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CHAPTER 1

Economic Performance and Policy in 1969
THE GOALS OF STABILIZATION POLICY

T ^ H E AMERICAN ECONOMY began 1969 with production, incomes,
-*- and prices increasing rapidly from the momentum of earlier infla-

tionary fiscal and monetary policies. As the year moved along, however,
the economy began to respond to the constraints of policies which had
been changed to combat inflation. The huge budget deficit had been closed
with the aid of a tax increase in mid-1968, and the new Administration
further tightened fiscal policy in 1969 by a sharp pruning of projected Fed-
eral outlays. Monetary policy also shifted its direction, becoming increas-
ingly restrictive during the year.

This was not the ordinary problem of an economy that had veered mo-
mentarily toward excessive rates of expansion. It was the problem of
an economy already in its fourth year of severe inflationary pressure. The
momentum generated by 4 years of inflation was evident in widespread
pressures for wage and price increases and in continuing expectations of
more inflation. This momentum could not be stopped dead in its tracks
without serious consequences. The policies of fiscal and monetary restraint
followed in 1969 have reduced it, while at the same time they have laid
the ground for a return to price stability and sound economic growth.

Continuation of fiscal and monetary restraint should bring a deceleration
of inflation during 1970 and 1971. This will be an important step toward
price stability, but it will not mean that the goal has been reached. History
contains other instances in which inflation was slowed down or stopped
only to break out again as policies shifted too sharply toward expansion.
The Nation's goal should be more than just a year or two of declining rates
of inflation. This time we should try to reach and maintain price stability.

The longer run goal of continuing price stability would not be served by
a sharp or prolonged rise of unemployment. Such a development would be
an evil in itself. In addition, by forcing a sharp shift toward expansionary
policies, it would intensify the already difficult task of maintaining the
restraint necessary for a lasting victory over inflation.

But inflations have seldom ended without a temporary rise in unemploy-
ment. While we must direct our efforts to altering the historical pattern,
we cannot ignore the possibility that joblessness will rise in the period imme-
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diately ahead. But we cannot avoid this problem by allowing the current
inflation to continue, for that would harden the expectations of inflation
and make subsequent policies to curb it more difficult and harsh. The
best hope of curbing inflation and restricting the rise in unemployment
to a relatively small and temporary increase rests with a policy of firm and
persistent restraint on the expansion in the demand for goods, services, and
labor.

Such a policy should ultimately produce high employment with much
less inflation than we have recently experienced. During the transition,
we may find both unemployment and inflation to be higher than would have
been desirable if the inflation had not been allowed to persist so long. This is
the price we must pay for having long pursued inflationary policies. Once
inflation has been set in motion, there is no way of correcting it without
some costs. The aim of policy is to keep the costs as low as possible.

Over the longer run, further progress in reducing unemployment and
getting as close to a stable price level as possible is dependent upon holding
aggregate demand to moderate and sustainable rates of growth. It will
require other measures as well. Public policies can help improve the
efficiency of labor markets by providing information, opportunities for
training, and assistance in relocation. Persistent effort in these and other
ways to make the economy more flexible and adaptable will contribute
to lower unemployment rates and to a more stable price level.

THE STRATEGY OF POLICY IN 1969

The current inflation was generated by the mounting budget deficits and
rapid monetary expansion that began in 1965 with the escalation of the
Vietnam War and the massive increases in Federal spending for domestic
programs. These developments stimulated demand for output and labor
at a pace which could not be met by growth in the labor force and other
productive resources. The resulting pressures caused prices to rise rapidly.
Any plan for arresting the inflation called fundamentally for arresting
the forces which were causing it. In addition, it was clear that slowing
down the inflation after it had gathered momentum would be more difficult
than taking the steps necessary to avoid the inflation initially.

Steps to end rising budget deficits and to slow down monetary expansion
had been taken in 1968. The Revenue and Expenditure Control Act of
June 1968 had helped to shift the budget from a deficit of $25 billion in
the fiscal year ended June 30, 1968, to a surplus estimated in January 1969
at $2.4 billion for the fiscal year 1969. Near the end of 1968, the Federal
Reserve had turned to a policy of more restrained monetary expansion.
Each of these moves, however, was only a beginning. Once they had finally
been taken, it was important that they remain in force long enough to
do the job. Yet the shift in the budget position to surplus had been achieved
with the help of a temporary tax surcharge which was scheduled to expire
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on June 30, 1969. With continuing strong pressure for increased expendi-
tures in fiscal year 1970, the danger of sliding back into a budget deficit
could not be ignored. Nor could it necessarily be assumed that the new and
more restrained monetary policy would continue as long as needed. In 1966
monetary tightness had contributed to a dampening of the economy and
of the inflation, but the economic slowdown led in turn to a shift back to
highly expansive policies in 1967 and to a resurgence of inflation. It was
commonly thought that this pattern might be repeated.

At the beginning of 1969, as earlier, there were disagreements among
economists about the relative roles of rising budget deficits and rapid mone-
tary expansion in causing the inflation of 1965-68. On one view the rising
deficits were the driving force and they would have been enough to cause
substantially the inflation that was experienced, even if there had been much
less monetary expansion. On the other view the rapid monetary expansion
was the primary factor; with it there would have been substantial inflation
even with a stable budget policy, and without it there would have been
little inflation even with rising deficits. These different views led to different
emphases in policy prescriptions for 1969. Following the one theory the
critical matter was at least to stabilize the budget in its current position
of moderate surplus. According to the other theory a reduction of the rate
of monetary growth was the decisive way to slow down the inflation.

The Government could not prudently let the control of inflation depend
on the choice of one of these strategies to the neglect of the other. Many
uncertainties exist about the relative power of fiscal and monetary actions
taken separately. There is much less doubt about the power of fiscal and
monetary actions taken together. A reliable policy had to turn away from
both the rising deficits and the rapid monetary expansion.

DIRECT INFLUENCE ON WAGES AND PRICES

The Administration's plan of policy for 1969 did not include an attempt
to revive wage-price guideposts, such as those existing in 1962-66. The
results of our own experience and numerous trials of such policies in other
countries over the preceding 20 years did not justify confidence that such
efforts would help solve the inflation problem in 1969.

In their usual form these policies enunciate general standards of non-
inflationary price and wage behavior, coupled with appeals to labor and
business for compliance. The degree to which representatives of labor and
business have participated with government in defining standards and seek-
ing compliance has varied from country to country. The sanctions invoked
in support of the standards are usually informal and have varied in their
severity and nature.

Experience with such policies in other countries has been remarkably
consistent. In some cases success in holding down wage settlements or price
increases has been achieved in particular industries. There is usually a period
in which these programs may have some overall deterrent efTect, though
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evidence here is less certain. After an interval, however, there is a point at
which accumulating pressures make the programs ineffective.

American experience conformed to this pattern. In January 1962, the
Council of Economic Advisers promulgated a set of guideposts intended to
describe the course of wages and prices that would be consistent with gen-
eral price stability and certain other objectives. The main element in the
statement of these guideposts was that hourly wages should rise in line with
the average long-term gain in output per man-hour. Prices should ordinarily
be stable; but in a particular industry they could rise if productivity rose
less than the average, and they should fall if productivity rose more than
the average. A number of exceptions were specified—and indeed these were
necessary—to meet requirements of equity and efficiency.

As originally put forth the guideposts were to serve a general educational
function of encouraging voluntary patterns of behavior that would be non-
inflationary. There was no suggestion that the Government would apply
them in particular cases or try to enforce them. But it was natural to ques-
tion whether actions in particular cases conformed to the guideposts, and the
Government felt it necessary to comment on the justification for these actions.
Once this threshold had been crossed, the Government also became involved
in attempting to insure compliance in particular cases where it was con-
sidered necessary. Usually the attempt consisted of discussions with the per-
sons involved. Sometimes there were public exchanges of charges and
countercharges. In some cases the Government relied upon its power as
purchaser, regulator, and law-enforcer to encourage compliance.

With the upsurge of inflation and inflationary pressure after mid-1965,
the difficulty of reconciling the guideposts with market forces became more
intense. Labor and business were being asked to act as if prices were not
rising, when in fact they were- As it became evident that steps necessary to
keep prices from rising were not being taken, it also became more obviously
unrealistic and inequitable to make these requests in specific cases. By the fall
of 1966 the policy was widely recognized to be unworkable, and it was al-
lowed to fade away. In subsequent years, there were only episodic actions
with specific companies regarding prices.

Whether the policy changed the overall behavior of the price level before
it ran into intense inflation is uncertain. These were years of relative price
stability. But they were also years of considerable slack in the economy, rela-
tively high unemployment, and stable or declining farm prices. That is, they
were years in which market conditions favored price stability. Econo-
metric studies attempting to isolate a further contribution that guideposts
might have made to price stability have produced uncertain results. The
findings of some studies are consistent with the view that the guideposts may
have had some effect in reducing the increase of the price level; other studies
do not support this conclusion.

Whatever the uncertainties about this earlier period, the guidepost policy
clearly did not work once the economy ran into strong and serious pressures
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of inflationary demand. By that time the question was not whether guide-
posts would have a measurable influence on the rate of inflation. It was
whether they had any credibility and viability at all. The evidence is that
they did not. The conspicuous cases in which guidepost policy could exercise
some influence were too few and were overrun by the general tide of inflation
in the economy as a whole.

The Administration in 1969 recognized that the speed of the disinfla-
tionary process would depend in part upon how quickly business and labor
became convinced that the economic climate was changing. If business and
labor continued to expect demand and prices to rise rapidly, and if they
pushed up wages and prices in anticipation, disinflation would come slowly
and more painfully. This meant that the public's understanding of the de-
termination to check inflation, of the policies being pursued and of the prog-
ress being made would be important to success. There would be room and
need for efforts to inform the public. But first there would have to be evi-
dence that the new policies were actually working.

In the exercise of its ordinary functions the Government has a con-
siderable influence on conditions of demand and supply and consequently
on prices in particular markets. It would be important for the Government
to make sure that its influence did not unnecessarily contribute to inflation in
those markets, and beyond that to try to correct malfunctions in particular
markets which might aggravate the consequences of the general inflation.

THE EXPECTED CHAIN FROM POLICY TO RESULTS
As the process was viewed at the beginning of 1969, the fiscal and mone-

tary restraint that was the core of anti-inflation policy would slow the rate
of inflation through a series of steps which can ,be summarized as follows:

A Slowdown in the Growth of Total Spending

The growth in aggregate spending for goods and services as measured
by gross national product, which was 9 percent from 1967 to 1968, would
be reduced. The Federal Government's own purchases would not rise so
fast, nor would its payments to State and local governments and to individ-
uals—payments which these sectors ordinarily use to make their own pur-
chases. By avoiding the tax reduction scheduled for midyear, the Govern-
ment would refrain from boosting private after-tax income and consequently
from stimulating private spending.

Monetary restraint and the resulting scarcity and high cost of credit would
slow down spending in various ways. Expenditures financed by borrowing—
for new houses, for State and local construction projects, for business invest-
ment, and for consumers' durables—would be most directly affected. In
addition, money balances would decline in relation to rising incomes and
transactions, and the market value of other assets would be depressed be-
cause of higher interest rates. This would dampen the inclination of busi-
nesses and consumers to spend. These effects of monetary restraint on
spending would not be immediate or follow a precise formula based on the
amount of the restraint, but they would come if the restraint continued.
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A Decline in the Rate of Growth of Production

The slowdown in the growth of purchases would mean a slowdown in
the growth of sales; businesses cannot sell what others do not buy. Some
businesses might respond to a decline in the growth of sales by allowing
inventories to accumulate rather than by cutting their planned output, but
this could only be a temporary reaction. Others might respond to a slow-
down in the growth of sales by cutting prices in an attempt to keep volume
up. But this was not likely to be the first response in 1969. Having already
experienced several years of rapidly rising demand, costs, and prices, busi-
nesses would expect more of the same, and for the most part they would
keep their own prices up and rising.

The most general and important response of business to a slowdown of
sales would be a slowdown in the rate at which production was increasing.
Initially this would involve a decline in the rate of growth and possibly
some temporary decline in production itself. An absolute decline in output,
however, would not be a necessary aspect of the disinflationary process. In
a growing economy the labor force is increasing, new productive equipment
is being added, new technology is being introduced, and the basic trend of
labor productivity is rising; this means that the potential output of the
economy also grows. Therefore, even though output is still rising absolutely,
a slowdown in the rate of growth of output reduces actual production
relative to its potential and is an anti-inflationary force. This is a part of the
process that eventually builds up those back pressures which are essential
to the development of a new stability in the level of costs and prices.

A Decline in Profits Per Unit

A deceleration in the rate of growth in real output would adversely affect
productivity in the short run. The movement of fixed costs per unit of out-
put would thus be less favorable for a time. After a sustained period of ex-
pansion and labor shortages, employers would tend to maintain work forces,
and payrolls would tend to be fixed. The deterioration in productivity and
increased costs per unit of output would reduce profits per unit. While even
higher prices might consequently seem necessary, and while in many cases
they might be posted, market conditions would make it difficult for such
prices to hold, and the major effect would be heavier pressure on businesses
to begin actions to reduce costs. The need to improve productivity and
thereby pare unit labor costs would make labor "hoarding" more costly.
Employment at overtime would diminish and layoffs would become more
common.

A Slowdown in Wage Increases

As profits per unit weakened, employers would become more resistant to
granting wage increases. At the same time, a softening labor market would
lessen workers' insistence on large wage increases as a condition for employ-
ment, since they could not be so sure of finding another job quickly if they
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left a current one or rejected a new offer. Moreover, if business profits were
less favorable, a major rationale for heavy wage demands would be removed.
As a consequence, the average rate of wage increase would ultimately begin
to diminish. However, in view of the momentum of past increases in wages
and the cost of living, this could not be expected to happen quickly. Nor
could it be expected to happen evenly in all sectors.

A Slowdown in Price Increases

While, as already indicated, the unfavorable development in profits would
create some incentive to mark up prices, more sluggish market conditions
would encourage businesses to pursue temperate pricing policies, especially
as this influence began to be reinforced by a slowdown in the rise of wage
rates and unit labor costs. The reductions in wage and price increases would
tend to reinforce each other. The longer price increases moderated, the
weaker would become the expectation of further inflation. In turn, business
and labor would be increasingly inclined to respond to the waning inflation
by making appropriate price and wage adjustments, in preference to accept-
ing a lower volume of production and less employment. With this change
the economy would be on the road to regaining full employment without
setting off another round of inflation.

At the beginning of 1969 no one knew how much of this process might
occur during the year. As this Council indicated in its testimony before the
Joint Economic Committee in February 1969, the growth of demand
would be slowed only a little in the first half of the year, because demand
was strong at the outset and the turn to monetary restraint just before the
year opened would not have had much time to work. A more marked slow-
down of demand was likely for the second half. At first almost all of the
slack in demand would probably be taken up by a slowdown of production.
Price and cost trends at the beginning of the year were too strong to be
deflected by the moderate deceleration expected in the first half. But it
could be expected that after midyear the slower growth of real output and
of employment would create sufficient excess in the supply of products
and labor to begin to have visible effects on price and wage increases. By
the end of the year the rate of inflation would be lower than at the beginning.
The effects to that point might not be great. Still, the economy would
have crossed the threshold from a state of accelerating inflation to one of
decelerating inflation, and we could count on making further progress.

THE RECORD IN 1969

Fiscal and monetary policies in 1969 followed the general course that
seemed desirable at the beginning of the year. In general the economy
responded to those policies by moving through some of the stages just out-
lined—more slowly than was expected at the beginning of 1969 but in a
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manner that confirmed the initial view of the necessary stages in the process.
The policy and economic developments of the year are summarized in the
next few pages after which the main elements in the story are told in greater
detail.

The contribution of fiscal policy to disinflation was a slowdown in the
growth of Federal spending and the maintenance of a moderate budget sur-
plus. During calendar 1969 Federal expenditures (as measured in the na-
tional income accounts) increased by about $9 billion as compared with
about $20 billion a year in the 3 preceding years; and the budget surplus
amounted to almost $10 billion for the year as compared with a deficit of
$5 billion in 1968. Monetary policy reduced the rate of growth of the money
supply (demand deposits and currency) from 7.2 percent in 1968 to 2.5
percent in 1969. The reduction occurred in successive steps that brought
the rate of growth close to zero in the fourth quarter (Chart 1).

Chart 1

Changes in the Money Supply
and Federal Expenditures

PERCENTAGE CHANGE, ANNUAL RATEJ/

15

10 -

MONEY SUPPLY
(Currency and Demand Deposits)

1iI11I1
t i l

-5
1965 1966 1967

CHANGE, BILLIONS OF DOLLARS, ANNUAL RATEi/

15

1968 1969

10

5

FEDERAL EXPENDITURES
(National Income Accounts Basis)

VA \Y7i [73

1965 1966 1967 1968 1969

-I/BASED ON SEASONALLY ADJUSTED QUARTERLY AVERAGES OF DAILY FIGURES.

i/sEASONALLY ADJUSTED.
SOURCES: BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM AND DEPARTMENT OF COMMERCE.

