
CHAPTER 1

Strengthening the Foundation of Prosperity

THE AMERICAN ECONOMY achieved large gains in output and em-
ployment in 1968, as it continued to expand through an unprecedented

eighth consecutive year. The value of the Nation's total output of goods
and services—gross national product (GNP)—rose by $71 billion from
1967 to 1968; after adjusting for price increases, the gain amounted to 5 per-
cent. Employment grew by I/2 million persons, and in December the
unemployment rate was down to 3.3 percent, the lowest since the early
1950's. The number of persons below the poverty income line declined by
4 million, the largest such reduction in any year on record. Meanwhile, our
over-all balance of international payments improved markedly.

In part, however, this exuberance was too much of a good thing. The
productive capability and adaptability of the American economic system
were once more demonstrated; but the economy was severely tried by all
of the demands placed upon it. The pressures of excessive demand pushed
up the price level at the unacceptable rate of nearly 4 percent. Imports were
drawn in from abroad at a very rapid pace, easing some domestic supply
shortages but causing a sharp deterioration in the Nation's international
trade surplus. And domestic financial markets came under renewed heavy
pressure, producing sharp increases in interest rates.

The excessive buoyancy reflected, in large part, the extended delay in en-
acting the 10 percent income tax surcharge which had been proposed by the
President in August 1967. While the fiscal program was pending, restrictive
monetary policy took some of the steam out of the economy. But by the time
the appropriate fiscal restraint went into effect in mid-July, the underlying
forces of expansion had attained great momentum—more than was realized
at the time. As a result, the needed moderation in the pace of advance
developed slowly.

With inflationary pressures still strong, economic policy should continue
to exert restraint in 1969. Total demand must be brought into better balance
with the Nation's productive capacity to permit a slowing of price and cost
increases. But the restrictiveness of policy should be tempered to preserve
our basic prosperity; it should ensure that output continues to grow,
although at a rate somewhat less than the growth of the economy's potential.
The Administration's fiscal program is designed to meet these objectives.
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The remainder of this chapter reviews developments in 1968 in more
detail, sets forth the Administration's fiscal program for 1969, and finally
summarizes the outlook in 1969 for economic activity, prices and wages,
and the balance of payments. The other four chapters of this Report review
some of the lessons of economic policy derived from recent experience and
discuss some of the challenges of the future. The evolving role of fiscal and
monetary policies in the 1960's is discussed in Chapter 2. The challenge of
achieving price stability in a high employment economy is the subject of
Chapter 3. International economic progress and problems are dealt with
in Chapter 4, while Chapter 5 is concerned with the reduction of poverty.
This volume also contains a report on economic planning for the end of hos-
tilities in Vietnam.

ECONOMIC GAINS IN 1968

The record of 1968 reflects both sides of the performance of an overly
buoyant economy: the benefit to most Americans from large gains in real
income and output, and the substantial cost of inflationary pressures.

PRODUCTION AND PRODUCTIVITY

The 5 percent growth of real output achieved in 1968 was impressive in
view of the already high level of resource utilization at the beginning of the
year. But inflationary pressures were accentuated and, as shown in Chart 1,
higher prices accounted for $31 J/i billion of the $71 billion rise in total GNP.

The rise in total real output was accomplished in part by a strong recov-
ery of productivity growth in the private sector over the previous year—
3.3 percent compared with 1.6 percent in 1967. In early 1967, many busi-
ness firms had maintained high levels of employment in the expectation that
the then emerging slowdown in production would prove temporary. Thus
the diminished pace of the expansion was reflected in a slowing of produc-
tivity growth rather than a sharp rise in unemployment. Accordingly, with
the resurgence of economic activity late in 1967 and in 1968, it was possible
to meet some increased demand by fuller use of the existing work force.

EMPLOYMENT AND INCOME

As a result of the expansion, the unemployment rate fell to a 15-year low
of 3.6 percent in 1963 compared with 3.8 percent in both 1966 and 1967,
and the number of unemployed declined by 160,000.

Workers on nonfarm payrolls increased by 2.1 million in 1968. The
largest gains occurred in State and local government payrolls, which in-
creased by nearly 565,000 workers, and in trade and private services, which
together added 950,000 workers. Manufacturing employment rose a rela-
tively moderate 300,000. The Federal Government's civilian work force
remained practically unchanged from 1967, while 100,000 persons were
added to the Armed Forces.
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Chart 1

Changes in Gross National Product Since 1964
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SOURCE: DEPARTMENT OF COMMERCE.
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With higher employment and more rapid wage increases, total wages and
salaries increased by $40 billion in 1968. A sharp $7 billion rise in transfer
payments, plus gains in dividends, interest, and rental income, added
further to household purchasing power. Thus over-all personal income
registered a large increase of $57 billion over 1967. On an after-tax basis,
and after correcting for price increases, income per capita increased by
3 percent in 1968—well above the average annual increase for the postwar
years as a whole.

Corporate profits also rebounded sharply from their decline in 1967.
Before-tax profits increased by more than $10 billion. The 10 percent
Federal income tax surcharge, enacted in June and made retroactive to
January 1 for corporations, held the after-tax gain to $3 billion. Particularly
large gains were recorded by the manufacturing sector.

THE COMPOSITION OF DEMAND

In contrast to the experience in many other years, the excessive expansion
in 1968 was not attributable to any particular component of expenditures.
Most components advanced, and they added up to a total of too much de-
mand—what has been called a "well-balanced excess."

Investment Sectors

Residential construction outlays rose by $5 5/2 billion in 1968. As shown
in Table 1, the proportion of total GNP accounted for by residential building

TABLE 1.—Gross saving and investment in selected years of relatively high
employment, 1952-68

Source or use of saving

Private sector:

Gross investment

Business fixed investment . .
Residential structures
Change in business inventories
Net foreign investment

Gross saving

Personal saving
Gross business saving

Excess of private saving or investment (—)

Government sector:

Federal surplus or deficit (—) .
State and local surplus or deficit (—)

Government surplus or deficit (—)

Statistical discrepancy

1952

14.9

9.1
5.0
.9

- . 1

15.4

5.210.2

.5

- 1 . 1

- 1 . 1

.6

Percent of gross national product

1956

17.1

10.4
5.2
1.1
.4

16.2

4.9
11.3

- . 9

1.4
- . 2

1.2

- . 3

1965

16.4

10.4
4.0
1.4
.6

16.5

4.1
12.4

.1

.2

.1

.3

- . 5

1966

16.5

10.9
3.3
2.0
.3

16.7

4.4
12.3

.2

.2

- . 4

1967

14.7

10.6
3.1
.8
.2

16.9

5.1
11.8

2.2

- 1 . 6
- . 2

- 1 . 7

- . 4

19681

14.8

10.5
3.5
.9

16.1

4.7
11.3

1.3

- . 6
- . 1

- . 7

- . 5

1 Preliminary.
2 Less than 0.05 percent.

Sources: Department of Commerce and Council of Economic Advisers.
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recovered notably in 1968, although it remained far below the 4.3 percent
average of the 1961-65 period.

Business fixed investment increased ll/i percent, but was not a strong stimu-
lative force in 1968. Its share of GNP fell slightly from 1967 to 1968, in
contrast to its usual rise in a year of rapid expansion.

