
Chapter 7

The Employment Act: Twenty Years of
Policy Experience

n p ' H E R E WERE great expectations and not a few qualms when the
JL Employment Act was signed into law on February 20, 1946, following

enactment by heavy bipartisan majorities in both houses of Congress.
This year, which marks the 20th anniversary of that enactment, is a suitable
occasion to review our experience under the Act, to take stock of where
we stand today, and to consider the challenges ahead.

THE ACT AND ITS BACKGROUND

The legislation of 1946 set forth the following declaration of policy:

The Congress declares that it is the continuing policy and responsibility of the
Federal Government to use all practicable means consistent with its needs and
obligations and other essential considerations of national policy, with the assistance
and cooperation of industry, agriculture, labor, and State and local governments,
to coordinate and utilize all its plans, functions, and resources for the purpose of
creating and maintaining, in a manner calculated to foster and promote free com-
petitive enterprise and the general welfare, conditions under which there will be
afforded useful employment opportunities, including self-employment, for those able,
willing, and seeking to work, and to promote maximum employment, production,
and purchasing power.

In making this declaration, the Congress recognized that the billions of
independent spending and saving decisions of a free economy could well
result in levels of total demand either short of full employment or in excess
of productive capacity. Furthermore, it took the view that Government
policies could play a constructive role in improving the stability and bal-
ance of the economy.

The Act was a product of the experiences of the Great Depression and
World War II. The Depression shook but did not destroy the faith in an
automatic tendency of the economy to find its proper level of operation. In
the early 1930Js, public works and other antidepression programs were
justified as temporary "pump priming," to help the private economy get
back on its track after an unusual and catastrophic derailment. And the
departure from orthodox fiscal principles was made with regret and without
complete consistency. The Government expenditures explicitly designed to
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combat depression necessarily increased budget deficits; but this implication
was veiled by financing these outlays through an "extraordinary" budget.
Meanwhile, taxes were raised, and salaries and housekeeping expenditures
cut in the regular budget, thereby reducing the over-all stimulation of Gov-
ernment measures.

The relapse of the economy in 1937 into a sharp decline from a level still
far below full employment gave rise to conflicting interpretations. To some,
it proved that pump priming and Government deficits had undermined the
confidence of the business community and thereby only worsened the situa-
tion. Others, however, concluded that it pointed to the need for larger
and more sustained fiscal and monetary actions to revive the economy.
In drawing this conclusion, economists were buttressed by the writings
of J. M. Keynes, who offered a theoretical explanation of the disastrous
depression. The Keynesian conclusions received additional support dur-
ing World War II because they offered a satisfactory explanation of why
the high deficit-financed defense expenditures of that period not only wiped
out unemployment but went beyond to create inflationary pressures.

Memories of the disastrous 1930's were very much in the public mind
as World War II was drawing to an end. Many active proponents of
"full employment" legislation in 1945 and 1946 feared a relapse into de-
pressed levels of economic activity like those of the 1930's, once military
spending ended. They looked toward Federal public works spending as a
peacetime replacement—at least, in part—for the wartime defense outlays.

The opponents of "full employment" legislation had several reservations
and objections. Some feared that it would mean a statutory blessing for
perpetual budgetary deficits, soaring public expenditures, and massive re-
distribution of income from upper to lower income groups. There were
doubts that Government actions could and would on balance raise employ-
ment; and there were fears that these actions would lead to regimentation
and would jeopardize the free enterprise system. The proponents of legis-
lation, on the other hand, argued that the Act would merely provide a
setting essential to the proper functioning of the free enterprise system
because a depressed economy heightened social tensions, discouraged inno-
vation and initiative, dulled competition, and undermined confidence.

The legislation which finally emerged from this discussion wisely abstained
from diagnosing depression as the disease and public works as the cure,
but instead concentrated on establishing the principle of continuing Govern-
ment responsibility to review and appraise economic developments, diagnose
problems, and prescribe appropriate remedies. And it placed major respon-
sibility squarely upon the President, who was asked to discuss his execution
of that responsibility in an Economic Report to be transmitted to the Con-
gress at the start of each year.

The Act also established two agencies—the Council of Economic Advisers
in the Executive Branch and the Joint Committee on the Economic Report
(later named the Joint Economic Committee) of the Congress—with inter-
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related but separate responsibilities. These institutions have each filled
a vital and previously missing role in their respective branches of Govern-
ment—they have provided a coordinated overview of the economic impact
of the entire spectrum of Government tax, expenditure, monetary, and other
activities. To maintain the emphasis on advice and coordination, the
Joint Economic Committee was not given any substantive legislative responsi-
bility nor the Council any policy-executing duties. Both agencies have
participated actively in the counsels of Government; both have conscien-
tiously striven for a thoroughly professional economic competence and
approach in their respective reports and recommendations; and both have
contributed to the public understanding of economic issues.