28
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Chart 2

Changes in GNP, Real GNP,
and GNP Deflator

PERCENTAGE CHANGE (ANNUAL RATE)
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SOURCE: DEPARTMENT OF COMMERCE.

1968 1969

As the year progressed, it became more and more likely that these develop-
ments which led to accelerating inflation were transitory. Profits reported
by corporations declined after the middle of the year. Also, the slower growth
of total output—including an actual decline of industrial production—began
to be translated into slower growth of employment and reduction of working
hours. This combination of conditions marked a necessary step toward a
subsequent decline in the rate of inflation.

FISCAL DEVELOPMENTS

The operating objective of fiscal policy in 1969, initially and throughout
the year, was to keep a budget surplus at least as large as had been achieved
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by the Revenue and Expenditure Control Act of 1968—in the neighborhood
of $3 billion to $5 billion. The first step in the process of fiscal control was a
review of the budget for fiscal 1970 that the outgoing Administration had
submitted. A program-by-program examination indicated that $4.0 billion
could be cut from the 1970 totals. Of this amount, $1.1 billion would come
from reducing defense outlays, $1.0 billion from deferring increases in Social
Security benefits, and $1.9 billion from cuts in a wide range of other Federal
programs. As a result, the Administration announced in April its intention
to hold fiscal 1970 expenditures to $192.9 billion.

During 1969 the necessary costs of certain "uncontrollable" items, such
as interest on the debt, Medicare, public assistance, civil service retirement,
and veterans benefits increased beyond the earlier estimates. At several points
Congressional action also increased expenditures. In order to hold to the
$192.9 billion total for fiscal year 1970, the Administration therefore
announced further cuts in mid-September amounting to $3.5 billion, of
which $3.0 billion was in the defense program.

Adherence to the $192.9 billion ceiling required not only making these
gross reductions of $7.5 billion in existing programs but also firmly resisting
proposals, originating in Congress, that would have required spending
many billions of dollars for new programs or program expansions. By the
beginning of 1970 it was clear that the ceiling could not be maintained for
the entire fiscal year. For calendar year 1969, however, the tight restraint
on expenditures allowed fiscal policy to contribute to the fight against
inflation.

The initial review of the budget also revealed that, in order to avoid an
abrupt shift from surplus to deficit, it would be necessary to extend the 10-
percent income tax surcharge, scheduled to expire on June 30, 1969, and to
defer the scheduled reduction of the excise taxes on automobiles and tele-
phone services. Accordingly, in March the President recommended their re-
tention, with the 10-percent surcharge to continue until June 30, 1970.

Subsequent consideration of the longer-range issues led the Administration
to conclude that the 7-percent tax credit enacted in 1962 to stimulate busi-
ness investment should be repealed. The national priorities of the 1970's
did not require or justify this special incentive.

Once the decision was made to ask for repeal of the investment credit, the
repeal had to be effective immediately, in order to minimize disruptions from
heavy advance order placements. Thus, although the repeal served a long-
run objective, there would be some revenue increase in the short run,
and therefore a gradual phasing out of the tax surcharge was possible.
Consequently, on April 21, when the Administration asked for repeal of the
investment credit, it also recommended that the surcharge rate be reduced
to 5 percent on January 1, 1970, and then allowed to expire on June 30.

The extension of the surcharge was the subject of prolonged debate in
Congress. Extension for the last 6 months of 1969 was not signed into law
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until August 7, and extension for the first 6 months of 1970, at the 5-percent
rate, did not become law until December 30. Continued uncertainty about
tax prospects, which raised doubts about how determined the fight against
inflation was going to be, contributed to the persistence of an inflationary
psychology during the year.

As already indicated, the growth in Federal expenditures slowed down sub-
stantially in 1969. The Federal pay raise that went into effect on July 1,
1969, accounted for about one-third of the year's increase. Federal purchases
of goods and services, including the pay raise, increased by approximately
$1 billion from the end of 1968 to the end of 1969. All other Federal expendi-
tures combined, however—Social Security and other transfers, grants to
States and localities, net interest paid, and subsidies—continued their up-
ward trend, though at a somewhat more moderate pace. Among these, net
interest paid rose because of sharply higher interest rates.

On the revenue side, the increase in Social Security tax rates on January 1,
1969, from 8.8 to 9.6 percent, added about $3 billion to collections in 1969.
During the year other tax rates were stable, except that the elimination of

Chart 3
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the investment tax credit effective April 21, 1969, increased total tax lia-
bilities for calendar 1969 by $0.9 billion; only the corporation share of this,
$0.5 billion, is counted as Federal receipts within calendar 1969 in the
national income accounts. Only a small part of eligible investment made in
1969 lost the advantage of the tax credit because of the rather long leadtime
between order placement and expenditures. Total Federal receipts (as
measured in the national income accounts) rose by more than $15 billion
from the fourth quarter of 1968 to the fourth quarter of 1969.

The reported figures distort the pattern of receipts and consequently of
the budget surplus during the year, because the insufficient withholding of
personal income tax payments in 1968 increased final settlements in the
first half of 1969. A correction for the bunching of these payments would
show that the surplus stayed within a fairly narrow range during the year.
(Year-to-year changes in the surplus are shown in Chart 3.)

MONETARY RESTRAINT

Last February, Chairman Martin described the goal of Federal Reserve
policy as being "to disinflate without deflating." It was difficult to tell then,
or later in the year, however, what rate of growth in the money supply would
in fact achieve this general goal. Certainly it was necessary that the money
supply grow more slowly than the 7.2-percent increase of 1968. In the cir-
cumstances of 1969, with interest rates high and rising and with strong and
spreading expectations of inflation, businesses and families would be likely
to hold declining money balances in relation to their income. Therefore, to
bring about even a moderate slowdown in demand for goods and services
might require a very low rate of monetary growth—lower than would be
consistent with prosperity in a more stable economy. Past experience, how-
ever, threw little light on the requirements of this transitional period, and
policy had to be tentative and watchful.

During the first half of 1969 the growth of the money supply fell to a
seasonally adjusted annual rate of 4.4 percent. (Before revisions in the data
were made in late summer, the first half growth had appeared to be
lower.) For the second half the policy became even more restrictive, and
growth in the money supply was only 0.7 percent at an annual rate
(Chart 1). For the year as a whole, time and savings deposits at commer-
cial banks declined by 5.2 percent, as market interest rates rose well above
the ceiling rates that banks could pay on these deposits and thus diverted
funds to market securities.

The Federal Reserve restricted monetary growth primarily by reducing
the expansion of its monetary liabilities. Although currency outside banks
expanded during 1969 by 6.0 percent, almost as much as the 7.4 percent
expansion in 1968, total reserves of commercial banks (adjusted for changes
in reserve requirements) were practically constant for 1969, whereas they
had increased 7.8 percent for 1968. Other restrictive steps were also taken
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in April. The discount rate on loans to member banks secured by U.S.
obligations or other eligible paper was raised from 5 / 2 to 6 percent, and
reserve requirements on demand deposits at all member banks were raised
one-half of a percentage point.

THE FLOW OF CREDIT

One way in which the monetary restraint was transmitted to the economy
was through its effect on the supply of credit. Banks were less able to expand
credit through increases in the money supply. Also, as the year went on, the
combination of continued slow growth of money and rising transactions
and income lessened the inclination of individuals and businesses to reduce

TABLE 1.—Funds raised in credit markets, nonfinancial sectors, 1968—69

[Billions of dollars; seasonally adjusted annual rates]

Borrowing sector
1968

1

94.2

- 5 . 3

99.5

25.5

74.0

8.2
32.0
29.4

15.5

4.4

II

81.5

-16.2

97.7

25.5

72.2

5.5
35.6
29.1

14.2

2.0

III

117.7

26.4

91.2

2.9

88.3

12.8
39.9
33.0

14.2

2.6

IV

95.2

-9 .6

104.8

4.1

100.7

14.3
48.7
34.7

15.6

2.9

1969

1

96.3

-5 .7

101.9

5.2

96.7

12.1
47.9
30.9

15.6

5.7

II

88.8

- 9 . 2

97.9

- 9 . 6

107.5

11.8
54.4
33.1

17.1

8.2

III

Total funds raised.

Change in U.S. Government cash balance out-
side Federal Reserve

Net funds raised

U.S. Government net of cash balance

Other sectors

State and local governments-
Business
Households

Home mortgages.

Foreign

100.9

14.8

86.1

.3

85.8

7.4
45.1
28.1

15.6

5.2

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

Source: Board of Governors of the Federal Reserve System.

their money balances further in order to acquire other financial assets.
Whereas earlier the restraint on bank lending could be made up by more
borrowing from other lenders who started the year with ample liquidity,
this solution became more difficult as the year progressed. The tightening
of credit supplies affected borrowing on the open market as well as through
financial intermediaries. As a result, by the third quarter of 1969 total
funds raised in credit markets, net of changes in Treasury cash at commercial
banks, were nearly 20 percent less, seasonally adjusted, than in the fourth
quarter of 1968 (Table 1). Most of this decline came in the third quarter.

A dramatic turnabout was made, of course, by the Federal Government.
On a seasonally adjusted net basis, it changed from a heavy borrower in the
first half of 1968 to a moderate borrower through the first quarter of 1969,
then to a substantial lender in the second quarter; in the third quarter it
borrowed only a small amount on a net basis. As a result, even though the
net funds raised by all sectors declined in the second quarter of 1969, the
net funds raised by borrowers other than the Federal Government actually
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increased. In the third quarter, however, when the Federal Government
was not active in the market on a net basis, borrowing of all other sectors
declined and, consequently, total net funds obtained fell sharply.

This restraint in the amount of credit being supplied occurred in
the face of an unusually strong private demand for credit. In addition to
the strong demand which ordinarily accompanies a high level of economic
activity, the expectation of more inflation acted as a further stimulus
to borrowing. The fact that inflation had been accelerating since
1965 intensified expectations of future price increases. Individuals and
businesses, seeing an opportunity to invest in real assets that would be ex-
pected to increase in money value with inflation, were eager to borrow in
the expectation of repaying with dollars of reduced purchasing power. They
were willing to pay high interest rates because they believed that inflation
would substantially reduce the real cost of those rates. On a loan made
at the beginning of a year at an 8-percent interest rate and repaid at the
end of a year in which prices have risen by 4 percent, the return on the loan
in real purchasing power is, of course, about 4 percent.

In these circumstances interest rates would have risen even if the money
supply had continued to rise rapidly, as happened in 1968. But the curtail-
ment of monetary expansion in 1969, and the curtailment of the supply of
credit that accompanied it, temporarily raised interest rates even more.
Until the slowdown of monetary expansion could reduce economic expan-
sion and lessen the expectation of inflation, an extraordinary demand for
credit would collide with a more restricted supply, and interest rates would
soar.

In fact interest rates did soar in 1969 (Chart 4). By the end of 1969, most
interest rates had climbed around 4 percentage points above their 1965 level.
One must consult records for the Civil War and earlier to find comparable
interest rates. And the steepness of the advance, on long-term as well as
short-term securities, may well have been unprecedented.

The high interest rates of 1969 substantially altered financial flows, in
large part because legal ceilings put some borrowers at a disadvantage and
shunted funds to unrestricted parts of the market. Ceilings on deposit in-
terest rates were particularly important. The maximum interest rates that
banks could pay on time and savings accounts and on certificates of deposit
had not been changed since April 1968, while market interest rates increased
sharply. As a result, commercial banks could not compete, and large
certificates of deposit outstanding fell from $22.8 billion at the end of 1968
to $14.7 billion at the end of June, and to $10.8 billion at year-end 1969.
(The ceiling rates were adjusted upward in January 1970.)

The two other financial institutions subject to deposit-rate ceilings,
mutual savings banks and savings and loan associations, also felt the compe-
tition for funds. They experienced heavy withdrawals, and their net growth
declined substantially. Time and savings deposits which the public held with

35

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



Chart 4
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all deposit-type financial institutions grew by $33.1 billion in 1968 but de-
clined by $20.5 billion at an annual rate during the third quarter of 1969.
Life insurance companies also faced heavy demands for automatic policy
loans, since the standard 5-percent rate on such loans became a bargain as
other interest rates rose.

TABLE 2.—Changes in deposits and selected nondeposit sources of bank funds, 1968-69

[Billions of dollars]

Selected source of bank funds

Commercial bank time and savings deposits

Negotiable certificates of deposit _
Other time and savings deposits _

Selected nondeposit sources of bank funds

Euro-dollar borrowing3

Direct foreign borrowing4

Commercial paper5 _ . . . .
L o a n R P V

\

Change from preceding period

1968

22.2

2.8
19.4

0)
1.8

0)

8

1969

-10 .8

-12 .0
1.2

13.0

7.0
1.7
4.2

.2

1969, not seasonally adjusted

1

- 0 . 4

- 4 . 0
3.6

II

- 2 . 6

- 3 . 5
.9

210.2

3.6 3.6
2 1.0
21.2

2 . 8

III

- 6 . 3

- 3 . 6
- 2 . 7

2.2

1.1
.1

1.4
- . 3

IV

- 1 . 5

- . 9
- . 6

.6

- 1 . 3
.5

1.6

1 Not available.
2 Change during first half of 1969.
s Bank liabilities to foreign branches.
* Euro-dollars borrowed directly or through brokers and dealers, and liabilities to banks' own branches in U.S. terri-

tories and possessions.
5 Paper issued by a bank holding company, affiliate, or subsidiary.
« Loans or participations in pools of loans sold under repurchase agreements to other than banks and other than

affiliates or subsidiaries.

Source: Board of Governors of the Federal Reserve System.

Commercial banks were able to offset deposit withdrawals at first by
tapping other sources of funds. They borrowed more heavily in the Euro-
dollar market, negotiated repurchase agreements of their loans with corpo-
rations, and expanded commercial paper issued by subsidiaries and affiliates.
In total, as shown in Table 2, banks raised about $10.2 billion by these
devices during the first half of 1969.

Later in the year the Federal Reserve took steps to make the use of these
sources more expensive to banks. Most repurchase agreements had to be
treated like deposits after August 27 and were thus subjected to reserve
requirements and interest-rate ceilings. In effect, this prohibited their further
use. Euro-dollar borrowings above May levels were also subjected to reserve
requirements beginning in September. Banks did not raise additional
funds from these sources after midyear. Commercial paper sales continued
to grow, however, and provided $3.0 billion more in the second half.
(Recent proposals, not yet effective, would bring these sales under either
reserve requirements or interest rate ceilings, or both.) To meet heavy
demands for loans, commercial banks also sold U.S. and municipal securities,
depressing the bond market, and they traded actively in the Federal
funds market. With time deposits declining and nondeposit sources of
funds quite costly, large commercial banks made the terms of their lend-
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ing more restrictive, and the expansion of business loans slowed significantly
after midyear.

The funds withdrawn from or not placed in banks or other financial
institutions were not lost to the supply of credit. Funds returned by way
of the open market. This can be seen in the shift in the compo-
sition of assets acquired by households and nonfinancial businesses. House-
holds accumulated only $2.1 billion in money and savings deposits at a
seasonally adjusted annual rate during the third quarter of 1969, far below
usual amounts, and diverted their savings increasingly into market instru-
ments because of the much higher yields. They invested at an annual rate of
$29.1 billion in all credit market instruments in the third quarter of 1969,
well above any quarterly rate in recent years. Most of this was accounted
for by the purchase of $27.4 billion of U.S. Government and agency securi-
ties. Nonfinancial corporations withdrew funds from time deposits at an
annual rate of $12.3 billion in the third quarter of 1969 and purchased $13.3
billion (annual rate) of commercial paper.

TABLE 3.—Sources and uses of funds, nonfarm nonfinancial corporate business, 1968—69
[Billions of dollars; seasonally adjusted annual rates]

Source or use of funds

Sources, total

Internal funds
Credit market instruments _ .

Stocks
Bonds and mortgages
Bank loans ___
Other loans .

