceeded ICC's authority under the Motor Carrier Act of 1980 to "rea-
sonably broaden" existing carrier certificates. Although the guide-
lines could be supported on economic grounds as increasing compe-
tition, they were rejected by the court because they failed to meet the
legal definition of "reasonable." Although the agency can still exer-
cise some discretion in broadening categories, substantial further de-
regulation of the for-hire trucking industry may be dependent on a
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change in the law that would eliminate limitations on the commod-
ities that a certificated carrier can transport.

The Administration has also been working with the Congress on
legislation that would require economic analysis of proposed regula-
tions. The Congress has held extensive hearings on several bills that
would require all Federal regulatory agencies to analyze the costs and
benefits of their major regulations. The Administration is supporting
S. 1080, which would codify the requirements of Executive Order
12291 so that it would apply to all agencies. In addition, the bill
would require that each major rule be reviewed every 10 years.

THE CLEAN AIR ACT AND ECONOMIC ANALYSIS

The most important regulatory enabling legislation now being re-
viewed by the Congress is the Clean Air Act. Many of the questions
that permeate social regulation arise in the case of this landmark law.
The Council of Economic Advisers has developed three general prin-
ciples which illustrate the role of economic analysis in designing a
regulatory program such as the Clean Air Act.

First, Federal regulation should focus on situations where there is a clear na-
tional problem. An example of this approach would be strengthening
Federal responsibility for dealing with air pollution transported
across State and national boundaries while leaving air pollution prob-
lems that are local in nature to State or local governments whenever
practical.

Second, the benefits and costs of regulation should be considered in designing
a new regulatory program. For example, various emission standards
could be set at levels at which the incremental benefits are equal to
the incremental costs, and benefits and costs could be considered
when determining State implementation strategies.

Third, consumers, businesses, and State and local governments should be
granted flexibility in the way they meet Federal standards. Thus, those sub-
ject to regulation would be encouraged to use the lowest cost means
for achieving standards.

The following discussion shows how these three principles relate
to several important provisions of the Clean Air Act.

LONG-RANGE TRANSPORT

The pollution control programs established under the current
Clean Air Act focus on improving ground-level air quality relatively
near the sources of pollution. Although the act contains provisions
for States to notify the Environmental Protection Agency (EPA) if a
neighboring State is "exporting" its pollution, EPA's authority to
order remedies is limited. Moreover, the States typically have been
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unable to arrive independently at appropriate and inexpensive solu-
tions to such problems through negotiation or litigation. Therefore,
a case can be made for strengthening Federal involvement in air pol-
lution problems which transcend State or national boundaries.

AMBIENT AIR STANDARDS

The Clean Air Act requires EPA to set uniform primary and sec-
ondary National Ambient Air Quality Standards (NAAQS) for several
pollutants that are considered to endanger public health and welfare.
The primary NAAQS are to be set at levels adequate to "protect the
public health," with an "adequate margin of safety** to account for
scientific uncertainties. However, a Federal court has ruled that the
consideration of costs in setting the primary standards is prohibited.

The secondary standards are to be set at levels that protect the
public welfare, which covers such things as property damage. The
consideraton of costs is also constrained in setting secondary stand-
ards.

If the Federal Government were given effective authority to regu-
late pollution that crosses State and national boundaries, then the
States could play a major role in establishing the primary air quality
standards and an exclusive role in establishing secondary standards.
The Federal Government could set a presumptive primary ambient
air standard, but the States would be free to modify the national pri-
mary standard applicable to them in light of local conditions. The
setting of secondary standards could be left entirely to the States.
The desirability of such changes, of course, depends on a variety of
factors in addition to economic impact.

TECHNOLOGY-BASED STATIONARY SOURCE STANDARDS

The Clean Air Act requires EPA and the States to establish emis-
sions standards for stationary sources. EPA must set new source per-
formance standards primarily on the basis of the cost and availability
of control technologies and the financial strength of the individual
industries.

The current system of technology-based emissions standards, how-
ever, creates numerous difficulties. EPA does not consider benefits
when setting stationary source standards. The standards are set
primarily on the basis of the feasibility of the control technology,
subject to an industry's ability to pay for the controls. The benefits
and costs of air pollution control are, therefore, only considered indi-
rectly.

Second, under these standards the marginal cost of emission con-
trols may vary widely among different sources within a given region,
thereby unnecessarily increasing the total costs of abatement. For ex-
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ample, more stringent controls on new sources than on existing
sources often lead to a much higher marginal cost per ton of pollut-
ant removed in new plants than in old, even though a ton of pollut-
ant causes comparable health damage, regardless of its source. The
requirement for more stringent standards on new sources may inhibit
plant modernization and, by delaying the replacement of older
plants, may even increase near-term pollution.

Many students of the subject have urged that the current system be
changed to a system in which marketable permits would be used as
the principal means of achieving control over stationary source emis-
sions. Under a marketable permit system, the State or local pollution
control authority would issue a number of emissions permits consist-
ent with ambient air quality goals. In areas currently within the
standards but experiencing economic growth, the operators of exist-
ing sources of pollution would have an incentive to sell their permits
to new polluters when the market value of the permits exceeded the
costs of controlling existing sources of pollution. This would ensure
that ambient standards were achieved at lowest total cost. In areas
not yet meeting the standard, some of the emissions permits would
expire on a predetermined schedule to bring the area into compli-
ance. In this view, the trading of permits among sources would help
to assure that the standard was reached using the most efficient con-
trols.

EPA has been moving toward a transferable permit system with its
"bubble," "emission banking/' and "offset" policies. However, EPA's
efforts are seriously constrained by statutory directives that require
the establishment of various technology-based standards for different
types of sources of air pollution.

In addition, the 1977 amendments to the act require new source
performance standards for fossil-fuel-fired stationary sources to be
set in terms of a percentage reduction from uncontrolled emissions
rates rather than as a maximum allowable emissions rate. Hence, the
percentage reduction in emissions must be the same for both low
and high sulfur coal. Since low sulfur coal is generally more expen-
sive than high sulfur coal and the legislation requires that the per-
centage reduction in emission rates be the same for sources using
either type of coal, the legislation creates an incentive to burn high
sulfur coal even though low sulfur coal might be the most cost-effec-
tive method of meeting the goals of the legislation.

MOBILE SOURCE STANDARDS

The Clean Air Act directs EPA to enforce uniform national stand-
ards for motor vehicle emissions. California has been allowed to
maintain a more stringent set of standards for vehicles sold in that
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State. In the view of some analysts, the uniform Federal standards
result in overcontrolling motor vehicle emissions in some relatively
clean areas and perhaps undercontrolling emissions in some relative-
ly polluted areas.

An alternative approach would be to allow EPA to issue two sets of
standards: a stringent set for autos registered in areas with severe air
pollution problems, and a less stringent set for autos registered in
relatively clean areas. Each State would decide which of the two sets
of standards its cars would be required to meet, which would depend
on the State's ambient air standards.

According to its proponents, such a strategy would not cause sig-
nificant environmental or health damage, since ttye less stringently
controlled vehicles would be registered in areas where additional
automotive emissions would not violate the standards. Moreover,
studies show that such a strategy might substantially reduce the na-
tional costs of controlling automotive emissions.

The Clean Air Act has been interpreted to mean that every auto-
mobile line must meet applicable national emissions standards. This
prevents EPA from allowing the manufacturers to meet the standards
by averaging the results of different model lines. An alternative ap-
proach, allowing EPA to use an averaging procedure in determining
compliance, might save consumers millions of dollars. Such a change
would not increase overall emissions and thus presumably would
leave average public health conditions unaffected.

The Clean Air Act requires that, smarting in the 1984 model year,
all cars and light trucks must meet the act's high altitude standards,
regardless of the area in which the vehicles are sold. This require-
ment will have the effect of significantly increasing the amount of
emissions control required of all cars. Since only 3.5 percent of the
country's cars are sold at the specified high altitudes (principally in
and around Denver), this uniform national requirement may require
a large amount of unnecessary expenditures.

HAZARDOUS EMISSIONS STANDARDS

The Clean Air Act instructs EPA to prepare a list of air pollutants
that may cause serious damage to human health and to set emissions
(but not ambient) standards for them. The emissions standards are to
be set at levels which provide "an ample margin of safety to protect
the public health."

Consideration of benefits and costs is not prohibited in listing the
pollutants or setting emissions standards, but it is not required
either. In its rulemakings to date and in its proposed "Airborne Car-
cinogens Policy," EPA has not always balanced the benefits of air
pollution control against its costs.

146
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



THE CONTROL OF HEALTH CARE COSTS: A CONTRAST OF
APPROACHES

The policies of this Administration toward the health care industry
offer an interesting contrast to the policies of earlier Administrations.
Few analysts doubt that there are serious economic problems in this
industry. The previous Administration attempted to solve these prob-
lems by proposing a Hospital Cost Containment Act, but the Con-
gress did not pass the proposed bill, which would have imposed a
detailed regulatory scheme on hospital managements. This Adminis-
tration has examined the basic causes of inefficiencies in medical care
and is attempting to change the factors which lead to them. These
inefficiencies are due to inappropriate tax policy and to inadequate
incentives for both consumers of medical services and providers of
health care to reduce costs. In this section the structure of the industry
will be examined to show the nature of the problems, and the changes
proposed by the Administration to resolve these problems are
discussed.

THE INDUSTRY

The health care industry is large, and it is growing rapidly. In 1980
the Nation spent nearly $250 billion on health, representing 9.4 per-
cent of the total gross national product (GNP), substantially more
than the $42 billion and 6.0 percent of GNP in 1965. Prices for
health care have risen more rapidly than prices as a whole through-
out the postwar period. From 1975 to 1980 prices in the health
sector rose at an annual rate of 9.1 percent, compared to a rise of 7.4
percent for all personal consumption.

Rising expenditures resulted in a larger quantity and a higher qual-
ity of health care, as well as better access for the poor and elderly to
medical services. But because of the structure of the health care in-
dustry, this expansion caused a substantial amount of waste. Were
the rising expenditures simply due to changing consumer prefer-
ences, rising incomes, or improved technology, there would be no
policy problem. The manner in which people choose to make unsub-
sidized purchases is generally not a policy matter. Much of the in-
crease, however, has been due to perverse incentives that are built
into the medical system. A set of arrangements for buying and selling
health services has developed which insulates the participants from
the economic consequences of their actions and raises serious ques-
tions about the effectiveness of these increased expenditures in
buying more "health." The major problems are the prevalence of
third-party payments and the exclusion of employer contributions for
health insurance from the taxable income of employees.
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A major defect of the system is a lack of competitive forces among
those who supply health care. Providers of care who are paid accord-
ing to the costs they incur—cost-based reimbursement—have little in-
centive to provide care in a cost-effective manner. Retrospective pay-
ments, where payments are based on expenses previously incurred, re-
quire large administrative bureaucracies in the private as well as.the
public sectors, and provide little reward for attempts to improve
efficiency.

Health maintenance organizations (HMOs), which provide virtually
complete coverage for a flat premium, have introduced an element of
competition into the supply side of the industry. The incentives for
efficient use of health resources rest with the HMOs, not the pa-
tients, and health maintenance organizations appear to have succeed-
ed in reducing hospitalization use among their members.

Third-Party Payments
Meanwhile, third-party payments by private insurance companies

or through government programs lower the prices of medical serv-
ices to people covered by the programs, thus increasing the quantity
of medical services which they seek and bidding up total medical
costs. The larger the fraction of costs borne by third parties, the
larger the effect of third-party payments on the price and quantity of
services consumed.

Two-thirds of the personal health care expenditures of $218 billion
in 1980 were paid by third parties. One hundred and seventy million
people have private insurance for hospital care, 18 million of the
nonelderly poor are covered under medicaid, and 24 million elderly
receive medical care under the medicare program. (There is some
overlap among people in these categories, particularly private plans
and medicare.) About 23 million people in the country do not have
public or private insurance coverage.

The particular provisions of insurance plans determine the prices
that individual patients face and the effect of third-party payments on
demand. For example, a system of deductibles and copayments
makes the individual share in the costs. It leads to a more efficient
use of resources than a plan that covers all medical expenses, begin-
ning with the first dollar of expense. With "first-dollar'* coverage, the
individual has no financial incentive not to seek treatment if it has
any chance of being beneficial, regardless of its cost. First-dollar cov-
erage is necessarily more "shallow" than cost-sharing plans with the
same premium and provides less insurance against unexpected seri-
ous illnesses.

The extent of first-dollar coverage and its costs to the individual
vary greatly, but it is prevalent in the private sector. In the public
sector one finds medicare, which, like first-dollar coverage, is not de-
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signed to encourage efficient use of health care resources. The medi-
care program only imposes cost sharing late in the hospital stay,
when the patient can least afford it and when it is least likely to influ-
ence doctor or patient behavior, and it puts no limit on the out-of-
pocket costs people can incur. States are required to provide basic
services to medicaid recipients but are unable to require even mini-
mal copayments. Instead, nonmarket mechanisms, such as regulation
and rationing of services, are used to restrain utilization and costs.

Since most people are risk-averse they seek to avoid large and un-
certain costs, such as those which may be imposed by a serious ill-
ness. This is why individuals buy insurance, even though the cost of
insurance is greater than the expected value of the benefits. Expenses
which are relatively small and predictable, on the other hand, are
generally not covered by insurance. It is not rational for medical in-
surance to provide first-dollar coverage, since much of this insurance
would be for predictable routine expenses. Rational medical insur-
ance would contain coverage against catastrophic occurrences where
medical expenses might bankrupt an individual. The reality is quite
different from the logical arrangement just outlined. Some private
plans provide first-dollar coverage but no catastrophic coverage. This
is also true of medicare.

The inefficient use of resources that results from third-party pay-
ments leads to higher insurance premiums, even though the insurance
is sold in the private market, where competitive forces presumably
would lead to a lower premium. One reason why this does not
happen is that employer contributions for health insurance premiums
are not subject to payroll or income taxes.

Tax Exclusion

This tax exclusion lowers the price of health insurance to employ-
ers and employees, thereby leading to greater spending on insurance
than if employer contributions for health care were included in tax-
able income or if individuals bought insurance with their own money.
For the employee in the 30 percent income tax bracket paying social
security tax of 6.65 percent, a $100 contribution by the employer to
health insurance costs the worker in effect only $63.35 compared to
receiving the $100 as taxable income and buying the insurance di-
rectly. Even though the worker may not want to spend another $100
of his own money on health insurance, if he values the additional in-
surance at more than $63.35, he will prefer that his employer put the
$100 into health insurance rather than into his taxable earnings. For
workers in higher tax brackets the amount of inefficiency is even
greater. Employers also prefer to put the $100 into insurance premi-
ums rather than into wages, since they do not pay social security and
unemployment insurance taxes on the premiums.
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The dilution of competition in the health care industry and the re-
sultant inefficiencies have frequently led consumers to purchase more
health care than they would have purchased if compelled to pay true
costs. The lack of competition means that people receive less
"health" for their expenditures, and by spending so much on health
they have less to spend on other goods and services. It is difficult to
quantify this loss in efficiency, but recent estimates place it in the
range of $25 billion a year.

PROPOSALS FOR REFORM

Policymakers have recognized these inefficiencies and have at-
tempted to devise solutions, but the standard solution chosen has
been detailed regulation of the behavior of participants in the system.
The alternative to that kind of regulation, as discussed in Chapter 2,
is to give participants in the medical care system more incentive to
use resources efficiently. This Administration is adopting this ap-
proach.

A proposal is under consideration which would require medicare
beneficiaries to pay a part of the costs for each day they are in the
hospital. In addition, a catastrophic health insurance plan which
would guarantee that annual costs to the patient would not exceed a
certain amount is also being considered. These proposals would
reduce many inefficiencies in the system. Other proposals aimed at
increasing competition in the medical care system are currently
under development.

Some analysts have suggested replacing medicare with a voucher
scheme. Recipients would be given a voucher nearly equal to the cur-
rent cost of medicare and would be able to use this voucher to buy
whatever form of medical insurance they desired, subject to certain
constraints. This would give beneficiaries an incentive to purchase
more efficient forms of medical insurance, since they would reap the
savings.

REGULATORY REFORM IN THE AGENCIES

The current status of Federal regulation can be illustrated by a
review of the situations in five key areas: financial institutions, agri-
culture, energy, transportation, and telecommunications.

FINANCIAL INSTITUTIONS

Federal regulation of financial institutions was initially designed to
assure that savings channeled into investments were protected and
that investors had enough information to make rational decisions on
investments. The early regulatory statutes, however, reflected an am-
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bivalent attitude toward competition in the financial industry. Restric-
tions on bank mergers and interstate branch banking were imposed
to prevent banking monopoly, but at the same time restrictions on
types of assets, entry, and rates of interest paid to depositors were
imposed to limit competition and dissuade managers from risky ven-
tures. A legal separation of depository institutions and securities
firms was written into law in response to concern about conflicts of
interest.

Over the last decade, however, technological innovation, high infla-
tion, and the slowness of some regulatory bodies to adjust their regu-
lations to conditions in the financial markets have made traditional
depository institutions less attractive to depositors. They have found
it more advantageous to shift their funds among institutions or, in
many cases, to move them outside the banking system itself.

Thrift Institutions

The principal cause of the thrift industry's current problems is the
imbalance between increasingly rate-sensitive liabilities and long-term
fixed-rate assets. Time and savings deposits, the major sources of
funds for thrift institutions, have traditionally been subject to Federal
interest rate ceilings. These funds enabled the thrifts to make long-
term loans, for such things as residential mortgages, at fixed rates of
interest during times of steady and low interest rates. As interest
rates began to rise in the 1970s, however, regulation prevented the
thrift institutions from increasing the interest they paid on deposits
to compete with other institutions, which had begun to offer a higher
return on alternative instruments. Some regulatory changes then
were made to allow thrifts to pay market rates of interest on certain
types of deposits as well. These changes, however, did not eliminate
the long-term problem faced by many thrifts. The need to finance
large numbers of fixed-rate long-term loans at low interest rates with
deposits on which they paid higher interest rates severely strained
many thrift institutions.

The removal of two restrictions provided some relief for thrifts. In
1979 they were given limited authority to make loans at variable rates
of interest, and in 1981 most restrictions on variable-rate loans were
lifted. Meanwhile, they have also obtained permission to invest in the
futures markets as a way of hedging their risks.