Inventory accumulation played a relatively passive role in 1968, at least in
comparison with the very sharp swings that were experienced in late 1966
and early 1967. Inventory-sales ratios were at a fairly normal level through-
out much of the year.

The net export balance declined to its lowest level since 1959. Exports
of goods and services rose $5 billion. But imports of goods and services surged
by $7 billion in response to the expansion of domestic demand. The increase
in imports amounted to nearly 10 percent of the increase in GNP—about
twice the normal share of total imports in GNP.

Government

The growth of Federal purchases for national defense slowed substantially.
The $6/2 billion rise from 1967 to 1968 was far below the average of $11
billion a year between 1965 and 1967. Nondefense purchases of goods and
services increased by $3 billion.

Purchases of goods and services by State and local governments con-
tinued their rapid growth of recent years with a $9 billion increase. These
expenditure increases were heavily concentrated in higher employee com-
pensation payments, reflecting the growth of State and local employment.

Personal Consumption Expenditures

Consumer expenditures turned out to be an important expansionary force
in the economy in 1968, in contrast to 1967. The over-all rise of $42 billion
(8.6 percent) was marked by a strong $10 billion advance in durable goods
purchases. Automobile sales rebounded from the mild decline of 1967, with
total sales of 9.6 million new cars exceeding the previous 9.3 million record
of 1965. The rate of consumer saving fell to 6.9 percent of disposable per-
sonal income from the unusually high 7.4 percent reached in 1967.

ECONOMIC POLICY IN 1968

The buoyancy of public and private demand and the resulting buildup
of inflationary pressures that developed after mid-1967 accentuated the
urgent need for fiscal restraint. However, enactment of such restraint was
long delayed, complicating the management of monetary policy and
enabling inflationary tendencies to become entrenched.
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FISCAL POLICY

The economic background of fiscal policy in 1968 had its roots in develop-
ments in early 1967. Although over-all economic growth was proceeding
only slowly at that time because of an inventory adjustment, it was apparent
that underlying forces of expansion were strong. These were expected to
become more dominant in the second half of the year, once the inventory
adjustment had run its course. Accordingly, the President proposed, in his
Budget Message of January 1967, a temporary 6 percent surcharge on indi-
vidual and corporate income taxes, to take effect on July 1, 1967.

By the second half of 1967, the prospect that excessive expansion was on
the way became more apparent. Accordingly, in early August, the formal
message requesting prompt enactment of the surcharge—revised to 10 per-
cent—was sent to the Congress. However, the economy was not actually
expanding at an excessive rate during the summer and early autumn, and
the Congress was reluctant to take major action on the basis of a forecast
of acceleration. No action was taken, and the fiscal impact remained
strongly and inappropriately expansionary.

The pace of economic expansion did in fact accelerate, and the Presi-
dent renewed the request for a 10 percent tax surcharge in January 1968.
The evidence of excessive demand, rising prices, deteriorating trade per-
formance, and growing financial pressures at home and abroad became
compelling. An international financial crisis developed in March, and by
mid-May accelerating credit demands had pushed interest rates to record
high levels. Even after a rather general consensus on the need for fiscal
restraint developed, there were further delays in reaching agreement on the
form of restraint. Some legislators were prepared to vote for higher taxes
only if accompanied by cutbacks in Federal spending; others only if a tax
increase would serve as a means of avoiding such cutbacks.

Congressional approval finally came with passage of the Revenue and
Expenditure Control Act of 1968, signed into law by the President on
June 28.

The Act provided for the 10 percent surcharge as requested by the Presi-
dent in January, with effective dates made retroactive to January 1 for
corporations and April 1 for individuals. Since the withholding rate under
the personal income tax was raised on July 15, many individuals will receive
reduced refunds or have to make additional final tax payments early this
year to cover the retroactive portion of the tax.

The Act also established specific limitations on Federal budget outlays
for fiscal year 1969. Certain programs—support for Vietnam operations,
interest on the public debt, veterans benefits and services, and social security
benefits—were exempted from the limitations. Expenditures in the re-
maining categories were required to be reduced by $6 billion below the
levels contained in the January Budget.

38

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



As a result of the enactment of this fiscal program, the Federal budget
(as measured in the national income accounts) has shifted from a deficit of
$11 billion in fiscal 1968 to one of only $1 billion (annual rate) in the
second half of calendar 1968. The tax surcharge alone is currently with-
drawing about $105/2 billion (annual rate) from the income stream.

The enactment of the surcharge and expenditure cutbacks immediately
strengthened international confidence in the dollar, and caused some relaxa-
tion in domestic financial markets. Economic activity continued to expand
too strongly in the second half of 1968, but at a less feverish pace than in the
first half.

MONETARY POLICY AND FINANCIAL DEVELOPMENTS

The Federal Reserve tightened credit in the first half of 1968 when little
progress was made toward passage of the tax bill. In doing so, however, it
attempted to steer a narrow course. There was hope for the enactment of
fiscal restraint and hence good reason to avoid an extremely tight credit
policy. On the other hand, it was necessary for monetary policy to help in
cooling off the feverish economy in the short run and also to be ready to
assume the full burden of restraint if the fiscal program should fail. Within
these limitations, a series of actions did, in combination, achieve significant
restraint.

Two half-point increases brought the Federal Reserve discount rate to a
modern high of 5 5/2 percent by late April. Regulation Q was also changed
in April to raise the maximum allowable interest rates that banks could
pay on time certificates of deposit. Open market operations brought
pressures on bank reserve positions sufficient to slow bank credit growth
to a 6/2 percent annual rate in the first half of the year, compared with an
II/2 percent increase in 1967. In the first half of 1968, total funds raised in
credit and equity markets were 17 percent below the volume of the last half
of 1967. Interest rates in the open market moved sharply upward. By late
May, the rate on 3-month Treasury bills reached 5.90 percent and high-
grade corporate bonds commanded more than 7 percent—above the highs
during the 1966 credit crunch.

Interest rates fell for a time after the logjam on the tax bill broke in late
May. The Federal Reserve followed this with some relaxation of its grip on
bank reserve positions in June and July. In mid-August, the discount rate
was reduced to 5*4 percent, largely in technical realignment to lower market
rates.

The initial easing of pressures on the banking system set off widespread
expectations that monetary policy would soon be eased still further. The
resulting increased demand for securities to capture potential capital gains
drove interest rates sharply downward. Meanwhile, the demands for credit
to finance security purchases were added to the already heavy credit
demands from the Treasury and the private sector, with the result that
growth of bank credit accelerated sharply after midyear.
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Federal Reserve policy continued to accommodate a good part of the
rising demands for credit, but not to the extent of preventing further in-
creases in market interest rates. By early October, most rates had climbed
more than half way back toward their May peaks. Then, in mid-December,
the discount rate was restored to 5 5/2 percent. Toward yearend, the rate on
3-month Treasury bills was up to a new high of about 6.30 percent, a full
percentage point above the level prevailing at the year's start, and most
other market rates were at their highs for the year and for recent times.

PATTERN OF ACTIVITY DURING THE YEAR

The record of expansion during the year reflects substantial adjustments
in the behavior of the various sectors of the economy.

UPSURGE DURING THE FIRST HALF OF 1968

GNP increased by $42 billion (annual rate) between the fourth quarter of
1967 and the second quarter of 1968. As shown in Table 2, that surge was
fueled by an extraordinary increase of $39^4 billion in final sales.