Today's economic policies reflect the continuing impact of the Employ-
ment Act in all the years since its inception. And our accumulating
experience is certain to be reflected in the policies of the future. This
chapter reviews the development of policy in the past 20 years and outlines
the present relationship between economic analysis and economic policy.

AVOIDING DEPRESSIONS AND BOOMS

The Congress proved wise in its decisions to state goals broadly and to
concentrate on continuing review, analysis, and proposals, since the specific
problems that actually arose were somewhat different from those which
many supporters of the Employment Act had anticipated.

Although an important part of the impetus for the Employment Act
derived from the prolonged depression of the 1930's and the resulting fear
of stagnation in the American economy, this problem did not prove to be
the primary challenge to economic policymaking under the Act. Indeed,
immediately after World War II, excess-demand inflation proved to be the
key problem. Subsequently, policy was focused on the age-old problem
of limiting the size and duration of cyclical swings. Only much later and
in a much different and milder form did stagnation arise as a live issue.

Thus, much of our experience under the Act consisted of policy actions to
combat recession—lest it turn into depression—and to contain excess
demand pressure—lest it generate inflationary boom.

COMBATING RECESSIONS

A series of relatively short and mild recessions required Government
attention* in the postwar period. The problem of cyclical declines was not
unexpected by the framers of the Employment Act, nor was it new to the
American economy. In the period between 1854 (the beginning of the
business cycle annals of the National Bureau of Economic Research) and
World War II, we had experienced 21 periods of recession or depression.
Our postwar record is blemished by 4 additional periods of contracting
economic activity—1948-49, 1953-54, 1957-58, and 1960-61.
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Compared with the previous cyclical record, the postwar recessions have
been far shorter, considerably milder, and substantially less frequent. Post-
war recessions ranged in duration from 8 to 13 months; the average duration
of previous declines had been 21 months, and only 3 had been shorter than
13 months in length Measured by the decline in industrial production from
peak to trough, postwar recessions ranged in magnitude from 8 percent to
14 percent. By comparison, in the interwar period, the declines ranged
from 6 to 52 percent; three of the five contractions exceeded 30 percent
and only one was less than the 14 percent maximum of the postwar period.
During the past 20 years, the economy has spent a total of 42 months, or
18 percent of the time, in periods of recessions, far less than the 43 percent
applicable to the 1854-1939 era.

Discretionary Policies

This improvement in the postwar record of the economy was aided by
the deliberate discretionary steps taken by the Government to modify
the impact of business downturns and thereby to prevent cumulating declines
into depression. The speed and force of these actions—in both the
fiscal and monetary areas—varied among the recessions. Thus, in 1949
little new fiscal action was taken, partly because inflation was viewed as a
key problem even during the decline, and partly because Government
measures taken the previous year were expected to have a considerable
impact on the economy: the tax reductions of 1948 were supplying large
refunds, and large expenditure increases were forthcoming under the re-
cently enacted Marshall Plan. The Federal Reserve did act to reduce
reserve requirements in a series of steps during the spring and summer of
1949, reversing a two-year rise in short-term interest rates.

In 1953-54, as military outlays declined and aggregate activity retreated,
the principal expansionary influence came from previously scheduled reduc-
tions of corporate and personal income taxes. But some new action was
taken to reduce excise taxes and to speed up expenditures. All three major
instruments of monetary policy—reserve requirements, the discount rate, and
open market operations—were used to encourage the expansion of credit-
financed expenditures. Meanwhile, the Administration planned larger
fiscal steps that might be taken if the recession seemed likely to be pro-
longed. Significantly, in 1954, the bipartisan character of expansionary
fiscal policies was established for the first time, as the Republican Admin-
istration of President Eisenhower adopted measures that had previously
been linked to the New Deal and Keynesian economics.

In 1958, the recession was considerably deeper than its two postwar prede-
cessors and both the Eisenhower Administration and the Congress were
more vigorous in taking action. An important concern of earlier years—
that business confidence might be disturbed by Government recognition of
a recession—seemed insignificant since the sharp recession was obvious to all.
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Several important measures were taken. The benefit period for unem-
ployment compensation was temporarily extended. Grants to States under
the Federal highway program were enlarged and accelerated, and other pro-
grams in the budget also were expanded or rescheduled to provide an earlier
stimulative effect. The Government also acted to spur housing activity by
financial operations in the mortgage market and by altering terms on Govern-
ment-guaranteed home mortgages. The important measures were launched
near, or after, the trough of the recession. Thus, in retrospect, policy helped
most to strengthen the early recovery rather than to contain or shorten the
recession. Nevertheless, in view of the general recognition that the Govern-
ment would be running a substantial deficit in any case, these additions to
Federal outlays were a significant reflection of changed attitudes toward the
role of fiscal policy.