Trade debt and tax liability .
Other liabilities

Uses, total

Acquisition of financial assets:
Liquid assets
Consumer and trade credit
Other assets . _ _

Capital expenditures-

Discrepancy (sources less uses) __ ___ . _

1968

1

109.9

59.1
25.7

1.3
16.4
3.7
4.4

18.9
6.2

102.7

13.7
16.9
1.4

70.7

7.2

II

101.3

63.9
26.6

- 6
18.3
6.7
2.2

2.9
7.9

93 4

8.4
10.4

- 2 . 3

76.9

8.1

III

110.5

65.3
31.1

- 1 . 9
18.0
9.8
5.1

6.0
8.1

104.7

13.5
18.5

- 3 . 5

76.2

5.7

IV

118.9

64.1
40.7

- 2 . 2
22.2
18.2
2.6

8.3
5.8

112.4

4.5
19.6
4.6

83.7

6.5

1969

1

118.0

62.9
38.7

.1
20.1
12.7
5.9

8.4
8.0

111.6

8.0
15.7
3.2

84.7

6.4

II

114.0

62.7
43.6

2.4
16.1
12.6
12.5

4.6
3.1

107.3

1.8
15.6
4.1

85.8

6.7

III

108.6

62.9
36.2

1.6
15.7
7.8

11.1

7.8
1.7

103.6

- 6 . 1
17.1
2.9

89.7

5.0

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

Source: Board of Governors of the Federal Reserve System.

Businesses which could borrow on the open market were able to meet
their credit needs despite this shift in fund flows from financial intermediaries
to credit market instruments. Although the third quarter of 1969 saw a
decline in the funds raised by businesses in credit markets compared with
the second quarter, the total of funds raised represented an annual rate
higher than during most of 1968. Businesses expanded capital expenditures
steadily during the first 3 quarters of 1969 despite little increase in the
generation of funds internally and a decline in their borrowing from banks
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(Table 3). They made up the difference in large part by selling liquid
assets. In the third quarter, nonfinancial corporations sold liquid assets at
an annual rate of $6.1 billion, whereas these corporations are typically net
purchasers of liquid assets, often by substantial amounts.

For the housing sector the job of tapping the open market to find the
funds no longer available through private financial intermediaries fell upon
federally sponsored agencies, chiefly the Federal National Mortgage As-
sociation and Federal Home Loan Banks. These agencies stepped up their
support of the mortgage market substantially. Their annual rate of support
for residential and farm mortgages, furnished either directly by purchases
of mortgages or indirectly through loans to savings and loan associations,
increased from $3.0 billion in all of 1968 to a $10.3 billion annual rate in the
third quarter of 1969. This represented 47 percent of the total supply of
noncommercial mortgages, as compared with 14 percent in 1968. Despite
this increased assistance, the growth of total mortgage credit declined in
the fourth quarter.

The support of mortgages by federally sponsored agencies was financed
by issuing securities, which competed with other financial assets and to some
extent depleted private sources supplying the mortgage market. Total issues
of sponsored Federal credit agencies, made mainly for mortgages, rose from
$3.2 billion in 1968 to a $12.3 billion annual rate in the third quarter of 1969.

The largest and earliest decline in net funds raised outside of the Federal
Government was experienced by State and local governments. By the third
quarter their acquisition of credit was one-fourth below the 1968 rate. Many
States and localities were prevented from borrowing in 1969 by legal
ceilings on the interest rates they could pay. Also, during parts of the year
the market was disturbed by uncertainty about possible changes in the
tax status of State and local securities in addition to heavy selling of these
securities by commercial banks.

THE DEMAND FOR OUTPUT

The policies of fiscal and monetary restraint and the associated credit
stringency, described earlier, affected the behavior of the economy by
slowing down the total demand for output.

Total expenditure for goods and services (gross national product or
GNP) rose $67 billion from 1968 to 1969, when it reached $932 billion.
This was an increase of 7.7 percent as compared with the 9.1 percent rise
from 1967 to 1968 (Table 4).

A major factor in the slower growth of spending was the slower increase
of Federal purchases, mainly for defense. In fact, GNP other than Federal
purchases rose as much in 1969 as in the preceding year. The most
marked shift within the non-Federal total was the much larger increase in
business fixed investment and the much smaller increase in residential
construction than had occurred in the preceding year. These movements
were at least partly related. The large absorption of funds to finance business
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TABLE 4.—Changes in gross national product and components, 1968—69

[Billions of dollars]

Component

Change from preceding period

1968

72.2

8.8

63.4

11.4

10.4

5.1
5.2

44.3

- 2 . 7

- . 1

19691

66.6

2.5

64.1

12.0

12.5

10.5
2.0

39.4

- . 4

.7

1969,<

1

16.2

- . 3

16.5

3.7

5.2

3.8
1.4

11.3

.3

- 3 . 9

easonally adjusted annual
rates

II

16.1

- 1 . 0

17.1

3.8

1.9

2.5
- . 6

10.8

.1

.3

III

18.0

2.6

15.4

1.5

2.0

3.3
- 1 . 3

7.0

1.1

3.8

IV i

10.3

- . 5

10.8

2.4

2.0

1.9
.2

9.4

- . 1

- 2 . 9

Gross national product

Federal Government purchases

Non-Federal purchases

State and local government purchases.

Fixed investment

Nonresidential
Residential structures..

Personal consumption expenditures.

Net exports of goods and services._.

Change in business inventories

1 Preliminary.

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

Source: Department of Commerce.

investment, together with tightening monetary conditions, meant that less
funds were available to finance residential construction. Monetary restraint
also had some effect on State and local government purchases, which none-
theless continued to rise at a much higher rate than GNP.

The main categories of GNP other than Federal purchases and net
exports are reviewed below. Exports and imports are discussed in Chapter 5.

Fixed Investment by Business

Business demand for plant and equipment was strong throughout 1969
and offered stubborn resistance to restraint even though the rate of
expansion moderated within the year. The 12-percent increase in invest-
ment over that of 1968 was the eighth annual advance in a row, marking
the longest sustained increase since before World War I. However, business-
men spent less than they had anticipated in the February 1969 Commerce-
SEC annual survey of investment plans.

The rise in investment during 1969 was an extension of a recovery that
started haltingly in late 1967 and early 1968 but gathered momentum from
the upsurge in sales and profits in the first half of 1968. The surtax on cor-
porations resulting from the passage of the tax increase in mid-1968 did not
seem to have much impact on the developing investment expansion, per-
haps in part because the tax rise was small and was expected to be tem-
porary. During the second half of 1968, the financing of these programs was
facilitated when the monetary authorities shifted to an easier policy and the
Federal deficit declined sharply, making additional funds available for the

40

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



private sector. At the end of 1968 businessmen projected for the first half of
1969 one of the largest half-year increases ever recorded in the Commerce-
SEC survey.

Several influences that should have inhibited business investment emerged
in 1969, although at best they served only to slow down the increase in the
second half. They included the shift to monetary restraint and the rapid rise
in interest costs; the tapering in the expansion of demand and output,
and the emergence of excess plant capacity in a number of industries; the
decline in book profits after the second quarter; and the proposed repeal
of the investment tax credit announced on April 21, 1969, although this
move could not have greatly affected spending until late in the year because
of the sizable backlog of equipment orders that existed in mid-April. In any
event, speculation that the termination of the investment tax credit might be
in the Administration's proposals led to an upsurge in order placements
immediately prior to April 21, as businessmen acted to take advantage of the
credit while it was still allowed.

Although their spending fell somewhat short of expectations in the first
half of the year, businessmen forged ahead with their investment programs
as 1969 progressed. New appropriations by manufacturers and new projects
started by manufacturers and public utilities rose through the third quarter.
And at the end of 1969, businessmen reporting in the Commerce-SEC survey
were once again projecting a substantial increase in expenditures in the
coming year.

The industrial composition of investment provides a clue to the strength of
business investment. Over the past few years the demand for capital goods by
electric and gas utilities and telephone companies has been exceptionally
strong. In contrast to other groups, investment in these industries has in-
creased steadily and substantially each year. Several successive years of
sharply rising demand have strained facilities, and the service failures that
have appeared in particular areas have accentuated the need for additional
capacity. High interest rates have not seriously deterred these industries
from investment because they must meet demands for service and because
the regulatory authorities permit such cost increases to be reflected in higher
rates. Actual spending by these firms rose sharply in 1969, and their planned
spending is a major source of strength in the near-term investment outlook.

Housing

Housing in 1969 showed the effects of disrupted capital markets and
high interest rates. Private nonfarm housing starts, at about 1.45 million
units for the year as a whole, were unchanged from 1968, but they declined
irregularly from an early 1969 peak. Expenditures for the full year were 6^4
percent greater than in 1968, but the increase was due almost entirely to
higher prices. During the year, private housing outlays declined 6.7 percent
(annual rate) from the first to the fourth quarter, and this decline was a
major reason for the dampening in the rise of aggregate demand.
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Homebuilding never did recover fully from the effects of the credit
stringency of 1966. The housing upturn in 1967 came to a temporary halt
in the first half of 1968 because of rising interest rates. Since housing starts
from 1966 to 1968 fell considerably below the number needed to satisfy the
requirements created by new households and the replacement of obsolete
units, a substantial backlog in demand built up. Vacancy rates continued to
be low, prices for new and existing homes recorded sharp increases, and rents
rose at an accelerated rate.

In the second half of 1968, the somewhat easier credit market conditions
that followed enactment of the surtax led to a pronounced pickup in private
nonfarm starts. From a seasonally adjusted annual rate of 1.4 million units in
the second quarter of 1968 they rose to 1.7 million in the first quarter of
1969. However, this upsurge in starts was also short lived. The slower mone-
tary growth near the beginning of 1969 was followed by a further rise in
what were already high interest rates. Some lending institutions shifted from
mortgages to more lucrative investments, and most experienced much less
favorable savings flows. The further sharp tightening by the monetary
authorities after mid-1969 hampered housing. As was indicated earlier, the
thrift institutions, which are important in mortgage financing, were handi-
capped in their attempt to compete for savings. These institutions experi-
enced large outflows of savings because depositors sought the higher yields
available on market securities. After starts had fallen to a 1.5 million unit
rate in the second quarter, they declined to 1.4 million units in the third and
1.3 million in the fourth.

Partly in an effort to support homebuilding, the Administration took
several steps to alter supply and demand conditions in ways that would curb
inflationary trends in construction (including the homebuilding industry).
Early in the year, lumber and plywood prices rose sharply as a result of tight
supply conditions and the expectation of further tightness. The Government
curtailed its own purchases and initiated measures to increase the supply of
timber from the national forests. These actions played a part in the sharp
retreat of lumber and plywood prices from their speculative peaks.

Increases in construction wage rates were very pronounced in 1969, with
collective bargaining agreements commonly calling for rises in excess of 12
percent per year for 2 or 3 years. These increases and the consequent ad-
vances in costs made it even more difficult to sustain an already weak resi-
dential construction industry. Moreover, building such large wage increases
into costs for future years raised the danger that the entire construction in-
dustry would be left stranded by excessive costs when inflation abated. There
was also concern that the exceptional wage increases in this industry would
set an example that might be followed in other industries.

On September 4, the President announced a program to attack the in-
flationary aspects of construction wage settlements.

1. The Federal Government would cut new contracts for direct Federal
construction by 75 percent, with the cut to continue until conditions eased
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in the economy or in the construction industry. If that limitation were to
remain in effect through fiscal 1970, it would reduce contract awards by $1.8
billion.

2. State and local governments were requested to cut their new construc-
tion contracts voluntarily. If not enough voluntary restraint was forthcoming,
the Administration would consider a reduction in Federal grants for con-
struction.

3. Private business was requested to cooperate in restricting nonresiden-
tial construction.

4. The Departments of Labor and of Health, Education, and Welfare were
directed to apply more of their manpower training programs to increasing
the number of skilled construction workers.

5. A Cabinet Committee on Construction, headed by the Chairman of the
Council of Economic Advisers, was established to develop long- and short-
range programs for analyzing problems in the construction industry.

On September 22, the President established a tripartite Construction In-
dustry Collective Bargaining Commission to consider solutions to a number
of labor-management and manpower problems in the industry, including
productivity, seasonally, settlement of disputes, and the training of labor.

Consumer Income and Spending

Personal income rose $59 billion, or 8.6 percent, from 1968 to 1969 (Table
5). There were large increases in payrolls and incomes from property, and
still larger percentage rises in transfer payments (such as payments for Social
Security, Medicare, and veterans benefits).

Personal taxes rose last year by $20 billion, or 20 percent, an even greater
increase than from 1967 to 1968, when the surtax went into effect. Last year

TABLE 5.—Changes in personal income, taxes, and saving, 1967—69

Period

1967
1968
1969 2

1967: Second half

1968: First half
Second half

1969: First half...
Second half2

Change from preceding period (billions of dollars)

Personal
income

42.2
58.5
59.2

Personal
tax and
nontax

payments

7.5
15.0
19.6

Disposable
personal
income

34.6
43.5
39.6

Personal
consump-
tion ex-

penditures

26.0
44.3
39.4

Personal
saving l

7.9
- 2 . 0
- . 8

Seasonally adjusted annual rates

21.5

32.0
31.4

28.8
29.3

4.4

5.9
13.8

11.6
2.2

17.0

26.2
17.6

17.3
26.9

13.8

26.2
22.4

19.6
17.1

3.1

—.8
- 5 . 5

—2.7
9.5

Saving rate
for period
(percent)

7.4
6.5
6.0

7.5

7.1
5.9

5.3
6.6

and
Disposable personal income less personal outlays (personal consumption expenditures, interest paid by consumers,
I personal transfer payments to foreigners).

Preliminary.

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

Source: Department of Commerce.
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was the first full year of the surtax; for this reason surtax liabilites were
higher, rising from 7/2 to 10 percent. In addition, 1969 tax payments were
unusually high because of the underwithholding of taxes in 1968. Because
of the substantial increase in taxes, personal disposable (after-tax) income
rose only 6.7 percent, the smallest percentage advance in 6 years.

Consumer spending rose more rapidly than disposable income from 1968
to 1969. The pattern of consumer expenditures within the year was par-
ticularly interesting for the light it threw on the impact of the surtax. When
the surtax was imposed in mid-1968, it was recognized that some of its
effects might be offset if consumers decided to reduce their rate of saving.
For reasons that are still not entirely clear, the rate of saving had been
rather high for almost 2 years before the tax increase was enacted.
Furthermore, there was always the possibility that consumers might
be slow in adjusting their expenditures to an anticipated change in dis-
posable income, especially if they regarded the surtax as temporary. As
it turned out, consumers did reduce their rate of saving—but to an extent
that was much greater than anticipated.

The imposition of the tax had little immediate impact on consumer
spending. In the third quarter of 1968, spending rose sharply, and the saving
rate fell; not until the fourth quarter did spending show signs of slowing
down. At the start of 1969, many analysts counted on the slowdown in con-
sumer spending that had finally emerged in the fourth quarter of 1968 to
continue in the first half of 1969, particularly since consumers had heavy tax
payments to make on their 1968 liabilities and since Social Security taxes
were increased at the start of the year. In fact, however, consumer spending
rose sharply in both the first and second quarters, despite the slow expansion
in disposable income. The personal saving rate fell to exceptionally low
levels. Helping to explain the high rate of spending relative to disposable
income in 1968 and 1969 was the rapid monetary expansion and the sub-
stantial accumulation of liquid assets that preceded these 2 years.
The liquidity of households increased at very rapid rates throughout 1967
and 1968. The process of attempting to adjust these liquid asset holdings to
normal levels may have contributed to the heavy consumer spending in 1968
and the first half of 1969, as it did in the case of business investment.

During the second half of 1969, increasing concern over the economic
outlook, which showed up in a number of surveys of consumer sentiment,
was reflected in a more subdued pace of consumer spending and a rise
in the saving rate. Spending for durable goods edged down, bringing to a
halt a rise that had started in the summer of 1967. Auto purchases showed
considerable weakness late in the year, as a result of which auto producers
made substantial cuts in production.

State and Local Purchases

State and local government purchases, with a 12-percent increase, showed
the largest percentage advance of any of the major demand components in
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1969. The somewhat slower rise as compared with the increases from 1966
to 1968 was the result of credit tightness. Several State and local jurisdic-
tions either found it impossible to sell securities because of statutory ceilings
on interest rates or decided to postpone new bond issues because of high rates.
Hardest hit was construction, which accounts for about one-fourth of State
and local government purchases, and which rose very little after annual in-
creases of about 10 percent in the 3 preceding years. The Administration's
request to State and local governments in September to curb construction
came too late in the year to influence 1969 outlays significantly.

Inventory Investment

Investment in business inventories totaled $8 billion last year—about
as much as the year before. Businessmen tended to be cautious in
their inventory policies, possibly because of the high cost of borrowed money
and uncertainties over the sales outlook. Accumulation was moderate in
the first half, but during the third quarter there was some evidence that
unwanted stocks were piling up. However, the actual rate of accumulation
apparently fell in the final quarter as steps were taken to adjust production.
A good part of the swing in inventory accumulation centered in the auto-
mobile industry.

SHARES IN THE NATIONAL INCOME

The value of the Nation's production can also be measured by the na-
tional income, which is obtained by adding up all of the incomes earned in
current production—wages and salaries, corporate profits, proprietors' in-
comes, net interest, and rental incomes of persons. Since incomes are the fac-
tor costs of production, an analysis of them is particularly instructive in a
time of inflation. It provides a useful backdrop for the discussion of the labor
market, profits, and prices that follows.