This was in contrast to the last half of 1967, when an important stimulus
had come with a rise in inventory investment from its very low rate earlier
in the year. In the first half of 1968, increases in inventory investment con-
tributed only $2 J/2 billion, much of which reflected a buildup of stocks in
anticipation of a possible strike in the steel industry.

Government expenditures were the most important expansionary force
during the first half of 1968. Federal purchases of goods and services rose
$65/2 billion (annual rate) from the fourth quarter of 1967 to the second
quarter of 1968, reflecting a renewed acceleration in defense spending.
State and local purchases increased more rapidly than usual, rising $5^2
billion over the period. A liberalization of Federal social security benefits
took effect in March and contributed a major part of the $5 billion increase
in transfer payments during the period. The Federal fiscal impact remained
strongly expansionary, even though revenues rose sharply with the boom-
ing advance of economic activity.

Most areas of private demand made relatively little contribution to the
expansion. Business fixed investment rose $2 billion, barely keeping pace
with price increases. After its strong advance during 1967, residential con-
struction leveled off, reflecting a tight monetary policy. Net exports declined,
as imports expanded rapidly. Personal consumption expenditures grew
nearly in pace with disposable personal income between the fourth quarter
of 1967 and the second quarter of 1968.

Real GNP expanded at an annual rate of 6yi percent during these two
quarters, far outpacing the rate of growth of about 4 percent in the econ-
omy's potential. Unemployment declined from 1967 levels and averaged
3.6 percent of the civilian labor force. In sharp contrast with 1965-66, the
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vigor of expansion was not concentrated in industrial areas. Indeed, indus-
trial production rose at a 5 / 2 percent annual rate during the first half of
1968, less than the pace of real GNP.

EXPANSION IN THE SECOND HALF

During the final two quarters of 1968, the growth of real GNP was 4 ^
percent, still above the rate of growth of potential although only by a
narrow margin. In current prices, GNP rose $35 billion (Table 2). The
growth in final sales decelerated, and inventory accumulation—after dipping
in the third quarter—ended the year at a rate little different from the peak
attained in the second quarter.

TABLE 2.—Changes in various measures from the national income and product
accounts since second quarter 1967

(Billions of dollars, seasonally adjusted annual rates]

Item
1967 II

•n
10

1967 IV

30.8

6.0
24.7

11.9
2.3
5.8

-1 .7

3.5
2.8

23.6
18.1
11.6
6.4

8.2
7.1

2.5
1.1

3.6

1.1

1967 IV
•ft
10

1968 11

41.9

2.5
39.4

25.7
2.0
1.0

- 1 . 4

6.5
5.6

32.9
26.7
26.2

.6

2 15.4
13.3

4.4
2.0

6.8

2.0

1968 II
to

1968 IV i

34.9

— 8
35! 7

18.4
7.2
2.3
1.0

1.6
5.2

30.1
16.2
18.8

- 2 . 6

15.4
4.9

1.0
.6

3.3

10.6

Gross national product..

Change in business inventories..
Final sales

Personal consumption expenditures
Business fixed investment _
Residential structures
Net exports of goods and services
Government purchases of goods and services:

Federal
State and local

Consumer sector:

Personal income
Disposable personal income.
Personal outlays
Personal saving

Federal Government sector:

Receipts
Expenditures.

Purchases of goods and services:
National defense
Other.

Other expenditures..

Surplus or deficit ( — ) _ . .

1 Preliminary.
2 Includes $3.6 billion of retroactive liability from corporate tax surcharge.
Note.—Detail will not necessarily add to totals because of rounding.
Sources: Department of Commerce and Council of Economic Advisers.

In contrast to the first half of the year, the government sector did not
propel the advance. Federal purchases of goods and services rose only $2
billion, and other Federal expenditures increased $3 billion. Meanwhile,
the 10 percent surcharge on corporate and personal income taxes withdrew
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over $10 billion (annual rate) from the private income stream. By the
fourth quarter, the Federal budget was essentially in balance.

Both homebuilding and business fixed investment, on the other hand,
picked up steam in the second half and ended the year on a particularly
strong note. Net exports made a modest recovery. Consumer expenditures
advanced $18^2 billion between the second and fourth quarters, much less
rapidly than in the first half of the year.

The unemployment rate fell to a 15-year low of 3.4 percent in the fourth
quarter, with exceptionally low rates for adult men.

KEY SECTORS IN 1968

Two components of demand—consumer expenditures and residential
construction—were subject to special influences in 1968 and therefore re-
quire further examination.

Consumer Spending and Saving

Consumer spending was important in determining the pattern of activity
throughout the year. It was particularly stimulative in the third quarter,
jumping $13 billion (annual rate) at a time when the surcharge was first
affecting paychecks. Some delay in the adjustment of consumer spending
patterns to the marked change in the growth of disposable personal income
was expected. A lagged response was apparent, for example, in the behavior
of consumption outlays following the tax reductions of 1964-65. The in-
crease in withheld taxes stemming from the 1968 tax surcharge was expected
to lead to a similar gradual response of consumption. Some decline in
personal saving could be expected to absorb part of the tax for a while.

In fact, saving declined far more than had been anticipated in the third
quarter, falling $7 billion from the second quarter—more than could con-
ceivably be attributed to the $6 billion of additional taxes from the sur-
charge. But this was immediately followed by an unusually small rise in
consumer spending in the fourth quarter, with a consequent increase in the
saving rate. During the second half of the year the saving rate averaged %
of a percentage point lower than in the first half—nearly twice the decline
that would have been consistent with both an unchanging basic strength of
consumer demand and the anticipated lagged response to the tax increase.

The third quarter surge in consumption continued to have a strong impact
on economic activity through the end of the year as producers stepped up
their rates of production in response to the increases in sales. With produc-
tion proceeding vigorously, the moderation of consumer spending in the
fourth quarter was translated into a substantial accumulation of inventories
by yearend.

The marked movements of consumer expenditures during 1968 con-
tinued the pattern of late 1966 and 1967. The ratios of consumer purchases
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of various categories of goods and services and of consumer saving to dis-
posable personal income for the past several years are shown in Table 3. Dur-
ing the 1959-66 period, consumer spending behavior maintained a fairly
consistent relationship to disposable personal income. The saving rates in
excess of 7 percent that prevailed in 1967 and the first half of 1968 repre-
sented an unusually large fraction of disposable income by comparison with
1959-66, although not with 1956-58. The saving rate has also been subject
to substantial quarterly fluctuations about its recent high level.

TABLE 3.—Allocation of disposable personal income in selected periods, 1956-68

[Percent]

Category
1956-58
average

1959-66
average 1967

1968

First
half

Second
half i

Disposable personal income

Personal consumption expenditures..

Durable goods

Autos and parts.
Other durables..

Nondurable goods.

Food and beverages.
Other nondurables...

Services

Interest paid and transfer payments to foreigners

Saving

100.0

91.1

12.8

5.4
7.3

44.0

23.9
20.1

34.3

2.1

6.9

100.0

91.9

13.3

5.8
7.4

41.7

21.9
19.8

37.0

2.4

5.7

100.0

90.1

13.3

5.6
7.7

39.5

20.0
19.5

37.3

2.5

7.4

100.0

90.2

13.8

6.0
7.8

39.2

19.8
19.4

37.3

2.4

7.3

100.0

91.0

14.2

6.4
7.9

39.0

19.8
19.2

37.8

2.4

6.6

i Preliminary.