Monetary policy also played a constructive role in the 1957-58 recession,
once the monetary authorities moved to ease credit 3 months after the peak
in economic activity. Thereafter, Federal Reserve actions contributed to a
revival in housing and other investment by promoting a sharp reduction in
interest rates, both short- and long-term.

The first fiscal measures to deal with the 1960-61 recession were taken
with the inauguration of President Kennedy in January 1961, when the re-
cession had just about run its course. Nevertheless, improvements in the
social insurance system, rescheduling of Federal expenditures, and expanded
programs (including defense and space) were an important stimulus to the
recovery during 1961. In contrast to the delay in taking fiscal measures,
the Federal Reserve reversed a tight money policy early in 1960, prior to
the downturn.

Not all discretionary changes in taxes or expenditures have contributed to
economic stability. Indeed, some steps taken to pursue national security or
social goals had destabilizing economic impacts, which were not always
appropriately offset. Previously scheduled payroll tax increases took effect
in 1954, 1959, and 1962, and drained off purchasing power in recession or
in initial recovery. In 1953, defense outlays declined and triggered a reces-
sion before offsetting expansionary policies were adopted.

Structural Changes for Stability

On the whole, discretionary fiscal and monetary actions made a distinct
positive contribution in limiting declines. Even more important in this
respect was the strengthened inherent stability of the postwar economy.

In large measure, this can be traced simply to the greater size of the Gov-
ernment relative to the total economy: that is, the increased importance of
Government expenditures—both purchases of goods and services and trans-
fer payments. Government outlays do not participate in the downward
spiral of recession; because of its borrowing capacity, the Federal Govern-
ment—unlike businesses and households—can maintain its spending in the
face of declining income receipts. Although State and local governments do
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not have equal immunity from the need to tighten their belts, they have been
able to maintain their growing spending programs relatively unaffected
during the mild postwar recessions.

The increased relative importance of Government outlays is shown in
Chart 13. Social insurance and national defense have added especially
to the postwar totals of Federal outlays. State and local outlays have
been rising rapidly in an effort to catch up with neglected needs and to
keep up with the desires of a wealthier society for improved public services.

The contribution to the stability of the economy resulting from a high level
of Government expenditures, insulated from revenue declines, has been aug-
mented by the cushions to private purchasing power provided by the built-in
fiscal stabilizers.

When private incomes and employment decline, purchasing power is
automatically supported by both a decline of Federal revenues and an in-
crease in unemployment compensation payments. Transmission of the virus
of deflation is thus impeded. During postwar recessions, the progressive
Federal personal income tax has not had to demonstrate its full stabilizing
effectiveness because of the mildness of dips in personal earnings. There
have, however, been sharp declines in corporate incomes; the Federal Treas-
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ury has shared about half of the drop in profits, thereby helping to bolster
dividends and to cushion cash flow, and hence investment outlays.

A number of improvements in our financial structure were developed in
the 1930's to assure that financial collapse and declines in economic activity
would not generate a vicious downward spiral as they did after 1929. These
important financial mechanisms include Federal insurance of private de-
posits; the separation of commercial and investment banking functions; the
Federal Reserve's increased ability to provide banks with reserves in time
of crisis; and the joint work of the Federal Reserve and the Securities and
Exchange Commission to reduce harmful speculation in the stock market.
The very existence of these structural changes has contributed to stability
by improving confidence.

With the help of the more stable structure of the economy, recessions in
the postwar era have been limited to declines in investment spending (and,
in 1953-54, Federal outlays). Consumer incomes have not declined sig-
nificantly, and hence households have maintained their spending in reces-
sion. With the nearly two-thirds of GNP represented by consumer
expenditures insulated from decline and with a solid foundation of public
outlays, declines in private investment have not cumulated. In contrast,
the Great Depression generated a decline of consumer outlays of 40 percent
from 1929 to 1933, and the shrinkage of consumer markets aggravated and
reinforced the collapse in investment spending.

CONTAINING INFLATIONARY PRESSURES

The desirability of price stability was clearly recognized in the legislative
discussion of the Employment Act. But few considered the danger of post-
war inflation nearly as great as the opposite danger of relapse into depression.
The legislation itself emphasized the objectives of using resources fully and
attaining high employment. It did not explicitly label price stability an
objective of policy, although this was implicit in the Act and fully reflected
in the policies of every Administration. Nevertheless, concern has been ex-
pressed at times that policies for "maximum employment" might allow de-
mand to press too hard on available resources, thus biasing the American
economy toward inflation.