The 1969 rise in employee compensation, approximately 10 percent,
matched the large increase from 1967 to 1968. The combination of higher
employment and substantial increases in rates of pay resulted in the largest
percentage increase in private payrolls since 1951. Government payrolls
grew less rapidly than in the preceding year, mainly because the growth in
employment slowed. The slowdown in military payrolls was especially
pronounced because for the first time since 1965 the size of the Armed
Forces showed no increase. The rise in Federal civilian employment was
deliberately held down as a measure of restraint. Growth in State and local
government employment remained substantial, but its rate of increase fell
for the third year in a row.

In 1969, the national income accounts measure of corporate profits (that
is, adjusted to exclude inventory profits) was slightly above the 1968 total.
However, according to preliminary data, profits declined in each quarter
of 1969, continuing a movement that started in late 1968. Book profits (in-
cluding inventory profits) made a better showing in 1969 than the national
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income version; the rise from 1968 came to $3 billion, bringing the total to
more than $94 billion. After-tax profits rose $1 billion to a new peak, the
repeal of the investment tax credit adding $% billion to 1969 tax liabilities.
Corporations increased dividends more than after-tax profits rose so that
undistributed profits edged down.

Both farm and nonfarm proprietors experienced increased incomes in
1969. Large increases in farm prices helped raise the total net income of farm
proprietors by $1.5 billion. Last year's income of about $1-6 billion was
the same as the 1966 total, which in turn was the highest since 1948.
Cash receipts from marketings of livestock and livestock products were
bolstered by a 12-percent price rise that reflected a continued increase in
consumer demand for meat coupled with only moderate increases in market
supplies and in imports, which are limited by voluntary restraints. In the
case of crops, however, another record harvest, combined with big carryovers
of grains and soybeans, resulted in a 3-percent decline in prices. Direct
Government payments totaled about $3% billion last year, up $5/3 billion
from 1968. They accounted, as in 1968, for 6 percent of the cash receipts
from farm marketings.

Inflation had an important effect on farm expenses as well as on receipts
last year. Prices were higher for all major inputs except fertilizers. Sharp
increases were recorded for farm wage rates, which were up 10 percent from
1968. Because the number of hired farmworkers dropped, however, total cash
wages showed an increase of 6 percent over the 1968 figure.

THE LABOR MARKET

The pressures of excess demand that the economy has experienced most
of the time since 1966 have been nowhere more evident than in the labor
market. The tight market that prevailed during most of 1969 showed
up in many different ways. For the year as a whole, the unemployment rate
was the lowest since 1953. In response to the heavy demand for workers,
there was an abnormally large increase in the civilian labor force; the num-
ber of persons employed rose by 2 million to a record 77.9 million. The
workweek remained long. Wage rates continued their rapid advance, and
the rise in productivity came to a halt. Within the year, labor demand was
less intense in the second half than in the first.

Employment

The increase of 2 million persons in the civilian labor force was not only
some 600,000 greater than the average rise of the 5 preceding years, but it
was the largest since 1946-47, after the demobilization of the Armed Forces.
With their unemployment rates extremely low and labor force participation
rates already high, adult men accounted for a significantly smaller propor-
tion of the increase in total employment than in the 2 preceding years. Adult
women and teenagers, apparently attracted by the ease of finding jobs, ac-

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



counted for about three-fourths of the employment rise, a much larger pro-
portion than in 1967 and 1968, when employment increases were not so
great (Table 6). A large proportion of the jobs that women and young
persons found last year were part-time jobs, which have been growing in
importance over the past several years.

TABLE 6.—Changes in civilian employment and distribution of change, 1965—69

Year

Change from preceding year

Total
employment

Both sexes
16-19 years

Females
20 years
and over

Males
20 years
and over

Thousands of persons

1965.
1966.
1967.
1968.
1969.

1,783
1,807
1,477
1,548
1,982

520
685

-39
98

337

727
877
890
884

1,116

536
245
626
566
529

Percentage distribution of change

1965..
1966.
1967.
1968.
1969.

100.0
100.0
100.0
100.0
100.0

29.2
37.9

-2 .6
6.3

17.0

40.8
48.5
60.3
57.1
56.3

30.1
13.6
42.4
36.6
26.7

Note.—Detail will not necessarily add to totals because of rounding.
Source: Department of Labor.

The long-term downward trend in agricultural employment, which had
slowed markedly in 1967 and 1968, accelerated in 1969. All of the major in-
dustry divisions in the nonagricultural sector recorded employment in-
creases, but most of the gains were outside manufacturing, increases in con-
struction and retail trade being especially noteworthy. The rise in manufac-
turing employment was moderate, far below the advances in 1965 and 1966
when the buildup for the Vietnam War was underway.

Unemployment

The average number of persons out of work in 1969 was almost the same
as in 1968, and the unemployment rate edged down from 3.6 percent to
3.5 percent of the labor force. Most groups experienced decreased rates. The
shortage of adult male workers, who account for nearly 60 percent of total
employment and constitute the mainstay of the labor force, was especially
evident last year. Their unemployment rate fell from 2.2 to 2.1 percent—
the lowest for any year in the postwar period. Last year's 12.2 percent rate
for teenagers was the lowest since 1957, and the 6.4 percent rate for Negroes
and other nonwhite races combined showed a decline. Decreases occurred in
the relatively unskilled occupations, but they were also significant among
craftsmen and foremen (Table 7).
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TABLE 7.—Selected unemployment rates, 1961 and 1965-69

[Percent]

Group of workers

All workers.

Sex and age:
Both sexes 16-19 years....
Men 20 years and over

Women 20 years and over-

Race:
White
Negro and other racesSelected groups:
White collar workers.
Blue collar workers. _

Craftsmen and foremen.
Operatives
Nonfarm laborers

Private wage and salary workers in nonagricultural
industries..

Construction...
Manufacturing.

1961

6.7

16.8
5.7
6.3

6.0
12.4

3.3
9.2

6.3
9.6
14.7

7.5

15.7
7.7

1965

4.5

14.8
3.2
4.5

4.1
8.1

2.3
5.3

3.6
5.5
8.6

4.6

10.1
4.0

1966

3.8

12.8
2.5
3.8

3.4
7.3

2.0
4.2

2.8
4.3
7.4

3.8

8.1
3.2

1967

3.8

12.8
2.3
4.2

3.4
7.4

2.2
4.4

2.5
5.0
7.6

3.9

7.4
3.7

1968

3.6

12.7
2.2
3.8

3.2
6.7

2.0
4.1

2.4
4.5
7.2

3.6

6.9
3.3

1969

3.5

12.2
2.1
3.7

3.1
6.4

2.1
3.9

2.2
4.4
6.7

3.5

6.0
3.3

Source: Department of Labor.

Although the demand for labor was strong through the year, it showed
some easing as the year .progressed, notably after midyear. In nonfarm
establishments, employment increases, which had averaged 700,000 per
quarter in the first half, fell to 300,000 per quarter in the second half. The
length of the workweek in private nonfarm industries fell noticeably in the
final quarter after remaining high and remarkably steady through Septem-
ber. The unemployment rate rose from 3.3 percent in the first quarter to 3.5
percent in the second and edged up further in the second half, showing little
change, on average, from the third to the fourth quarter (Chart 5).

Productivity Changes

Output per man-hour for all employees in the private nonfarm sector
recorded no change from 1968 to 1969. This was the poorest performance
for productivity growth since the mid-1950's. The absence of comprehensive
and detailed data makes it difficult to specify the reasons for this poor
showing. The explanation probably involves two factors which differed in
importance from industry to industry and time to time. One is that the
slower rate of increase of demand and output itself limited the gains of pro-
ductivity. Employers not only retained staff, technical, and other "overhead"
workers as they usually do; they also expanded their work forces despite
the slower sales rise in order to be prepared for a future higher level of
demand. The consequence of combining this with slow growth of current
output was a poor performance of output per man-hour. The other
explanation is that productivity was limited by the shortage of labor, as evi-
denced by the low unemployment rates, especially for experienced workers.
Employers were forced to turn to marginal workers such as teenagers and
housewives, most of whom have relatively little work experience and a lower
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Chart 5
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•UNEMPLOYMENT AS PERCENT OF CIVILIAN LABOR FORCE.
SOURCE: DEPARTMENT OF LABOR.

than average rate of productivity. Probably also as a result of labor shortage,
absenteeism and turnover were both unusually high, which depressed pro-
ductivity. Finally, under the conditions that prevailed in 1969, delays in
the delivery of materials and equipment were common, especially in the
capital goods sector, and production schedules were hard to maintain, at
least through the summer.

Wage Changes

Since the demand for labor in recent years has been strong in relation
to supply at existing wage rates, labor has been in a position to win
large gains in hourly compensation. During this period, the rapid rise
in living costs and expectations of further increases in the cost of living have
added to labor's wage demands. Employers have bid up wages because of
their own expectations that higher costs could readily be passed on in the
form of higher prices.

Increases in average hourly earnings, excluding fringe benefits, were again
very large in 1969 (Table 8). In construction and mining, where the de-
mand for labor was extremely strong, hourly earnings showed their sharpest
gains since 1951. In manufacturing, where the increase in labor demand
was more moderate, the rise in earnings fell a little short of the increases in
1968.
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TABLE 8.—Increases in average gross hourly earnings of private nonagricultural production or
nonsupervisory workers since 1960

Industry

Percentage change per year

1960
to

1964

1964
to

1965

1965
to

1966

1966
to

1967

1967
to

1968

1968
to

19691

Total private 2..

Mining
Contract construction.
Manufacturing

Durable goods
Nondurable goods..

Wholesale and retail trade..

Wholesale trade.
Retail trade

Finance, insurance, and real estate.

3.1

1.9
3.6
2.9

2.8
2.8

3.5

3.0
3.6

3.3

3.8

3.9
4.2
3.2

3.0
3.1

3.6

3.6
4.0

3.9

4.5

4.5
5.1
4.2

3.9
3.8

4.9

4.6
4.9

3.3

4.7

4.6
5.7
4.0

3.4
4.9

5.2

5.5
5.2

4.5

6.3

5.0
7.1
6.4

6.3
6.6

7.1

5.9
7.5

6.6

6.7

7.2
8.4
6.0

6.0
6.2

6.7

5.9
6.5

6.2

* Preliminary.
2 Includes transportation and public utilities and services, not shown separately in this table.
Note.—Data relate to production workers in mining and manufacturing, to construction workers in contract construe-

tion, and, generally, to nonsupervisory workers in all other industries.

Source: Department of Labor.

TABLE 9.—Wage and benefit decisions, 1965-69

Measure

Major collective bargaining situations: 2

Wage and benefit changes (packages):
Equal t imings.. .
Time weighted (actual timing)^

Negotiated wage-rate increases averaged over life of
contract:

All industries

Manufacturing
Nonmanufacturing.

Negotiated first-year wage-rate increases:
All industries

Manufacturing
Nonmanufacturing.

Wage increases in manufacturing:

All establishments _

Union establishments
Nonunion establishments-

Median annual rate of increase in decisions reached in—

1965

3.3
(5)

<»3.3

8
3.9

4.1
3.7

3.7

3.6
4.0

1966

4.0
4.7

3.9

3.8
3.9

4.8

4.2
5.0

4.2

4.1
4.4

1967

5.2
5.5

5.0

5.1
5.0

5.7

6.4
5.0

5.3

5.5
5.0

1968

6.0
6.6

5.2

4.9
5.9

7.2

6.9
7.5

6.0

6.5
5.0

19691

7.4
8.2

7.1

5.9
8.8

8.3

7.1
10.5

76.2

76.9
75.8

1 Preliminary.
2 Except for packages, data are for contracts affecting 1,000 workers or more. Package cost estimates are limited to settle-

ments affecting 5,000 workers or more (10,000 in 1965). The package cost of a few settlements affecting relatively few
workers has not been determined.

3 Based on estimated increases in hourly costs at end of contract period and assumes equal spacing of wage and benefit
changes over life of contract.

* Takes account of actual effective dates of wage and benefit changes.
* Not available.
6 Based on settlements affecting 10,000 workers or more.
7 Data not available for year 1969; data apply to first 9 months of 1969.
Note.—Possible increases in wages resulting from cost-of-living escalator adjustments (except those guaranteed in the

contracts) were omitted.

Source: Department of Labor.
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Although 1969 was not a year of collective bargaining agreements on an
extensive or major scale, the increase in wage rates and benefits won by
unions was considerably above their gains in 1968. Pay raises were not only
much larger in nonmanuf acturing industries than in manufacturing—as was
true in 1968—but the acceleration in comparison with that in the preced-
ing year was also much greater in nonmanuf acturing (Table 9). As in
earlier years, "front-end loading" was common last year. This is the prac-
tice of concentrating a pay raise in the first year of a contract covering more
than 1 year. It reflects attempts by unions to make up quickly for the erosion
of prior wage gains because of rising living costs.

The combination of higher hourly compensation and no rise in pro-
ductivity resulted in a 7-percent rise in labor costs per unit of output—
the sharpest annual advance for employees in the private nonfarm sector
since 1951. It was far above the preceding year's rise of 4 percent because of
the pronounced difference in productivity performance (Chart 6). The rise
in unit labor costs continued throughout the year.

PRICE MOVEMENTS

As a result of last year's pressures in the economy, all major price indi-
cators—the comprehensive GNP price deflator, the consumer price index
(CPI) and the wholesale price index (WPI)—rose more rapidly than in
any year since 1951. Changes in GNP deflators by sector are shown in Table
10 while changes in the CPI and WPI are shown in Table 12.

The rise in the GNP deflator was intensified by the sharp advance in farm
prices and by continued large increases in pay scales for Government workers
and members of the Armed Forces. Although the price rise for the private
nonfarm business sector (which produces about five-sixths of the GNP) was
smaller than for the GNP as a whole, it represented a significant stepup over
the preceding year's change.

TABLE 10.—Changes in implicit price deflators for GNP, by sector, 1965-69

Producing sector

Gross national product . .

Private

Business _.

Nonfarm . . . .
Farm

Households and institutions

General government

1965
to

1966

2.7

2.6

2.4

2.0
11.5

4.9

5.1

Percentage change

1966
to

1967

3.2

2.9

2.8

3.2
- 7 . 5

6.6

5.6

1967
to

1968

4.0

3 6

3.5

3 5
3 8

7 7

7.6

1968
to

19691

4 7

4 S

4.5

4.3
7.4

4 ?

7.0

1 Preliminary.

Source: Department of Commerce.
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Chart 6

Changes in Compensation, Productivity,
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Some insight into price movements in the nonfarm business sector is pro-
vided by Table 11, which shows for nonflnancial corporations the composi-
tion of price change in terms of changes in its components—costs and profits
per unit of output. These data link the various income flows such as wages
and profits with real output. Costs and profits per unit of output are derived
by dividing each cost aggregate and aggregate profits measured in current
dollars by real output measured in 1958 prices throughout the period. The
sum of the costs and profits per unit equals price per unit, which is the de-
flator for nonflnancial corporations. (As indicated in the table, for example,
the price of a unit of output thus measured rose 4.1 cents from 1968 to 1969.)

Labor cost is the single most important component of price; in the period
from 1965 through 1969, its relative importance varied from 621/2 to 65 per-
cent of price. All other costs combined—depreciation, indirect business taxes,
and net interest—accounted for about 20 to 21 percent of price while profits
(including the inventory valuation adjustment) accounted for the remainder.

Last year, as in 1966 and 1967, increased labor costs per unit of output
were almost equal to the rise in prices. Depreciation, indirect business taxes,
and net interest also added small amounts>to the price rise. However, busi-
nessmen were only partly successful in translating unit cost increases into
higher prices, and consequently profits per unit of output edged lower. This
differed from the experience from 1967 to 1968, a period of very rapid
increase in demand, when the price advance was accompanied by larger
unit profit margins.

T A B L E 11.—Changes in current dollar costs and profits per unit of real output of nonfinancial
corporations since ,1960

[Dollars per unit of real output]

Item 1960-65
average

.007

-.002
.003
.006

1965
to
1966

—

018

018
001
001

1966
to
1967

.030

.028

.014
-.013

1967
to
1968

030

017
007
007

1968
to

19691

Total price-

Labor costs..
Other costs2.
Profits 3

.041

.038

.011
- . 0 0 8

1 Preliminary.
2 Capital consumption allowances, indirect business taxes plus transfer payments less subsidies, and net interest.
3 Before tax and including inventory valuation adjustment.
Note.—Detail will not necessarily add to totals because of rounding.
Source: Department of Commerce.