Note.—Detail will not necessarily add to totals because of rounding.
Sources: Department of Commerce and Council of Economic Advisers.

There is no clear explanation for the extra saving in the period from late
1966 to mid-1968. But the high saving did contribute to a sharp buildup in
consumers' holdings of financial assets and to a slowing in the growth of
consumer debt. Together, these developments meant that households had
achieved relatively favorable financial positions, which permitted them to
increase expenditures markedly whenever they chose to do so. Why they
happened to pick the third quarter of 1968 to exercise this option cannot
be adequately explained.

Residential Construction

As was the case in the preceding 2 years, monetary policy again had a sig-
nificant impact on homebuilding activity in 1968. After rising sharply in the
second half of 1967, outlays for residential construction remained essentially
flat over the first 3 quarters of 1968, despite the fact that household for-
mation and other factors were creating a tremendous underlying demand
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foi> new houses. Only in the fourth quarter did such outlays show an
appreciable rise.

The factor that limited homebuilding was a curtailment in the avail-
ability of mortgage credit. The net flow of funds into mortgages fell by about
5 percent between the fourth quarter of 1967 and the second quarter of 1968.
To some extent this reflected a slowdown of deposit inflows to major mort-
gage lenders as savers were attracted by the high interest rates available in
the open market. But there was also a marked shift away from mortgage
lending by mutual savings banks, which invested heavily in high-yielding
corporate bonds.

The effects of tight credit on residential construction were, however,
far less severe in 1968 than during the 1966 credit squeeze and were also
less than most observers had expected. Indeed, the number of new housing
units started was at a depressed level in only 2 months—May and June—
and then showed unexpected strength during the second half of the year.

In part, of course, the stronger performance of homebuilding in 1968
reflected the fact that credit tightening early in the year was only short-
lived and occurred against a background of continued hope for relief with
the enactment of the tax surcharge. Builders and mortgage lenders thus
tended to stretch a bit to keep operations going.

Steps taken over the past few years to improve the mortgage market also
helped to mitigate the effects of tight credit on homebuilding. As a result of
1966 legislation providing for improved coordination of the administrative
ceilings applicable to interest rates that thrift institutions may pay on time
and savings deposits, the severe competition among the various institutions
for each other's deposits that occurred in 1966 was not repeated in 1968.
Legislation passed in May 1968 suspended the statutory 6 percent inter-
est ceiling on federally insured mortgages until October 1969, replacing
it in the meantime with an administrative ceiling controlled by the Secretary
of Housing and Urban Development. This administrative ceiling was raised
to 6% percent, thereby increasing the availability of these types of mortgages.
The legislation of May 1968 also provided for the appointment of a Com-
mission to reexamine the interest rate ceiling and make recommendations
for a permanent solution to the problem.

There were also two important reforms affecting the operation of the
Federal National Mortgage Association (FNMA) in 1968 that enabled it
to support the mortgage market more effectively than in the past. In May,
FNMA began auctioning commitments to purchase mortgages in the future,
which builders and others could exercise at their option. By the year
end, outstanding commitments under this program totaled $1.2 billion,
bringing FNMA's total net participation in the mortgage market during the
year to a record $4.2 billion.

This increased volume of operations was in part due to the other reform,
provided for in the 1968 Housing Act, which split the old FNMA into two
corporations, one private (still designated FNMA) and the other a new
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Government enterprise, the Government National Mortgage Association
(GNMA). FNMA, which conducts the auctions mentioned above, has re-
paid the Government's investment, and its operations have accordingly been
removed from the Federal budget. It is now free of the budgetary constraints
that had sometimes limited the role of the old Government enterprise in the
mortgage market. GNMA has powers—thus far unused—to help private
lenders tap the capital market for additional funds that can flow into
mortgages.

RETROSPECT

In retrospect, 1968 is seen as a year of excessively rapid expansion through-
out. Yet, there was a noticeable difference between the pace of advance in the
first half of the year and that in the second half. The growth rate of real
GNP slowed markedly from 6J/2 percent early in the year to 4 percent by
yearend.

Still, a much more pronounced change of pace in activity was expected
as well as desired. As of midyear, many Government and private economists
expected that the advance of GNP in the second half of the year might be
roughly half of the $42 billion gain for the first 2 quarters. The enactment
of the fiscal program was one—but only one—of the elements underlying
that expectation. Most of the slowdown was expected to result from a lessen-
ing of demand in the private sector—steel and other inventories and home-
building.

In point of fact, several elements of private demand showed unanticipated
strength. The sluggishness of consumer buying in the early spring months
proved to be temporary and misleading. Business fixed investment began to
move up sharply from its previous plateau. Homebuilding rebounded very
strongly and promptly following the easing of credit conditions. And, as
noted earlier, the strength of consumer demand in the summer contributed
to a stepup in production and ordering and subsequently to rising inventory
accumulation. All of these elements taken together amounted to an un-
expected buoyancy in private demand and production.

While there is no clear way to tell how much the fiscal program moderated
these forces, it is perfectly plausible that in the absence of fiscal restraint
there would have been no deceleration whatsoever in the second half
(unless, of course, the alternative of severe monetary restraint had been
applied).

WAGES AND PRICES IN 1968

As the economy resumed its vigorous advance in the last half of 1967,
inflationary pressures reasserted themselves strongly and continued through-
out 1968.
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WAGES AND COMPENSATION

Spurred by rising living costs and growing tightness in many labor mar-
kets, both union and nonunion wages turned up sharply. Average hourly
earnings of production workers in private nonagricultural establishments
rose 7 percent between December 1967 and December 1968, compared with
5 percent in the preceding 12 months. The hourly wage increases during the
year for construction, manufacturing, and wholesale trade were all of about
the same magnitude, while those in mining and retail trade were some-
what larger.

Average hourly compensation in the private sector, including fringe
benefits and employers' social security contributions, rose 7.4 percent from
1967 to 1968—as compared with 6.1 percent from 1966 to 1967 (Table 4).

TABLE 4.—Changes in compensation, productivity, unit labor cost, and output price
in the private economy since 1947

Sector and item
Percentage change per year

1947 to 1966 1966 to 1967 1967 to 1968 i

Total private economy:

Average hourly compensation: *
Current prices
Constant prices a

Output per man-hour
Unit labor cost
Implicit GNP price deflator.

Private nonfarm:

Average hourly compensation: 2
Current prices
Constant prices'

Output per man-hour
Unit labor cost
Implicit GNP price deflator

Manufacturing:

Average hourly compensation: 2
Current prices
Constant prices 3

Output per man-hour
Unit labor cost
Implicit GNP price deflator

5.2
3.1
3.5
1.7
2.0

4.9
2.8
2.9
1.9
2.2

5.1
3.0
3.2
1.8
2.0

6.1
3.2
1.6
4.4
3.1

6.0
3.1
1.1
4.8
3.5

5.3
2.4
.6

4.7
2.6

7.4
3.3
3.3
3.9
3.6

7.2
3.2
3.4
3.7
3.6

7.0
3 0
2.8
4.2

* Preliminary.
2 Wages and salaries of all employees and supplements to wages and salaries such as employer contributions for social

insurance and for private pension, health, unemployment, and welfare funds, compensation for injuries, pay of the mili-
tary reserve, etc. Also includes an estimate of wages, salaries, and supplemental payment part of the income of the
self-employed.