The Administration supports proposed legislation that would give
thrift institutions greater flexibility in carrying out their operations.
Various proposals would give thrift institutions many of the same
powers to vary their assets and liabilities that commercial banks now
have. Thrift institutions would be permitted to make additional short-
term consumer and commercial loans in addition to residential mort-
gage loans, and alternative mortgage instruments would be estab-

151
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



lished to make real estate lending more attractive. Other provisions
of proposed legislation would clarify the authority to utilize interstate
and interindustry mergers to rescue troubled thrifts and commercial
banks, thereby leading to stronger financial institutions.

Commercial Banks

Under the Glass-Steagall Act of 1933, depository institutions and
securities firms became legally separate entities offering quite differ-
ent types of services. In recent years, however, high interest rates
have led securities firms to offer investors the opportunity to invest
in money-market mutual funds, a change that has, in effect, circum-
vented the 1933 act. The funds invested in money-market funds,
unlike those deposited in commercial bank and thrift institution sav-
ings accounts, are not subject to interest rate ceilings, and investors
are generally allowed limited checkwriting privileges. As a result, de-
positors over the last several years have withdrawn substantial
amounts of funds from low interest accounts at banks and thrifts to
place their money in high yielding money-market instruments, includ-
ing money-market funds and government securities.

Within the bounds of their statutory constraints, banks have been
trying to meet this new form of competition. They have, for example,
been offering their customers access to market-level rates of interest
through repurchase agreements against their portfolios of govern-
ment securities. In many respects, however, the regulations that
apply to banks remain more restrictive than those that apply to secu-
rities firms.

The Administration has proposed that commercial banks be per-
mitted to engage in some activities previously reserved for securities
firms through the establishment of bank holding company subsidiar-
ies. Commercial banks would be authorized to set up these subsidiar-
ies to underwrite and deal in municipal revenue bonds and to spon-
sor and underwrite shares in mutual funds. Such a change would
help to equalize competition for funds between commercial banks
and securities firms. The use of the holding company subsidiary
would help separate the riskier securities activities of a bank from its
federally insured depository activities.

Regulatory Relief

Thrift institutions, commercial banks, and securities firms should
be allowed to compete on an equal basis, without the restrictions that
prevent them from offering similar services and paying competitive
rates. The Congress has recently passed laws that should go further
toward achieving a competitive environment, and the regulatory
agencies themselves have taken decisions to bring about more com-
petition.
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Under the Depository Institutions Deregulation and Monetary
Control Act of 1980, interest rate ceilings on time and savings depos-
its are to be raised over a period of 6 years, after which the ceilings
will be abolished. The same law permitted depository institutions to
offer negotiable order of withdrawal (NOW) accounts, and certain
State usury ceilings were preempted. Uniform reserve requirements
on transactions liabilities at all depository institutions are being
phased in, and the Federal Reserve System has begun charging banks
for certain services previously provided without charge.

The Depository Institutions Deregulation Committee, created
under authority of the 1980 act, adopted two significant deregulatory
actions in 1981. It removed the ceiling on interest rates paid on 2J/2
to 4-year small saver certificates, resulting in a 50 percent increase in
purchases of such certificates between August and the end of 1981,
and it authorized a 1 %-year account that would not be subject to in-
terest rate ceilings for Individual Retirement Accounts (IRAs) and
Keogh deposits.

During the last decade, the financial regulatory system has not
adapted quickly to a changing economic environment. To ensure the
future adaptability of financial institutions to evolving technology and
competitive forces, regulation of the financial industry needs to be
reviewed and reformed.

AGRICULTURE

Three important regulatory programs relating to agriculture pre-
sent important issues: food safety, Federal marketing orders, and
meat inspection.

Food Safety

Certain food safety laws and regulations are outdated and fail to
show adequate recognition of the fact that there is a degree of risk
inherent in providing an economical and sufficient food supply.
These points can be illustrated by a discussion of the problems that
have arisen in connection with the Delaney anticancer clauses of the
1958 Food Additives amendment to the Federal Food, Drug, and
Cosmetic Act. The Delaney clauses prohibit the use of any chemical
substance in any amount as a food additive if the substance has been
found, by appropriate tests, to induce cancer in people or laboratory
animals.

Scientific progress since the Delaney clauses were enacted in 1958
has brought about a quantum improvement in the ability of scientists
to measure chemical substances. It is now possible to detect parts per
trillion of a chemical substance in food. This is significant, since un-
certainty exists regarding the degree of risk to human beings from
exposure to extremely low levels of carcinogens, and strict enforce-
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ment can result in ignoring severe impacts on food availability and
preservation.

It seems clear that the zero-risk approach embodied in the Delaney
clauses has become untenable. Policymakers and scientists need to
establish procedures for defining levels of food contaminants that
represent acceptable levels of risk for consumers, develop ways to
help consumers protect themselves against significant risks when
such risks are found to exist for particular foods, and give firms in-
centives to develop safe food additives and to reduce contaminants.

Marketing Orders

Legislative authority for Federal marketing orders is contained in
the Agricultural Marketing Agreement Act of 1937. The orders origi-
nally were designed partly to reflate farm prices and thus increase
farmer income during the 1930s. Federal marketing orders for fruits,
vegetables, and specialty crops establish restrictions on the quality
and quantity of products that can be marketed. Those restrictions
vary, but they may include minimum grade and size requirements,
limits on product shipments during all or part of the marketing
season, limits on quantities entering the fresh market, restrictions on
total marketings (in a few cases), and rules on packaging standards.
During 1980 commodities marketed under the orders had a farm
value of $5.2 billion.

As a part of the Department of Agriculture's regulatory reform
effort, a team comprised of Department of Agriculture and university
economists was appointed during 1981 to examine the economic ef-
fects of marketing orders for fruits, vegetables, and specialty crops.
The study revealed that Federal orders for hops, spearmint oil, Cali-
fornia-Arizona navel oranges, Valencia oranges, and lemons (and per-
haps those for walnuts and filberts) had been used in ways that re-
sulted in significant resource misallocation. Marketing allotments,
market allocation provisions, and season-long prorates were the pro-
visions identified as having the greatest capacity for causing misallo-
cation. It was also reported that marketing orders can increase eco-
nomic efficiency by stabilizing returns to growers, providing quality
assurance for buyers, and facilitating research and container stand-
ardization.

Early in 1982, Department of Agriculture officials issued policy
guidelines on marketing orders calling for changing the procedures
to curb the supply restrictions resulting from the use of producer al-
lotments, to lessen restrictions on handler shipments caused by pro-
rate provisions, to reduce supply restrictions caused by stockpiling of
reserves, and to limit the incentives for chronic overproduction. If
carried out, these changes will produce substantial efficiencies.
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Federal milk orders establish the minimum prices that milk proces-
sors pay farmers for Grade A milk. Basically, these orders are price
discrimination (classified pricing) devices. Approximately two-thirds
of the milk marketed in the United States (valued at $12.2 billion at
the plant level) was priced under Federal milk orders in 1981.

Without this kind of regulation, some milk processors would have
an incentive to purchase concentrated milk products (e.g., unsalted
butter and nonfat dry milk) from lower cost sources and add water
to produce a reconstituted fluid milk product. Little reconstituted
milk is now sold in the United States, partly because Federal milk
order regulations strongly encourage processors to buy fresh milk.

During 1979 the Department of Agriculture was asked to hold a
hearing on the question of whether to make reconstituted milk less
expensive for use by processors. This also would have reduced retail
milk prices, since market forces would tend to force processors to
pass along a portion of their savings to consumers. After extensive
study, the Department denied the request for a hearing in April
1981, chiefly because the proposal would have undermined the clas-
sified pricing system, caused losses to dairy farmers that would have
exceeded the gains to consumers and the Federal Government, and
ignored the fact that consumers presently have a lower cost alterna-
tive to fresh milk priced under the orders—that is, to buy dry milk
and add the water themselves. These are important considerations.
However, if new technologies for handling concentrated milk prod-
ucts are to be accommodated under the Federal orders, this issue will
deserve reexamination in the future.

Meat Inspection

The Department of Agriculture has developed draft legislation to
increase the flexibility and reduce the costs of its meat and poultry
inspection programs. Present meat and poultry inspection laws—
some of which date back to the early 1900s—emphasize continuous,
on-site inspection of slaughtering and processing plants. The pro-
posed change would permit periodic inspection—for example, once a
week or once a month—of meat and poultry processing plants which
have good quality control systems, while retaining continuous inspec-
tion of slaughtering plants. The proposed change would reduce the
Department of Agriculture's costs as well as those of plants with ef-
fective quality control systems.

While this proposed legislation would produce savings in the Fed-
eral meat inspection program, where costs now run to $300 million a
year, other methods might permit still larger savings and produce
other efficiencies. Such alternative programs would include user fees
to cover certain meat and poultry inspection costs, licensed and
bonded private inspectors rather than government inspectors, inspec-
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tion and insurance arrangements that would give meat processors in-
centives to maintain effective quality control systems to qualify for
low-cost product liability insurance, and periodic rather than continu-
ous inspection of poultry slaughtering plants.

ENERGY

Many of the past energy policies of the government have not been
consistent with the general principles presented in Chapter 2 for gov-
ernment intervention. The actual effects of such policies have been
highly adverse to the interests of the Nation. The policy of this Ad-
ministration is to remove the inconsistency, inefficiencies, and uncer-
tainty caused by inherited policy, and thereafter to facilitate the oper-
ation of market forces as the guiding and disciplining constraints
shaping investment, production, and consumption decisions in the
energy sector.

Decontrol of the Petroleum Markets

Beginning with the Economic Stabilization Program of 1971, the
petroleum sector has been subject to continuous price and allocation
controls. Because price controls increase quantities demanded and
reduce quantities supplied, they must be accompanied by nonprice
rationing mechanisms. The complex system of controls included enti-
tlements regulations, the "buy-sell" program, and other rules serving
that purpose. These made the task of efficiently allocating available
supplies of crude oil and refined products much more difficult. Other
rules gave special consideration to small refiners and other interests,
thus introducing additional distortions into the system. In particular,
the rules provided strong disincentives to prepare for possible future
supply interruptions.

As the inefficiencies and other adverse effects of the controls
became increasingly manifest, the Congress enacted a law to phase
out all petroleum controls by September 30, 1981. Using the legal
discretion available to him, the President moved the date of full de-
control forward by about 8 months. It is instructive to review the
data on some of the more salient effects of full decontrol.

The steady decline in domestic production (excluding oil from
Prudhoe Bay) during the price control period has been reversed
(Tables 6-2 and 6-3). November 1981 marked the fourth consecutive
month of production increases over year-earlier levels, a feat not ob-
served in the United States for 10 years. Furthermore, oil-drilling ac-
tivity in 1981 was almost 40 percent greater than in 1980 (Table 6-
2). There has also been a reduction in petroleum imports, part of
which is probably due to other factors (Table 6-4). The entitlements
regulations provided artificial incentives to import crude oil and re-
sidual fuel oil; the abolition of the regulatory framework has removed
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that incentive. The end of artificially high oil import levels has had a
favorable effect upon exchange rates, and thus upon the prices of
foreign goods in the United States. This reduced price of the foreign
goods basket is a major benefit of oil decontrol to the domestic econ-
omy. One study has estimated the value of this wealth gain at almost
$6 billion a year.

TABLE 6-2.—Domestic crude oil production and drilling activity, 1973-81

Period

1973
1974

1975
1976
1977 . ., ...
1978 . . . . .
1979 . ,

1980 .
1981

1981:
January
February . . ..
March... ... ... ...
April
May
June

July
August ... .
September
October ., \
November
December

Production
(thousands of

barrels per day)

9,208
8,774

8,375
8,132
7,937
7,618
7,269

7,076
1 7,050

7,020
7,068
7,069
7,020
7,001
7,072

6,902
7,054
7,117

1 7,107
1 7,082
1 7,095

Oil wells drilled
(excludes dry

holes)

9902
12,784

16,408
17,059
18,912
17,775
19,383

27,026
1 37,645

1 1,789
1 2,462
1 3,102
1 2,905
1 2,604
'3497

'2790
1 3,137
13416
1 3,775
1 3,587
* 4,581

1 Preliminary.
Note.—Production data exclude Prudhoe Bay.

Sources: Department of Energy and American Petroleum Institute.

TABLE 6-3.—Domestic crude oil production, 1980-81

[Thousands of barrels per day]

Month

January
February
March
April
May
June ,

July . . . . . .
August
September
October * . .. .
November *
December 1

1980

7121
7 168
7 155
7130
7103
7,012

7041
6906
7,102
7045
7033
7 102

1981

7020.
7068
7069
7020
7001
7,072

6902
7054
7ill7
7 107
7082
7095

Change

101
100
86

110
102
60

139
148

15
62
49
7

1 Preliminary.

Note.—Data exclude Prudhoe Bay.

Sources.- Department of Energy and American Petroleum Institute.
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TABLE 6=4.—/w/w>r/.y of crude oil and refined products, 1980-81

[Thousands of barrels per day]

Month

1980:

January
February . . .
March .
April
May
June ... . . . . .

July
August
September
October
November
December

1981:

January
February
March
April .... ... .. .
May
June., „

July.
August
September
October '
November »
December *

Total

8342
7,847
7,509
6,985
6,549
6,893

6,046
6,102
6,128
6,173
6,253
6,660

6,709
6,697
5,887
5,370
5,317
5,104

5,634
5,480
5,891
5,027
5,436
5,532

Crude oil

6359
5,936
5,785
5,555
5,071
5,480

4,645
4,723
4,653
4,570
4,524 I
4,848

4,817
4,793
4,382
4,060
3,881
3,766

4,161
3,908
4,279
3,957
3,972
3,844

Refined products

1,983
1,911
1,724
1,430
1,478
1,413

1,401
1,379
1,475
1,603
1,729
1,812

1,892
1,904
1,505
1,310
1,436
1,338

1,473
1,572
1612
1,070
1,464
1,688

1 Preliminary.
Note.—Data exclude Strategic Petroleum Reserve.
Source: American Petroleum Institute.

Natural Gas Policy

Wellhead prices of natural gas sold in interstate commerce have
been regulated by the Federal Government since 1954. Because in-
trastate gas prices were not subject to control, a two-market system
resulted. This led to shortages in the interstate market because inter-
state pipeline companies were hampered in competing for gas sup-
plies, while the artificially low prices encouraged consumers to
demand more natural gas than otherwise would have been the case.

Rising oil prices in the 1970s exacerbated the shortage of gas in
the interstate market, leading to nonprice rationing. Existing indus-
trial users of gas were curtailed during periods of particularly intense
shortages, and many potential new users, both at the industrial and
residential level, were proscribed from using gas. The cold winter of
1977 produced a severe shortage of interstate gas, thus illustrating
vividly the adverse effects of the regulations. In short, the wellhead
price controls produced serious inefficiencies: (1) underproduction of
gas for the interstate market, and (2) inefficient allocation of gas,
both between the interstate and intrastate markets and between dif-
ferent users within the interstate market.

Natural gas regulation was changed substantially with passage of
the 1978 Natural Gas Policy Act (NGPA). A small amount of (high
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cost) new gas was deregulated under the NGPA almost immediately,
and the price of between 40 and 60 percent of all gas is scheduled to
be deregulated on January 1, 1985. The price of a smaller volume of
gas will be deregulated on July 1, 1987. Under the NGPA, price con-
trols were extended to gas sold in intrastate markets. About 20 cate-
gories of gas were created, each with its own ceiling price and infla-
tion adjustment or other escalation factor.

Because of the various price categories of gas under the NGPA,
producers receive distorted signals and incentives affecting develop-
ment and production decisions. Instead of producing the lowest cost
gas first and moving successively to higher cost sources, producers
have been induced by the different price categories to produce high-
cost sources first in many cases, and otherwise to shift their produc-
tion efforts away from those most efficient. This means that total gas
production will consume more resources than necessary. The current
boom in drilling for high-cost (deep) gas is illustrative of this proc-
ess.

Another problem is likely to arise because the prices for new gas
that are scheduled to be decontrolled in 1985 and 1987 are tied until
then by the NGPA to 1978 oil prices. Since oil prices have roughly
doubled since then, and are not likely to fall substantially, partial de-
control will generate a sharp increase in delivered gas prices, as con-
sumers bid up gas prices to levels equivalent to those of close substi-
tutes, such as oil. The Department of Energy estimates that average
domestic wellhead prices in 1980 dollars per thousand cubic feet will
rise under the NGPA from $2.27 in 1982 to $4.45 in 1985. Because
the prices of decontrolled gas can be averaged (rolled in) with those
of controlled gas, and because consumer demands are determined in
substantial part by the prices of substitute fuels, average 1985 prices
under the NGPA are not likely to differ greatly from those that would
evolve under full decontrol. This implies that the prices of decon-
trolled gas will be bid up well above the levels that would be ob-
served in a fully decontrolled market. Indeed, decontrolled high-cost
gas is now being sold at the wellhead for over $9, while the Depart-
ment of Energy estimates that the average 1985 price under full de-
control would be $4.65.

The high prices that will be paid for decontrolled gas in 1985 and
thereafter imply that gas consumers in general will not be the
beneficiaries of the remaining controls. Instead, the beneficiaries will
be the producers of decontrolled gas. However, under the NGPA dif-
ferent groups of consumers will fare differently. Pipeline companies
with access to substantial quantities of price-controlled gas will be
able to bid deregulated gas away from other pipelines because the
higher prices on decontrolled gas can be averaged with the lower
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prices paid for gas still subject to controls. This means that different
consumers may well pay substantially different average prices, and
that large quantities of gas will be reallocated artificially because of
differential access to controlled gas. In particular, the intrastate pipe-
lines will have relatively little access to controlled gas, and so a very
substantial amount of gas will shift out of the intrastate market into
the interstate market. Interstate pipelines also will vary in their ability
to bid for decontrolled gas. In short, in addition to the resource
waste involved in gas production under the NGPA, both controlled
and decontrolled gas will be allocated inefficiently. The Department
of Energy estimates that the efficiency gain to the economy from full
gas decontrol in 1982 would be about $10 billion.

The prospect of a sharp price increase in 1985, along with the
other problems inherent in the NGPA, may provide an impetus
toward extension of price controls on all gas beyond 1985. This
would resurrect all of the additional consumption and production in-
efficiencies experienced before passage of the NGPA. If price con-
trols were extended, gas production would be reduced and oil con-
sumption and imports would be stimulated. Furthermore, the total
net decrease in proved domestic gas reserves from 1971 through
1979 was almost 96 trillion cubic feet. Extension of controls there-
fore would have very serious effects upon future domestic gas re-
serves.