Although the price rise was substantial throughout 1969, the character
of the rise appeared to be undergoing a transition some time late in the year.
Unit costs continued to increase rapidly. With real output growing more
slowly, aggregate overhead costs became increasingly burdensome. But
demand pressures, which had been the dominant element in the price rise
earlier in the year, diminished, making it more difficult for business fully
to recoup cost increases through higher prices. However, the further narrow-
ing of unit profit margins did not prevent prices from rising sharply at the
end of the year.
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Wholesale and Retail Prices

Large increases in wholesale prices of farm products and foods and wide-
spread advances in industrial prices brought about a 4.0-percent rise in
wholesale prices from 1968 to 1969, considerably more than the 2.5-percent
rise from 1967 to 1968 (Chart 7). All of the main parts of the industrial
component increased, and for most the rises were greater than they had been
from 1967 to 1968. Increases were considerably above average for metals and
metal products, amounting to almost 6 percent, as a result of large increases
in steel and nonferrous metals prices. Prices of lumber and wood products
recorded a rise of 11 percent from 1968 to 1969 after a 13-percent advance
from 1967 to 1968.

TABLE 12.—Changes in wholesale and consumer prices, J966—69

Commodity or item group

Wholesale prices: All commodities.

Farm products
Processed foods and feeds . .
Industrial commodities

Consumer prices: All items

Food
Nonfood commodities
Services

Consumer prices: All items.

Food...
Nonfood commodities _
Services. _

1966

3.3

7.3
5.9
2.1

2.9

5.0
1.3
3.8

Percentage change (annual rate) over preceding period

1967

0.2

- 5 . 6
- 1 . 2

1.5

2.8

.9
2.5
4.4

1968

2.5

2.5
2.1
2.5

4.2

3.6
3.7
5.2

1969

4.0

6.2
5.0
3.4

5.4

5.2
4.2
7.0

1

1969

II III

Unadjusted

6.4

12.2
5.7
5.6

5.0

4.0
2.5
7.5

5.3

4.0
4.6
7.5

5.1

14.4
11.5
2.9

6.9

6.7
6.4
8.2

2.9

.7
7.6
2.2

5.8

10.4
2.4
6.6

Seasonally adjusted

6.9

7.0
5.6
8.3

5.5

6.6
3.1
6.6

4.3

3.3
1.3
5.1

5.7

3.8
6.2
6.5

5.7

7.5
4.1
6.8

Source: Department of Labor.

Industrial prices rose at a very rapid rate early in the year, showed a
declining rate of increase in the second and third quarters, and then acceler-
ated again in the final quarter, when prices advanced at an annual rate of 5.1
percent. This movement through the year was distorted to some extent by
the behavior of lumber and wood products prices, which rose very rapidly
through March and thereafter declined 18 percent, falling back almost to
the level of the preceding year. That decline followed from a weaken-
ing in demand as a result of the downturn in housing starts and from special
efforts undertaken by the Administration to improve supplies. The exclu-
sion of the lumber and wood products component from the industrial aver-
age would reduce the first quarter increase and raise the second and third.
On this basis, the increases in the first three quarters would be about the
same while the fourth quarter would represent a peak for the year.
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Chart 7
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The consumer price index rose 5.4 percent in 1969 following a 1968 ad-
vance of 4.2 percent and increases of just under 3 percent in 1966 and 1967.
All of the broad components registered sizable advances, the largest—7 per-
cent—being in services. However, the acceleration in relation to the 1968
record was attributable almost wholly to food (5.2 percent in 1969 as com-
pared with 3.6 percent in 1968) and housing (6.4 percent in 1969 as
compared with 4.2 percent in 1968).

Consumer prices rose rapidly throughout the year. The increase was
largest from the first to the second quarter, when it came to an annual
rate of almost 7 percent. However, the rise subsided a little in the third
and fourth quarters.

# # #

By the end of 1969, the first signs that the inflationary tide was no
longer rising had begun to appear. They had been slow in coming. Strong
expectations of inflation, an abundant supply of liquidity when the year
opened, and poor productivity performance all contributed to the delay in
the response to anti-inflationary policy. But there was enough response
to indicate that if the policy was continued the desired results would be
achieved. The steadfastness of policy would be tested in 1970.
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CHAPTER 2

Stabilization Policy for 1970 and Beyond

POLICY AND OUTLOOK FOR 1970

E YEAR 1970 OPENS with total demand slowed down substantially
-*- and real output approximately stable, but with prices still rising rapidly.

The objectives of policy for 1970 are to reduce the rise of prices and to revive
the growth of output. These objectives are difficult to reconcile. Measures
that would most quickly revive the growth of real output would almost
certainly accelerate the rise of prices. Measures that would assure the most
rapid stabilization of the price level would almost certainly force a sharp
contraction of production and employment. But there is a path of moderate
expansion of demand which will yield both a decline of the rate of inflation
and a resumption of growth of output. The task of economic policy in 1970
is to achieve that path.

The path of the economy in the early part of 1970 is already largely
determined. Policy actions taken in the first few months of the year will
probably not have much immediate effect. However, the course of the econ-
omy later in the year will depend heavily on policy actions still to be taken.
The policy problem for 1970 is to take actions in the first half of the year
which will place the economy on the sustainable path of moderately rising
output and significantly declining inflation in the second half. This desirable
path will also be the probable path if the policy needed is correctly identified
and carried through.

THE POLICY OBJECTIVES FOR 1970

Although the course of the economy in the early part of 1970 is already
largely determined, this is not to say that it is already known. In fact, even for
the next few months there are considerable uncertainties. A continued slow
rise of money gross national product (GNP) at about the annual rate
of the fourth quarter of 1969 seems likely. The very small monetary expan-
sion of the second half of 1969 may portend an even slower rise of GNP.
If this were about to occur in the months immediately ahead, however,
clearer evidence might already have been expected in developments such as
new orders for durable goods, which reflect the intermediate processes be-
tween changes in the money supply and changes in GNP.

With continued slow increase of GNP in the early months of 1970 the
growth of real output would remain close to zero, and there should be some
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decline in the rate of inflation. The sharp rise of wholesale prices at the end
of 1969, however, holds out the possibility that the rise of over-all prices
(as measured by the GNP deflator) in early 1970 may differ little from that
in late 1969. However, if the slowing of final demand leads to an increased
rate of inventory accumulation early in the year, subsequent reductions in
production schedules might mean losses in output and some softening of
prices as inventories were being worked back down.

Despite these uncertainties of degree, it does seem likely that by mid-1970
the economy, after three quarters of very little increase of real output, would
be producing significantly below its potential. Such a GNP gap places a down-
ward pressure on the rate of inflation. Businesses find themselves selling in
markets less receptive to price increases. This forces greater resistance to
cost increases, including wage increases. These pressures against inflation will
continue if demand remains below potential output, even though demand
begins to rise more rapidly.

Thus, in the second half of 1970 a moderately more rapid rise of money
demand, bringing about an increase of real output, would be consistent
with a further reduction of the rate of inflation. The demand for output
would be short of the potential so that a moderately larger increase in demand
would call forth mainly an increase in real output, not in the price level.

On the other hand, if demand continues to rise so slowly that real output
does not rise, this could be expected to result in rising unemployment. It is
well to remember, however, that the unemployment rate does not move in
any fixed, precise relationship to other measures of business activity. We were
reminded of that again in 1969. There was a considerable slowdown of real
output gains, and in the fourth quarter a cessation, but this did not cause a
significant rise in the unemployment rate. Still, this slippage between real
output and employment cannot be expected to go on indefinitely. The pros-
pect of a rise in unemployment increases the importance of bringing about a
rise in real output when that is consistent with continued progress in reducing
inflation.

The exact timing and degree of expansion that would be consistent with
a significant reduction in inflation in 1970 are uncertain. However, it seems a
reasonable estimate that the slow increases of GNP foreseeable in the first
half plus the moderately larger but still noninflationary increases desirable
in the second half would add up to a GNP for the year between $980 and $990
billion—a range which for convenience may be described by the figure of
$985 billion. This would be an increase of about 5J/2 percent over 1969, as
compared with the increase of 7.7 percent from 1968 to 1969. Part of this
smaller GNP rise would be reflected in a smaller increase of real output. Part
of it would be reflected in less inflation. Whereas the GNP price deflator
went up 5.1 percent from the fourth quarter of 1968 to the fourth quarter
of 1969, and was still rising at a 4.7-percent annual rate at the end of 1969, it
is reasonable to expect these figures to be substantially lower in 1970.
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It is not necessary at this point in history to emphasize the fallibility of
such estimates of a desirable pattern of the GNP and of the consequences
of that pattern for the behavior of prices. However, precision in such esti-
mates is not required for the success of policy. The estimates indicate the
desirable general direction of policy. The basic point is that if the rate of
growth of GNP is slowed, the rate of inflation will in time also decline, al-
though the timing and magnitude of the effect is inevitably somewhat un-
certain. The growth of GNP has already been slowed to a rate which al-
though temporarily necessary is lower than needs to be sustained for long
in order to achieve significant disinflation. Therefore we can tolerate a
moderate rise in the rates of increase of GNP and of real output without re-
viving inflation and should have such a rise in order to avoid mounting
unemployment.

POLICY FOR 1970

There is substantial room for judgment about the combination of poli-
cies that would get the economy on the desired path. There are two
dangers to be avoided. One is that after the slowdown of activity which is
now in progress total demand will rise too soon and too sharply, touching
off another round of inflation, as in 1967. Some have expressed concern
about the expansiveness of fiscal policy—with the two-step elimination of the
income tax surcharge, the institution of the low-income allowance and the
increase of the personal exemption in the income tax, and the large rise in
Social Security benefits. This, some fear, could add up to excessive stimulus;
the tight expenditure control recommended in the budget for fiscal year 1971
submitted by the Administration is intended to prevent that.

Others are concerned that the highly restrictive stance of monetary policy
after mid-1969 and the slow growth of real output experienced in late 1969
and expected to continue into early 1970 will make the slowdown too severe.
The combination of tight credit conditions, slow sales growth, and declining
profits could bring unexpected weakness in business investment (in-
cluding inventories) at the same time that Federal purchases are falling and
credit tightness is restraining construction and purchases by State and local
governments.

It would not be prudent to count on these two possibilities—an expansive
swing in the budget position and cumulating severity of monetary restraint—
to offset each other, although it is possible that they might. Not enough is
known about the relative influences of the fiscal and monetary factors to pre-
clude the possibility that one or the other might be heavily dominant, re-
sulting in either excessive expansion or excessive contraction. The safer
course would be a more moderate posture for both fiscal and monetary
policies.

There are other important reasons for not relying on a combination of an
expansive fiscal policy, with a budget deficit, and an extremely restrictive
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monetary policy. Even if this combination should result in the desired mod-
erate disinflation, it would do so only with high interest rates and scarcity
of funds that would limit the rate of residential construction to a level inade-
quate for the needs of the growing population. Moreover, excessive pres-
sures in U.S. money and capital markets are reflected in international
financial markets, tending to lead toward a disturbing escalation of interest
rates in those markets.

Fiscal policy in 1970 should therefore aim at continuing a modest surplus
in the unified budget. Combined with moderate monetary restraint this
might be expected to yield the GNP path indicated above as desirable without
overly severe pressures in credit markets. This does not mean a return to
the rates of monetary expansion of 1967 and 1968. The appropriate rate
of expansion is between that of 1967-68 and the severe restraint of the
latter part of 1969. But just what this rate should be is particularly difficult
to tell, because of uncertainty about the adjustment of the economy to the
lower demand for money resulting from high interest rates, inflationary
expectations, and the development of new money substitutes. In these cir-
cumstances policy must be cautious and tentative and feel its way along.

OUTLOOK FOR GNP AND ITS COMPONENTS

The fiscal and monetary policy described is intended to bring a moderate
revival along a sustainable path, after slow expansion of the GNP in the first
half of the year. This target has been indicated above by a path which
would yield a total GNP of about $985 billion for 1970. The behavior of the
components of GNP that might be expected to accompany this policy, and
realization of the GNP total, is subject to a number of uncertainties, but the
following is a reasonable expectation for the major sectors of the economy
that is consistent with this picture for the whole.

Business Fixed Investment. Private investment surveys suggest a 7- to 10-
percent increase in plant and equipment spending in 1970, and the Com-
merce Department-SEC survey suggests a 9-percent increase from 1969 to
the second quarter of 1970, with a further small increase in the second half
of 1970. Since a large fraction of the anticipated increase in plant and equip-
ment spending is in nonmanufacturing industries such as public utilities,
which have somewhat independent investment demands, a strong further
gain for investment in 1970 seems likely. On the other hand, there are con-
straints on a further substantial expansion of capital outlays. Credit is ex-
pensive and for some firms difficult to obtain. The liquidity of many com-
panies has been reduced sharply. And profits are going to be under adverse
pressures. These suggest tha.t investment demand in other sectors might be
sluggish. Thus, with the economy slowing, realized investment spending may
come in somewhat less than anticipated. On balance, an increase of about
8 percent—on the low side of the anticipations surveys—seems to be a
reasonable expectation for 1970.
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Inventories. Although auto inventories were a bit high at the end of 1969,
inventories in general did not seem out of line with their relationship to
sales in recent years. Businesses seem for the most part to be successful in
pursuing a cautious inventory policy. Thus only a slight decline in inventory
investment is expected in 1970.

Both inventories and business fixed investment present a major uncertainty
on the down side of the forecast. A major downturn in sales expectations
could bring a large downward revision in both kinds of business investment.
But no such swing seems to be in the making now. Such factors as the need
to reduce costs with modern equipment, the expectations of the business
community concerning the price level, and for many companies the still thin
margin of spare capacity, are all acting to keep capital expenditures strong.

Residential Construction. Housebuilding is the sector most exposed to
increasing tightness in the capital markets, and it has also been hard hit by
distortion in the flow of funds in response to interest rate ceilings. The rate
of housing starts (private nonfarm) fell from an average 1.7 million (sea-
sonally adjusted) in the first quarter of 1969 to 1.3 million in the last quarter
as credit conditions tightened.

Housing starts are expected to remain low in the first half of 1970. If, as
expected, conditions become easier in the money and capital markets, hous-
ing starts should respond favorably in the second half of the year. Neverthe-
less in 1970 housing will be below the longer-run demand indicated by present
and prospective rates of new family formation and real income and normal
replacement needs.

Despite housing costs rising, residential construction expenditures are ex-
pected to fall to about $30 billion in 1970, from $32.2 billion in 1969.

State and Local Government. The strong upward trend of State and
local government purchases of goods and services is expected to continue in
1970, rising about $11 to $12 billion over those in 1969. Much depends on
credit conditions. The increase is expected to be less in the first half of
1970, reflecting credit conditions in 1969. As capital market conditions
gradually ease during the first half of 1970, outlays may accelerate in the
second half.

Federal Purchases. The tight expenditure control projected in the budget
for fiscal 1971 is reflected in the estimates of Federal purchases of goods and
services in 1970. Total Federal purchases, which came to $102.0 billion in
1969, are expected to fall by about $4/2 billion in 1970. This declining Fed-
eral Government demand for output is a major factor in the projected re-
duction of the rate in inflation. All of the decrease in Federal purchases is
projected to come in the defense area, which is expected to reduce its pur-
chases from $79.3 billion in 1969 to about $74 billion in 1970. Nondefense
Federal purchases are expected to remain about at the 1969 level of $22.8
billion.
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Consumption. Consumer spending in 1970 is another major source of
uncertainty. Surveys indicate that consumer sentiment has been falling
sharply since the first quarter of 1969, and experience suggests that these
changes in consumer attitudes are associated with slower buying. Indeed,
automobile sales began to show some weakness toward the end of 1969,
and into this year. On the other hand, reduction of the income tax surcharge
to 5 percent on January 1, and to zero on July 1, in addition to an increase
in Social Security benefits of about $4.4 billion (annual rate) in April 1970
with an additional $2.8 billion one-time payment for benefits retroactive to
January 1970, should tend to stimulate consumer spending.

On balance, it is expected that consumer expenditures will rise by about
$40 billion from 1969 to 1970. With some of the addition to disposable in-
come from the surcharge elimination going into saving, the saving rate is
expected to rise from 6 percent in 1969 to about 6^4-7 percent in 1970.

Net Exports. Net exports of goods and services are expected to rise from
about $2.1 billion in 1969 to about $3 billion in 1970. While the slowdown
expected in the growth of U.S. demand should reduce the growth of mer-
chandise imports, the combined effect of less buoyant demand conditions in
some markets abroad and the lagged impact of rising prices in the United
States on our exports and imports may limit the improvement in 1970.

Summary. The general trends in the composition of the GNP described
above are consistent with a GNP for 1970 of about $985 billion or, more
realistically, between $980 and $990 billion. While specific figures in billions
of dollars have been put down for each major component of GNP, it would,
of course, be possible to achieve the total with a different mixture. If this
total is achieved, the year should see progress toward establishing the basis
for sustained gains against inflation, and for more sustainable rates of expan-
sion. Policy will have to be open for reconsideration if the economy seems
to be on a markedly different path or if the path is not leading to the desired
results.