3 Adjusted for changes in the consumer price index.
* Not available.

Note.—Data for each sector relate to all persons.

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

Wage increases negotiated in all important collective bargaining situa-
tions covered five million workers—an unusually large number—in 1968.
Multiyear settlements, covering 5,000 or more workers, had a median in-
crease of 6.6 percent a year in wages and benefits weighted over the life of
the contract (Table 5).

In most cases, settlements were heavily "front loaded*'—that is, a dis-
proportionate share of the increase was concentrated in the first year. The
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average first-year wage settlement was 7.5 percent, substantially above the
5.6 percent increase in 1967. This front-loading of new contracts may con-
tribute to a substantial acceleration of economy-wide wage increases during
periods of concentrated collective bargaining activity.

Many of the 1968 settlements replaced contracts negotiated in 1965 or
1966, which had yielded very little gain in real hourly earnings because of the
accelerating advance in prices. The unions naturally sought to restore their
relative positions as quickly as possible, and hence insisted on concentrating
a substantial part of the gains under new contracts in the first year.

TABLE 5.—Wage and benefit changes in collective bargaining situations, 1963-68

Type of change

Median percentage change negotiated or effective during

1963 1964 1965 1966 1967 19681

Most important collective bargaining situations, annual rate of
increase over life of contract: *

Wage and benefit changes negotiated during specified
year:3

Equal timing*
Actual timing«

3.5 3.3

Wage changes negotiated during specified year:8

Equal timing
Ail important collective bargaining situations:7

First-year wage adjustment negotiated during specified
year:

All industries

Manufacturing
Nonmanufacturing.

Wage adjustment effective during specified year, regard-
less of date of negotiations: *

All industries

Manufacturing
Nonmanufacturing.

2.5

3.0

2.5
3.4

2.9

2.7
3.2

3.0

3.2

2.0
3.6

2.7

2.0
3.5

3.3

3.8

4.0
3.7

3.4

3.4
3.4

4.1
4.5

3.9

4.8

4.2
5.0

3.6

3.3
3.8

5.2
5.6

5.0

5.6

6.4
5.0

4.4

4.0
4.8

6.0
6.6

5.1

7.5

7.1
7.5

5.5

5.0
6.0

1 Based on preliminary data available in early January 1969.
2 Possible increases in wages resulting from cost-of-living escalator adjustments are omitted except for any part of

the escalator increase guaranteed in the contract.
• The 1964 estimate is based on 20 key contracts which affected 2.25 million workers in 11 major industries. The 1965

estimate covers most settlements affecting 10,000 workers or more in all industries excluding construction, services,
finance, and government. Subsequent estimates cover all settlements affecting 5,000 workers or more in all industries
except government.

* Annual rate of increase assuming equal spacing of wage and benefit changes over life of contract.5 Annual rate of increase taking account of actual effective dates of wage and benefit changes during contract period.6 The estimates for 1963 to 1965 cover most settlements affecting 10,000 workers or more in all industries excluding con-
struction, services, finance, and government. Subsequent estimates cover all settlements affecting 5,000 workers or more
in all industries except government.

^ All contracts affecting 1,000 or more workers. From 1963 to 1965, construction, services, finance, and government are
excluded. All industries except government are covered in subsequent estimates.8 Includes changes in wage rates negotiated during specified year, plus increases decided upon in earlier years, cost-
of-living escalator adjustments, and no wage changes.

Source: Department of Labor.

REAL EARNINGS AND UNIT LABOR COSTS

The acceleration of money wages in 1968 was nearly matched by the ac-
celeration of consumer prices so that the increase of 3.3 percent in real hourly
compensation in the private economy was only slightly greater than the
1967 increase of 3.2 percent (Table 4).
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Output per manhour in the private economy rose 3.3 percent in 1968,
and this helped offset part of the cost to employers of the increase in hourly
compensation. Nevertheless, unit labor costs still rose by 3.9 percent between
1967 and 1968.

PRICES IN 1968

The general price level advanced sharply in 1968. Wholesale prices in-
creased 2.8 percent in the 12 months ended December 1968, compared with
only 0.8 percent during 1967 (Chart 2). Part of the spurt reflected the fact
that farm prices rose 4.4 percent during 1968, reversing their decline during
the 2 preceding years. However, industrial prices also rose on a broad
front, advancing 2.6 percent during 1968 compared with 1.8 percent during
1967.

Chart 2
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The consumer price index rose at an annual rate of 4.8 percent during
the first 11 months of 1968 (Chart 3). This increase was led by a rise of
6.1 percent in consumer services, including a 7.2 percent jump in the cost
of medical services. But prices of consumer commodities also moved up
strongly. Partly because mortgage interest and homebuying costs rose par-
ticularly sharply, the deflator for personal consumption expenditures in the
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Chart 3
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GNP—which excludes these elements—increased considerably less rapidly
than the consumer price index. It rose by 3.8 percent during the 4 quarters
of 1968.

The behavior of prices in 1968 represented a further intensification of
the upward pressures that developed late in 1967. After rising 3.3 per-
cent during 1966, consumer prices slowed to a 2^4 percent annual rate
of increase during the first half of 1967, when economic activity moderated.
But, with the resurgence of over-all demand—spurred by fiscal stimulus—
late in 1967, the rate of price increase again accelerated.

BALANCE OF PAYMENTS IN 1968

Although excessive economic growth generated a surge in imports and
a sharp deterioration in the trade surplus in 1968, the overall balance of
payments improved markedly. This primarily reflected a dramatic shift in
the direction of capital flows. In 1967, the U.S. balance of payments as
measured on the liquidity basis registered a deficit of $3.6 billion; the deficit
was reduced to $1.1 billion at an annual rate during the first 3 quarters
of 1968. (Table 6 and Chart 4). For the full year, preliminary estimates
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TABLE 6.—United States balance of payments, 1963-68
[Billions of dollars]

Type of transaction

Balance on goods and services-

Balance on merchandise trade..
Balance on investment income..
Balance on other services

Remittances and pensions

Government grants and capital, net

U.S. private capital, net

Direct investment
U.S. bank claims
Other U.S. private capital 2.

Foreign private capital, net . . .

U.S. securities (excluding Treasury issues).
Foreign private liquid capital, net3

Other foreign private capital*

Errors and omissions

ON OFFICIALBALANCE
BASIS.

RESERVE TRANSACTIONS

Plus: Increases in nonliquid liabilities to foreign monetary
authorities

Less: Foreign private liquid capital, net3

BALANCE ON LIQUIDITY BASIS..