Some observers have argued that decontrol would make producers
better off at the expense of consumers, and that decontrol would
hurt the poor. Both of these assertions are subject to serious ques-
tion. Compared to conditions under the NGPA, decontrol would
make some producers and consumers better off and some worse off.
The averaging of controlled and uncontrolled prices under the
NGPA results in high prices for some producers and lower ones for
others. Decontrol would move all prices toward the common market-
clearing level. Similarly, the NGPA forces some consumers implicitly
to subsidize others, so that consumers as a group would be no better
off under the NGPA than under full decontrol. Moreover, decontrol
would benefit a wide class of individuals and groups, including the
poor, by improving the productive efficiency of the economy as a
whole. Hence, decontrol would make some poor individuals worse
off, but others better off. Price controls are a costly and inefficient
method of avoiding the adverse effects of rising fuel prices.

Some commentators have argued that gas decontrol ought to be
accompanied by a "windfall profits" tax, perhaps patterned after the
crude oil "windfall profits" tax. It should be noted that the latter tax
is not based on profits, windfall or otherwise. It is actually an excise
tax on domestic crude oil production. A "windfall profits" tax on gas
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would be likely to generate the same sort of inefficiencies: reduced
domestic production, increased imports, and consumption of more
resources in domestic production than otherwise would be the case.
Other taxes, such as severance taxes on old gas, may be less harmful
if they generate only small distortions in incremental production in-
centives.

TRANSPORTATION

The reduction in Federal economic regulation of the transporta-
tion industry is promoting a more efficient transportation system.
The airline, motor carrier, railroad, and intercity bus industries are
not now characterized by any of the market failures discussed in
Chapter 2. There are many competitors in each industry. Transporta-
tion is not a public good, since individuals pay for each trip or ship-
ment. There are no external costs or benefits that would warrant the
regulation of prices or the number of competitors.

Since 1978 the Congress has passed three major pieces of legisla-
tion to reduce the regulation of these industries. A phased deregula-
tion of the airlines is now being carried out and will be completed
with the elimination of the Civil Aeronautics Board (CAB) on January
1, 1985. The Motor Carrier Act of 1980 and the Staggers Rail Act of
1980 provide the authority to eliminate significant portions of the
economic regulation of trucks and railroads, but they do not pre-
scribe an end to regulation. Both require definite action by the Inter-
state Commerce Commission to eliminate as much regulation as the
law permits. A bill to reform regulation of the intercity bus industry
passed the House of Representatives in November 1981.

Airlines

Deregulation of domestic airlines continued in 1981 according to
the schedule of the Airline Deregulation Act of 1978. On December
31, 1981, the Civil Aeronautics Board lost the power to determine
the routes of individual airlines. Earlier in the year CAB approved a
proposal to allow the airlines to file only maximum fares. In the past
they have been required to include in their tariff filings every price
that they offered to the public.

A pending prohibition on U.S. airline participation in the Interna-
tional Air Transport Association conference, which determines air
fares between the United States and Europe, became a bargaining
point in multilateral meetings with European governments. A tenta-
tive interim agreement was reached in December 1981. If implement-
ed, greater price flexibility could allow airlines to offer new discount
fares for flights to and from Europe. In exchange, U.S. airlines will
be able to participate in the conferences to set prices.
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Intercity Trucking

The regulatory framework for the motor carrier industry was
changed by the Motor Carrier Act of 1980. The act's provisions were
rapidly implemented initially by ICC. A large number of applications
for authority to provide service were granted, the geographic and
commodity authority in new certificates was broadened, and price re-
ductions occurred in both the truckload and less-than-truckload sec-
tors. The industry, although not fully deregulated, appears to be
much more competitive than in the past.

More recently, however, the pace of regulatory reform has slowed.
Restrictions on the scope of new certificates have increased, and
some applications for rate reductions have been rejected by the ICC.
Discounts offered to shippers have been called "blatantly illegal/'

Railroads

The deregulatory provisions of the Staggers Rail Act of 1980 have
helped to increase the efficiency of the railroads and to improve their
performance. A new standard of revenue adequacy, based on the cur-
rent cost of capital, gives greater rate flexibility to railroads with in-
adequate revenues. Despite an improved financial position during the
last year, almost all railroads are currently considered as having inad-
equate revenues.

Significant changes in ICC regulation of the rail industry have been
implemented as a result of the Staggers Rail Act of 1980. Contracts
between railroads and individual shippers are now legal and are vir-
tually free of any ICC regulation. Approximately 550 such contracts
were filed at the ICC during the first year of the new law. Rates that
are less than 165 percent of variable cost are not regulated. Rates
and practices for shipping trailers or containers on flatcars are now
exempt from regulation. Rates and practices for shipping fresh fruits
and vegetables have been exempt since 1979. In addition, four rail-
road mergers have been submitted and two have received ICC ap-
proval without the attachment of the traditional restrictive conditions
to protect affected railroads.

Intercity Buses

Federal regulation of the intercity bus industry began almost acci-
dently in 1935, when motor carriers of passengers (buses) were in-
cluded under ICC regulation of intercity trucks. In November 1981
the House of Representatives passed a bill that would provide for
some regulatory reform of the bus industry. The bill would eliminate
one of the many criteria that the ICC uses to determine whether a
bus company can begin new service. It would also allow more price
flexibility by establishing a zone in which the ICC cannot reject fare
changes, but the rate bureau, which sets collective rates for the in-
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dustry, would continue. The Administration will work with the Senate
during 1982 to strengthen the deregulatory initiatives in the House-
passed legislation.

TELECOMMUNICATIONS

Government regulation of telecommunications affects both broad-
casters, including owners of cable television systems, and common
carriers.

Broadcasting

The Federal Communications Commission (FCC) exercises control
over broadcasting through the issuance of radio and television broad-
casting licenses. There were 4,575 commercial AM, 3,272 commercial
FM, and 751 commercial TV stations (518 VHF and 233 UHF) on
the air on November 30, 1980. Because no party can own more than
7 AM, 7 FM, and 7 TV licenses, ownership is fairly unconcentrated.
Cable television (CATV) had approximately 17 million subscribers in
1980, with the five largest firms having about 30 percent of the sub-
scribers.

The economic justification for government regulation of this indus-
try has been based on perceived rather than actual conditions. The
usual justification has been scarcity of available broadcasting frequen-
cies. Closer examination, however, reveals that the scarcity was a
product of government action as much as it was a product of natural
causes. This was apparent in the manner in which the FCC allocated
channels for TV stations in 1952 to protect existing VHF licensees.
Whatever the justification for regulation in the past, the growth of
CATV, pay TV, and the possibility of direct satellite transmissions
are reducing the importance of the frequency spectrum.

The FCC has made several moves toward deregulation. In Febru-
ary 1981 the Commission deregulated most commercial radio broad-
casting, while in May it introduced a simplified renewal application
which has only five questions. On the other hand, the FCC withdrew
its proposal to allow AM radio stations to broadcast at intervals of 9
kilohertz rather than the present 10 kilohertz. This change would
have increased the number of AM stations, although at some cost to
existing AM stations. The standard in most of the world has become
9 kilohertz.

The Congress also contributed to the deregulation of broadcasting
by including some important provisions in the Omnibus Budget Rec-
onciliation Act of 1981. This act extended the length of TV licenses
from 3 to 5 years and radio licenses from 3 to 7 years, while estab-
lishing a lottery to determine who will get new licenses.

In September 1981 the Commission transmitted legislative propos-
als to the Congress designed to streamline FCC operations and allow
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it to rely on market forces as the primary factor in telecommunica-
tions policymaking. These proposals would be an important step for-
ward in the deregulation of broadcasting.

Common Carrier
At the present time there is no competition in the provision of

local telephone service. Such service is provided on a franchised mo-
nopoly basis by American Telephone and Telegraph (AT&T) (80
percent) and independent telephone companies (20 percent). AT&T
handles 95 percent of long-distance telephone calls, but it now faces
competition in this area from other suppliers, such as MCI and
Southern Pacific.

The growth of effective competitors for AT&T, especially in cus-
tomer equipment and long-distance service, has eroded some of
AT&T's ability to cross-subsidize from high-profit to low-profit activi-
ties. Since regulation has been based on the assumption that the
cross-subsidy would be maintained, the market's new conditions have
made the existing regulatory framework inappropriate.

A restructuring of the industry has come from three directions. In
1980 the FCC permitted AT&T to start selling customer equipment
and enhanced services through a fully separate subsidiary to be es-
tablished by March 1, 1982. That date has been shifted to January 1,
1983, Meanwhile, the Congress has been considering legislation that
would alter the structure of AT&T by separating it into regulated
and unregulated components under the same corporate framework.
More recently, the Justice Department's antitrust suit against AT&T,
which had sought full divestiture of the company's potentially mo-
nopolistic services, was resolved by a tentative agreement that AT&T
would divest itself of all of its local operating companies in exchange
for an end to the court suit. Since the local operating companies are
regulated monopolies, their divestiture is an essential development
for the remainder of AT&T to be a truly competitive force.

ANTITRUST

There has been a dramatic shift in antitrust policy under this Ad-
ministration. Enforcement will focus on the critical areas implied by
the analysis in Chapter 2: horizontal mergers among dominant firms
in an industry, and price-fixing agreements among competing firms.

Meanwhile, antitrust enforcement actions whose benefits are ques-
tionable are under continuous review. The Robinson-Patman Act, which
prohibits price discrimination, can restrict the ability of wholesale
producers to give quantity discounts to retail sellers. Because sellers
find it hard to erect long-term barriers to competition from other
sellers, it is illogical for them to try to carry on the predatory prac-
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tices which the law seeks to prohibit. Vertical mergers and agree-
ments, which can be illegal under the Clayton Act, generally are mo-
tivated more by a desire for greater economic efficiency than a wish
to eliminate competition. For example, it is a common practice for a
dealer to sell the product of one firm after obtaining the contractual
protection of having an exclusive right to make sales in a given terri-
tory. Without territorial protection, a dealer would have only a limit-
ed incentive to advertise the qualities of the product, since much of
the benefit of advertising would be captured by competitors. Since
advertising is an important source of information for buyers, territo-
rial restrictions can promote its dissemination.

Enforcement of the antitrust laws has now taken a clearly economic
orientation in both the Antitrust Division of the Department of Jus-
tice and the Federal Trade Commission. In the Antitrust Division,
decisions on which companies to investigate and what cases to
pursue are carefully scrutinized to determine whether the cases are
economically sound. The department has also been developing a new
set of merger guidelines that would follow broader economic criteria
than the present set, which focuses almost exclusively on concentra-
tion ratios and market shares within an industry.

In addition to the tentative agreement in the AT&T case men-
tioned above, the Department of Justice settled its longstanding case
against International Business Machines (IBM) in early 1982. The
IBM case was dismissed because the Department of Justice decided
that the government's case was without merit. The restructured
AT&T will be an important new competitive element in the markets
that have been served by IBM.

GUIDELINES FOR REGULATORY REFORM

During its first year in office the Administration has attempted to
establish a new regulatory environment. The Administration's goal is
to eliminate wasteful or outdated regulation and to make necessary
regulation more efficient and more flexible. This effort includes
three tasks: (1) review of the basic statutes authorizing regulation; (2)
review of existing regulations; and (3) review of proposed regula-
tions. The Administration's program has not yet focused on the first
of these tasks (except for the Clean Water Act construction grants
program and the Clean Air Act), but it will do so next year after it
has completed its review of the major existing regulatory programs.

In pursuit of the goal of better Federal regulation, several guidelines
may be useful.

1. Individuals should have maximum opportunity for personal choice. Regu-
lation is not a substitute for efficient markets but an alternative to
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unregulated markets which have failed to allocate resources efficient-
ly. Therefore, regulation should be limited to cases where market
failure has-been demonstrated and the cost of government interven-
tion is less than the benefits of improved resource allocation. Even
though there is a need for government regulation of some markets,
the means used should maintain consumer sovereignty to the maxi-
mum extent possible.

2. Regulation should take place at the appropriate level of government The
primary economic reason for most regulation is the existence of ex-
ternal effects. The costs or tolerance of these external effects may
vary among locations. Economic efficiency, therefore, calls for the
degree and type of regulation to vary also. National standards tend
to be too severe in some regions, while being too lax in others. Fed-
eral regulation should be limited to situations where the actions in
one State have substantial external effects in other States, constitu-
tional rights are involved, or interstate commerce would be signifi-
cantly disrupted by differences in local regulations,

3. Wherever possible, the government should provide incentives rather than
directives. Regulation occurs within a dynamic environment. The
lowest cost technology for pollution abatement at the present time,
for example, will certainly be obsolete at some time in the future.
Directives do not create incentives for commercial firms to search for
lower cost technologies, unlike such approaches as the establishment
of marketable rights in pollution emissions, which would create a
continuing incentive for firms to search for methods to achieve lower
levels of pollution. Benefit-cost analysis can be a valuable tool in
evaluating alternative regulatory schemes.
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CHAPTER 7

The United States in the International
Economic System

THE SUCCESSFUL IMPLEMENTATION OF POLICIES to con-
trol inflation and restore vigorous real growth in the United States
will have a profound and favorable impact on the rest of the world.
As the President told delegates at the 1981 Annual Meetings of the
World Bank and International Monetary Fund, ". . . the most impor-
tant contribution any country can make to world development is to
pursue sound economic policies at home." More generally, the Ad-
ministration's approach to international economic issues is based on
the same principles which underlie its domestic programs: a belief in
the superiority of market solutions to economic problems and an em-
phasis on private economic activity as the engine of noninflationary
growth.

This chapter reviews three areas important to U.S. international
economic policy: the role of the dollar in the international monetary
system, the increased importance of international trade and finance
for the U.S. economy, and the evolving role of international institu-
tions in promoting a more open international economic environment.

During much of the postwar period, under what was known as the
Bretton Woods system, most governments held their exchange rates
fixed against the dollar by intervening in the exchange markets when-
ever supply of and demand for their currencies were not in balance
at the prevailing exchange rate. The U.S. Government usually did
not intervene in the exchange markets, but stood ready to buy and
sell gold against dollars at a fixed price with foreign official agencies.
In 1973 the Bretton Woods system of fixed but periodically adjust-
able exchange rates collapsed. An increasingly expansionary U.S.
monetary policy and a decline in U.S. economic performance acceler-
ated that collapse, but the end of the fixed-rate system probably
would have occurred in any case.

Although the role of the dollar in international markets has de-
clined somewhat over the past three decades, it remains the central
currency of the international monetary system. Consequently, both
the United States and the rest of the world benefit from having a
strong and stable dollar, that is, one with stable purchasing power.
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This cannot be met through government intervention in exchange
markets. Rather, it requires that the United States pursue noninfla-
tionary economic policies designed to strengthen its economic per-
formance.

A strong economy requires the maintenance of open markets both
at home and abroad. Open trade based on mutually agreed upon
rules is consistent with, indeed integral to, the Administration's com-
mitment to strenthening the domestic economy. The maintenance of
open markets has become increasingly important in recent years as
the shares of foreign trade and investment have grown relative to the
size of the U.S. economy.

International institutions have contributed greatly to the economic
prosperity the world has enjoyed since World War II by helping to
promote increased international trade and investment and to
strengthen individual economies. In his World Bank-International
Monetary Fund speech President Reagan also remarked that, "The
Bretton Woods institutions and the General Agreement on Trade
and Tariffs (GATT) established generalized rules and procedures to
facilitate individual enterprise and an open international trading and
financial system. They recognized that economic incentives and in-
creased commercial opportunities would be essential to economic
recovery and growth." As the economic environment in which these
institutions operate continues to change, we must assure that these
institutions continue to evolve in a manner suitable to maintaining
and strengthening the open international economic system from
which we all benefit.

INTERNATIONAL FINANCIAL MARKETS

THE DOLLAR IN THE INTERNATIONAL SETTING

The availability of a stable and convertible dollar for use as a store
of value and a medium of international exchange contributed signifi-
cantly to the sustained world economic recovery following World
War II. The U.S. dollar still holds a major position in world financial
markets. However, this position was weakened by high and varying
inflation in the United States relative to that abroad during the
1970s. Poor U.S. economic performance and stronger records in
such countries as Japan and West Germany led to a depreciation of
the dollar in foreign exchange markets and to the diversification of
private and official asset holdings in international financial markets
into other currencies. When the purchasing power of the dollar
became less stable than the purchasing power of other major curren-
cies, foreigners did not want to continue to hold as large a share of
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their wealth in dollar-denominated assets or rely as much on the
dollar as the standard currency in international transactions.

The dollar remains the principal currency for international com-
mercial and financial transactions. Because of this, both the United
States and the rest of the world would benefit from a stronger and
more stable U.S. dollar. The strength and stability of the dollar
depend directly on the ability of the United States to pursue nonin-
flationary economic policies. In the late 1960s and the 1970s the
United States failed to meet this objective. A continuing high and
varying rate of inflation led to a sharp decline in the dollar's foreign
exchange value during the late 1970s and to the dollar crisis of 1978,
which threatened the stability of international financial markets.

It would be desirable to lessen the differences in economic policies
and performance at home and abroad which have caused much of the
exchange-rate volatility in the recent past. Formal arrangements which
peg exchange rates, however, cannot guarantee lasting coordination,
as was demonstrated by the history of the Bretton Woods system. As
a general proposition, one way to achieve compatibility of policies is
for countries voluntarily to adopt the monetary rule of a large country
whose avowed goal is to stabilize prices. Such a commitment be-
comes a de facto affiliation which will last as long as that larger coun-
try performs its task reliably and the smaller countries determine the
arrangements to be beneficial. The larger country must be aware that
a systematic oversupply of its money will erode confidence and hence
reduce the foreign exchange value of its currency. In international
markets, where there is competition among monies, high confidence
monies eventually replace low confidence monies.

EXCHANGE-RATE MOVEMENTS

Changes in exchange rates, like changes in stock market prices, are
largely unpredictable in the short run. New infomation continuously
leads exchange-market participants to revise their forecasts of the
state of the economy and the stance of economic policies. Exchange
rates can exhibit large short-run fluctuations in response to such
changes in economic outlook.