In the wartime environment, inflationary pressures of excess demand had
been suppressed by direct controls on prices and by rationing. It turned
out, however, during the years immediately following World War II that
these measures had served partly to postpone—rather than to eliminate—
significant demand pressures. Substantial backlogs of demand emerged in
the 1946-48 period. Consumers and businesses possessed large accumula-
tions of liquid assets to finance the rebuilding of their depleted stocks of
household appliances, machinery, and equipment, and their houses and
plants.

Thus, contrary to expectations, the initial years of the postwar era were
marked by excessive rather than inadequate demand. In this environment,
living standards of consumers, the productivity of labor, and the capacity
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of businesses rose rapidly. But so did the price level, with a jump of 31 per-
cent in consumer prices from June 1946 to August 1948. Automatic fiscal
stabilizers helped to contain the growth of private after-tax incomes, and
were reflected in budgetary surpluses during the period. The economic
policymaking machinery set up under the Employment Act may have
moderated pressures to cut taxes drastically. Meanwhile, monetary policy
was tied to a policy of supporting Government bond prices and was not free
to combat inflation.

During the Korean war, however, the Government acted vigorously to
counter inflationary tendencies close to their source. The March 1951
Federal Reserve-Treasury "accord" unleashed monetary policy. Selective
controls on consumer instalment credit and on home mortgages were insti-
tuted. The enactment of three large increases in income and profits tax
rates in 1950 and 1951 is one of the better examples of timely fiscal policy.
These actions reflected, in part, recommendations by the Council of Eco-
nomic Advisers and hearings and reports of the Joint Economic Committee.

Right after jthe outbreak of hostilities, prices had risen sharply in a flurry
of consumer and business buying and, as a result, prices and wage ceilings
had been imposed early in 1951. Once the restraining influence of over-all
fiscal and monetary policies was fully felt, there was little pressure on the
ceilings, and the economy was able to meet the peak defense demands of
the emergency without inflationary strain.

The immediate postwar period and the early months of the Korean
war are the two blemishes of clearly excessive demand on our postwar
record. Apart from these two intervals, wholesale prices have shown a net
increase of only 2 percent in the postwar era. In 1956 and 1957, the only
other periods of marked price increases, over-all demand was not generally
excessive. That inflation raised new issues, which are discussed below.
In view of the whole postwar record, it can hardly be said that the Employ-
ment Act has biased policy toward inflation.

EVOLVING PROBLEMS AND POLICIES

During the postwar era, the American economy has remained free of the
malignant diseases of depression and run-away inflation. And the rate of
economic growth has considerably exceeded its long-term average. The
objectives of the Employment Act, however, have not always been fully
met. In particular, experience has demonstrated that the avoidance of
depression did not guarantee the achievement of "maximum employment"
and the avoidance of excess-demand booms did not assure the maintenance
of price stability.

INADEQUATE DEMAND IN EXPANSION

The strength of private demand in the early postwar years and then again
immediately after the Korean war led to a reassessment of the tasks of
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stabilization policy. After a decade of postwar experience, suspicions arose
that the typical problem would be to contain rather than to stimulate
private demand.

Any such conclusion was soundly refuted by the facts of the ensuing years.
With the backlogs met, and with a marked decline in the rate of family
formation, private demand weakened in the late 1950's. The economy's
performance weakened correspondingly because Government did not act
to compensate. Thus, while unemployment had averaged 4.2 percent of the
civilian labor force in the first postwar decade, it remained above that level
every month between late 1957 and October 1965, averaging 5.7 percent.

The problem of inadequate demand in expansion, which became the
primary focus of fiscal action in the 1960's, was a new challenge to policy-
making under the Employment Act. In the first postwar decade, each
time the economy advanced or rebounded from a recession, it reached the
neighborhood of full employment. The policymakers had been ready in
the early postwar years to deal with noncyclical problems of submerged
prosperity or stagnating production. They had seen maximum employ-
ment as a moving target which could be maintained only through a substan-
tial growth of output. Both the Council of Economic Advisers and the Joint
Economic Committee had given these issues repeated attention in the late
1940's and early 1950's. But until the late 1950's, no experience had been
encountered to distinguish the problem of full employment from that of
cyclical prosperity.

Then came a sequence of disturbing events: the 1957-58 recession
followed a year of slow advance; the 1960-61 recession began from a peak
far below full employment; and the expansion that began in 1961 seemed
to be running out of steam after little more than a year.

During the initial years of this period, Government policy maintained
vigilance against excessive buoyancy of demand when that was no longer
the problem. Restrictive fiscal and monetary actions choked off the re-
covery of 1958-60. The shift to an expansionary fiscal policy by the
Kennedy Administration early in 1961 was designed primarily to initiate
a thriving recovery. A determined policy strategy to assure complete recov-
ery was first formulated when the economy faltered in 1962.