1963

5.8

5.1
3.3

-2.6

-.9

-3.6

-4.5

-2.0
-1.5
-.9

1.3

.3

.6

.4

-.2

-2.0

<5>
.6

-2.7

1964

8.4

6.6
3.9

-2.2
__ Q

-3.6

-6.6

-2.3
-2.5
-1.8

1.9

-.1
1.6
.5

-.9

-1.6

1*.6

-2.8

1965

6.9

4.7
4.2

-2.0

-1.0

-3.4

-3.8

-3.5
.1

-.4

.3

-.4
.1
.5

-.3

-1.3

.1

.1

-1.3

1966

5.1

3.6
4.2

-2.7

-1.0

-3.4

-4.3

-3.6
.3

-.9

4.2

.9
2.4
.9

-.2

.3

.8
2.4

-1.4

1967

4.8

3.5
4.6

-3.3

-1.3

-4.2

-5.5

-3.0
-.5
-2.0

3.4

1.0
1.5
.9

-.5

-3.4

1.3
1.5

-3.6

1968,
first 3

quarters'

2.4

.4
4.9

-2 .9

-1 .1

-4 .3

-5 .2

- 3 . 3
.4

- 2 . 3
10.4
3.7
5.4
1.3

- . 3

1.9

2.4
5.4

-1 .1

1 Average of the first 3 quarters at seasonally adjusted annual rates.2 Includes redemptions of foreign securities.3 Includes changes in Treasury liabilities to international nonmonetary institutions.4 Includes certain Government transactions associated with special transactions.
5 Less than $50 million.
Note.—Detail will not necessarily add to totals because of rounding.
Source: Department of Commerce.

show a liquidity surplus—for the first time since 1957. The balance on the
official reserve transactions basis improved dramatically, achieving a surplus
of $1.9 billion during the first 3 quarters of 1968, partly as a result of a
marked shift in the holdings of liquid dollar assets abroad from foreign
central banks to private investors. Such a shift improves the official settle-
ments measure but does not affect the liquidity balance.

The improvement in the balance of payments can be attributed to the
President's program announced on January 1, 1968; to some special factors
affecting primarily capital flows; and to the continuation of some longer
term trends.

GOODS AND SERVICES

The merchandise trade surplus deteriorated markedly from $3.5 billion
in 1967 to an annual rate of only $0.4 billion during the first 3 quarters of
1968. Imports rose about 22 percent above 1967. Exports, reflecting mainly
the vigorous growth of income abroad, grew by 10 percent.

The U.S. trade balance during 1968 was influenced by strikes in the cop-
per and aluminum industries and a threatened strike in the steel industry,
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Chart 4
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all of which stimulated metal imports and reduced the trade surplus by
perhaps $600 million.

Nonagricultural goods accounted for the entire growth of merchandise
exports during 1968, with exports to Western Europe and Latin America
expanding especially rapidly. Agricultural exports, the most rapidly grow-
ing category between 1960 and 1966, declined rather abruptly in 1967 and
remained depressed in 1968. While this decline was partially the result of
a reduction of sales and donations to less developed countries, it also reflected
a sharp decline in commercial exports to the European Economic Commu-
nity, greatly influenced by EEC restrictions on agricultural imports.

The service account in the balance of payments improved, reaching
a surplus of $2.0 billion annual rate (during the first 3 quarters of 1968),
as compared to $1.3 billion in 1967 (Table 6). The major gain came in net
income from foreign investments, which continued its upward trend. Some
improvement also occurred in the travel account in 1968, reflecting the
reduced attractiveness of the Canadian exposition.

CAPITAL ACCOUNT

The capital account improved markedly, swinging from a net outflow on
private account of $2.2 billion in 1967 to a net inflow of $5.2 billion in 1968
(first 3 quarters at annual rate). The new balance-of-payments programs
had their major impact on the capital account. Mandatory controls on for-
eign direct investment, imposed January 1, 1968, greatly stimulated efforts
by American firms to raise money abroad. During the first 9 months of 1968,
$1.6 billion of new U.S. corporate securities were sold abroad to finance
foreign investments, compared with less than $500 million during all of
1967. Firms also borrowed other funds totaling $0.7 billion, about twice the
total for 1967. These borrowings permitted direct investment abroad to in-
crease slightly, apparently proceeding in accordance with original intentions.
Thus the target of $1 billion of balance-of-payments savings from the con-
trols over direct investment was achieved without reducing American par-
ticipation in the economies of other countries.

Operating under new directives issued by the Federal Reserve Board,
American banks reduced their claims on foreigners by $300 million during
the first 9 months of 1968, compared with an increase of about $500 million
during 1967. The swing of $800 million in bank lending exceeded the
target of $500 million set in the January program.

There were other improvements in the capital account that were not di-
rectly related to the balance-of-payments program. By the end of September,
foreigners had already purchased $1.2 billion (net) of American securities
in the open market (in addition to the $1.6 billion of new issues previously
mentioned). In all of 1967, foreign purchases in the market amounted to
only $0.6 billion, as a $450 million liquidation of holdings by the United
Kingdom held down the total. The greater foreign interest in U.S. stocks
and bonds during 1968 can be attributed to rising prices of U.S. equities and
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high yields on U.S. bonds, as well as to political developments in France and
Czechoslovakia that made European securities seem less attractive. More-
over, long-term forces continued to work, including the basic strength of
the U.S. economy, the growing affluence of other countries, and the short-
age of foreign corporate securities.

A major inflow of liquid funds resulted from borrowings by American
banks from their foreign branches. During 1968, these borrowings increased
by $1.8 billion, compared with only $200 million in 1967. The major causes
of this increase were the existence of relatively tight monetary conditions in
the United States and fears about the stability of some European currencies.
American banks also seem to be strengthening their ties to the European
money market, giving them access to additional sources of funds.

The U.S. Government increased its special financing arrangements during
the year. In part, this increase resulted from greater efforts to obtain military
offsets or neutralizations in line with the President's program. Some portion
also resulted from a bilateral agreement with Canada whereby that country
was exempted from the mandatory controls on direct investment.

ECONOMIC POLICY FOR 1969

Although economic expansion is expected to moderate during the first
half of 1969, a continuing policy of restraint is essential to curb inflationary
pressures and to strengthen our international trade performance.

ANTI-INFLATIONARY STRATEGY

Checking inflationary forces that are deeply embedded in the structure
of costs and prices is an extremely difficult and delicate process. One ap-
proach would be to adopt a drastically deflationary fiscal and monetary
policy, involving a sharp reduction in Federal expenditures or a further
increase in tax rates reinforced by extreme credit restraint.

Such a policy could surely stop inflation in a reasonable period of time.
But the cost would be intolerable—unemployment would rise substantially,
and the United States could easily experience its first recession in nearly a
decade. As the over-all unemployment rate rose, the rates for the disad-
vantaged—including nonwhites and teenagers—would rise even more rap-
idly. With heavy unemployment even among experienced workers, it would
be extremely difficult to sustain recent initiatives to provide training and
jobs for the unskilled and the disadvantaged. The danger of serious social
unrest would be greatly increased. Moreover, the entire economy would
suffer a huge loss of output, at a time when full production of goods and
services is urgently needed to fulfill national goals.

In any case, halting the current wage-price spiral is only the first step in
the longer term task of maintaining reasonable price stability. Once a stable
price performance had been achieved through a drastic policy of deflation, a
decision would be required concerning the next step. If that choice should
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be to prolong the slack performance of the economy, it would extend in-
equity and waste for years to come. If, on the other hand, there was a deci-
sion to shift to expansionary policy, there is no reason to believe that the
period of deliberate deflation would have contributed to the longer run solu-
tion of the problem. Indeed, a rapid recovery to the economy's potential
would probably involve more serious dangers of inflation than would a
steadier movement that remained close to the path of potential output.