Over a longer period, exchange-rate changes reflect differences in
inflation rates between countries; that is, purchasing power parity
should hold in the long run. In Chart 7-1, measures of the nominal
and the real effective exchange rates are shown for the United States
from 1973 to 1981. The real effective exchange rate is here defined
as the nominal effective foreign exchange value of the dollar (a trade-
weighted exchange rate) multiplied by the ratio of the U.S. consumer
price index (CPI) to the foreign consumer price index (March
1973=100). Purchasing power parity holds when the real effective

169
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



exchange rate is 100; below 100 the dollar depreciates in real terms;
above 100 the dollar appreciates in real terms. Two observations
about the graph are in order. First, there were substantial and
persistent deviations from purchasing power parity but a tendency
for the real effective exchange rate to gravitate around the 100 line.
Second, nominal and real effective exchange rates generally moved in
the same direction.

Chart 7-1

Nominal and Real Effective
Foreign Exchange Value of the Dollar
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NOTE.—THE EFFECTIVE EXCHANGE RATE IS COMPUTED USING MULTILATERAL TRADE
SHARES OF THE G-10 COUNTRIES PLUS SWITZERLAND. THE REAL EXCHANGE RATE
IS CALCULATED BY ADJUSTING THE NOMINAL INDEX FOR RELATIVE MOVEMENTS IN
CONSUMER PRICES (THIS IS ONE AMONG VARIOUS WAYS TO MEASURE REAL EXCHANGE
RATES).

SOURCES: DEPARTMENT OF LABOR AND BOARD OF GOVERNORS OF THE FEDERAL RESERVE
SYSTEM.

The substantial movement in this measure of real exchange rates,
however, does not invalidate the long-term purchasing power parity
relationship. There are three main reasons why short-run deviations
from long-run purchasing power parity occur. First, changes in the
general price level, accompanied by changes in the ratio of traded to
nontraded commodities prices (the internal terms of trade), affect
real exchange rates. This is so because the net export surplus (defi-
cit) of the country experiencing an improvement in the relative price
of traded goods rises (falls). For a given price level, the exchange
rate must adjust to restore long-run equilibrium in the current account.
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Movements in real exchange rates also can take place because the
"terms of finance" change. That is, there may be shifts in the curren-
cy preferences and risks faced by participants in international finan-
cial markets which in turn affect expected yields on assets denominated
in various currencies.

Finally, real exchange rates tend to move in the same direction as
nominal exchange rates because prices change more slowly than
nominal exchange rates. As a consequence, changes in monetary
policy quickly affect nominal interest rates in financial markets,
and more gradually, the price level. Thus, changes in monetary
growth affect both real and nominal exchange rates in the short run.
Over the longer term, however, monetary growth does not influence
real exchange rates.

All of these forces have been present during the last decade. Over
this period the U.S. economy has been subjected to significant
changes in the prices of internationally traded goods, especially oil.
For instance, the external terms of trade, measured by the ratio of
the price deflator for exports of goods and services to the price de-
flator for imports of goods and services, fell sharply in 1973 and in
1979 as the two oil price shocks of the 1970s left their marks on the
U.S. economy (Chart 7-2). In addition, the U.S. economy became

Chart 7-2

U.S. External Terms of Trade
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NOTE.—DATA ARE RATIO OF IMPLICIT PRICE DEFLATOR FOR EXPORTS OF GOODS AND SERVICES
TO IMPLICIT PRICE DEFLATOR FOR IMPORTS OF GOODS AND SERVICES.

SOURCE: DEPARTMENT OF COMMERCE.
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much more open in the 1970s than it used to be. As an example, ex-
ports as a proportion of gross national product (GNP) nearly dou-
bled during the 1970s.

Historically, real exchange rates generally have moved in the direc-
tion of restoring long-term equilibrium in external accounts. In the
1977-78 period the United States had a cumulative current account
deficit of $28.2 billion. The United States and foreign central banks
then intervened massively in an effort to contain the depreciation of
the dollar. Foreign net purchases of dollars were more than double
the amount of the cumulative current account deficit. Yet the dollar
continued to depreciate, both in nominal and real terms. Market par-
ticipants judged the intervention to be ineffective and viewed the de-
terioration in the U.S. current account as an accurate reflection of
underlying U.S. economic policies and performance. The depreci-
ation was pronounced and persistent, but achieved the expected
result of redressing the current account imbalance during 1979 and
1980.

In 1981 the dollar appreciated sharply, both in nominal and real
terms. The nominal appreciation of the dollar on a trade-weighted
basis relative to other major currencies was 15.6 percent. This move-
ment is explained only in part by the current account surplus of the
United States relative to that of its trading partners. Another factor
was a shift toward dollar-denominated assets, which may have been a
consequence of the President's economic recovery program. Large
sales of dollar assets by foreign central banks and an increase in for-
eign interest rates relative to U.S. interest rates did little to prevent
the dollar from rising. The growing preference for dollar-denomi-
nated assets relative to other assets reflected a positive response to un-
derlying economic policies of the Administration.

OFFICIAL INTERVENTION IN THE EXCHANGE MARKETS

There is a long tradition among monetary authorities of interven-
ing in the foreign exchange markets to prevent what is known as
overshooting, undershooting, or, more generally, disorderly market
conditions. But there is no conclusive evidence that official interven-
tion in the past has achieved its purpose. The large purchases of
dollar-denominated assets by foreign central banks in 1977-78 did
not prevent the dollar from depreciating, and their large sales of
dollar assets in 1980-81 did not prevent the dollar from appreciat-
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ing. Moreover, intervention may have been counterproductive.
Market participants did not know whether it signaled a change in
monetary policy, thereby leading to increased uncertainty on their
part.

When the previous Administration left office, intervention by the
United States was being conducted at a relatively high volume, virtu-
ally on a day-to-day basis, with the objective of using the periods of
dollar strength first to cover outstanding foreign currency liabilities
and later to build foreign currency reserves. This was the first time,
at least in recent history, that the United States had embarked on a
deliberate policy of acquiring substantial foreign currency reserves.
(For a brief history of U.S. Government intervention in the exchange
markets, see the appendix to this chapter.)

Early in 1981 the new Administration scaled back U.S. intervention
in foreign exchange markets. In conjunction with a strong emphasis
on economic fundamentals, this Administration has returned to the
policy of intervening only when necessary to counter conditions of
severe disorder in the market.

As in the past, no attempt has been made to define disorderly
market conditions in advance. When making a decision on whether
exchange-market conditions justify intervention, the U.S. Govern-
ment will consult closely with the governments of other major indus-
trial countries. Also as in the past, the Department of the Treasury
and the Federal Reserve will keep the public informed regarding U.S.
exchange-market intervention policy. Although the Administration
does not expect intervention in the exchange markets to occur on a
regular basis, it will continue to monitor closely developments in
those markets.

With the President's economic program firmly in place, and with
the Federal Reserve following a policy of gradually reducing the rate
of monetary growth to a noninflationary level, the occurrence of dis-
orderly conditions is likely to be significantly less in the future than
in the past. But unforeseen circumstances at home or abroad could
cause disorderly conditions, and intervention may at times be neces-
sary.

IMPLICATIONS FOR U.S. MONETARY POLICY

In Chapter 3 it was argued that monetary authorities have the abili-
ty to achieve given values and growth rates of nominal magnitudes

173

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



and that price stability is the principal objective of monetary policy.
Under such a policy, interest rates cannot be fixed. But market inter-
est rates and exchange rates are related by what is known as interest
rate parity: the premium in the forward exchange markets approxi-
mates the difference between comparable domestic and foreign inter-
est rates, It follows that as interest rates change over time, nominal
exchange rates will vary as well. A stable price level, therefore, may
not necessarily imply constant nominal interest rates or constant ex-
change rates.

Price stability in the United States might lessen considerably the
dispersion of inflation rates now prevailing in the world, but cannot
eliminate them altogether. Economic policies and performance will
continue to differ from country to country. Hence, exchange rates
will adjust to reflect such differences. But even if differences in infla-
tion were to disappear, exchange rates would have to accommodate
changes in relative prices. Real exchange rates cannot be held con-
stant in dynamic economies. The greatest contribution that U.S. price
stability will make to the exchange market is that it will act to reduce
exchange rate volatility.

Current U.S. monetary and intervention policies are not expres-
sions of "benign neglect/' That notion was based on the premise
that the foreign trade sector of the United States was so small rela-
tive to the rest of the economy that it could be ignored. By contrast,
the Administration stresses the pivotal role of the United States in
the world.

TRADE ISSUES AND POLICIES

TRADE IN THE U.S. ECONOMY

Foreign trade has become a vital factor in U.S. business activity
and employment. In 1980 exports and imports of goods and services
each represented over 12 percent of the gross national product.
Twenty years ago exports were less than 6 percent of GNP; imports,
less than 5 percent. Much of this shift has occurred in the last
decade, during which exports and imports as shares of GNP have
about doubled. In real terms, however, the rate of growth in U.S. im-
ports of goods and services was stronger in the 1960s than in 1970s,
while U.S. export growth was stronger in the 1970s than in the
1960s. The improved export performance reflects two key factors
apart from the evolving ramifications of the trade liberalization of the
postwar period and the real depreciation of the dollar in the 1970s:
our increased trade with developing countries, whose real .GNP
growth slowed less in the 1970s than that of the developed countries,
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and our specialization in exports of high technology products, agri-
cultural products, and services.

Recent movements in merchandise trade are shown in Table 7-1;
they reflect in part cyclical factors. The sharp decline in real GNP
during the second quarter of 1980 was accompanied by a substantial
drop in U.S. merchandise imports. From a seasonally adjusted total
of $65 billion in the first quarter of 1980, merchandise imports fell to
$59 billion in the third quarter. At the same time, demand for U.S.
exports remained buoyant, yielding in the third quarter of 1980 the
smallest merchandise trade deficit since 1976—$11.6 billion at an an-
nual rate. Thereafter, the rebound in U.S. economic activity from the
extremely weak level in the second quarter of 1980, coupled with a
slowing of growth abroad and the lagged impact of dollar appreciation
on U.S. international competitiveness, acted to widen the deficit. By the
the last quarter of 1981, it had risen to $37.0 billion at an annual rate.

TABLE 7-1.—U.S. merchandise exports, imports, and balance, 1977-81

[Billions of dollars; f.a.s.J

Period

1977
1978
1979

1980
1981 1

1980:
1
II
Il l
IV

1981:
|
II
II! . .
I V 1

Exp

Agricul-
tural

24.3
299
35.6

422
442

103
10.1
10.8
11 1

12.7
11.0
100
104

>rts

Nonagri-
culturai

96.5
1122
148.9

1817
192.0

446
45.6
454
461

483
49.3
479
464

Imp

Petro-
leum and
products

45.0
42.3
60.5

78.9
77.6

21.2
21.0
17.4
193

20.8
21.2
17.9
177

orts

Non-
petro-
leum

106.7
133.5
151.3

170.4
186.4

43.9
41.4
41.8
434

44.9
46.1
470.
484

Balance

-30.9
-33.8
-27.3

-253
27.8

-10.1
-6.7
-2.9
-56

-4.7
-6.9
-7.0
-9.3

1 Preliminary.
Note.—Data are on a balance of payments basis and exclude military.
Quarterly data are seasonally adjusted.
Data contain revisions for the first three quarters of 1981.
Detail may not add to balance due to rounding.

Source: Department of Commerce, Bureau of Economic Analysis.

A very broad breakdown of trade by major commodity groups is
also shown in Table 7-1. Until recently, agricultural goods accounted
for about 20 percent of total U.S. exports. Quarterly changes in the
value of U.S. imports during 1980 and 1981 were determined largely
by movements in the value of petroleum imports. Petroleum import
volume in 1981 declined 13 percent compared to 1980, in the face of
an increase in price of 12 percent. The value of petroleum imports
fell dramatically in the last half of 1981, with both volume and price
declining. The latter reflected reduced worldwide demand for oil
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due to the continued appreciation of the U.S. dollar and the down-
turns in economic activity in the United States and Europe, all in
tandem with adjustments to oil inventories.

While the dollar price of oil has fallen, the appreciation of the
dollar has caused the price of oil in European and Japanese curren-
cies to rise. For Europe and Japan, therefore, oil import values rose
more rapidly than in the United States during 1981 and a parallel in-
crease in their concern with their own trade balances has added to
protectionist pressures in some of those countries.

Although cyclical factors have played and will continue to play an
important role in movements of the trade account, the strong appre-
ciation of the dollar through much of 1981 has already begun to be
reflected in trade flows. While changes in economic activity are
quickly translated into movements of exports and imports, changes in
relative prices generally take more time to alter trade flows. Hence,
trade flows in early 1982 will continue to be influenced by the earlier
sharp real appreciation of the dollar.

In some instances the impact of exchange-rate changes in 1981 was
stronger than cyclical effects. U.S. imports of nonpetroleum products
grew steadily throughout 1981, despite the weakening of U.S. eco-
nomic activity. The volume of nonpetroleum imports grew very
strongly, while their price fell during the year, both reflecting the ap-
preciation of the dollar.

THE STANCE OF U.S. TRADE POLICY

The Administration spelled out in its July 1981 "Statement on U.S.
Trade Policy" its commitment to pursue, at home and abroad, poli-
cies aimed at achieving open trade and reducing trade distortions.
There are five central components to that policy.

• Restoring strong noninflationary growth at home. Fundamental to any
effective trade policy is carrying out domestic programs that in-
crease the incentives to invest, to raise productivity, and to
reduce costs, thus helping to lower inflationary pressures. These
policies will strengthen the ability of American firms to respond
to changes in domestic and international markets.

• Reducing self-imposed trade disincentives. Confusing and needlessly
complex laws and regulations that inhibit exports and imports
will be reformed.

• Effective and strict enforcement of U. S. trade laws and international agree-
ments. Our policy toward other nations' barriers to trade and to
investment or export subsidies is one of strong opposition. Our
trading partners must recognize that it is in their own interest, as
well as ours, to assure that international trade and investment
remain a two-way street.
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• A more effective approach to industrial adjustment problems. In a healthy
economy some industries and regions will grow more rapidly
than others, and some sectors will experience more difficulty. If
unhindered, the market will signal these changes and provide in-
centives for adjustments. Market forces, rather than government
bail-outs, will be relied upon to make appropriate adjustments.

• Reducing government barriers to the flow of trade and investment among
nations. To this end it is necessary to continue efforts to improve
and expand existing international trade rules, particularly into
the areas of services and investment.

At home, as well as in other nations, public policy discussions
about international trade often lead to disagreement. The direct
beneficiaries of import relief or export subsidy are usually few in
number, but each has a large individual stake in the outcome. Thus,
their incentive for vigorous political activity is strong.

But the costs of such policies may far exceed the benefits. It may
cost the public $40,000-$50,000 a year to protect a domestic job that
might otherwise pay an employee only half that amount in wages and
benefits. Furthermore, the costs of protection are widely diffused—in
the United States, among 50 States and some 230 million citizens.
Since the cost borne by any one citizen is likely to be quite small, and
may even go unnoticed, resistance at the grass-roots level to protec-
tionist measures often is considerably less than pressures for their
adoption.

The decisions taken in trade cases inevitably reflect political and
social forces as well as basic economic considerations. The record of
decisions, not surprisingly, continues to be mixed. For example, the
extension of the Multifiber Arrangement, agreed upon in December
1981, is more restrictive than open-trade advocates might have pre-
ferred, but the principle of openness was adhered to closely in the
decision concerning the nonrubber footwear industry. A similar con-
trast can be found in the automobile and industrial fastener cases.

CHANGING ATTITUDES TOWARD INTERNATIONAL TRADE

The gradual opening of the world economy to trade in the postwar
period has brought major benefits both to the United States and to
our trading partners. Long experience has shown that the benefits of
trade tend to be mutual. Competition, whether domestic or interna-
tional, fosters the allocation of resources to relatively more produc-
tive activities. Better products, at lower prices, appear in the market-
place. Consumer choice is expanded. Technologies are more readily
diffused. Inflationary pressures are reduced. With time, productivity,
and hence income, rise.
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The benefits from open trade are derived as much from reductions
in barriers to imports as from expansion of exports. American ex-
porters seek foreign buyers who have access to the U.S. dollars nec-
essary to buy U.S. goods and services. While the U.S. dollar is a con-
vertible currency that, is widely used in a variety of international
transactions, significant amounts of dollars are made available when
Americans import foreign goods and services, paying in U.S. dollars.
Put simply, our imports put U.S. dollars into the hands of foreigners
who then use those dollars—be it to buy U.S. goods, services, or
assets, or to exchange currencies with others who want dollars. In the
short run, we can, and in many cases do, lend foreigners the dollars
to finance their purchases of our exports. When such loans are made
at market rates of interest, trade is advanced. But when government-
subsidized credit is provided, instead, such funds are denied to other,
more productive uses.

Restricting U.S. imports would reduce the amount of dollars availa-
ble to those in other countries who would buy our wheat, aircraft,
chemicals, or machinery unless we made up the difference by loans
to foreigners. In some cases, the connection between imports and ex-
ports is even more direct. Import restraints can reduce employment
and profits in our more productive export industries. The nonrubber
footwear industry offers one such example. U.S. exporters of hides to
foreign shoe producers suffered as a result of our restraints on
imports of foreign shoes. More generally, import restriction by one
country may invite others to retaliate.

Pressures for retaliation, which tend to strengthen when, as now,
output growth rates are declining and unemployment is rising, are
one of a number of forces threatening to stem the growth of world
trade. In the last year or so, the U.S. automobile, footwear, steel, and
textile industries have been among those actively seeking relief from
import competition. There are similarly strong pressures for govern-
ment subsidy of export expansion—for example, in agriculture and in
high technology industries.

Such pressures for further government intervention reflect a po-
tentially troublesome "neomercantilist" view which stresses export
expansion to the near exclusion of all other factors in a healthy inter-
national trading climate. If the U.S. Government, the reasoning runs,
were to take steps to favor sectors with export potential, the do-
mestic economy would benefit. In this view, a large surplus in the
merchandise trade account is deemed an unmitigated "good/* a defi-
cit "bad."

There is a fundamental inconsistency between such neomercantil-
ism and the overall economic philosophy of the Administration,
which is committed to the goal of less, not more, government inter-

178
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



ference in the marketplace. It is just as easy to waste taxpayer dollars
and scarce economic resources on subsidizing exports as it is to
waste them on better-known examples of Federal profligacy. What is
desirable, indeed necessary, is that, consistent with the Administra-
tion's "Statement on U.S. Trade Policy/' the U.S. Government assure
the proper enforcement of trade laws, remove any unnecessary do-
mestic impediments to trade, and likewise seek elimination of foreign
trade barriers which effectively limit our exports.