The combination of fiscal stimuli to consumer demand and direct tax
incentives to investment, together with monetary actions permitting an
ample rise in credit, promoted a vigorous and sustained expansion after
1963. The inherent strength of both consumption and investment demand
appeared in a new light, once the Revenue Act of 1964 exerted its invigorat-
ing influence.

INFLATION AT LESS THAN FULL EMPLOYMENT

Another problem encountered at times during the postwar era has been
the tendency of prices to rise even in the absence of over-all excess demand
pressures. This tendency reflects structural characteristics of the Ameri-
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can economy. The economy is not made up of fully competitive labor and
product markets in which large numbers of buyers and sellers interact and
respond passively to prices. On the contrary, in many industries both
unions and businesses exercise a considerable degree of market power. As
a first result, wages and prices are both somewhat rigid in a downward
direction. To the extent that prices rise more readily in response to excess
demand than they decline in the face of excess supply, the price level is
given an upward bias, which can become particularly acute if there are
sharp shifts in demand among various sectors of the economy. Secondly,
because of market power, some firms augment increases in costs originating
elsewhere and unions can escalate their wage demands if prices begin to
rise. Third, firms can use a strong market position to widen margins in
a period of prosperity even if there are no upward pressures on their costs.
Fourth, in the nature of the collective bargaining process, key wage bar-
gains in some industries may tend to establish a pattern applied elsewhere.
In particular^ if the industries with key wage bargains happen to have
excess demands and very strong profits, the pattern will tend to pull wages
upward more rapidly throughout the economy.

An important, broadly oriented study by the Joint Economic Committee
analyzed the workings of these important influences in the 1956-57 infla-
tion. In that period, excess demands that were present in machinery and
equipment, automobile, and metals industries led to price increases that
were not offset elsewhere. Large wage settlements in these industries with
high demand and high profits had pattern-setting effects on many other
contracts, thus adding to costs on a broad front.

Rising prices that originate from such a process can affect expectations,
jeopardize the stability and balance of an expansion, and create inequities
and distortions just as readily as demand inflation. But measures to restrain
these price increases by reducing over-all demand will enlarge unemploy-
ment and impair the productivity record so important to cost-price stability
over the longer run. Policies to improve the operations of markets, in-
crease resource mobility and accelerate technical change can help to in-
crease the economy's resistance to rising prices. But in a world where large
firms and large unions play an essential role, the cost-price record will
depend heavily upon the responsibility with which they exercise the mar-
ket power that society entrusts to them.

The need for responsible private action was brought to public attention
in the Economic Reports of President Eisenhower's second Administration.
Through the major innovation of the guideposts in the Kennedy and Johnson
Administrations, this need has since been focused and developed into a na-
tional policy to enlist the force of public opinion to maintain cost-price sta-
bility. The emergence of such a policy has been all the more important
in recent years because of the balance of payments problem that has persisted
alongside the domestic need for more expansion.
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ECONOMIC POLICY TODAY

Two decades of economic analysis and policy experience have shaped
the development of a revised economic policy. By some, current policy has
been labeled the "new economics." It draws heavily on the experience and
lessons of the past, and it combines both new and old elements. Current
policy represents a coordinated and consistent effort to promote balance of
over-all supply and aggregate demand—to sustain steady balanced growth
at high employment levels with essential price stability.

This approach to policy has several key aspects, not entirely novel by
any means. First, it emphasizes a continuous, rather than a cyclical, frame-
work for analyzing economic developments and formulating policies.
Stimulus to demand is not confined to avoiding or correcting recession, but
rather is applied whenever needed for the promotion of full-utilization and
prosperity. Second, in this way, it emphasizes a preventive strategy against
the onset of recession. Third, in focusing on balance of the economy, this
policy strategy cannot give top priority to balance in the budget. When
private investment threatens to outrun saving at full employment, a Gov-
ernment surplus is needed to increase total saving in the economy while
restrictive monetary policy may also be called for to restrain investment
outlays. When, as in recent years, private saving at full employment tends
to outrun actual private investment, the balance should be corrected by
budget deficits and expansionary monetary policy. Fourth, it considers the
budget and monetary conditions in the framework of a growing economy,
recognizing that revenues expand and thereby exert a fiscal drag on de-
mand unless expansionary actions are taken; similarly, it recognizes that
money and credit must expand just to keep interest rates from rising.
Fifth, this strategy emphasizes the use of a variety of tools to support expan-
sion while simultaneously pursuing other objectives. Manpower policies,
selective approaches to control capital outflows, as well as general fiscal
and monetary measures, are all part of the arsenal. Sixth, it calls for
responsible price-wage actions by labor and management to prevent cost-
inflation from impeding the pursuit of full employment. Finally, it makes
greater demands on economic forecasting and analysis. The job of the
economist is not merely to predict the upturn or the downturn but to judge
continuously the prospects for demand in relation to a growing productive
capacity.