In view of the intolerable costs of a drastic deflationary policy, a more
moderate approach is required. The aim should be to slow down the growth
of demand to a rate less than the growth of capacity while consistently
maintaining forward motion.

Once the rate of price increase has moderated, fiscal and monetary policy
can be gradually adjusted toward stronger expansion. How soon that will
prove appropriate cannot be foretold now. Nor can the proper target for
utilization in the longer run be stated with assurance. If fiscal-monetary
policy can succeed in avoiding spurts of expansion such as those experienced
in 1965-66 and again in 1967-68, it should be possible to improve somewhat
upon our recent price performance. But it is doubtful whether acceptable
levels of unemployment and reasonable price stability can both be achieved
without the successful implementation of structural anti-inflationary meas-
ures and of voluntary cooperation in wage and price decisions, along lines
suggested in Chapter 3. In any case, it is clear that, for 1969, stabiliza-
tion policy should be designed to hold the rate of expansion of real output
below 4 percent but to keep it on a distinctly rising path.

FISCAL PROGRAM FOR 1969

The President's Budget is designed to fulfill these objectives for economic
activity in 1969.

Federal expenditures are expected to rise by about $10 billion in 1969
compared with an increase of $19 billion in 1968. Defense purchases are
expected to increase by about $2 billion, while nondefense purchases are
scheduled to rise by about $1 billion. About half of these increases for the
full year are accounted for by a pay increase at midyear for Federal civilian
employees and the Armed Forces. This increase is designed to make Federal
civilian pay scales comparable with those in private industry.

Increases of $3 billion and $4 billion, respectively, are anticipated in Fed-
eral grants-in-aid to State and local governments and in domestic transfer
payments. Most of the increases are either required by existing legislation
or designed to help solve problems of highest national priority.

To preserve the needed posture of fiscal restraint in the face of these mini-
mal necessary increases in Federal expenditures, the President is asking the
Congress to extend the 10 percent tax surcharge on personal and corporate
income for 1 year beyond its present expiration date of June 30, 1969. In
addition, the President is requesting a further extension at present levels of
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the excise taxes on automobiles and telephone service which are now
scheduled to decline on January 1, 1970. With these tax actions, it is es-
timated that the Federal budget (national income accounts basis) will show
a surplus of about $5 billion during calendar 1969, compared with a deficit
of $5 billion in 1968.

The 10 percent tax surcharge was enacted as a temporary measure in
June 1968 and is to be extended for 1 year as a temporary measure. Indeed,
the President is urging the new Administration and the Congress to give
serious consideration to coupling the extension of the surcharge with au-
thority for the President to remove it entirely or partially, subject to Con-
gressional veto, if warranted by developments in Vietnam, in the domestic
economy, or in Federal outlays.

MONETARY POLICY

Monetary policy should remain flexible in 1969. In the environment
prevailing at the start of the year, it is appropriate that monetary policy
reinforce the effects of fiscal restraint to assure the needed moderation of
pressures on the Nation's resources. The recent increase in the Federal
Reserve discount rate and increased pressures on bank reserve positions are
pursuing that objective. A slowing from the recent rapid growth of bank
credit is appropriate in early 1969.

But with fiscal restraint continuing through fiscal year 1970, monetary
policy may gradually be able to shift to a less restrictive stance than presently
prevails. Flexible and alert responses to a moderation of economic activity
would permit a timely de-escalation of interest rates from their currently
high levels and hence a more adequate flow of funds to savings institutions
and the mortgage market.

A decline from present peak levels of nominal interest rates would be de-
sirable for the long run as well to avoid restricting capital formation and
economic growth in general, and homebuilding in particular. The continua-
tion of the surcharge through fiscal 1970 should permit a gradual movement
toward a more desirable mix of monetary and fiscal policies; with fiscal
policy better adjusted to the needs of economic stabilization, the need for
restrictive monetary policy and relatively high interest rates should gradually
abate.

ECONOMIC OUTLOOK FOR 1969

The fiscal restraint contained in the Revenue and Expenditure Control
Act of 1968 will have its major impact on the economy early in 1969. Assum-
ing the fiscal program outlined above and appropriate monetary policy,
GNP is expected to rise by $60 billion in 1969 from the $861 billion now
estimated for 1968. This projection should not be viewed as an exact esti-
mate, but rather as the midpoint of a range of possible outcomes.

This forecast of an increase of approximately 7 percent in GNP means a
continuation of prosperous conditions and economic expansion, though, as
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desired, at a considerably more moderate rate than in 1968. The unemploy-
ment rate should remain below 4 percent.

The expansion within 1969 is expected to be considerably less rapid than
during 1968, and the increase in GNP from the fourth quarter of 1968 to
the fourth quarter of 1969 should be about 6 percent—smaller than the year-
over-year increase. The rise in real output during the four quarters of 1969
should be less than 3 percent while the rate of increase of over-all prices may
be a little more than 3 percent.

The first part of 1969 should see a slowing of economic expansion. Con-
sumer spending should rise moderately, influenced by the continuing impact
of tax withholding, extra final settlements of about $1^4 billion on 1968
taxes, and a $3 billion increase in social security taxes which became effec-
tive January 1. Federal Government purchases will change little while State
and local government expenditures are expected to increase at a normal pace.
Inventory investment should retreat from the high rate of the fourth quar-
ter of 1968. On the other hand, a strong rise in business fixed investment is
expected early in 1969, in line with recent surveys of business plans and
new orders for machinery and equipment. All in all, a significant slowing
in the pace of expansion is now likely.

At mid-1969, a substantial pay increase for Federal Government em-
ployees is scheduled. Beyond that, only a slight increase in Federal purchases
is anticipated. The tax burden on consumers will also be reduced at
that time as final settlements on 1968 taxes are completed in the first half
of the year, although consumer spending should continue to feel the lag-
ged effects of the final settlements. These fiscal elements, together with a
continuing increase in private investment, are expected to lead to slightly
more rapid economic expansion in the second half of the year.

Thus the year 1969 promises continued prosperity for the American
economy. The slowing of the expansion should provide welcome relief
from the excessive demand pressures of 1968 and offers the prospect of some
deceleration in the upward movement of prices.

OUTLOOK BY SECTORS

A brief survey of the outlook for specific categories of expenditures will
help to clarify the projection of over-all economic activity.

Business Fixed Investment

Private and public investment surveys compiled recently indicate a
substantial rise in business fixed investment in 1969. The Commerce De-
partment-SEC survey reports that businessmen plan to increase their plant
and equipment spending by about 9 percent in the first half of 1969 above
levels prevailing in 1968. Such a sharp increase in investment is already
reflected in orders for durable equipment and in construction contracts.
This marked prospective expansion of investment follows a year when in-
dustrial production has reached new peaks and when business cash flows
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have been at record levels, but when there has been relatively little pressure
on existing industrial capacity. The dimensions of the rise in investment
are still difficult to evaluate in view of uncertainty about the possible impact
of economic developments during the first half of the year and of monetary
policy on business plans later in 1969. For the year as a whole, the increase
in business fixed investment over 1968 is expected to be about $7 or $8
billion.

Inventories

At the end of 1968, ratios of inventories to sales were at normal levels,
both for manufacturing and for retail and wholesale trade. Barring unfore-
seen changes in economic conditions over the year, inventory investment
in 1969 may show a slight decline from the average rate of 1968.