UNEMPLOYMENT AND MANPOWER POLICY FOR 1970

With little growth of real output likely in the first half of 1970, and with
the restraint that will have to be maintained in the second half, some increase
in the rate of unemployment is possible. This depends in large part on the
change in output per worker and in the proportion of the population that
seeks employment, variables that are particularly difficult to predict. Much
of the increase would be the result of a small lengthening in the average
interval of unemployment experienced by people between jobs or newly
entering the labor force. (For a discussion of the character and significance
of unemployment see Appendix A.)

The reduction in Department of Defense procurement, reflected in the
budget and in the projections of defense purchases, will directly cause a
decline in defense production and employment. This has been taken into
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account in the earlier discussion of monetary and fiscal policy and of the
possibility of changes in overall unemployment. The Federal Government,
in action coordinated by the President's office, will assist the workers and
communities directly affected to make the smoothest possible transition to
other activities. This action will include, in addition to the programs dis-
cussed in the next few paragraphs, planning assistance, loans and grants for
severely affected communities, and, in some cases, transfer of federally owned
facilities to nondefense use.

The risk of a rise in unemployment, even if small and temporary, adds to
the urgency of steps to spread its burden more equitably and to minimize its
adverse effects on those who become temporarily unemployed. The Adminis-
tration's programs in manpower training and welfare reform, while pri-
marily aimed at longer-run structural improvement, will also help to cushion
the impact of a temporary increase in unemployment.

MANPOWER TRAINING ACT

The Administration has proposed many improvements in manpower
training efforts in the Manpower Training Act of 1969, which coordinates
separate manpower programs and creates a comprehensive manpower
services system. The bill would decentralize the administration of manpower
programs to State and local governments because they can more accurately
identify specific local problems and priorities. The decentralization would
take place in three steps as States and municipalities demonstrate interest
and establish administrative capability in the manpower area. The bill would
unify the administration of manpower services, providing for the establish-
ment of State and area single prime sponsors who will be responsible for
planning and providing services. It would provide flexible funding for
manpower programs so that they may be better utilized in the community to
meet local needs.

In addition, it would facilitate the use of manpower programs as an
economic stabilizer by authorizing a 10-percent increase in the manpower
appropriation when the national unemployment rate reaches 4.5 percent
(seasonally adjusted) for 3 consecutive months.

EMPLOYMENT SECURITY AMENDMENTS

The Administration has also proposed legislation to strengthen our un-
employment insurance system. The legislation would extend unemployment
insurance to 5.1 million workers not now covered and automatically extend
the duration of benefits in periods of high unemployment. Eligible workers
would receive benefits for up to an additional 13 weeks beyond the present
limit (usually 26 weeks) if insured unemployment were to go as high as 4.5
percent (seasonally adjusted) for 3 consecutive months. The legislation
would also require States to permit workers to continue to receive unemploy-
ment insurance benefits while enrolled in job training programs. These
changes will make the unemployment insurance system more effective than
ever before in maintaining the purchasing power of the unemployed.
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FAMILY ASSISTANCE PLAN

The proposed Family Assistance Plan (FAP) ties in closely with the man-
power training programs. It greatly reduces the danger that poor people who
had not been covered by unemployment compensation would be seriously
injured by an increase in unemployment, or that workers with large families
would find themselves in difficult straits in periods of temporary unemploy-
ment. The Plan would supplement the incomes of the poor whose wages
are too low to meet the needs of their families, and of those who have diffi-
culty working, or probably ought not to be working, such as women with low
incomes who head families with young children.

The Plan, in conjunction with the Administration's food stamp program,
would have its greatest impact on the working poor, while maintaining the
incentive to work. A family of four with no income would receive $1,600,
plus about $850 in food stamps, for a potential income of $2,450. An in-
centive is provided for recipients to obtain jobs by permitting a family of four
to receive some FAP payment until its income reaches $3,920. Able-bodied
men who are not employed, and mothers of families with no such man at
home and no children under 6, must register at the State employment office
for training or employment as a condition of receiving their benefit (although
payments to their dependents are in any event automatic). Day care would
be provided for children whose mothers are at work, or in training.

The Family Assistance Plan would eliminate the existing system of welfare-
conditioned-on-dependency. By providing aid to families headed by working
men, and by providing incentives to work, it would presumably contribute
to family stability in low income groups. The FAP payment (with food
stamps) at any income level would be well above the present welfare pay-
ment at that income level in many States, thereby reducing State-to-State
differences in benefit levels. The Federal Government would finance the
Plan, relieving the States of some of the burden of high welfare costs. Pay-
ments would be made on the basis of declaration of income. There will be a
presumptive need test, but it would be simple and straightforward, and the
citizen's word would have approximately the same weight as it does in self-
reporting for personal income tax deductions. With this method the social
worker no longer has to judge eligibility for benefits and supervise the use
of the family income.

OTHER MANPOWER PROGRAMS

The Computerized Job Bank is a promising innovation in job placement.
It currently is operating in seven U.S. cities, and by next June, the target
is to have such facilities established in a total of 56 cities. The Job Bank plan
produces a daily, up-to-date computerized list of available jobs to help
place the unemployed. In addition, the establishment of a national system of
job vacancy statistics, presently under development, will provide current
information on the numbers and locations of jobs available in different
industries and occupations.
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Changes have been made in the Job Corps to improve its operation and
to integrate it better with other manpower programs, as well as with local
labor markets. Fifty-nine centers were closed and 30 new inner-city and
near-city training centers will be established in order to shift the emphasis
from conservation work to training and job placement.

The Administration has emphasized well conceived and carefully planned
manpower training programs. Pilot projects to test manpower programs are
an important means to accomplish this objective. A pilot project presently
is being conducted in several States to test various methods of using com-
puters to match specific jobs to the needs, interest, and ability of a particular
applicant. All of these programs will help to ease the slowing pains of the
disinflationary policy that must be followed in 1970, while improving labor
mobility and skills to provide the base for a noninflationary expansion back
to full employment beginning in late 1970.

THE TRANSITION TO FULL EMPLOYMENT GROWTH

At the end of 1970 total output should be rising, and the price level
should be rising significantly less rapidly than at the beginning of the
year. Nevertheless, total output will be below its potential and the rate
of inflation, while declining, will probably still be too high. The transition
to an economy growing along the path of potential output at full employ-
ment with reasonable price stability will not have been completed.

The problem then will be to raise the rate of increase of real output
while continuing to reduce the rate of inflation. This will be essentially
a continuation of the 1970 problem. There will, however, be two dif-
ferences.

Whereas in 1970 it is necessary that real output should rise by less
than its potential, at some point it will be necessary that output should
rise somewhat more rapidly than potential for an interval. This would be
the only way for actual output, starting below potential, to regain the
potential.

This temporary period of regaining potential output will have to be
negotiated cautiously to avoid reviving inflation. The possibility of doing
this should be strengthened by another development. As persistence of
policy brings the actual inflation rate down, the expected rate of inflation
will also fall, and this will influence both buyers and sellers of goods and
services (including labor). Workers will accept smaller increases in money
wages if expected price increases are smaller. Interest rates will be lower
because lenders will no longer want as much compensation for the expected
fall in the value of money and borrowers will be less ready to give such
compensation. In other words, the inflationary momentum that resisted anti-
inflationary policy strongly in its early phases will subside.

With the economy starting from a position below potential, and inflation-
ary expectations reduced, an increase of demand sufficient to restore output
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to its potential rate need not revive inflation if it does not occur too rapidly.
Just how fast it will be safe to proceed can be much better judged after the
behavior of the economy in 1970 is tested.

It is impossible to state a target for reduction of unemployment and the
rate of inflation in the years just ahead. As both are reduced, the costs and
benefits of further reduction must be weighed. It would be foolish to predict
now where the margin of improvement in unemployment and inflation lies.

But after 1970 we will have a clear guide for the direction of policy:
lower inflation, and lower unemployment.

THE STABILIZATION PROBLEM IN THE LONGER RUN

The main lesson of stabilization policy in 1969 was the importance of
avoiding in the future the kind of inflationary situation and pervasive
inflation-mindedness that had built up by the end of 1968. Starting from
that situation a major change in the behavior of the economy and in expecta-
tions was required, a change that would run against the current of strong
ongoing forces. No one could tell how fast that change could be successfully
accomplished or the degree of monetary and fiscal restraint required to
accomplish it.

The objective of stabilization policy in 1970 will be to move us toward a
position where the main goal can be continuity. That position will have been
reached when inflation has been brought down to a significantly slower
rate, and real output is growing at about its potential rate. At that point
growth of the GNP in current dollars at a steady and moderate rate, such as
6 percent per year, would serve to support steady growth of output at its
potential rate with a far better performance of the price level than has been
experienced in recent years.

The problem then will be threefold:
1. To stablize the rate of growth of money GNP as far as feasible at

a pace that will permit the economy to produce at its potential;
2. To adapt the economy so that it lives better with whatever remaining

instability may develop; and
3. To press on with measures to reduce both inflation and unemploy-

ment further.

STABILIZING THE GROWTH OF GNP

To stabilize the growth of GNP will require avoiding destabilizing moves
in fiscal and monetary policies and instead using these policies to offset, or at
least constrain, destabilizing forces arising in the private economy. One diffi-
culty is that the attempt to use fiscal and monetary policies to counter fluc-
tuations arising in the private economy may itself be destabilizing, if moves
are not made in the right amounts and at the right times.
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Stabilization by Fiscal Policy

Fiscal policy should avoid large destabilizing swings occurring at random
or contrary to the clear requirements of the economy. The big upsurge of
Federal spending (nondefense as well as defense spending) after mid-1965,
which was unmatched by any general tax increase for 3 years, is a major
example of such a destabilizing movement.

The likelihood of achieving economic stability would not be greatly af-
fected by the size of the surplus or deficit, within a reasonable range, if that
size were itself stable or changing only slowly, and if the effects on liquidity
resulting from secular increases or decreases in the Federal debt were offset
by monetary policy. Therefore, it should be possible to decide on the desired
full-employment surplus or deficit on grounds other than stability, and with-
out sacrificing stability if the target itself is kept reasonably stable. If the
budget position changes sharply in the short run in the absence of marked
shifts in private demand, the adaptation of the private economy and the
compensatory force of monetary policy may not come into play quickly
enough to prevent large swings in overall economic activity. This is a major
lesson for the 1970's.

The considerations which should govern the decision about the average
size of the surplus or deficit are discussed in Chapter 3. Except as a result of
a national emergency, there is probably no reason for this decision to change
in a way that would radically alter, from year to year, the size of the surplus
or deficit that would be the objective under conditions of high employment.

If the surplus or deficit position of the budget that would be yielded by a
steadily growing, full-employment GNP were kept stable, the actual figure
would, of course, automatically respond to changes in the pace of the econ-
omy. If the economy were to grow unusually slowly in any year, receipts would
rise slowly also, and the surplus would be below normal (or the deficit would
be enlarged further). These variations in the size of the surplus or deficit
would tend to stabilize the growth rate of the GNP. The question is in what
circumstances and how to go beyond this and vary expenditure programs
and tax rates to offset fluctuations in the private economy. There is now abun-
dant experience with the obstacles to effective and flexible use of tax changes
for this purpose. Moreover, recent experience and analysis suggest that the
stabilizing power of temporary income tax changes may not be as great as had
been hoped, and it might become less if they were used frequently, because
people would tend to adjust their behavior to what they regard as the normal
rate of taxation. Nevertheless, there will be situations in which tax rates
must be changed in order to maintain the desired longrun deficit or surplus
position and there may also be circumstances in which the effort should be
made to use a temporary tax change to offset destabilizing shifts in private
demand.

The possibility of varying the rate of increase of Federal spending in
the interest of stability is somewhat greater though still limited. Although
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tax and expenditure decisions are both politically sensitive, the fact that the
President has some discretion to adjust the timing of expenditures within the
limits of legislation avoids some of the complications that beset tax changes.
Moreover, the effect of expenditure changes on economic activity can
probably be more reliably foreseen than the effect of temporary tax changes.
It is true that the part of the total expenditures that is open to deliberate
variation is small, because of legal and implied commitments. Neverthe-
less, some variations can, in fact, be made, as they were in 1969, and it
would be unwise to rule out the attempt to do more of this when the
economic necessity is clear. Furthermore, it is possible to broaden the "auto-
matic stabilizers" in Federal expenditure, as the Administration has proposed
in the Manpower Training Act and Employment Security Amendments
mentioned earlier.

The possibility of using debt management as an instrument of stabilization
policy has been severely inhibited by the 4*4 -percent interest rate ceiling on
Government bonds. This ceiling has forced the Federal Government to sell
only short or intermediate securities since 1965. Raising or eliminating the
ceiling to realistic levels, or eliminating it, would provide the Federal Gov-
ernment with a desirable degree of latitude in conducting its financing
operations.

Stabilization by Monetary Policy

Monetary policy can be devoted somewhat more singlemindedly to main-
taining stability than can fiscal policy. Nevertheless, there are a number of
difficulties in its use. Apparently the effects of changes in monetary policy
are felt in the economy with widely varying and often long lags. Therefore,
if policy that is intended to have a restrictive effect is continued until the
effect is visible, the lagged consequences of what has been done may show
up in excessive contraction. The attempt to counter this by a sharp reversal in
policy to an expansive posture may, after a while, generate inflationary rates
of expansion. In the present state of knowledge there is no ideal solution for
this problem. Prudence, therefore, suggests the desirability of not allowing
monetary policy to stray widely from the steady posture that is likely on the
average to be consistent with long-term economic growth, even though
forecasts at particular times may seem to call for a sharp variation in one
direction or another.

The suggestion that monetary policy might well be steady, or at least stead-
ier than it has been, raises the question of the terms in which this stability is
to be measured. There is abundant evidence that the steadiness of monetary
policy cannot be measured by the steadiness of interest rates. Interest rates
will tend to rise when business is booming and inflation is present or expected;
they will tend to decline in the opposite circumstances. Better results might
be obtained by concentrating more on the steadiness of the main monetary
aggregates, such as the supply of money, of money plus time deposits, and
of total bank credit. This still leaves questions of policy to be resolved when
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these aggregates are tending to move in different directions, or at different
rates of change, as they often do. There is no substitute for trying to under-
stand in particular cases what the significance of the divergences is and
what they indicate about the underlying behavior of the supply of liquidity.

IMPROVING OUR ECONOMIC DATA

Since the Federal Government has the responsibility for keeping the
economy on a noninflationary growth path with high employment, it must
have at its disposal the tools for accurately measuring on a timely basis
the performance of the economy at the national level. The Government
now publishes a broad array of economic statistics that serve this purpose.
These statistics, particularly those relating to economic activity in the
short run, have grown over the years in volume and quality and have
served the Nation well. But our demands for economic data of high quality
keep outrunning the supply. The Federal Government is not alone in
requiring better statistics, since to an increasing extent businesses have
been making use of economic data for planning their own operations. Indeed,
never before have so many businesses watched so closely the economic indi-
cators that appear each month or quarter.

More accurate measurement of economic performance would improve the
management of policy in a number of ways. It would tell us more certainly
where we have been. Elementary as this may sound, it is of crucial impor-
tance. Too often this is a fundamental problem for the policymaker. The
economy, or some important part of it, may be on a somewhat different
course from that indicated by the data. Or economic series that purport
to measure the same thing, or almost the same thing, may move in contra-
dictory directions. Sometimes a series that moves in one direction one month
moves in the opposite direction when revised the following month. The first
requirement for making judgments about where the economy is going or
what policies are needed is an accurate picture of where we have been.

Accurate data are also needed in order to help analyze the past and find
relationships that have some degree of stability. Accomplishing this aim
is obviously only partly a question of statistics; the economy is, of course,
more than a mechanism. For example, swings in sentiment and attitudes in
our affluent economy have a powerful effect on the inclinations of consumers
and businesses to spend. Consumer behavior has been especially difficult to
predict in recent years, and may be more complex than had been thought
previously. Business decisionmaking is equally complex. Yet economic analy-
sis is a continuing search for patterns of regularity that can be helpful in
forming judgments about the economy. And the first requirement for this
search is reliable basic data. The Administration has proposed substantial
improvements in many of the key economic statistics, including, for example,
those relating to retail sales, construction, the service industries, interna-
tional prices, and job vacancies.

69

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



Having data on a timely basis is also important for the policymaker. This
is particularly important if there is reason to think that the economy may be
shifting its course. This Nation probably has more timely statistics than any
other economy, but clearly much improvement is in order here. Early in
1969 the President directed the Director of the Bureau of the Budget to
take action that would secure prompter issuance of monthly and quarterly
statistical series by Federal agencies. The Bureau of the Budget issued a set
of guidelines governing release of major economic indicators, and the statis-
tical agencies have already achieved a considerable speedup. Further pro-
gress depends heavily on obtaining prompter reporting from the business
community.