Competitiveness that is impaired by market forces should not be
restored by raising tariffs or subsidizing export industries. Such ac-
tions simply protect the trade-dependent industries, inviting them to
postpone the steps necessary to meet world competition while raising
costs to consumers and reducing the choices available in the market-
place. Policymakers can design and implement policies that invite im-
provements in investment, productivity, and employment, but the de-
cision on whether to make such improvements is best left to the pri-
vate sector.

THE SIGNIFICANCE OF EXTERNAL IMBALANCES

In most circumstances a trade deficit by itself should not cause
concern. A trade deficit is a narrow concept. Goods are only part
of what the world trades; another major part of trade is composed of
services. Hence, the current account, which includes both, better in-
dicates the country's international payments position. But the current
account balance is not a complete measure of international competi-
tiveness either. What also matters is how current account deficits are
financed.

Table 7-2 sets out the major components of the current account of
the U.S. balance of payments: exports and imports (from Table 7-1),
services, and unilateral transfers. The growing importance of trade in
services is evident. The major contributor, by far, to the surplus on
services is investment income. Net investment income rose from less
than $18 billion in 1977 to almost $33 billion in 1980. As has been the
case in the recent past, large surpluses in the services account offset
large deficits in the merchandise account, yielding a small surplus in
the current account for the first three quarters of 1981.

Concern with the country's international payments position is ap-
propriate when the basis of that concern is that the country is simul-
taneously experiencing a sustained deficit in its current account and a
persistent depreciation of its currency in the exchange markets. The
joint occurrence of these two events should alert economic policy-
makers to the possibility that the country may be losing competitive-
ness.
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TABLE 7-2.—I'.S. international transactions, 1977-81

[Billions of dollars]

Period

1977
1978
1979

1980
1981 y

1980;

It
t i l
IV

1981:

II ".'. . ' " ' ' . " . ! .' '.
Ill 2
|V a

Merchandise *

Exports

120.8
142.1
184.5

224.0
236.1

55.0
55.7
56.3
57.1

61.0
60.4
57.9
56.8

Imports

151.7
175.8
211.8

249.3
264.0

65.0
62.4
59.2
62.7

65.7
67.3
65.0
66.1

Balance

-30.9
-33.8
-27.3

-25.3
-27.8

-10.1
^6.7
=2.9
-5.6

=4.7
= 6.9
= 7.0
-9.3

Services

Exports

63.5
79.0

104,5

120.7

30.9
28.0
30.4
31.5

33.3
34.6
36.2

Imports

42.1
54.2
70.1

84.6

21.0
20.4
21.0
22.2

23.9
25.0
25.2

Balance

21.4
24.8
34.4

36.1

9.9
7.5
9.4
9.3

9.5
9.6

11.0

Uni-
lateral
trans-

fers, net

-4.6
-5.1
-5.6

-7.1

-1.9
-1.3
-1.5
=2.3

-1.5
-1.5
-1.9

Current
account
balance

- 14,1
-14.1

1.4

3.7

-=2.1
0.5
5.0
1.4

3.3
1.1
2.1

1 Excludes military.2 Preliminary,
Note.—Data are on a balance of payments basis.
Quarterly data are seasonally adjusted.
Merchandise trade data contain revisions for the first three quarters of 1981.
Detail may not add to balances due to rounding.
Source: Department of Commerce, Bureau of Economic Analysis.

It is particularly important not to become unduly preoccupied with
the trade or current account balances with a single foreign country.
Any policy to reduce a bilateral imbalance by restricting imports is like-
ly to reduce the absolute volume of trade, and in consequence, the level
of economic well-being of both countries, and could have wider reper-
cussions. A far more constructive approach would be for the nations
with restrictive trade practices and institutional barriers to imports to
reduce systematically those obstacles to the freer flow of trade and in-
vestment. Actions like those recently taken by Japan, for example,
should prove far more beneficial than measures by the United States to
restrict imports.

More broadly, and setting aside the sometimes significant statistical
discrepancies, global current account imbalances must add up to
zero. All countries cannot possibly run surpluses simultaneously. If
each nation tried to achieve such a goal, strong deflationary forces
would be set in motion. Today, for example, the Organization of Pe-
troleum Exporting Countries (OPEC) continues to report large cur-
rent account surpluses; these have to be matched by current account
deficits in other countries. Given the important role of the United
States in world financial markets, one need not be concerned if the
U.S. current account moves into deficit as domestic economic policies
begin to revitalize the economy. With strong domestic performance,
U.S. import demand will also strengthen; the effects of this revitaliza-
tion on U,S. exports will take more time. Thus, a deficit on current
account will simply reflect the adjustment process at work.
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Nor should a current account deficit that is comfortably financed
by net inflows of capital evoke concern. The relationship is straight-
forward: goods and services comprise one aspect of international
commerce, financial and real assets another. If foreigners purchase
more U.S. real and financial assets in the United States—land, build-
ings, equities, and bonds—then the United States can afford to
import more goods and services from abroad. To look at one aspect
without considering the others is misleading.

In sum, the macroeconomic significance of a current account defi-
cit depends on what gave rise to it and how it is financed. It is in
itself neither good nor bad. Nor should exchange-rate changes
required by long-term current account considerations be viewed as,
in themselves, good or bad; the costs to society of suppressing
exchange-rate movements must be compared to the costs of allowing
those movements. It is for these reasons that interference with
market mechanisms—whether in markets for goods or markets for
foreign exchange—is not part of the Administration's policy.

DEVELOPMENT, ADJUSTMENT, AND INTERNATIONAL
INSTITUTIONS

THE HERITAGE AND THE CHALLENGES

In his speech to the World Affairs Council of Philadelphia on Oc-
tober 15, 1981, President Reagan said:

"The postwar international economic system was created on the
belief that the key to national development and human progress is
individual freedom—both political and economic. This system pro-
vided only generalized rules in order to maintain maximum flexibility
and opportunity for individual enterprise and an open international
trading and financial system."

The record of this economic system is a record of more achieve-
ments than failures. As Table 7-3 shows, the industrialized world has
not been the only beneficiary of an open international trading and
financial system. A number of developing countries have done well
too. The real per capita GNP of 60 middle-income countries rose
about as fast as that of the industrial countries over the period 1950
to 1980, while GNP in those middle-income countries grew over 30
percent faster than in the industrial countries. On the other hand,
there are many low-income countries whose economic progress has
been disappointing.

As a result of faster economic growth abroad than in the United
States, the U.S. share of world output declined substantially over the
same period. Immediately after World War II this share was estimat-
ed to be approximately 40 percent. By 1950, with Europe and Japan
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back on their feet, it had declined to one-third. It dropped to 25 per-
cent by 1970 and further declined to 23 percent by 1980.

TABLE 7-3.—Real GNPgrowth rates, 1950 to 1980

[Average annual percent change]

Country grouping

Industrial countries

Market
No n market

Developing countries

Middle-income countries ..
Low-income countries

Capital-surplus oil exporters

GNP

4.2

4.2
45

5.5

5.6
5,1

11.2

GNP per
capita

3.2

3.1
34

3.2

3.1
2.9

7.9

Note,—Country groupings are classified according to World Development Report, 1981, World Bank.
Source: National Foreign Assessment Center.

Despite this favorable record for much of the rest of the world and
the United States, the open international system today faces three
major challenges. The first challenge arises from the conflict between
each country's short-term internal domestic objectives and mutual
longer term external interests. In the past, leadership in meeting
such a challenge was provided by large countries. The United King-
dom fulfilled this role for much of the 19th century up to World War
I, while the United States played a larger role after World War II.
Under U.S. leadership the Western alliance developed a nuclear
"umbrella,** achieved massive reductions of tariffs and other impedi-
ments thus giving major impetus to world trade, and created an in-
ternational monetary system which provided rules of conduct for ad-
justing balance of payments imbalances. In today's environment, ad-
dressing issues such as defense and the evolution of international
economic arrangements are part of this challenge. The nature and
mutual importance of these issues implies that solutions to these
problems must be arrived at through consultation.

The second challenge is to maintain an open international eco-
nomic system. A new wave of protectionism has taken the form of
quotas, subsidies, international cartels, administrative delays, and
burdensome enforcement of product standards. Imposition of such
measures has increased dramatically since the international negotia-
tions in the Kennedy Round (completed in 1967) sharply reduced
both tariffs and the scope for their future use. The gains made in
opening markets for international trade, investment, and finance are
now threatened.

The third challenge is to respond to the aspirations of the develop-
ing countries for greater growth and development. Work under the
rubric of the New International Economic Order, as well as the

182
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Brandt Commission report and the Tinbergen report, have focused
global attention on important development and resource issues
before the world community. While these reports make an effective
case for aid to the least developed countries, they in general place
too much emphasis on resource transfer and not enough emphasis
on resource development through private market mechanisms.
Indeed, these reports tend to downplay the role of the private sector
in the development process and instead rely on governments and in-
ternational organizations as the best vehicles to promote develop-
ment.

As already noted, a sizable number of developing countries have
done well in the post-World War II era. On the other hand, develop-
ing countries continue to be justified in claiming that the world trad-
ing system discriminates against them. Some industrial countries
have restricted trade in sensitive sectors of particular export interest
to developing countries, such as textiles.

MEETING THE CHALLENGES

The U.S. response to these challenges is based on an explicit shift
toward market-oriented solutions to economic problems. Solutions to
common problems in the world economy should be found through
continued efforts at cooperation and consultation among nations.
These efforts should aim at a renewed resolve to fight inflation and
secure higher investment with sustainable growth. At the Ottawa
Summit in July 1981 the President, along with other Western lead-
ers, reaffirmed "our common objectives and our recognition of the
need to take into account the effects on others of policies we pursue.
We are confident in our joint determination and ability to tackle our
problems in a spirit of shared responsibility . . ."

International cooperation is particularly vital in stemming the drive
for greater protectionism both at home and abroad. The response of
many countries during the recent period of sluggish worldwide
growth has been to call for or impose new barriers to investment and
trade flows. The United States will continue to resist these tactics and
work for reductions in trade barriers through the General Agreement
on Tariffs and Trade (GATT) and through bilateral relationships.

In approaching the challenge to contribute to the needs of the de-
veloping world, the Administration seeks to emphasize the important
and historically dominant roles of trade and investment in economic
development. Although economic assistance on concessionary terms
continues to be a vital part of U.S. policy, establishment of a vibrant
private sector through trade and investment offers the best hope for
sustained noninflationary growth. The program for action that the

183
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



President put forth at the Cancun Summit in October 1981 contains
five guiding principles for development policy:

• stimulating international trade by opening up markets;
• tailoring particular development strategies to specific needs and

regions;
• guiding assistance toward the development of self-sustaining pro-

ductive capacities;
• improving the climate in many developing countries for private

investment and technology transfer; and
• creating a political climate in which practical solutions can move

forward rather than founder on the reef of government policies
that interfere unnecessarily with the marketplace.

In line with these principles, the major goal of concessional foreign
aid programs should be to help those poorer countries which, for
reasons beyond their control, have not been able to improve their
standards of living. The rationale for aid to countries whose low eco-
nomic performance results more from inappropriate domestic poli-
cies than from external factors needs to be reexamined.

EVOLVING ROLE OF INTERNATIONAL INSTITUTIONS

The United States recognizes the important roles and specialized
functions of the international financial institutions and believes these
institutions must continue to evolve. It is important to review the
roles of these institutions to ensure that they remain effective in the
years ahead. Most importantly, these institutions should be directed to-
ward promoting market-oriented rather than government-adminis-
tered solutions to international and domestic economic problems.

General Agreement on Tariffs and Trade

The General Agreement on Tariffs and Trade has served the world
well in promoting and monitoring progress toward a liberalized trad-
ing system. Originally written in the immediate post-World War II
era with a small number of Western industrial countries as Contract-
ing Parties, the GATT system has had to adapt to the changing world
economy. During the 1960s a Part V was added to the General
Agreement to take into account the special problems of developing
countries and to allow many of them to be brought within the GAIT
system. Special Protocols of Accession were drafted to bring Eastern
European nonmarket economies under the GATT umbrella as well.

Over the years, the emphasis of GATT has been altered to cope
with the ingenuity of governments and interest groups in devising
new forms of economic protectionism. The first several rounds of ne-
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gotiations under GATT were concerned mainly with reducing high
tariff levels. The Kennedy Round, in addition to achieving sizable
tariff reductions, made a modest attempt to negotiate other commit-
ments—including one on antidumping—while the principal focus of
the Tokyo Round (completed in 1979) was on extending GATT dis-
cipline to areas other than tariffs. These agreements proved decisive-
ly that the GATT system is flexible and can be improved over time.

However, GATT now faces a challenge because of increasing pro-
tectionist pressures worldwide and because the effectiveness of
GATT rules, which formally include all goods, has tended in practice
to be limited to trade in manufactures. GATT must now address
areas of international commerce where existing norms are inad-
equate, such as agriculture, and must define its role in establishing
norms in areas which traditionally have not been dealt with in GATT,
such as trade in services. Another area where distortions exist and
where greater international efforts are needed is in international in-
vestment. Finally, steps to integrate developing countries more com-
pletely into the GATT framework should be made, along with efforts
to encourage nonmembers to join agreements under GATT.

A new political impetus among developed and developing coun-
tries is required to revitalize GATT. The GATT Ministerial meeting
set for November 1982 will offer the international community an op-
portunity to maintain momentum toward a more open trading
system.

The World Bank

The International Bank for Reconstruction and Development
(IBRD) was created to lend funds for reconstruction of the war-rav-
aged economies and for economic development. Having accomplished
the first task admirably, it has, over the last quarter century, come to
focus heavily on the second. With the creation in 1956 of the Interna-
tional Finance Corporation—mandated to promote private sector en-
terprise in developing countries—and in 1960 by the establishment of
the International Development Association (IDA) to lend on highly
concessional terms to the poorest countries, the World Bank group was
formed.

During the 1970s these three institutions underwent rapid growth
and innovation, some of which has been controversial. President
Reagan indicated at the 1981 World Bank-International Monetary
Fund Annual Meetings that because the United States strongly sup-
ports the World Bank, the Administration also feels "a special re-
sponsibility to provide constructive suggestions to make it more ef-
fective." A major U.S. policy reassessment of the World Bank and
the regional development banks was thus carried out during 1981
and the final report was recently released.

185
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



That study strongly endorses the overall performance of the multi-
lateral development banks, but also identifies key aspects which re-
quire improvement. Loan quality, not quantity, should have highest
priority. In addition, renewed attention should be focused on the cri-
teria under which countries "mature" from soft loan window to hard
loan window, and "graduate" to unsubsidized participation in inter-
national capital markets. The study recommends that the United
States should begin to reduce its contributions to the soft loan facili-
ties, noting that such reductions would not adversely affect users of
these facilities as long as strengthened "maturation" and "gradua-
tion" policies are followed,

In further assessing how the World Bank can be most effective, it
is useful to distinguish between its soft loan window (IDA) and its
hard loan window (IBRD), since these give it the capacity to tailor its
financing to a broad range of developing countries. There is no dis-
pute that a good many countries need development assistance. But
views do vary on how best to give assistance—that is, through loans
or grants—and whether assistance should be on a multilateral or bi-
lateral basis. A multilateral approach to official aid has the presumed
advantages of being cost-effective (that is, greater volumes of re-
sources can be obtained for a given budget dollar), of allowing poli-
tics to be bypassed to some extent, and of facilitating policy reform
by conditioning loans and grants on certain changes. An arguable
disadvantage is that taxpayers in donor countries lose some control
both over where aid goes (since decisions are made collectively) and
how it is used. Verification of the effectiveness of aid is an issue
which was emphasized at times during the 1970s when the Bank itself
was among the chief spokesmen for larger aid programs. In light of
these considerations, the Council takes the view that official aid
would be more effective on a bilateral basis, and the Administration
has repeatedly stressed its intention to pursue a larger bilateral aid
program.

In any case, soft loan resources disbursed by the World Bank
should be directed to countries which are making serious attempts to
develop their economies on a rational basis but have inadequate
debt-servicing capacity and hence have little or no access to credit
markets. Part of the inability of some countries to achieve greater de-
velopment can be traced to their domestic policies, and aid from
both the soft and hard loan windows should be more explicitly condi-
tioned on improvements in those policies. In practice, there has been
resistance in some recipient countries to adopting policies which
reduce government intervention and allow a fuller play of market
forces. The chances that more efficient development will take place
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are improved to the extent that the lending activities of the Bank are
designed so as to generate an increase in privately produced output.

Finally, there remain unresolved questions about the future size
and emphasis of World Bank activities. The success of the Bank
should not be measured by its ability to obtain funds from donor
countries, but rather by its performance in fostering economic
growth in developing countries.

The International Monetary Fund

The International Monetary Fund (IMF) currently provides a
framework in which governments can consult and cooperate in deter-
mining the structure and functioning of the international monetary
system. In particular, the Fund extends technical assistance and tem-
porary balance of payments financing to members, in part condition-
ed on the implementation of economic policy measures designed to
correct the factors underlying their balance of payments imbalances.
In addition, it serves as a means for monitoring the exchange rate ar-
rangements and policies of member governments. Finally, the IMF is
also charged with reviewing the adequacy of international liquidity
and with supplementing reserves, when necessary, through the allo-
cation of Special Drawing Rights.

The Administration's approach to the IMF reflects a basic view of
the world economy which focuses on economic fundamentals, sup-
port for timely adjustment, and recognition of the pervasiveness and
benefits of market forces. The IMF Articles of Agreement recognize
that exchange-rate stability requires stability in the underlying eco-
nomic and financial determinants of exchange rates.

Although nations may differ on the appropriate degree of ex-
change-market intervention, there is consensus that exchange-rate
developments are influenced fundamentally by domestic economic
conditions within member countries. The Administration strongly
supports further development under the IMF surveillance procedures
of what has become known as the Article IV consultation process.

Under the second amendment to the Articles of Agreement, the
Fund set forth a set of principles to govern developments and policy
actions that are consistent with an open international economic
system. In cases where the Fund believes that these principles may
not have been honored, it may send a staff mission to a member's
capital to discuss the member's economic policies with government
officials.