Homebuilding

Demographic trends and the relatively low level of residential construc-
tion in recent years have created a very strong underlying demand for new
homes. Housing starts rose sharply in the second half of 1968, and residen-
tial construction activity should advance further early in 1969. Because of
the important role in the housing market of the availability of mortgage
financing, considerable uncertainty attaches to estimates of home construc-
tion beyond the next few months. Given the prospective monetary policy
for this year as outlined above, private nonfarm housing starts in 1969
may be expected to fall somewhat below their recent rate of ap-
proximately 1.6 million per year. Residential construction expenditures for
the year may rise by approximately 10 percent over the average 1968
level, reflecting a larger number of new housing units and increased out-
lays per unit. But this would mean only a modest rise from the rate of
activity at the end of 1968.

Government

For the year 1969 an increase of State and local government purchases
of goods and services of about $10 billion can be anticipated in line with
the growing needs for public services and facilities. This estimate assumes
that monetary policy will not significantly curtail expenditures for public
construction projects.

Federal Government purchases are expected to remain at approximately
their present levels during the first half of 1969, in accordance with ex-
penditure restraint applied under the Revenue and Expenditure Control
Act of 1968. However, an increase in Federal Government salaries will
add $2.8 billion at annual rates to Federal Government expenditures be-
ginning in the third quarter of 1969, and the Budget for fiscal 1970 in-
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eludes other modest increases in purchases. For the calendar year 1969,
Federal purchases of goods and services, including the pay increase, are ex-
pected to be approximately $3 billion higher than in 1968.

Consumption

Consumer spending in 1969 will be greatly influenced by the continuing
adjustment of consumers to the changes in their disposable incomes result-
ing from the pace of advance in private and Government activity and from
changes in their tax obligations.

Consumer spending slowed in the closing months of 1968. Retail sales
have not increased significantly since midsummer and the pace of auto-
mobile purchases has moderated.

In the first half of 1969, increased tax burdens will further slow the
growth of disposable personal income, although this may be reflected, in
part, in a renewed decline of the saving rate. Consumer expenditures are thus
expected to grow rather slowly during the first half of 1969. Surveys of con-
sumer buying anticipations tend to confirm this prospect.

Personal disposable income may grow somewhat more rapidly in the second
half of 1969—in part because of the Federal pay increase and the comple-
tion by mid-year of final 1968 tax settlements. Thus, consumer spending
may advance more strongly.

For the year as a whole, it is anticipated that disposable personal income
will increase nearly $35 billion and consumer expenditures should increase
approximately the same amount reflecting a small decline in the saving rate.

PRICE OUTLOOK

The excessive rate of price and wage advance during 1968 will inevitably
influence wages, costs, and prices during 1969. Unit labor costs will con-
tinue to increase, as will the costs of materials, supplies, and capital equip-
ment. Financial costs are also likely to remain relatively high.

Gradually, however, fiscal restraint coupled with restrictive monetary
policy should moderate the excessive market pressures that prevailed dur-
ing most of 1968. Present indications point to slightly lower farm prices
during 1969, assuming normal weather conditions. Allowing for a con-
tinued increase in the costs of food processing and distribution, food prices
at retail may remain approximately stable.

Wage increases may have somewhat less impact in 1969 than they did in
1968. Second year increases in the union contracts negotiated in 1968 and
the last half of 1967 will generally be less than for the first contract year.
Collective bargaining activity will also be relatively light, since expiring
major contracts up for wage negotiations cover only about half as many
workers as in 1968. And finally, as restraint takes hold more firmly, lessened
market pressures provide a prospect for some moderation in nonunion wages
as well.
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Wage-Price Policies for 1969

If substantial progress is to be made toward the restoration of price stability
in 1969, restraint in private decisions is essential to complement responsible
fiscal and monetary policies. Intensive consultations involving representa-
tives of business, labor, and Government are required to explore practical
and equitable ways in which such restraint might be achieved. Mutual short-
term sacrifices are needed to protect the great long-term interest of business,
labor, and all Americans in noninflationary prosperity.

It would be unrealistic to expect the full restoration of price stability
in the immediate future. Given the recent history and the outlook for the
cost of living, labor cannot be expected to accept wage increases in 1969
limited to the trend growth of productivity. Nor can businessmen be ex-
pected to absorb substantial cost increases without any adjustments in prices.

Nevertheless, the process of price and wage deceleration must begin. In
their own and in the public interest, business and labor should undertake a
pattern of voluntary restraint that will carry the Nation a substantial
distance back toward the goal of price stability in 1969. New wage agree-
ments would move halfway back to the ultimate productivity standard
next year if labor accepted wage settlements that would bring the average
increase in money wage rates a little below 5 percent. Business would display
comparable restraint in pricing if it intensified its efforts to offset rising costs
through greater efficiency and if it absorbed a share of unavoidable increases
in costs through acceptance of lower profit margins.

This could be translated into a general rule that business agree to absorb
increases of up to 1 percent in unit costs and accept as a guide in price de-
cisions a profit target no higher than the average achieved in the years
1967-68. Responsible pricing requires that businessmen focus on margins
before tax and not attempt to pass the temporary corporate tax surcharge on
to consumers. It is also appropriate to ask those who depart from these
standards to bear the obligation of demonstrating that special circum-
stances render the standards grossly unreasonable.

These standards for price-wage restraint in 1969 were suggested by the
Cabinet Committee on Price Stability in its December 1968 report to the
President.

Combined with responsible fiscal-monetary policy ajid continued efforts
to improve the structure of the economy, acceptance of these standards for
1969 by key private decision-makers would carry the Nation a long way on
the road to price stability.

OUTLOOK FOR THE BALANCE OF PAYMENTS

With the anticipated slowing of economic growth, only a modest increase
in imports is expected in 1969. The special strike situations which adversely
affected trade in 1968 should not be repeated, although new problems of
this kind could arise. Continuation of the rising trend in earnings on foreign

59

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



investment should be another source of improvement in our current account
position.

U.S. exports should increase in line with the expansion of foreign mar-
kets. The restrictive measures taken by France and the United Kingdom
to safeguard their payments positions have reduced our export prospects,
but these are likely to be offset by the German measures in the opposite
direction.

The capital account is unlikely to show improvement, and indeed may
deteriorate. The restraint on bank lending cannot provide another large
swing in net loans. Foreign purchases of U.S. securities can hardly be
expected to continue at present rates. Even more important will be the
state of financial markets at home and abroad. If European monetary con-
ditions remain fairly relaxed relative to those prevailing in the United States,
capital inflows can be expected—even if not on the same scale as in 1968.

In view of the uncertain prospects for the balance of payments, the
measures for controlling capital movements must be maintained for the
present. The Interest Equalization Tax which expires at mid-year must be
continued to assure against a major rise of new foreign security issues in the
United States. Moreover, the program for controlling bank lending and
the direct investment controls should be maintained. Both have been modi-
fied to make them more responsive to needs and more equitable. While
further modifications will be possible as the balance of payments improves,
the defenses provided by these programs cannot be lowered without risking
the destabilizing effects of substantial refinancing of previous years' bor-
rowings. Ultimate dismantling of the controls should proceed as soon
as this can be accomplished without impairing the strength of the dollar.
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