THE NATURE OF CYCLICAL INSTABILITY

An industrial economy is vulnerable to cumulative upward and down-
ward movements in activity, so evident in our long-term record. While
they can have diverse specific causes, these cyclical fluctuations can be ex-
plained as the result of imbalances between the rate of growth of productive
capacity and the rate of growth of final demands that make use of produc-
tive capacity.
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During periods of prosperity, a considerable part of the Nation's output
is used to increase productive capacity through investment in plant and
equipment and business inventories. If demand keeps pace, sales expand
and the new capacity turns out to be profitable. Businessmen find that their
decisions to increase capacity have been validated and they continue to pursue
expansionary investment policies. If, on the other hand, inventory stocks
are built up far in advance of need—on the basis of overly optimistic sales
forecasts or as an inflation-hedge—businessmen will subsequently wish to
cut back their rate of accumulation. Similarly, if outlays for business fixed
investment add to productive capacity faster than demand expands, over-
heads on new capital cut into profits, inducing business firms to trim their
capital outlays. Even if businessmen continue to add somewhat to their
productive capacity, the mere decline in the rate of expansion can mean an
absolute reduction in the demand for capital goods and for output to go into
inventories. Payrolls and purchasing power are thereby curtailed and a
decline in total demand can result. Thus a slowdown in economic activity is
converted into a definite downturn—a recession or depression.

Imbalance can arise because businessmen in the aggregate invest too much
and overbuild, creating more capacity than the economy can—even at best—
put to productive use. Or alternatively it can stem from "underbuying," a
growth of final demand too slow to make use of even moderate additions to
capacity. In principle, cyclical movements can also be triggered by over-
building of new homes and consumer durables.

Overbuilding of inventories—partly encouraged by expectations of rising
prices—was probably the key factor in the first postwar downturn, which
occurred in 1948. That experience demonstrated that a situation of
high total demand could deteriorate rapidly into recession without any
change in the basic underlying factors in the private economy or any restrain-
ing shift in public policy. In 1953, the sharp decline in defense outlays
reduced final demands and precipitated recession; productive capacity be-
came temporarily excessive and investment spending declined. In 1956-57,
rapid growth of productive capacity was associated with an investment boom;
meanwhile, final demands grew very slowly. It is not possible to deliver a
clear verdict on whether more vigorous growth of final demand would have
justified the high investment levels then obtaining. But with the slow growth
of demand that actually occurred, there was an abrupt decline in plant and
equipment spending as well as inventory investment in 1957. In 1959-60,
the rate of expansion of capacity (including inventories) was not excessive
measured against the capabilities of the economy; the failure of the economy
to support that growth of capacity must be attributed to "underbuying," the
inadequate expansion of final demand, in an environment of restrictive
fiscal and monetary policies.

In the future as in the past, policies to avert recession cannot wait until
imbalances develop and the signs of a downturn are clear. The fact that
economic activity is rising cannot be an assurance of continued growth if
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the expansion is too slow to match the growth of productive capacity. Nor
can a strong level of investment be relied on to sustain expansion if it
threatens an excessive growth of productive capacity. Recognizing these
tasks, Government must apply its fiscal and monetary policies continuously
to sustain and support a balanced expansion, sometimes by moderating the
strength of an excessive investment boom, sometimes by adding to the
strength of lagging final demand. The best defense against recession is a
policy to sustain continued expansion. In a free economy, fluctuations in
private demand will inevitably occur, and the Government will not always
have the wisdom or the ability to counteract them. Continued expansion
cannot be guaranteed, but recurrent recession need not be accepted as a
necessary fact of economic life.

POLICY FOR A GROWING ECONOMY

In order to achieve the goal of maximum employment, the Government
must coordinate all its policies to take account of the persistent growth of
the economy's potential output.

The Problem of Fiscal Drag

One consequence of economic growth is that budgetary policies be-
come more restrictive if they stand still. If tax rates are unchanged, Fed-
eral revenues will grow continuously as the economy expands, Meanwhile,
if Federal expenditures are held constant in the face of growing revenues,
the Federal budget will exert a continuing "fiscal drag" on private demand.

Either increased expenditures or reduced tax rates can offset this in-
fluence. A total of these two types of stimulative actions which exactly
matched the dollar amount of normal revenue growth would provide a
precise offset to fiscal drag (and would leave unchanged the high-employ-
ment surplus, discussed in Chapter 1).