IMF Article IV consultations contribute to international stability in
a number of ways. First, such consultations provide information to
member governments regarding the national economic policies of
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other member governments. Such information may be helpful in
shaping each member's domestic policies as well as useful in avoiding
conflicts because of misundertandings. Second, Article IV consulta-
tions provide a valuable base of information for Fund staff assess-
ments of global economic and exchange-rate developments which in
turn provide useful information for national economic authorities.
Third, Article IV consultations provide a framework for frank cri-
tiques among the representatives of member governments. Fourth,
Article IV consultations provide a base from which all nations can de-
velop a better understanding of the economic linkages among na-
tions. And finally, these consultations can help a country to identify
and address emerging payments problems at an early stage.

The Administration, however, has encouraged the Fund to give re-
newed attention to the kinds of financial programs that it supports in
member countries. The U.S. Government has stressed the impor-
tance of effective IMF conditionality in promoting balance of pay-
ments adjustments. The justification for IMF financing is to encour-
age appropriate payments adjustment.

With the emergence of very large imbalances in world payments
since 1974, a major effort was made to expand access to IMF re-
sources and to enhance the Fund's ability to support its members*
adjustment efforts. The access of individual countries to IMF financ-
ing has been increased significantly. In addition, IMF resources have
been expanded through the implementation of a 50 percent quota in-
crease at the end of 1980 and through the establishment of IMF bor-
rowing arrangements with Saudi Arabia and a few other countries.
The duration of IMF adjustment programs has been lengthened in
many cases because of the structural nature and depth of countries'
adjustment problems. Also, greater emphasis is being placed on
structural change—the reduction of economic distortions and disin-
centives, and enhancement of factors that will lead to greater saving,
innovation, investment, and growth.

The IMF must ensure that its increased resources are used in a
manner that is consistent with its Articles of Agreement. Traditional-
ly, this has meant that access to IMF resources is available on a tem-
porary basis to countries confronted with an external imbalance and
willing to undertake economic policy adjustments to eliminate these
imbalances and repay the Fund. Effective balance of payments adjust-
ment frequently requires wider acceptance of market-oriented solu-
tions. Import and export restrictions, price controls, rigid exchange
rates, and excessive government regulation often prevent a country
from achieving a sustainable balance of payments over time as well as
higher domestic growth rates.
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Finally, the Administration has looked closely at the justifications
for a new proposed allocation of Special Drawing Rights. This issue
is controversial, given some countries1 financing problems and differ-
ences of opinion about the meaning and role of international liquid-
ity. Although many countries have advocated an increase in holdings
of this international reserve asset, the United States has opposed
such an allocation at this time, given world inflation and the current
level of world liquidity. Even a modest new allocation of Special
Drawing Rights in present circumstances would appear to conflict
with the policies of monetary restraint being pursued in many coun-
tries.

Most international institutions were created after World War II,
each with clear objectives to satisfy. Over the last three and a half
decades the economic environment has changed dramatically, and
the member governments of these institutions have had to reach
agreement on how to reorganize the priorities and functions of the
institutions. These institutions continue to play vital roles in the
world economy. But to guarantee their ongoing viability, member
governments must continue to review the approaches and goals of
these institutions in light of the changing economic environment.

APPENDIX TO CHAPTER 7

U.S. POLICIES ON EXCHANGE-RATE INTERVENTION
SINCE 1973

The current era of floating exchange rates formally began in March
1973, when most major industrial countries abandoned their efforts
to maintain fixed-exchange rates against the dollar. Although rates
were no longer held fixed, many governments outside the United
States continued to intervene in exchange markets from time to time to
influence their exchange rates. Initially the United States adopted a
policy of nonintervention, but substantial changes in dollar exchange
rates led the United States to intervene during the summer of 1973 and
from late 1974 to early 1975.

In July 1973 the U.S. Government adopted a policy of active inter-
vention at whatever times and in whatever amounts were appropriate
for maintaining orderly market conditions. In November 1975, as
part of the "Declaration of Rambouillet" following an economic sum-
mit meeting, the heads of the industrial countries announced that they
had agreed to act to counter disorderly market conditions or erratic
fluctuations in exchange rates. Although the difference between the
statements may appear to be only one of nuance, the latter statement
more accurately reflected what in effect was a limited intervention
policy on the part of the United States.
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The previous Administration also began its term of office support-
ing limited intervention in exchange markets. Official U.S. statements,
however, were interpreted as favoring a decline in the dollar to reduce
the U.S. current account deficit (that is, "benign neglect*' of the dollar).
Using Federal Reserve swap arrangements, the United States inter-
vened in support of the dollar, beginning in September 1977.* In total,
the United States sold (net) $2.6 billion in foreign currencies in support
of the dollar between September 1977 and March 1978, financed by
Federal Reserve and Department of the Treasury drawings under
swap agreements. When the dollar recovered in the second and third
quarters of 1978, the United States was able to acquire $2.1 billion in
foreign currencies, permitting repayment of a substantial portion of
the earlier swap drawings.

In April 1978, pursuant to the notification provisions of the
amended IMF Articles of Agreement, the United States notified the
IMF that, ". . . exchange rates are determined on the basis of
demand and supply conditions in the exchange markets. However,
the [U.S.] authorities will intervene when necessary to counter disor-
derly conditions in the exchange markets."

The definition of disorderly markets was left open and of neces-
sity subject to interpretation by officials. Although at times interven-
tion was heavy, it is fair to characterize U.S. policy until late 1978 as
one in which intervention was the exception, and not the rule.

In late 1978, however, the character of U.S. intervention changed.
In August 1978 pressure on the dollar renewed amid spreading rec-
ognition of serious U.S. economic problems—including inflation and
inadequate energy adjustments—and growing skepticism over the ef-
fectiveness of the previous Administration's plans to deal with them.
President Carter announced a dollar support package on November
1, 1978. A major element of this program was a commitment to a
more active intervention policy, to be funded by mobilizing large for-
eign currency resources, including the issuance of foreign currency
securities (which became known as "Carter bonds"). From November
1, 1978, until shortly after the Administration took office in January
1981, U.S. intervention in exchange markets often reached mas-
sive proportions by historical U.S. standards (although not by the
more activist standards of many foreign governments). As of March
1981, the U.S. Government had acquired $11.9 billion worth of for-
eign currencies. Since the values of these currencies dropped dra-

*Under a swap agreement, the Federal Reserve and Department of the Treasury borrow foreign
currencies from foreign central banks and then use the currencies to intervene in foreign exchange
markets. The United States has used swap agreements with Belgium, France, Germany, Japan, the
Netherlands, and Switzerland since July 1973, all but Belgium and the Netherlands since November
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matically relative to the U.S. dollar in 1981, as of October 31, 1981,
the government (Federal Reserve System plus Treasury) sustained a
bookkeeping loss on these holdings of $661 million. This loss would
have been realized had the United States sold these currency hold-
ings and repaid its liabilities.
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CHAPTER 8

Review and Outlook
ECONOMIC DEVELOPMENTS IN 1981 reflected the inflationary

economic policies of more than a decade and the transitory effects of
reversing those policies. Past policies alternated periodically between
short-run efforts to reduce unemployment and short-lived attempts
to fight inflation. Economic forecasting, however, was not sufficiently
accurate to produce finely tuned countercyclical policies that made
proper allowance for the lag between policy actions and their effects.
Stimulative policies had relatively immediate effects on employment,
followed by delayed effects in the form of higher inflation. Restrictive
policies for fighting the inflation were not seen by the public as part
of a credible long-term commitment and therefore were not expected
to be sustained. Consequently, they tended to have a more severe
impact on output and employment than on inflation. The result has
been a ratcheting-up in the trend rate of inflation from one cycle to
the next.

This legacy of stop-and-go policies prevented a direct move to
lower inflation and higher real growth in 1981. During the first half
of 1980, restrictive policies—in the form of credit controls and a
sharp reduction in monetary growth—had produced a brief, sharp re-
cession. The subsequent removal of these controls and a postwar
record high rate of monetary growth then led to an unsustainable
rate of economic expansion through early 1981.

OVERVIEW OF 1981

The historical patterns of monetary growth, inflation, and real
output are shown in Chart 8-1. The average growth of money over
5-year periods (solid line) has trended upward since the 1960s; this is
reflected in the rising rate of inflation. The two-quarter growth rate
of money (dashed line) has fluctuated sharply, compared to the un-
derlying growth trend, and has contributed to rapid expansions and
contractions of real economic growth, after a one- or two-quarter lag.
Variations in money growth result in changes in spending and nomi-
nal income growth. During short periods, such changes show up as
changes in real income growth since inflation responds to money
growth only after a considerable lag.
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Chart 8-1

Growth Rates of Money Stock, Real GNP,
and GNP Deflator

PERCENT CHANGE (ANNUAL RATE)

1965 66

PERCENT CHANGE (ANNUAL RATE)

81

GNP IMPLICIT
PRICE DEFLATOR

.' ' 20-QUARTER GROW

/V
REAL GNP

2-QUARTER
GROWTH

-10
1965 66 67 68 69 70 71 72 73 74 75 76 77 78 79 80 81

NOTE.—BASED ON SEASONALLY ADJUSTED DATA. SHADED AREAS INDICATE RECESSIONS
AS DEFINED BY THE NATIONAL BUREAU OF ECONOMIC RESEARCH.

SOURCES: DEPARTMENT OF COMMERCE AND BOARD OF GOVERNORS OF THE FEDERAL
RESERVE SYSTEM.
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This pattern held true in 1981 as well. In the last half of 1980 the
money stock, as measured by Ml, rose at a 12.9 percent annual rate,
a postwar record. Then, in the first quarter of 1981, the rate of
growth in nominal gross national product (GNP) leaped by 19.2 per-
cent, with growth in real output rising 8.6 percent. Money growth in
the first two quarters of 1981 receded to a 6.9 percent rate, followed
by a further reduction to 3 percent in the final two quarters. These
decelerations in monetary growth led to a sharp decline in real
output in the final quarter of the year.

Continued business investment demand and high inflation in early
1981 sustained a rise in short-term interest rates, which peaked
during the spring. Long-term interest rates peaked in early fall.
These increases had their most adverse effects on the most credit-
sensitive industries—housing, consumer durables, and, to a lesser
extent, business investment. The sharp reduction in money growth in
the summer and fall led to a sharp decline in total output and inter-
est rates. By December 1981, short-term interest rates were about 5
to 6 percentage points lower than in December 1980, while long-
term interest rates were about one point higher.

The average level of real GNP in 1981 was 1.9 percent higher than
in 1980, but this increase for the year as a whole masked a pattern of
declining output for two of the final three quarters. After growing at
an unsustainable rate in the first quarter, the economy remained on a
plateau for a time: a modest annual rate of decline of 1.6 percent in
the second quarter and an increase of 1.4 percent in the third. In the
final quarter the economy dropped sharply, with real GNP declining
at an annual rate of 5.2 percent.

The unemployment rate at the close of 1980 had been 7.3 percent,
and it averaged around 7.4 percent through the first 9 months of
1981. But the weakening of the economy in the last quarter brought
with it a rapid increase in the unemployment rate to 8.8 percent in
December. Civilian employment grew slowly, from 99.6 million at
year-end 1980 to over 101 million by May 1981, before dipping to
99.6 million at year-end 1981.

Meanwhile, however, the deceleration in monetary growth began to
produce declining inflation in 1981. The growth of Ml slowed to 4.9
percent during 1981, compared to an average growth rate of 7.8 per-
cent over the previous 4 years. The GNP deflator advanced 8.6 per-
cent through 1981, down from 9.8 percent during the four quarters
of 1980, while the consumer and producer price indexes slowed more
sharply. The producer price index for finished goods, which had risen
12.4 percent during 1980, rose at a 10.1 percent annual rate in the first
two quarters of 1981 and at only a 4.4 percent rate in the last two
quarters.
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TABLE 8-1.—Performance in 1981 compared to January 15 projections

Item

Percent change:

Real GNP
Consumer price index l

Level:

Unemployment rate (percent)

Projected Actual

Year to year

0.9
12,5

1.9
10.2

Year

7.8 7.6

Projected Actual

Fourth quarter to
fourth quarter

1.7
12.6

0.7
9.4

Fourth quarter

7.7 8.3

1 Consumer price index for urban wage earners and clerical workers.
Sources: Actual data: Department of Commerce (Bureau of Economic Analysis) and Department of Labor (Bureau of Labor

Statistics); projected data.- Office of Management and Budget (January 15, 1981).

As shown in Table 8-1, the average performance of the economy
in 1981 was better than had been predicted by the prior Administra-
tion. Actual real GNP in 1981 was 1.9 percent higher than in 1980,
compared with a 0.9 percent growth rate forecast by the prior Ad-
ministration. Consumer prices in 1981 exceeded their 1980 level by
10,2 percent, but this was significantly less than the 12.5 percent rate
of inflation that had been forecast. In addition, the average rate of
unemployment for 1981 turned out to be 0.2 percentage point less
than had been forecast. However, real growth from the fourth quar-
ter of 1980 to the fourth quarter of 1981 was lower than forecast,
and unemployment in the fourth quarter of 1981 was greater than
forecast as a result of the decline in output and employment late in
the year.

Although the Administration was able to effect some reductions in
the growth of Federal spending in fiscal 1981, such spending as a
share of GNP continued to rise. In nominal terms, Federal spending
growth (including off-budget outlays) in 1981 slowed to 14.8 percent,
from 17.4 percent in fiscal 1980, one of the largest peacetime in-
creases in history.

The real Federal tax burden was increased by the scheduled pay-
roll tax increase on January 1, 1981, and the tax burden drifted
upward during most of the year as inflation contributed to higher
nominal incomes and rising marginal tax rates. The Economic Recov-
ery Tax Act of 1981, however, provided an initial 5 percent cut in
marginal tax rates for individuals, effective October 1. This had the
effect of reducing marginal tax rates by only 1*/4 percent over the full
1981 tax year, not large enough to prevent a substantial increase in
the total tax burden. For business, however, many of the changes in
the tax code were retroactive to the beginning of the year.

Since tax revenues as a share of GNP will decline by about 2 per-
centage points over the next few years and budget outlays will not
yet have been reduced as much, large Federal budget deficits can be
expected unless the growth of Federal spending is reined in even
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more. The possibility of large deficits received much attention in the
financial markets during 1981. The concern was that these deficits
might engender an acceleration of inflation and higher interest rates.
Fear of inflation kept long-term interest rates at high levels, although
some decline did occur in the final months of the year.

In the climate of high interest rates, investments in money-market
funds provided savers with some of the highest yields in history.
Many thrift institutions were not able to compete successfully for de-
posits, and the resulting outflow of funds contributed to a reduction
in the availability of mortgages and construction financing. Mortgage
rates on new homes remained above 15 percent throughout 1981. In
consequence, home sales and housing starts were among their
postwar lows. The motor vehicle industry also suffered from the high
cost of credit.

MAJOR SECTORS OF AGGREGATE DEMAND

Mirroring the small expansion in real output during 1981 was the
slow expansion in the real growth of consumer expenditures (1.2
percent), business fixed investment (1.4 percent), and total govern-
ment purchases (1.2 percent). Purchases of consumer durables
declined 4.4 percent, partially offsetting modest gains in purchases of
other consumer items. As shown in Table 8-2, residential construction
decreased by a dramatic 21.9 percent. Net exports also declined last
year, as real exports declined 1.0 percent while imports increased 9.5
percent.

TABLE 8-2.—Growth in major components of real gross national product, 1977-81

[Change, fourth quarter to fourth quarter]

Component

Percent change:

Real gross national product .... . .

Personal consumption expenditures
Business fixed investment
Residential fixed investment
Government purchases of goods and services

Federal
State and local

Real domestic final sales 2

Change in billions of dollars:

Inventory investment . . .
Net exports of goods and services . .

1977

58

50
135
125
3.6

5.0
2.7

59

5.9
-55

1978

5.3

48
90
- 0
1.6

-1.3
3.3

44

2.3
12.6

1979

1.7

20
29

-61
1.9

2.1
1.7

1.7

-11.3
11.7

1980

=0.3

.6
=-43

-129
1.6

4.1
.1

-.3

=6.5
6.3

198 11

0,7

12
14

219
1.2

6.6
-2.0

4

15.7
-118

1 Preliminary.
2 GNP excluding change in business inventories and net exports of goods and services.

Source: Department of Commerce, Bureau of Economic Analysis.
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PERSONAL CONSUMPTION EXPENDITURES

Although the rising costs of borrowing discouraged purchases of
consumer durables, growth in personal income was sufficient to sus-
tain purchases of nondurables and services. The latter categories
managed to show a modest increase for the year. But durables pur-
chases (approximately 20 percent of which are expenditures on new
autos) exhibited sharp swings from quarter to quarter, with the
fourth quarter level 4.4 percent below the same quarter in 1980. The
slow pace of durables purchases ensured a modest improvement in
the consumer debt burden, as the ratio of consumer installment
credit to personal income declined from its recent peak in May 1979
of 14.9 percent to 13.2 percent in November. The personal saving rate,
after dropping one-half of a percentage point to 4.6 percent in the first
quarter, recovered somewhat in the next two quarters and rose sharply
to 6 percent in the final quarter of the year.

Real expenditures on consumer durables declined for the third
consecutive year. The pace of durables purchases had been stalled by
the imposition of credit controls in the first half of 1980, but re-
bounded sharply in the last two quarters of 1980 and the first quarter
of 1981. Then came the termination of rebates on auto sales and rap-
idly rising interest rates, resulting in a sharp 23.3 percent reduction
in durables purchases at an annual rate in the second quarter. A
moderation in interest rates in the third quarter, in conjunction with
factory subsidized financing and further rebates, then helped to stim-
ulate auto sales, allowing outlays for consumer durables to rise mod-
erately. Although the fourth quarter saw a significant drop in interest
rates, it was not enough to boost total durables purchases. The result
was another steep decline in such purchases, this time at a 19.2 per-
cent annual rate.

At the beginning of 1981 new cars were being sold at an annual
rate of about 10 million units, some of this relatively high volume
being attributable to manufacturers' rebates. In the second quarter
sales dropped to an annual rate of 7.8 million units; they then rose to
9.1 million units in the third quarter, before falling to 7.4 million
units in the final quarter. Sales of American cars accounted for about
73 percent of all U.S. car sales for the year. In order to defuse pro-
tectionist pressures in the United States, the Japanese government in-
stituted an export restraint program, which limited Japanese car ex-
ports to the United States to 1.68 million units during its first year.
Because of the weak U.S. market, however, the limit probably has not
been binding.
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RESIDENTIAL INVESTMENT

Investment in residential structures during 1981 continued a de-
cline that started in 1979. The decline was evident in the construc-
tion of both single-family homes and multiple units. By the fourth
quarter of 1981, starts of new single-unit structures had declined
44.8 percent below their year-earlier level, and multiple-unit con-
struction declined 34.5 percent. In the last quarter of 1981 the inven-
tory of new private homes waiting to be sold was about eight times
the monthly sales pace. During the latter half of the 1970s the inven-
tory-sales ratio typically was less than that, approximately six times
sales.