LIVING WITH INSTABILITY

If the American people assign sufficient priority to doing so, they should
be able to enjoy a higher degree of economic stability than in the past. Still,
some instability will remain, and this emphasizes the importance of im-
proving the operation of the economy so that the remaining instability will
cause less pain and inefficiency. The most obvious and probably most
important step in this direction is improvement of the unemployment
compensation system. Proposals of the Administration to accomplish this
have been discussed earlier in this chapter. Improvement of labor markets—
through better provision for retraining and movement of workers—would
also help to prevent the concentration of unemployment on a small group of
workers who are substantially injured by it.

On the inflation side, also, some useful steps can be taken. The distortions
introduced into the economy by the presence of interest rate ceilings of
various kinds—on savings deposits and shares, on guaranteed and insured
mortgages, on loans generally under State usury laws—have become evident
in this inflationary period. When market interest rates rise certain uses of
credit are shrunk disproportionately because of these ceilings. The need to
free the economy of these rigidities is discussed in Chapter 4.

The construction industry has experienced much greater fluctuations in
conjunction with general economic instability than most other industries.
This has been painful to the workers and contractors in the industry and
harmful to the growth of its productivity. Steps to reduce this extreme in-
stability are also discussed in Chapter 4.

THE CONTINUING PROBLEMS OF INFLATION AND UNEMPLOYMENT

The present anti-inflation effort should reduce the rate of inflation
substantially and demote inflation from its position as the Nation's most im-
portant economic problem. Still the problem of getting the inflation rate down
further, while at the same time maintaining high employment, will probably
remain. This will require persistent efforts to reduce the inflation that occurs
when demand is growing sufficiently to keep employment high. One of the
most hopeful lines of attack will be to improve the adaptation of the labor
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force—in skills and location—to the pattern of demand for labor. This will
shorten the interval of job-search for persons losing or leaving old jobs or
entering the labor force, in given conditions of the labor market. It will
permit an increasingly high rate of employment to be attained without so
strong a pressure of demand as to cause inflation. Manpower programs to
move in this direction by better training programs, application of computer
technology to job placement and general overhaul of the Nation's job
exchange system, have already been discussed. Evaluation of experience with
them should permit further development of improved methods. Measures to
improve the competitiveness of product markets to assure that business
policies will freely and flexibly adapt to changes in market demand will also
contribute to reducing the average rate of inflation that accompanies high
employment. Some of these measures are considered in Chapter 4.

There is no inherent reason why a high employment economy must be
an inflationary economy—even a mildly inflationary economy. After the
series of inflationary episodes since World War II, the transition to a stable
condition of high employment without inflation will come slowly. But
with persistent attention and effort it is attainable.

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



CHAPTER 3

Uses of the National Output
INTRODUCTION

BY ANY USUAL MEASURE, AMERICA ENTERS THE 1970's a
wealthy nation which is growing wealthier at a rapid rate. Per capita

national income in 1969 was about $3,400 and had increased in real terms
about 40 percent since 1959. It is expected to increase 20 percent more
by 1975.

Despite this, or perhaps because of it, Americans are becoming acutely
aware that being rich and growing richer does not solve all of our problems.
The realization that we expect more than the economy can produce, produc-
tive as it is, points the way to the real problem, which is to make sure
that the output is used efficiently to meet our most important needs. There
is a growing sense that the limited national output is not being used in this
way.

The focusing of increased attention on how the national output is divided
comes after a generation in which it had seemed that the country could
make a quantum jump in available output that would dramatically im-
prove the quality of life. In fact, for a time this was true. During the
1930's, when the Nation was producing far below its economic capacity,
we expected that our needs could be satisfied by the return of production
to reasonably full employment. During World War II, when the economy
actually operated at capacity, private citizens could foresee a large increase
in the output available to them after the war.

Later, in the 1950's and early 1960's, many people were impressed with
the possible contribution that a "small" increase in the annual rate of
economic growth—from 3 or 4 percent to 5 or 6 percent—would make to
providing the output available for every kind of purpose. "Faster growth"
became the source from which all new claims on the national output would
be met. But in time this was seen to be largely an illusion. The basic full-
employment growth path of an economy is not readily raised by any of the
policy instruments that we now know about. The country could count on
sustained growth to increase its capacity for doing many things. It could not
count on being able to boost the growth rate at will to support every new
claim.
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Although the necessity to confine total uses of output to a growing but
limited productive capacity is becoming more recognized in principle, it tends
to be ignored in practice. This is obvious in Federal Government policy
involving claims on resources. Even when the economy is operating at
fairly full employment it is possible to increase Government expenditures,
to reduce taxes, and to finance Government borrowing by monetary
expansion. This may seem to provide an escape from the limitation on
resources and the necessity for hard choices that all individuals and State
and local governments face. But in fact it does not. All it does is
let inflation choose which demands are satisfied and which are not. A ma-
ture people can find a better way to make these choices. The basic problem
is to make better decisions about the uses of the national output. This
chapter discusses the role of the Federal Government in this process.

The attention given here to the Federal Government's role in allocating
the national output may seem excessive for a nation committed to a free-
market, decentralized economic system. The idea that the Federal Govern-
ment must make hard decisions to allocate the limited resources within
its own budget is commonplace. The idea that it does or should influence
the allocation of the output of the entire economy is not. However, the Fed-
eral Government does have an important influence on decisions about
the use of resources in the private, as well as the Government sector. Perhaps
that influence should not be as big or as detailed as it is. Nevertheless a
large influence exists, and much of it is inevitable or desirable or both. This
influence should be recognized, its effects appraised, and decisions con-
sciously made to achieve the effects that are preferred.

In 1969 the Federal Government purchased and used, mainly for de-
fense, 11 percent of the gross national product. The remainder, except for
a small amount of net exports, was used for personal consumption, for
private investment, and for State and local government purposes. The Fed-
eral Government was a major influence in the division of the remainder
among these three categories and within them. While it purchased only about
11 percent of the national output for its own use, it collected about 20 percent
of the national output in taxes and social insurance contributions. It re-
turned the difference to State and local governments in grants, to households
in transfer and interest payments, and, since there was a budget surplus, to
private capital markets for investment through repayment of Government
debt. Grants to State and local governments to finance purchases (as
opposed to transfer payments) were about 13 percent of their purchases.
Federally financed transfer and interest payments to persons were equal to
about 11 percent of consumer expenditures. The funds supplied by the
Federal surplus to capital markets and available for private investment were
6 percent of gross private domestic investment. The relative amounts of
these flows, and the taxes used to raise the revenues, substantially affected
the division of the available output among these three broad categories.

Federal decisions also influence the division of the output within these
categories. The Federal Government not only provides the States and
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localities with billions of dollars in grants, but it provides these grants
through hundreds of separate programs for specific purposes. The taxes
it collects from households and the transfers it pays to them come from and
go to particular classes of persons, and thus affect the distribution of income
and the composition of consumer spending. Taxes levied on specific items,
such as automobiles or alcoholic beverages, also affect what is consumed.
Facilities and services provided by the Federal Government stimulate
private consumption or investment expenditures that are complementary
with them or curtail private expenditures that are competitive with them.
For example, Federal expenditures on highways encourage private expen-
ditures for automobiles and trucks.

THE DEGISIONMAKING PROCESS

The Federal Government has a large and pervasive influence on the
allocation of the national output. Its decisions in this role fundamentally
affect the national welfare. There can be no single, scientifically determined
"best" allocation of the national output. Differences of interest, value, and
opinion among people are inevitable, and they are not of a character that
can be resolved objectively. They must, however, be reconciled, and it is
the function of the political democratic process to do this.

Given the distribution of interests and the location of powers to make
decisions, there is still much that needs to be done to reach better decisions—
to make sure that as far as possible the consequences of decisions are known
and are taken into account as they are made. Decisionmakers need to
know the longrun as well as the immediate results of what they do, and
the indirect as well as the direct results. They need to see the options that
are open to them, and there must be an opportunity for differing view-
points to confront each other. The effort to improve decisionmaking has a
long history, in which the establishment of the modern budget, the consolida-
tion of the Appropriations Committees in Congress, the development of the
Executive Office of the President, and the creation of the Council of Eco-
nomic Advisers were milestones.

THE LEVEL OF DEGISIONMAKING

One basic requirement for good choices about the use of the national
output is, of course, that they should be made at the right level and
by the right people. The mere size of the Federal Government will in-
fluence the division of decisionmaking between it and the non-Federal—
private, State, and local—parts of the community. There is a strong case
for holding down that size in order not to load responsibilities on the
Federal Government beyond its capacity to discharge them, as well as for
other reasons. The character of the Federal activities is probably as impor-
tant as their volume in determining the location of decisionmaking. For
example, Federal tax policy inescapably influences the total amount of
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consumption expenditures by private households, but some kinds of taxes
go further and influence the composition of consumption. Similarly, the Fed-
eral Government probably cannot avoid influencing the total rate of private
investment, but different Federal policies can involve more or less Federal
influence over the character of the investment.

The problem of the appropriate level of decisionmaking has become
critically important in the relations between the Federal Government and
the States and localities. The amount of Federal financial assistance to
the lower levels of government has grown markedly in the postwar period.
This growth has raised the question whether the Federal Government should
be a neutral supplier of funds or should attempt to determine how States
and localities use these funds, and their own. Undoubtedly there is room
for some Federal intervention in the decisionmaking process. However,
grants for highly specified purposes have reached a degree of detail which
is neither necessary nor efficient.

The Administration has proposed to alter the Federal-State-local rela-
tionship by instituting a system of revenue sharing, through which the
Federal Government would supply funds without dictating their use. In
addition the Administration has asked for authority to consolidate some
of the innumerable specific grant programs when they relate to similar
functions. In these ways it is hoped to improve the overall decisionmaking
process.

BUDGETARY BALANCE AS DISCIPLINE

Balancing the Federal budget has long been a symbol and instrument
of discipline in Government decisionmaking. The requirement that if some
expenditures are raised others must be cut or taxes must be increased has
forced Government officials to count the costs of expenditures. In recent
years the Nation has become more sophisticated about budget deficits and
surpluses. It has learned that the size of the surplus or deficit will and
should vary with economic conditions. It is now learning that the longrun
average size of the surplus or deficit should be determined by the amount
of savings it is desired to make available for private business and housing
investment in total. But this does not reduce the relevance or value of the
budget-balancing discipline.

Once the appropriate longrun average size of the surplus or deficit has
been determined, that goal should not be changed except upon reconsider-
ation of the longrun objectives. Shortrun fluctuations in private demand
will sometimes require offsetting temporary changes in tax rates or Federal
expenditures. And the size of any specific year's surplus or deficit will inevi-
tably depart from the target level as a result of economic fluctuations, even
with tax rates unchanged and expenditures at longrun levels. But achieving
the desired average budget position over a period of years means that on the
average expenditures can grow only as fast as full-employment revenues.
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Beyond that, expenditure increases in one area must be matched by expendi-
ture cuts in another, or by increased taxes. In principle, every decision on
Government expenditures should reopen the question of the desirable size of
the surplus or deficit. In fact, Government cannot operate that way. The
objectives served by the surplus or deficit, although important, are remote
and indirect. These objectives will suffer if they are implicitly reevaluated
every time an expenditure decision is made. In their day-to-day decisions
about spending, Government officials need to be confronted with costs that
are obviously and directly within their purview and responsibility. This means
that they must at least count costs that appear in the form of tax and ex-
penditure requirements to meet a given surplus or deficit target.

The budgetary discipline in the Federal Government can only be self-
discipline. If the old symbolism of the balanced budget is losing its force, a
new understanding of its value must replace it.

TOWARD IMPROVING FEDERAL DECISIONS

Although a budgetary rule that requires the balancing of additional
expenditures against additional revenues has an essential role in Federal
decisionmaking, it is by itself far from a sufficient guide to the discharge of
the Federal Government's fiscal responsibility. This rule tends to focus
attention on the shortrun aspects of what are also longrun commitments.
It forces the counting of costs, but it does not provide realistic information
on what the costs are. It concentrates on choices among uses of the relatively
small part of the national output that is within the budget without ade-
quately revealing the effects that the choices will have on the larger part
that is outside the budget.

This Administration has taken several important steps to improve deci-
sions about the allocation of resources. The President established in July
1969 the National Goals Research Staff to identify alternative goals im-
portant to Americans and to study long-range social trends of significance for
national policy. The Cabinet level Urban Affairs and Rural Affairs Councils
and the Cabinet Committee on Economic Policy are interagency groups the
President has formed to coordinate the development of policy. The Defense
Program Review Committee, on which the Chairman of the Council of Eco-
nomic Advisers and the Director of the Bureau of the Budget serve, helps to
assure that the broad picture of total national resources and claims enters
into the process of decisionmaking for defense.

As a further step toward improving the organization of the Executive
Branch for making its major policy decisions, including those which im-
portantly affect the allocation of the national output, the President estab-
lished the President's Council on Executive Organization—the Ash Council.

In 1965, a new effort was inaugurated throughout the Government, in
the planning-programing-budgeting system, to evaluate more objectively
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the costs and benefits of existing and proposed programs. Building on this
beginning, the Administration is now focusing economic analysis primarily
upon major policy issues. By examining especially carefully the most im-
portant programs, scarce analytical resources are economized; thus analysis
can penetrate further into the decisionmaking process. Potential savings
from improved decisions can be large.

Analysis of the possible implications of proposed decisions before they
are taken is, although speculative, obviously necessary. Equally necessary,
and somewhat less speculative, is evaluation of the results of decisions after
they have been taken. Persistent efforts to evaluate existing programs are
necessary if the Nation is going to be able to do the new things it wants to do.
One of the steps in this direction was the President's instruction to the Office
of Economic Opportunity to establish a research and evaluation office
capable of independent appraisal of Federal social programs affecting the
disadvantaged. Evaluation of the results of Government programs remains
one of the most urgent needs of Government as it seeks to make effective
decisions about the use of resources.

Besides assessing the full costs and benefits of Federal programs,
agencies must take into account the time pattern in which benefits and costs
of programs occur. The Government, like private firms and individuals,
must recognize that benefits are worth more if they occur today rather than
tomorrow. Accordingly, agencies have been directed to apply a discount
factor to all programs which have costs or benefits that occur 3 or more
years in the future. Studies have been undertaken to determine the appro-
priate factors to use in this kind of calculation. In addition, explicit account
is being taken of risks involved in public projects.

The Administration is seeking to formulate the larger choices it faces
in the allocation of national output in the light of the competing options.
Among the most important steps in this direction have been the inter-
related studies conducted through the National Security Council and the
Cabinet Committee on Economic Policy. These studies examined alternative
defense strategies with their associated costs and alternative nondefense
Federal programs. Various defense strategies were translated with rough
accuracy into a large number of possible forces and budgets. Similarly, alter-
native nondefense Federal programs were developed. The studies revealed
the probable effects of different combinations of defense and nondefense
programs on private consumption, housing, other investment, and State
and local expenditures, given the limit set by potential national output.
These studies in the Cabinet Committee have also explored trade-offs among
various nondefense programs within resources that will be available from
continued economic growth and assumed reductions in defense expendi-
tures. All of these studies have served as background for consideration of
long-range revenue and expenditure decisions.

372-111 O—70 6 77

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



FUTURE NATIONAL OUTPUT AND THE CLAIMS UPON IT

The last few pages have discussed mainly the budgetary rules and decision-
making procedures that might improve Federal Government decisions.
These decisions affect the use of the entire national output, as was pointed
out in this chapter's introduction. The substance of the priorities prob-
lem is to allocate the future national output among alternative uses in a
rational way that reflects decisions about national priorities. This tailoring
of Federal decisions concerning allocation to a view of national priorities
requires—

1. An estimate of what the future national output can be.
2. A view of the claims upon the national output—the things we would

like to do with it—that are eligible for serious consideration.
3. A view of the policy measures that would be necessary to bring about

satisfaction of some claims rather than others.
4. A decision about the claims to be satisfied and the policies to carry out

the decision.
Step 4 in this process must, of course, ultimately reflect Government

decisionmaking at the highest level. This section undertakes a tentative
approach to the first three steps. No one can now confidently draw com-
prehensive and detailed conclusions on these first three steps. But even
the rough and preliminary estimates presented here reveal much about the
priorities problem confronting the Nation and establish the need for further
efforts to analyze it.

Projections of available future output and the potential claims on it
can move discussion of the priorities problem from vague and sometimes
easily ignored knowledge to the concrete realization of just how limited
the available output will be. First, a projection will be made of available
output—GNP in real terms for the years 1970-75. Then visible claims on
this output by consumers, governments, and business will be projected.
Adding up these claims and comparing the total to available GNP will
indicate the magnitude of the priorities problem. The projections will also
provide a framework for discussing various policy alternatives that would
meet various sets of claims on the output.