A simple mechanical offset to fiscal drag is not, however, a satisfactory
rule for fiscal policy. When aggregate demand threatens to exceed the
supply capacity of the economy, some fiscal drag should be allowed to
operate. On the other hand, waning strength in private demand points
to fiscal action that would more than offset the drag, effecting a desirable
decline in the high-employment surplus.

Furthermore, tightness or ease of monetary policy is important in de-
termining appropriate fiscal actions. There is an analog to drag in the
monetary area: A growing economy generates rising demands for liquid
assets and increasing needs for borrowing. If monetary policies stand still
in the sense of holding supplies unchanged, continually tighter credit con-
ditions and higher interest rates will be the result.

Accelerating Growth

The growth of the economy is a major influence on policy; the opposite
side of the coin is the major role of policy in influencing potential economic

182

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



growth. The larger the amount of current output invested in physical
and human resources, the more rapidly productivity and the productive
capacity of the economy will increase.

A number of policy choices can speed growth by shifting resources into
various types of investment. Public investment in human and physical
resources can yield rich returns in more rapid economic growth. Some
public investments, such as those on research and development, encourage
complementary private investment. Outlays for manpower training im-
prove labor skills and productivity. Throughout our history, investment
in education has been one of the key contributors to growth. Private
investment in plant and equipment is a key determinant of our industrial
capacity. It can be stimulated by easing monetary policies. It can also
be encouraged by selective tax reductions, such as the investment credit
and depreciation reform of 1962 and the reductions in corporate tax rates
in 1964 and 1965.

When the economy is below full employment, any stimulative measure
is likely to add to private investment, thereby contributing to the growth of
potential, as well as to actual, output. But, at full employment, more
resources can be devoted to capital formation only if current consumption
is restrained. A policy strategy to accelerate growth may therefore point
to higher personal income taxes or similar measures to hold consumption
below what would otherwise be appropriate.

Choices of Tools

Economic policy has many tools available in pursuing the goals of full
employment, rapid growth, price stability, and balance of international
payments. The full range of economic objectives must be reflected in the
selection of policies to meet particular circumstances.

Policy instruments differ in their impact. Sometimes policy tools can
advance the economy toward more than one goal. For example, manpower
policies help to maintain price stability at high employment and to promote
economic growth. Conflicts may occur, however. For example, high
interest rates impinge particularly on investment both at home and abroad,
hence somewhat reducing foreign capital outflows but also reducing aggre-
gate demand and slowing economic growth. In the case of potential con-
flicts, instruments must be used more selectively; for example, moderate
changes in interest rates can be supplemented by taxes on foreign investment,
like the Interest Equalization Tax.

The potential for timely results differs for various policy instruments.
Monetary policy can be altered readily, although its full economic impact
will not be immediate. While some restraint or speedup in Federal out-
lays can be applied by Executive authority alone, tax rate changes must,
of course, be approved by the Congress. The speed of congressional action
on tax changes has varied. It acted rapidly to increase taxes in 1950, and
to reduce excise taxes both in 1954 and 1965. On the other hand, it took
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13 months to enact the comprehensive Revenue Act of 1964. Tax revision
can help to avoid the necessity for abrupt changes in Federal expenditures,
which could require stopping a project before its conclusion or starting a
new one with inadequate planning.

Given the possibility for achieving needed short-run stimulus or restraint
through changes in taxes, transfer payments, or monetary policy, decisions
on expenditures for public services can rest on basic judgments of costs and
benefits of public and private spending. The availability of this choice
permits resources to be devoted to the highest priority uses.

PREREQUISITES OF SUCCESSFUL POLICY

Choice of the right policy action demands full information about the
state of the economy and understanding of its workings. And execution
of stabilizing policy requires public understanding and acceptance.

INFORMATION

An important requirement of economic policymaking is a firm and timely
knowledge of where the economy stands. Spurred by the need for prompt
and enlightened decisions, the Federal statistics program has made rapid
forward strides in the postwar period, and now provides a much better gauge
of current economic developments. Of the 369 monthly series now carried
in Economic Indicators, the statistical summary prepared by the Council
and issued by the Joint Economic Committee, only 60 percent would have
been available by the monthly publication date at the time Economic
Indicators was launched in the late 1940's.

In addition to the information on current developments, a number of
anticipatory surveys have been instituted which provide important informa-
tion on the probable future course of the economy. Outstanding among
these is the Commerce-Securities and Exchange Commission survey on plant
and equipment; additional important clues to future developments come
from the Commerce inventory survey and the Census quarterly survey of
consumer buying intentions. Important information also is obtained from
private sources including the University of Michigan's Survey Research
Center, the National Industrial Conference Board, and McGraw-Hill, Inc.