The continued slow pace of residential construction was primarily
due to tightness in the financial markets in which the housing indus-
try competes for funds. Mortgage rates on new homes rose to over
18 percent in October, up from 15 percent at the beginning of the
year. By year-end, however, the rate had fallen to 17 percent.

Home purchase prices were essentially unchanged during 1981.
Thus, there was a significant decrease in the real price of housing—
that is, housing prices in relation to the general price level. In con-
trast the rapid increase in house prices from 1977 to 1980 had re-
flected rising expectations about inflation and a growing tendency to
view real estate as a good hedge against inflation.

BUSINESS FIXED INVESTMENT

Real business fixed investment finished the year above the previous
year's fourth quarter level. This fact, however, masks the underlying
variations that occurred during the year. Business investment varied
from quarter to quarter in the same direction as real GNP, but the
percentage deviations were much larger. Real business investment
rose at a 13.3 percent annual rate in the first quarter of 1981, re-
mained relatively flat in the second and third quarters, and then fell
10.9 percent in the fourth quarter.

Producers' durable equipment was responsible for most of the vari-
ation in business fixed investment, with fleet sales of cars and trucks
accounting for a large part of this instability. The structures compo-
nent of investment maintained a steady increase that began in the
fourth quarter of 1980. Though investment in structures is less than
half as large as investment in producer's durable equipment, its in-
crease of 7.5 percent from the fourth quarter of 1980 to the fourth
quarter of 1981 more than offset the decline in the latter, allowing a
modest increase in total real business investment.
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INVENTORY ACCUMULATION

Inventory levels at the start of 1981 were lean. Real business in-
ventory levels in the fourth quarter of 1980, after declining for four
of the five previous quarters, were equivalent to 2.7 months of
output. In the first quarter of 1981, real output rose to nearly match
final sales so that the real level of inventories declined only $1.4
billion at an annual rate. In the second quarter inventory accumula-
tion was led by a rise in new car inventories, and there was also some
buildup in other stocks in the third quarter. The speed with which
output declined in the fourth quarter prevented an excessive accumu-
lation of stocks at year-end.

NET EXPORTS

Economic growth abroad was subdued during 1981, contributing
to a small decline in real exports from the United States. In contrast
to 1980, the volume of non-oil imports grew briskly during the year
due in part to the steady appreciation of the dollar from the latter
part of 1980 through August 1981. For the year as a whole, net ex-
ports (measured in 1972 dollars) slipped $7.7 billion below the level
of 1980.

Measured in current dollars, the merchandise trade deficit (NIPA
basis) increased $4.2 billion from the $27.7 billion registered for
1980. Merchandise exports increased moderately in the first quarter
and then declined to post a small gain for the year, while merchan-
dise imports rose during most of the year. Growth in the value of
agricultural exports was weak, as a strong U.S. dollar and better har-
vests abroad dampened foreign demand. The strong growth in the
value of imports of nonpetroleum products was only partly offset by
a drop in imports of petroleum and related products. Average net oil
imports in the first three quarters of 1981 fell to their lowest level
since 1972, partly as a result of reduced domestic consumption.
That, in turn, was due primarily to higher oil prices.

Net service inflows for 1981 increased $4.8 billion over 1980 to
$55.8 billion. Almost all of this increase was due to a rise in net re-
ceipts of factor income. This continued strong performance on the
service account produced an overall net export surplus for 1981 of
$23.8 billion in current dollars.

THE FARM ECONOMY

Record large crops, sluggish demand for farm products, high inter-
est rates, and a nearly constant tonnage of agricultural exports limit-
ed the recovery of farm incomes and created cash flow problems for
some farmers during 1981. In nominal terms, farm exports totaled a
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record $43 billion in 1981; however, the tonnage of farm exports for
the year was about the same as in 1980.

According to Department of Agriculture forecasts, net farm income
for 1981 in current dollars will be approximately $23 billion. This
figure is about $3 billion higher than the comparable income figure
for 1980, but approximately $10 billion lower than the total for 1979,
which was a prosperous year for U.S. farmers. For 1981, real net
farm income is forecast to exceed the 1980 total by about 4 percent.
The value of large crop inventories, which is reflected in the 1981
income figures, accounts for part of the increase.

Large grain stocks and weakness in the demand for certain live-
stock and crop products are expected to exert downward pressure on
farm prices and net farm incomes during much of the first half of
1982, but the expected recovery of the economy should expand the
demand for farm products during the final two quarters of 1982.
Also, farm price support payments provided under the Agriculture
and Food Act of 1981 will supplement the incomes of farmers during
1982.

The statistics on aggregate farm income mask how different groups
of farmers fared during 1981. Farmers carrying small amounts of
debt experienced a less severe cash flow squeeze than highly lever-
aged operators. Many in the latter group had cash flow problems be-
cause of high interest rates and lower commodity prices. However,
some farmers who experienced cash flow problems used equity accu-
mulated from rapid appreciation of their farmland to refinance their
operations. As usual, income earned by farmers from off-farm
sources, which recently has comprised over 60 percent of the average
farmer's income and a substantially larger share of the income of
small farmers, supplemented farm incomes.

Food prices generally exerted a moderating influence on the con-
sumer price index during 1981, although two minor supply shocks
produced temporary increases in food prices. The first was a mid-
January freeze in Florida, which pushed up prices for citrus products
and tomatoes last winter and spring. The second was a reduction in
meat supplies during the summer. Food prices for the fourth quarter
of 1981 were 5.0 percent higher than in the fourth quarter of 1980.
This increase was 5.2 percentage points less than the comparable
year earlier figure.

The moderate increases in food prices largely reflected supply phe-
nomena. Supplies of many raw food products, including poultry,
dairy products, sugar, and grain were abundant during 1981, as were
beef supplies during the first half of the year. Data available so far
suggest that marketing costs, which account for about two-thirds of
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every dollar spent for food, were about 9 percent higher for the
fourth quarter of 1981 than a year earlier.

LABOR MARKET DEVELOPMENTS

Changes in employment during 1981 lagged slightly behind
changes in real output. Total civilian employment during the year
reached a peak of 101 million workers in May before declining to
99.6 million at year-end. The ratio of civilian employment to the total
noninstitutional working-age population also declined in the last half
of the year. Declines in employment during the year were initially
limited to interest-sensitive sectors, such as motor vehicles and resi-
dential construction and their suppliers. By the end of 1981, howev-
er, the decline had spread to other manufacturing industries as well.
The overall unemployment rate, which was 7.4 percent at the begin-
ning of last year, fluctuated between 7.2 and 7.6 through September,
then rose sharply to 8.8 percent in December.

TABLE 8-3.—Labor market developments, 1977-81

Component

Increase in civilian employment (16 years and over)

Males 20 years and over .
Females 20 years and over .
Both sexes 16-19 years..

White
Black and other .

Unemployment rate (16 years and over)3

Males 20 years and over
Females 20 years and over
Both sexes 16-19 years

White
Black and other

Participation rate (16 years and over)4

Males 20 years and over
Females 20 years and over
Both sexes 16-19 years

White
Black and other f

1977 IV 1978 IV 1979 IV 1980 IV 1981 IV

Percent change from year earlier 1

4.5

3.5
5.4
8.0

4.4
5.2

3.8

2.7
5.6
2.7

3.3
7.3

2.3

1.5
4.0
-.8

2.2
3.3

-0.2

-.6
1.6

-6.6

-.1
-.6

0.6

.2
2.8

-8.9

.6

.1

Percent 2

6.6

4.8
6.7

16.6

5.7
13.2

62.6

79.9
48.6
56.7

62.8
61.2

5.9

4.1
5.8

16.3

5.1
11.5

63.5

79.9
50.1
58.2

63.6
62.4

6.0

4.4
5.7

16.2

5.2
11.2

63.8

79.6
51.0
57.9

64.0
62.3

7.5

6.3
6.7

18.2

6.6
13.8

63.7

79.3
51.5
56.3

64.0
61.9

8.3

7.2
7.2

21.1

7.3
15.4

63.8

78.9
52.3
54.6

64.2
61.5

1 Changes for 1978 IV adjusted for the increase of about 250,000 in employment and labor force in January 1978 resulting
from changes in the sample and estimation procedures introduced into the household survey.

2 Seasonally adjusted.
3 Unemployment as percent of civilian labor force.
4 Civilian labor force as percent of civilian noninstitutional population.

Source: Department of Labor, Bureau of Labor Statistics.

As Table 8-3 indicates, employment growth during 1981 varied
considerably by demographic group. Adult female employment rose
by 2.8 percent, while adult male employment rose by 0.2 percent;
teenage employment fell by a dramatic 8.9 percent. The unemploy-
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ment rate for adult men, who tend to work in disproportionate num-
bers in cyclically sensitive industries, rose from 6.1 percent in De-
cember 1980 to 7.9 percent in December 1981. The unemployment
rate for adult women, who work in industries that exhibit more cycli-
cal stability, rose 0.7 of a point, from 6.7 percent to 7.4 percent,
during the same period. The teenage unemployment rate increased,
from 17.8 percent to 21.5 percent, over the year.

The age-sex composition of the unemployed depends on the un-
employment rates of different demographic groups and on their
share of the total labor force. Teenagers, for instance, have relatively
high unemployment rates, but in December 1981 they comprised
only 7.9 percent of the labor force. Adult men have relatively low un-
employment rates, but in 1981 they constituted 52.8 percent of the
labor force. Thus, 19.4 percent of the unemployed in December
1981 were teenagers, 47.5 percent were adult men, and 33.2 percent
were adult women.

The unemployment insurance system is designed to moderate the
financial burden placed on experienced workers who lose their jobs
by providing income until they can find employment. However, the
system does not cover recent entrants to the labor market or workers
who quit their jobs voluntarily. In December 1981 the number of in-
dividuals receiving unemployment compensation was 41 percent of
the total unemployed. This was partly because 44.2 percent of the
unemployed had left their jobs voluntarily or had no recent work ex-
perience. Over two-thirds of the people who had lost their jobs invol-
untarily were receiving unemployment benefits.

The percentage of take-home pay replaced by unemployment
benefits varies widely according to an individual's weekly earnings,
marginal tax rate, and State of residence. Replacement rates are gen-
erally higher for lower paid workers than for higher paid workers.
However, several studies suggest that the average replacement rate is
about one-half of take-home pay.

A combination of cyclical and secular trends produced disparate
changes in labor force participation rates during 1981. Labor force
participation rates continued to increase for adult women, and by the
fourth quarter 52.3 percent of all women 20 or older were in the ci-
vilian labor market, an increase of 0.8 of a percentage point over 1980.
Meanwhile, the labor force participation rates of adult men continued
their long-term downward trend.

The ratio of civilian employment to the total working-age popula-
tion varied inversely with the unemployment rate. The number of
employed rose from 58.3 percent of the noninstitutional population
in December 1980 to 58.8 percent in May 1981, but fell to 57.5 per-
cent in December. Although this percentage was less than the last
peak of 59.3 percent, reached in the fourth quarter of 1979, it ex-
ceeded the previous 1973 peak (Chart 8-2).
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Chart 8-2

Employment Ratio and Unemployment Rate

PERCENT PERCENT

1961

1 EMPLOYMENT AS PERCENT OF NONINSTITUTIONAL POPULATION.
2 UNEMPLOYMENT AS PERCENT OF CIVILIAN LABOR FORCE.

NOTE. —DATA RELATE TO PERSONS 16 YEARS OF AGE AND OVER; SEASONALLY ADJUSTED
QUARTERLY AVERAGES.

SOURCE: DEPARTMENT OF LABOR.

WAGES, PRICES, AND PRODUCTIVITY

Wage increases showed moderation in 1981. As indicated in Table
8-4, the average hourly earnings index, compensation per hour, and
wages set in larger collective bargains slowed significantly, while the
employment cost index increased at about the same rate as in 1980.

TABLE 8-4.—Measures of compensation, 1978-81

[Percent change, fourth quarter to fourth quarter, except as noted]

Measure

Employment cost index2

Union
Nonunion

Average hourly earnings index4

Compensation per hour5

Wage changes in large collective bargaining agreements (total effective adjustment)

1 Preliminary.
2 Data are for wages and salaries of all private nonfarm workers.

1978

7 7

80
76

84

90

8.2

1979

87

90
85

80

99

9.1

1980

90

109
80

96

102

9.9

1981 *

39 1

3 9 9
38 8

83

93

9.1

3Changes are from third quarter to third quarter.
4 Data are not seasonally adjusted.
5 Data are for private business sector, all employees.

Source: Department of Commerce (Bureau of Economic Analysis), Department of Labor (Bureau of Labor Statistics), and
Council of Economic Advisers.
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Labor productivity declined by 0.5 percent during 1981 (Table 8-
5). This was the fourth successive year of little change in productiv-
ity. Chapter 5 has discussed various reasons for the disappointing
trends in productivity over the last decade. In addition, during the
last 3 years, total output growth has been low, which has also tended to
depress productivity performance. The near-zero productivity result
meant that unit labor costs, the largest single cost in production, had
to increase roughly one-for-one with total compensation last year.

TABLE 8-5.—Changes in productivity and unit labor costs, 1977-81

[Percent change, fourth quarter to fourth quarter]

Item

Output per hour

Unit labor costs

1977

21

5.2

1978

-05

9.5

1979

-06

10.5

1980

02

9.9

1981 1

-05

9.8

1 Preliminary.

Note.—Data relate to private business sector, all employees.

Sources: Department of Labor (Bureau of Labor Statistics) and Council of Economic Advisers.

During a year in which unit labor costs rose by 9.8 percent, prices
could not rise at a substantially lower rate without sharply squeezing
profits. The GNP deflator rose by 8.6 percent during 1981, some-
what lower than the 9.8 percent increase experienced during 1980
(Table 8-6).

TABLE 8-6.—Measures of price change, 1977-81

[Percent change, fourth quarter to fourth quarter]

Item

Implicit price deflators.-2

Gross national product
Personal consumption expenditures-
Private nonfarm business output

Consumer prices:

CPI-U, X-l

CPI-U

Farm value of food
Energy3

Home purchase and finance4

All other

Producer prices of finished goods ..

Food
Energy
All other

1977

6.1
59
5.7

6.2

6.6

64
82
89
6.1

71

7.7
110
64

1978

8.5
78
8.3

7.8

9.0

175
75

134
7.5

88

11.1
74
80

1979

8.1
95
8.3

106

12.7

73
365
198
80

128

76
569
94

1980

9.8
101
100

108

126

135
189
178
98

124

83
292
11 1

1981 »

86
78
93

88

96

52
126
119
92

72

18
152
76

1 Preliminary.
2 Seasonally adjusted data.
3 Includes only prices for direct consumer purchases of energy for the home and for motor vehicles.
4 Consists of home purchase and financing, taxes, and insurance on owner-occupied homes.

Sources: Department of Agriculture, Department of Commerce (Bureau of Economic Analysis), and Department of Labor
(Bureau of Labor Statistics).
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The deflator for personal consumption expenditures rose only 7.8
percent last year, down significantly from the year before. Inflation,
as measured by the consumer price index for urban workers (CPI-U),
declined even more, from 12.6 percent during 1980 to 9.6 percent
during 1981. The CPI-U is widely recognized as having an upward
bias in a period of rising mortgage interest rates, due to its treatment
of owner-occupied housing. Some of the components that are used
to measure the cost of homeownership—finance, insurance, and
taxes—jumped quite sharply during much of 1981. An alternative
measure of consumer prices known as "CPI-U, X-l" more appropri-
ately measures the consumer cost of owner-occupied homes. It ad-
vanced only 8.8 percent. In late 1981 the Bureau of Labor Statistics
announced plans to incorporate this alternative method of measuring
the rise or fall in homeowner costs into the index. As shown in Table
8-7, real compensation per hour, computed on the basis of either the
deflator for personal consumption expenditures or the alternative CPI
measure, rose in 1981 after declining for 2 straight years.

TABLE 8-7.—Alternative measures of changes in real earnings per hour, 1979-81

[Percent change, fourth quarter to fourth quarter]

Item

Average hourly earnings index:

Deflated by:
CPI-U..
CPI-U, X-l
Fixed-weight price index for personal consumption expenditures (PCE).

Compensation per hour: 2

Deflated by:
CPI-U
CPI-U, X-l
Fixed-weight price index for PCE

1979

-4.2
-2.4
-2.1

-25
-.7
_ 4

1980

-2.6
-1.1
-.9

-21
-.6
_ 4

1981 1

-1.1
-.5

.2

_ 2
.4

1 1

1 Preliminary.
2 Data are for the private nonfarm business sector, all employees.

Sources: Department of Commerce (Bureau of Economic Analysis) and Department of Labor (Bureau of Labor Statistics).

CREDIT MARKETS

During the first three quarters of 1981, total funds raised in U.S.
credit markets rebounded from the depressed levels of a year earlier,
when credit controls and the recession restrained borrowing. Never-
theless, borrowing by all private domestic nonfinancial sectors re-
mained well below the pace reached in 1979. High interest rates dis-
couraged borrowing for purchases of consumer durables and housing
and resulted in a rate of household debt accumulation, although up
from 1980, only about three quarters of that experienced in 1979.
Borrowing by the nonfinancial business sector grew only modestly
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during the first three quarters of 1981. This sector relied heavily on
short-term financing, as extremely high and rising long-term bond
rates restrained net bond issues to only half the total of the previous
year. As a result, bank loans to businesses and the volume of out-
standing commercial paper surged.

Borrowing by State and local governments declined modestly in
1981, as growth of expenditures slowed relative to tax receipts. How-
ever, Federal Government borrowing was up from 1980, and at more
than double the rate of 1979. Federal borrowing totaled $79.3 bil-
lion, of which approximately $55.6 billion was used to finance ex-
penditures on goods and services or transfer payments, while the rest
was used for relending. Federally guaranteed loans declined in 1981,
but borrowing by federally sponsored enterprises grew by almost
two-thirds. Overall Federal participation in the credit markets rose to
approximately the level of the previous peak in 1976.

INTEREST RATES AND MONETARY DEVELOPMENTS

One of the four key elements of the Administration's program is
support for a policy of continued gradual reductions in the rate of
monetary growth to bring down inflation. This restraint was more
important to the 1981 economy than other features of the Adminis-
tration's program, which are aimed at encouraging long-term growth.
From the fourth quarter of 1979 to the fourth quarter of 1980, Ml
(currency plus checkable deposits) grew at a 7.3 percent annual rate.
The Administration assumes a gradual but steady reduction in the
growth of money to one-half that rate by 1986. After a period of ad-
justment, sustained declines in inflation and nominal interest rates
are expected.

Federal Reserve policy in 1981 did produce a substantial reduction
in monetary growth (as measured by Ml) on a fourth-quarter to
fourth-quarter basis—from 7.3 percent during 1980 to 4.9 percent in
1981. Nonetheless, interest rates remained high on average. The
yield on 3-month Treasury bills, which had averaged 15.5 percent in
December 1980, fell in early 1981, then rose again and peaked at
16.3 percent in May 1981. The prime rate charged by commercial
banks declined from a peak of 21.5 percent in January 1981 to 17
percent in April 1981 before rising again to 20.5 percent by the end of
May. By year-end, the prime rate had declined to 15.75 percent.
Given that prices were advancing at somewhat less than double-digit
rates, real short-term interest rates (that is, adjusted for inflation)
were unusually high during most of 1981 (Chart 8-3).
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Chart 8-3

Interest Rates in 1981
PERCENT PER ANNUM
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SOURCES: DEPARTMENT OF THE TREASURY AND BOARD OF GOVERNORS OF THE FEDERAL
RESERVE SYSTEM.

When allowance is made for the effects of taxes on interest rates,
the high average level of short-term rates becomes more understan-
dable. In an environment of high expected inflation, interest rates
tend to rise sufficiently to compensate lenders for the anticipated loss
in purchasing power of their money. Under the U.S. tax system, in-
terest payments are deductible, and interest receipts are taxed as or-
dinary income. We would expect market interest rates to exceed a
given real after-tax interest rate by .more than the expected inflation.
For example, if the real after-tax interest rate is 3 percent and the
applicable income tax rate is 30 percent, an expected inflation rate of
10 percent would tend to produce a nominal interest rate of 19 per-
cent—not very different from the peaks in short-term rates actually
experienced in 1981. Viewed in this light, the question is not why
short-term interest rates were so high in 1981, but why they were so
low in the 1970s.

At least a partial answer to this question is that in the 1970s low
State usury and Regulation Q, ceilings prevented the effects of ex-
pected inflation from being fully reflected in interest rates, while the
inflation that actually occurred was probably more than had been an-
ticipated. Also, the oil price shocks of the 1970s, coupled with in-

30-YEAR GOVERNMENT
BONDS

(CONSTANT MATURITIES)

207

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



creasing regulatory and tax burdens, may have reduced the expected
real return on capital. With the change in the investment outlook
brought about by the Administration's program, this negative influ-
ence on real interest rates began to disappear. However, as the Fed-
eral Reserve's program of bringing down the rate of monetary
growth succeeds in reducing current and expected rates of inflation,
nominal interest rates will fall somewhat more than the expected rate
of inflation, even as real after-tax interest rates rise somewhat.

INTERNATIONAL CAPITAL FLOWS

High real returns on U.S. securities helped to attract foreign in-
vestment to the United States during 1981. The dollar's foreign ex-
change value rose 23 percent on a trade-weighted average basis from
January through August before falling back slightly through December.
Net foreign private purchases of U.S. securities during the first three
quarters of 1981 totaled $8.3 billion, an increase of 68 percent over
the same period a year earlier. A large part of this increase was in
purchases of U.S. stocks, possibly suggesting confidence abroad in
the medium-term potential of U.S. industry and the Administration's
program.

Direct U.S. investment abroad in the first three quarters of 1981
slowed somewhat from its 1980 rate, making 1981 the second year of
decline. The drop was due in part to sluggish foreign economic activ-
ity. In contrast, foreign direct investment in the United States re-
mained strong during 1981 and may have approached the record levels
of 1979.

Monetary flows associated with official transactions between the
United States and other industrialized countries swung from a mod-
erate net inflow in late 1980 to a substantial net outflow in the first
three quarters of 1981. These net outflows primarily reflected sales
of dollar-denominated assets by foreign central banks (mainly U.S.
Treasury securities) related to intervention in foreign exchange mar-
kets. Changes in official U.S. reserve assets moved from net acquisi-
tions of foreign currencies in late 1980 and the first quarter of 1981
to negligible acquisitions from the second quarter on. This reflected
the decision by this Administration to adopt a policy of noninterven-
tion in foreign exchange markets, except in conditions of severe dis-
order. (The issues involved in this policy are discussed in Chapter 7.)

Net capital flows between the United States and the Organization
of Petroleum Exporting Countries (OPEC) recently have been
quite stable relative to flows between the United States and the
industrialized countries. The capital movements between the OPEC
countries and the United States have been net inflows since early
1979 and generally have taken the form of investments in U.S. Treas-
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ury securities, although investments in real estate and energy-related
industries have risen during the past year.

THRIFT INSTITUTIONS

High interest rates and regulatory restrictions had an adverse effect
on thrift institutions in 1981. From November 1980 to November
1981, the net worth of thrifts dropped over $5.7 billion, or approxi-
mately 13 percent. Net new deposits also declined.

In response to the plight of the thrift institutions, the Congress in-
cluded in the Economic Recovery Tax Act a provision authorizing
those institutions, as well as commercial banks, to issue All-Savers
Certificates. The certificates were given tax-exempt status so as to
provide thrifts and banks with a lower cost of funds. From October
to December, the first 3 months of issuance, thrift institutions issued
approximately $24 billion in certificates. Their impact on the net de-
posit inflows of the thrifts is in some doubt, however, since the avail-
ability of the certificates caused some savers to transfer funds from
other thrift accounts, such as passbook savings, 6-month money-
market certificates, and small savers' certificates.

Meanwhile, delinquent loans rose and liquidity ratios for insured
savings and loans deteriorated. The delinquent loan ratio—the dollar
amount of mortgage loans and contracts delinquent 60 days or more
as a percentage of total mortgages and contracts held at the end of
each month—increased steadily last year. The ratio rose from just
over 1 percent in late 1980 to almost P/2 percent in late 1981. The
liquidity ratio—cash and other liquid assets as a percent of savings
deposits plus loans payable in a year or less—declined from almost 9
percent to about 8.5 percent in late 1981. The deterioration of these
ratios was not surprising in light of historically high inflation and in-
terest rates and the weakness of the economy in the past couple of
years. The financial condition of thrift institutions can be expected to
improve substantially, however, as inflation expectations and interest
rates fall and financial asset prices rise.

PROSPECTS FOR 1982 AND 1983

The current recession is expected to end early in 1982, followed
by a resumption of growth by mid-year. The moderating pattern of
price increases which began last year should become more general-
ized and significant this year. With money growth expected to be
moderate, the extent of the deceleration of inflation will become the
critical factor in sustaining economic recovery beyond 1982. Apart
from the very high rate of expected inflation reflected in current in-
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terest rates, the economy is generally free of impediments to expan-
sion.

The proportion of employed working-age adults will turn upward
by this summer, reversing the general decline that began in 1979.
Even at the expected low point of the employment ratio this spring,
the proportion of people with jobs will be significantly higher than at
the trough of all past recessions, except the very short 1980 contrac-
tion. The strong economic recovery this year and next is expected to
expand civilian employment to over 103.5 million for 1983, well
above the 98.8 million employed in 1979 before output declined.

The key areas of rebound in the economy this year are expected to
be consumer goods, housing, autos, and defense (Table 8-8). The
principal areas that are anticipated to lead the expansion next year are
business investment, inventories (including a rising trend of defense
work in progress), and a further acceleration in defense deliveries.

TABLE 8-8.—Economic outlook for 1982

Item

Growth, fourth quarter to fourth quarter (percent):

Real gross national product . . . . . . . . . . . . . .

Personal consumption expenditures
Nonresidential fixed investment
Residential investment
Federal purchases
State and local purchases . .

GNP implicit price deflator

Compensation per hour2

Output per hour2

Level, fourth quarter: 3

Unemployment rate (percent)
Housing starts (millions of units)4

1981 »

0.7

12
14

-219
66

-20

86

9.3

_ 5

83
.9

Forecast range
1982

3.0

2Vfe to 31/2
BVz to 7V2
24 to 27
-2 to -1

— IVfe to —¥2

7 to 7V2

8 to 9

1 tO 1V2

84
1 to 1V2

1 Preliminary.
2 Private business, all employees.
3 Seasonally adjusted.
4 Annual rates.

Sources: Department of Commerce (Bureau of Economic Analysis), Department of Labor (Bureau of Labor Statistics), and
Council of Economic Advisers.

The decline in inflation, which has so far been most evident in the
consumer price index and in producer prices, will influence trends in
wages as 1982 progresses. But the expected 1 to l*/2 percentage point
slowdown of inflation in product prices will be only slightly less than
the slowdown of labor costs. Therefore, the currently narrow margin
of corporate profits is likely to recover only modestly during the year.

The unemployment rate is expected to reach the vicinity of 9 percent
this spring until growth strengthens in the summer. Thereafter, the
rapid pace of expansion should pull the unemployment rate down
between one-quarter and one-half of a percentage point a quarter.
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The growth in household consumption was restrained last year by
high interest rates as well as by modest income growth. By the last
quarter of 1981, consumption was approximately 1 percent higher in
real terms than a year earlier, and new auto sales had fallen to an
annual rate of 7.4 million. The decline in interest rates that began
last fall, and improvements in household financial positions due to
the reduced consumer debt burden and the first step of the personal
tax cut, should lead to increased consumption early this year. The
second step of the tax cut and the scheduled step-up in social secu-
rity benefits will raise household disposable income roughly 2 per-
cent this summer. It is difficult to predict how much of this increase
will be allocated to saving or consumption. If between one-quarter
and one-half of it is saved and the remainder is spent, the addition to
the growth rate of consumption in the second half of this year would
be about 3 percent at an annual rate. A large share of this would be
expected to be used for the purchase of durables, whose annual
growth rate in the second half is projected to approach 10 percent.

The recent improvement in early indicators of housing activity
presages a rapid recovery that should be apparent by spring and
proceed through the year. In 1980 the decline in housing early in the
year was quickly reversed, and the ensuing recovery was quite rapid.
Though the second reversal in the housing industry in as many years
has forced some builders out of business, a rapid expansion this year
is still possible. The necessary capital equipment remains, and addi-
tions to the stock of construction equipment and tools can be made
rapidly. Though the supply of unsold homes relative to monthly sales
is large, the absolute number of available new homes is not. Hence,
rising sales will quickly generate faster building activity. While hous-
ing starts for 1982 as a whole may only exceed last year's by 10 per-
cent, the increase during the year could exceed 50 percent. This
would raise the pace of new housing starts from about 900,000 at an
annual rate for the last quarter of 1981 to the vicinity of 1.5 million
by the end of this year.

Business fixed investment has been maintained at a reasonably
high level during the past year. The stimulus of the Accelerated Cost
Recovery System depreciation package should make itself felt when
recovery begins. Since businesses have not allowed inventories to
build by large amounts, stepped-up sales this spring and summer will
translate quite directly into rising output.

The Administration's program of strengthening U.S. defense capa-
bilities will continue to be reflected in the overall economy as 1982
progresses. Deliveries of defense goods and services in real terms will
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rise about 8l/2 percent during this fiscal year, about twice the increase
in 1981. The rise in procurement of military hardware will be steeper.
It will also generate stepped-up economic activity prior to deliveries.
Defense industries are beginning to build up inventories of work in
progress as components and materials move through the stages of
fabrication toward delivery to the Department of Defense. Though this
step-up has not yet become particularly evident in statistics of work in
progress, this type of inventory accumulation will be strengthened in
coming quarters.

Nondefense Federal purchases increased 10.7 percent in real terms
during 1981 but may shrink as much as 9 percent during 1982 as the
Administration's fiscal 1982 budget cuts take effect. The much larger
volume of purchases by State and local governments is also expected
to decline slightly in real terms. Taken in aggregate, the budgets of
State and local units of government have shown small operating sur-
pluses in the past 2 years. Increased revenue from economic growth
is expected to more than offset declines in Federal grants, permitting
a modest increase in nominal spending by State and local units.

Earlier parts of this Report have emphasized the relative size of the
prospective Federal deficits in comparison to GNP. While it is helpful
to standardize deficits against the size of the economy, this relation
gives little feel for the distribution through the economy of the flow
of government securities. These are purchased by banking, other cor-
porate, household, and foreign savers, who are also filling their port-
folios with privately issued notes for everything from consumer loans
to mortgages to loans for business capital projects.

It is anticipated that each of these groups will not be called upon
to raise their holdings of U.S. Government securities disproportion-
ately. Thus, household purchases of U.S. securities should be about
one-quarter of the volume of personal saving, which is near historic
rates, and domestic financial institution purchases should be near
1.5 percent of GNP, also close to historic experience. While foreign
investors also can be expected to take some of the securities issued,
these two domestic sectors likely will account for most U.S. security
purchases.

The net export balance of the United States is expected to be
boosted by rising exports of goods and services as the economic re-
covery abroad strengthens but depressed by a large expansion of im-
ports as growth picks up here later this year. Continued market ad-
justments to last year's appreciation of the dollar may also depress
net exports. Depending on the timing of these effects, net exports of
the United States may decline from a surplus of $23.8 billion last
year to an approximate balance this year. Because the United States
earns much more abroad through the export of services than it
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spends on services imports, our net export position is stronger than
the frequently cited trade balance on merchandise alone would sug-
gest. That balance will move to a sizable negative position by year-
end.

With a continuation of monetary restraint and further significant
downward adjustments in inflationary expectations, 1982 and 1983
should become the first of several years of prosperous growth and
declining inflation occurring simultaneously. While business invest-
ment and defense will continue to expand more rapidly than other
sectors, the total growth in the economy should be sufficient to ac-
commodate further sizable increases in the output of consumer dura-
bles, motor vehicles, and housing.

PROSPECTS BEYOND 1983

Continuing deceleration in money growth, fairly rapid adaptation of
expectations to lower inflation, and growth aided by tax policies that are
weighted toward investment are expected to be characteristic of the mid-
1980s. The combination of growth-oriented fiscal policy and anti-
inflationary monetary policy should mean substantial progress toward
the economic goals embodied in the Full Employment and Balanced
Growth Act of 1978.

The general objectives of this act—and those of the Administra-
tion—are to achieve full employment, growth in productivity, price
stability, and a reduced share of governmental spending in the
Nation's output. The act states clearly that ultimate price stability
means eliminating inflation altogether. Although it does not define full
employment as any specific unemployment rate, the act establishes as a
national goal "the fulfillment of the right to full opportunities for
useful paid employment at fair rates of compensation of all individuals
able, willing, and seeking to work." It places emphasis on encouraging
capital formation and relying on the private sector to meet the act's
objectives of full employment, growth in productivity, and price stabil-
ity. It requires an annual Investment Policy Report, which is provided
in Chapters 4 and 5 of this volume. In addition, the act responds to the
widespread desire for reduced governmental intervention by calling
for steady reductions in the share of the Nation's output accounted for
by governmental spending, and for the ultimate reduction of Federal
outlays to 20 percent of GNP.

To provide a focus for the government in its effort to achieve these
general objectives, the Full Employment and Balanced Growth Act
requires that the Administration set annual numerical goals for key
indicators over a 5-year horizon leading toward a group of interim
goals set forth by the Congress. Table 8-9 responds to this require-
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ment, based on the economic outlook for 1982 and 1983, and the
longer term economic projections included in the fiscal 1983 budget.
The act sets an interim goal for Federal outlays equal to 21 percent
of GNP for 1981, and interim goals of a 4 percent unemployment
rate and a 3 percent inflation rate for 1983. However, according to
the act, the President may, if he deems it necessary, recommend
modification of the timetable for achievement of the interim and final
goals for unemployment, inflation, and Federal outlays as a share of
GNP. The prior Administration extended the timetable for achieving
all three goals beyond its 5-year planning horizon.

TABLE 8-9.— Economic Projections, 1982-1987

Item

Employment (millions) *

Unemployment rate (percent)

Federal outlays as percent of GNP (fiscal year basis)

Consumer prices

Real GNP

Real disposable income

Productivity 2

1982 1983 | 1984 1985 1986 | 1987

Level

100.9

8.9

23.5

103.8

7.9

22.1

106.2

7.1

21.3

108.6

6.4

21.0

110.9

5.8

20.4

113.0

5.3

19.7

Percent change, fourth quarter to fourth quarter

6.6

3.0

4.3

.6

5.1

5.2

4.1

2.3

4.7

4.9

2.7

2.7

4.6

4.6

4.6

2.6

4.6

4.3

4.0

2.6

4.4

4.3

4.0

2.6

1 Includes 1980 census benchmark.
2 Real GNP per hour worked.

Source: Council of Economic Advisers.

Economic projections consistent with this Administration's policies
indicate attainment of the interim and final goals for Federal outlays
as a share of GNP within a 5-year horizon. The interim goal for Fed-
eral outlays as a share of GNP is expected to be met by 1985. The
act's final goal of a 20 percent share of Federal outlays in GNP is
anticipated to be achieved by 1987. Significant progress toward the
interim goals for unemployment and inflation is also anticipated
within this period. The economic expansion will reduce unemploy-
ment rates for significant subgroups of the labor force as well, in-
cluding youth, women, minorities, handicapped persons, veterans,
and middle-aged and older persons.

The Council emphasizes two points about the setting of a timeta-
ble for reaching these goals and about targeting economic perform-
ance in general. First, as has been emphasized elsewhere in this
Report, the speedy adaptation of inflationary expectations to the anti-
inflationary monetary regime set for the 1980s is of central impor-
tance in turning away from the rising inflation and unemployment of
the last decade to an extended period of declining inflation with
prosperous growth. However, as this Report points out—particularly
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in Chapter 3—government efforts to intervene directly in wage and
price setting in the private sector are essentially destabilizing and do
not alter the longer term path of the economy. Second, the Federal
Government cannot fully anticipate the course of the economy; neither
can it direct economic outcomes precisely. In view of these limits,
the annual goals should best be viewed as benchmarks of economic
progress.
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