Yet, our data are not completely satisfactory. The revisions of the na-
tional accounts last summer gave evidence of how much we learn later that
could have been helpful on a current basis. There are any number of
areas—capital stock and capacity, productivity, employee fringe benefits,
job vacancies, among them—where there are important gaps and weaknesses
in our quantitative information which can be remedied only by expansion of
our statistical programs.

Not all the information useful to the Council comes from published
sources or takes the form of numbers. The Council, as enjoined by the Act,
finds it most useful to consult regularly with business and labor. These
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consultations provide valuable information and opinions, and also allow
the Council to explain and clarify Administration views.

PROFESSIONAL KNOWLEDGE

Facts are the essential raw materials for analysis, but they require intelli-
gent processing to be useful in guiding policy. The ability of economists to
diagnose and forecast on the basis of current facts and to evaluate the impact
of alternative policy measures is a key determinant of what policy can do to
maintain stable balanced growth.

Our economic knowledge has made great advances in the past generation,
but many important questions remain, answers to which should be and
can be improved through further research.

There are many quantitative uncertainties in forecasting the strength of
private demands. Some of these were illustrated in 1965 when the im-
provement in profits and sales—coupled with the shifting defense picture—
generated a more rapid and greater surge in investment demand than was
foreseen initially. Furthermore, the linkage between monetary policy ac-
tions and changes in ultimate spending also require more exploration. And
even in areas that are more readily quantified, such as the impact on GNP of
changes in Government purchases and personal tax reductions, there remains
a considerable range of doubt about the timing of the impacts and the
specific influences on consumption and investment.

Departing from the domain of aggregative output effects, we need a better
understanding of many more specialized problems, such as the functioning
of labor markets—how job vacancies are filled, how skill shortages are met,
and how excess supplies in one area are ultimately absorbed elsewhere.
Such knowledge can be a useful guide to the possibilities for expanding out-
put and employment while avoiding bottlenecks.

But while much remains to be learned about our economy, it would be a
disservice to understate the power of economic analysis, and to underrate
the substantial contribution of the profession to the successful course of our
economy in the postwar period. The Employment Act provided the frame-
work in which this professional contribution could be rendered and be given
its proper place in the framing of public policy.

PUBLIC UNDERSTANDING

Not all of the needed improvements in knowledge and understanding
are of a technical character. Even though viewed as correct by the pro-
fessional analyst, policies cannot be applied effectively unless the Congress
and the public at large understand how the proposed measures intend to
further desirable objectives.

If policy proposals of the Administration are to be converted into legis-
lation, they must be convincing to the Congress. Twenty Annual Eco-
nomic Reports have explained the rationale for the programs of four Presi-
dents. And the Joint Economic Committee has rendered invaluable service

185

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



in contributing to an understanding of general economic policy and specific
proposals. The principles of fiscal policy and their implications for tax and
expenditure legislation have been central to the Nation's economic educa-
tion in the past 20 years. The great increase in understanding is best seen
in the sophisticated current level of public discussion.

Proper understanding of policies by the public, moreover, contributes
to the very success of the policy measures. In the absence of public under-
standing, there can be perverse reactions. If people read policies to main-
tain price stability as an announcement that inflation has arrived, rather
than an exercise of determination to avoid it, destabilized prices may be the
result. If people see steps to combat recession as a sign of panic rather than
a support to the economy, this too can have adverse psychological effects.
In particular, a firm appreciation by the American people of the rationale
of wage-price guideposts is essential to make them effective and to limit the
need for active participation by Government. It is the public that gets hurt
by irresponsible wage-price decisions, and public reaction can be the best
reminder to those with market power of their social responsibility.

CONCLUSION

As the primary objective set by the Employment Act is being reached,
new problems move to the fore and are receiving increasing attention in
public policy. These include the efficient use of the Nation's human and
natural resources, the conquest of poverty and suffering, the reconstruction
of our cities, and the many other tasks set forth in the preceding pages
of this Report. And undoubtedly in the pursuit of the goals of the
Employment Act during the next 20 years, policymakers will encounter a
new range of problems,, no more completely foreseeable now than were
the issues of today in 1946.

While important problems remain, we are nonetheless at an historic point
of accomplishment and promise. Twenty years of experience have dem-
onstrated our ability to avoid ruinous inflations and severe depressions. It
is now within our capabilities to set more ambitious goals. We strive to
avoid recurrent recessions, to keep unemployment far below rates of the
past decade, to maintain essential price stability at full employment, to
move toward the Great Society, and, indeed, to make full prosperity the
normal state of the American economy. It is a tribute to our success under
the Employment Act that we now have not only the economic under-
standing but also the will and determination to use economic policy as an
effective tool for progress.
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