The principal objective of this section, therefore, is to estimate the claims
against GNP and to show how different patterns of allocation of the GNP
can be achieved. Since it is assumed throughout that the projected real GNP
is in fact achieved, the only problem discussed here is how the GNP is to
be allocated. The projected GNP can be achieved by any one of a number
of different combinations or "mixes" of fiscal and monetary policy, which
will differ in the allocation of the total GNP that results from them. In
these terms this section is concerned with which mix will give a desired
allocation of the total GNP. In the short run, this is probably an exaggera-
tion of the choices available; the number of mixes consistent with economic
stability may be more limited. But for the long run, which is the appropriate
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context of this analysis, the assumption of a given GNP achievable with
any of a large variety of policy mixes and resource allocations is reasonable.

Since the problem here is allocation of a projected real GNP as it moves
along its growth path, the projections are made in constant 1969 prices.
This does not imply any forecast about the price level; rather the assumption
keeps the focus on the allocation problem.

POTENTIAL AND PROJECTED GNP

The output the economy would be capable of producing when operating
at an unemployment rate of about 3.8 percent—called here potential out-
put—is estimated to rise by about 4.3 percent per year in real terms.
This results from projected growth of the labor force at 1% percent per
year, a decline in annual average hours of work per person of one-
quarter of 1 percent per year, and an increase of output per man-hour
in the total economy of 2.8 percent per year. Projected available output
is assumed to be below potential from 1970 until 1972, as a result of policies
to slow inflation, but to equal potential output thereafter.

The resulting illustrative projections of available GNP at 1969 prices
are shown at the top of Table 13.

CLAIMS ON THE NATIONAL OUTPUT

To list uses of the national output which though desirable would ex-
ceed potential output is. not difficult. But that is not the purpose here.
The purpose is to present the claims that already exist. The largest part of
the claims is found in the usual consumption behavior of households, given
the incomes they would be earning and the taxes they would be paying, and
in the investment behavior of businesses, given the total output and demand
projected. Other claims exist in the form of ongoing Government programs,
goals stated in legislation, and proposals made by the Administration.

TABLE 13.—Gross national product, 1969 and projections for 1970-75

[Billions of dollars, 1969 prices; calendar years]

Claim

Gross national product available

Claims on available GNP .

Federal Government purchases.
State and local government

purchases . . .
Personal consumption expend-

itures
Gross private investment

Business fixed investment-
Residential structures
Other investment

Excess of claims

1969,
actual

932.3

932.3

102.0

112.7

576.0
141.7

99.3
32.2
10.1

.0

Projections

1970

944

944

93

116

594
141

103
29
10

0

1971

980

980

89

120

620
152

105
34
14

0

1972

1,042

1,042

88

125

664
166

111
40
15

0

1973

1,103

1,100

87

131

704
178

116
46
16

- 3

1974

1,150

1,144

87

137

735
186

120
49
17

- 6

1975

1,200

1,188

86

142

769
192

125
49
18

- 1 2

Note.—Projections are based on projected Federal expenditures (see Table 14) and their influence on various compo-
nents of GNP.

Detail will not necessarily add to totals because of rounding.

Source: Council of Economic Advisers.
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Large claims not recognized in these estimates exist and new ones will
emerge. However, it is sufficient here to show that the existing, visible, and
strongly supported claims already exhaust the national output for some
years ahead. This is not to say that no other claims will be satisfied, or that
claims included in these calculations should have preference over claims
not recognized here. The basic point is that if other claims are to be satisfied
some of those recognized here will have to be sacrificed.

The projection of claims on the national output shown here corresponds
to a projection of Federal spending. Federal spending affects not only the
Federal Government's own purchases of goods and services but also the
purchases of State and local governments, through Federal grants to them,
and the purchases of consumers, through Government transfer payments.
The method of estimating the claims is described briefly here and in more
detail in the Appendix to this chapter.

1. The estimate of Federal spending includes a baseline projection of the
costs of the Federal Government's 1970 program, in 1969 prices, and the
costs of new programs already proposed by the Administration. The baseline
adjusts the 1970 program for changes related to population, workload,
and pay increases in 1969 dollars. The new initiatives, shown separately
in Table 14, project the 1969 dollar costs of proposed new programs,
such as the Family Assistance Program and Revenue Sharing, and proposed
expansion of existing programs.

2. State and local spending is the estimated consequence of projected
growth of GNP (in 1969 prices) and population to 1975 plus the grants
included in the Federal expenditure projections of Table 14.

3. Personal consumption is the expenditure that would result from the
amount of income that households would have available if the projected
GNP at 1969 prices were produced, present tax laws remained in force (with
the income tax surcharge expiring June 30, 1970), and governments made
the transfer payments included in the government expenditure projections.

TABLE 14.—Projections of Federal expenditures, national income accounts basis, 1970-75

[Billions of dollars, 1969 prices; calendar years]

Priority category 1970

189

188

92
56
22
19

1

1
0
0
0

1971

192

186

88
59
22
16

6

1
3
2
0

1972

196

186

87
62
22
15

10

1
6
3
0

1973

200

188

86
65
23
14

12

1
6
5
0

1974

204

190

85
68
23
14

14

2
5
6
0

1975

Federal expenditures.

Baseline

Purchases of goods and services.
Transfer payments to persons i__
Grants-in-aid
Other

New initiatives.

Purchases of goods and services.
Transfer payments to persons i__
Grants-in-aid
Other

206

191

84
70
24
14

15

2
5
7
0

1 Excludes transfer payments to foreigners, which are included under "Other."

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

Source: Bureau of the Budget.
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It is assumed that personal saving is 6.5 percent of personal disposable
income.

4. Residential construction expenditures are the amounts consistent with
reaching the goal specified in the Housing and Urban Development Act of
1968 along the path of housing construction shown in the Second Annual
Report on National Housing Goals.

5. Business fixed investment in real terms is estimated to decline as a
fraction of privately produced real GNP from 12 percent, which it has
averaged since 1966, to 11.5 percent by 1975. This would continue the
downward trend of the ratio of capital stock to real output experienced
since World War II.

6. The two other components of real GNP—inventory investment and
net exports—are both projected to rise slowly with their total growing from
$10.1 billion in 1969 to $18 billion in 1975 (in 1969 prices).

BALANCING CLAIMS AND RESOURCES

The results of these calculations are summarized at the bottom of Table
13 in the figures on the excess of claims over resources. The projected claims,
which assume no addition to present Federal nondefense programs beyond
those already proposed by the Administration, would approximately absorb
all available resources through 1973 and leave room for significant addi-
tions only by 1975.

The basic lesson of the estimates is that the country is already at a point
where, despite prospective rapid growth of output, a decision to satisfy
an existing claim on a larger scale or to satisfy a new claim will require
giving up something on which people are already counting.

These estimates are based on a number of assumptions which may turn
out to be wide of the mark. Even a generous allowance for errors in the
assumptions, however, is unlikely to change the fundamental picture. And
some of the assumptions may themselves be optimistic. If potential output
grew by only 4.0 percent rather than 4.3 percent, the excess of claims
would increase, but only slightly, because consumption expenditures and
business investment, which amount to about 80 percent of total claims,
would also be smaller. On the other hand, the excess of available output
over claims would be a little larger, about $4 billion more in 1975 (in
1969 prices), if personal savings were 7 percent of disposable income in-
stead of the 6.5 percent assumed here. This is possible, but it is no more
likely than that the personal savings rate should turn out to be 6 percent,
which would increase claims on available output. Other departures from
the assumptions are possible—certainly there will be some—but none seems
sufficiently large or probable to change the conclusion. Moreover, there
is little reason to expect that these departures will all be in the same
direction.

Inability to meet all the visible claims would not deny that the country
is rich and growing richer. The most comprehensive index of the economic
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condition of the population—real per capita personal consumption—would
rise about 3^4 percent per year under the Table 13 projections, compared
to 2J/2 percent per year in the period 1957 to 1967. The conclusion is simply
that choices must be made.

In fact, of course, choices will be made. The total of satisfied claims
cannot exceed the available output. Policies, whether of omission or com-
mission, will determine which claims get satisfied and which do not. The
following discussion of ways in which claims and resources can be brought
into balance is not intended to support any particular claims or any par-
ticular ways of meeting them. It is only intended to illustrate the options
that are permitted and not permitted by the arithmetic of the economic
system.

If the projections of output prove reasonably accurate, and Federal
expenditures run at the projected level, or higher, with taxes unchanged,
trimming of claims on output would fall mainly on investment. Private
saving, together with the Federal surplus, would be inadequate to finance
all the private investment claims shown here through 1973. Interest rates
would rise, and, while this might stimulate saving, the main effect would
be to make funds scarce and expensive and keep some investment demands
from being met. Since housing is more sensitive to the supply of funds than
other investment, the shortfall would probably be relatively larger in
housing. If, however, the shortfall occurred in capital outlays of businesses,
productivity would tend to be adversely affected, and the economy's rate
of growth would lag.

Government policy could bring about a different pattern of resource
allocation. If it were desired to do so, the combined investment claims shown
here could be satisfied by either of two approaches, or some combination
of them. One would be to hold Federal expenditures down, below the level
projected here through 1973 and not too much higher thereafter. Federal
purchases of goods and services would be lower, and State and local pur-
chases and consumers' purchases would also be lower as a result of smaller
grants and transfer payments. With purchases in these categories lower, more
of the national output would be available for investment. As a corollary to
this, there would be a larger budget surplus, which would make more funds
available to finance private investment. To obtain the same level of
investment with higher Federal expenditures, the second alternative would
be to raise taxes to restrict private consumption, thus releasing resources
for investment and sustaining the budget surplus needed to finance invest-
ment. These methods of generating a surplus to finance a desired total of
private investment would not in themselves assure any particular division of
the total between business investment and housing.

What has been said about the combination of taxes and expenditure
programs that would be required to permit satisfaction of the private invest-
ment claims implies a certain relationship between the Federal surplus and
private investment. The surplus must be large enough, when added to pri-
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vate saving, to finance the private investment. The higher the private
investment desired, the larger, in general, will be the budget surplus re-
quired. This is the main longrun implication of a budget surplus.

The additional surplus that would be required to support an additional
amount of private investment, say $1 billion, would probably be larger than
$1 billion if the additional surplus is created by raising taxes to reduce
consumer spending. This is because the higher taxes will probably reduce
private saving somewhat, and the surplus must be large enough to cover
the additional investment desired plus the loss of private saving. Thus, on
the assumption used in this section that personal saving is 6.5 percent of
personal income after tax, additional personal taxes and a further surplus
of $1.07 billion would be required to increase the total of private saving
and the surplus by $1 billion.

These are propositions about the national income accounts budget, which,
unlike the unified budget, does not include as an outlay the net lending of
the Federal Government. To the extent that net lending of the Federal
Government to finance private investment is already included in the unified
budget as outlays, the surplus that would be required in the unified
budget would be smaller. The required surplus would be the excess (if any)
of desired private investment over private saving plus Government net
lending. That would not, however, affect the amount of taxes that would be
required to bring about a given amount of private investment. It would only
mean that part of the taxes would be used to finance the Government lend-
ing, rather than the repayment of Federal debt which would permit private
lenders to supply more funds to private investment.

CONCLUSIONS

The estimates of this section are, of course, hypothetical calculations based
on inevitably somewhat arbitrary assumptions. The costs of programs now on
the books may turn out to be different from projections used here. More-
over, programs now in being can be modified or eliminated if people
decide that costs are excessive or that other things are more important.
The capability of the economy to grow may be different from what has
been assumed. Nevertheless, for all of their necessarily hypothetical char-
acter, these estimates do highlight three important points that have
major implications for fiscal policy. First, existing claims upon the growing
available national output already exhaust the probable output and real
national income that the economy can generate for several years to come.
The satisfaction of a new claim, therefore, necessarily will require the
rejection of another claim which now exists. Second, the Federal Govern-
ment's fiscal policies will directly affect which claims on our national income
are satisfied—not only the direct Federal claims but also State, local, and
private claims. Federal actions that increase State, local, or private
expenditures—even if those actions are not reflected in the Federal budget—

83

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



generate claims against the national output. Therefore, the Federal Govern-
ment should be concerned that its extrabudgetary as well as its budgetary
actions do not generate excessive claims or do not cause more important
uses of the national output to be displaced by less important ones. Third,
the level of private investment in business plant and equipment, and par-
ticularly in housing, is necessarily directly affected by decisions that de-
termine the character of the budget and the target for a longrun average
surplus or deficit. The budget and the budget surplus should not be regarded
merely as conventional symbols of sound finance; they have a profoundly
important functional role in achieving national goals.

APPENDIX

Basis for Estimates of Output and Claims
POTENTIAL AND PROJECTED GNP

The available total output by years from 1970 to 1975 is estimated in two
stages, one yielding potential output and the second yielding projected avail-
able output.

Potential output is considered to be the output the economy would pro-
duce when operating at a 3.8 percent unemployment rate. This is slightly
above the rate in the last half of 1969 when actual output was con-
sidered to be close to the potential. The annual growth of real potential out-
put is determined by the growth of the labor force, estimated at 1% per-
cent per year, the decline in annual average hours of work per person,
estimated at one-quarter of 1 percent per year, and the growth of output
per man-hour. In the private sector of the economy, output per man-hour is
estimated to grow by about 3.1 percent per year—less than in the early
1960's when resource utilization rose, but more than in 1965-69 when the
economy operated under excessive demand pressure. Allowance for the fact
that productivity growth in the Government sector, which produces about
9 percent of national output, is zero by definition (because Government
output is measured by labor input) reduces the overall productivity growth
rate to about 2.8 percent per year. Combined with the estimates of labor
input, this yields about a 4.3 percent rate of growth of potential real GNP.

Projected available real output lies below potential output from 1970 to
1972 because some gap between actual and potential output is necessary to
slow down inflation. A gradual closing of the gap is projected to permit the
potential to be regained without reviving inflation. Potential and projected
real GNP, in 1958 dollars, are shown in Chart 8. Projected available GNP
in 1969 dollars is shown at the top of Table 13.
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Chart 8

Gross National Product, Actual and Potential

BILLIONS OF DOLLARS (ratio scale)*
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•SEASONALLY ADJUSTED ANNUAL RATES.

J / T R E N D LINE OF 3.5 PERCENT FROM MIDDLE OF 1955 TO 1962 IV, 3.75 PERCENT FROM 1962 IV TO 1965 IV,
4 PERCENT FROM 1965 IV TO 1969 IV, 4.3 PERCENT FROM 1969 IV TO 1970 IV, 4.4 PERCENT FROM 1970 IV
TO 1971 IV, AND 4.3 PERCENT FROM 1971 IV TO 1975 IV.

SOURCES: DEPARTMENT OF COMMERCE AND COUNCIL OF ECONOMIC ADVISERS.

CLAIMS ON THE NATIONAL OUTPUT

Federal Expenditure Projections

Federal expenditure projections are presented before those for the private
and State and local government sectors, because the level and nature of
Federal expenditures affect the other expenditure components. The amount
of Federal transfer payments to individuals affects consumer expendi-
ture, and the level of grants affects State and local purchases. Because
of these effects it is convenient to have an initial projection of Federal spend-
ing preparatory to making projections of expenditures in the rest of the
economy.

Baseline Expenditures. The cost of the 1970 Federal program, adjusted
for increases in workload and pay increases at 1969 prices, gives the pro-
jection of baseline expenditures in Table 14, broken down into purchases
of goods and services, transfer payments, grants, and other expenditures.

The major increases in the baseline are projected for transfer payments,
which rise by $14 billion (in 1969 prices) from 1970 to 1975, and grants to
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State and local governments, which rise by $2 billion in that period. Much
of the increase in transfers will be due to increased coverage and population
growth, as more people receive checks for social security, disability insur-
ance, and so forth. But part will also be due to higher real benefits. Much of
the increase in grants will come in essentially open-ended programs, such as
Medicaid, in which the Federal Government must provide matching funds
if the States choose to provide funds for the program.

New Initiatives. The costs at 1969 prices of new programs proposed
by the Administration in the Fiscal 1971 Budget are added to the
baseline expenditures to give the projections of Federal expenditures used
here. These in turn are broken down into purchases, transfer payments,
grants, and other expenditures.

The costs of Federal programs at 1969 prices are projected to rise from
$189 billion in 1970 to $206 billion in 1975. Two aspects of these expenditure
projections are especially noteworthy. First, the projections include expan-
sions of transfer and grant programs and a reduction of purchases. Expanded
Federal programs would focus upon providing money to people in trans-
fers, and to States in grants, rather than upon purchasing output directly.
Second, projected Federal expenditures build up rapidly through 1974
and rise less rapidly thereafter. If this path were in fact to materialize, the
claims-resources position would be tighter in the early 1970's, and a bit
easier in the middle 1970's. But this flattening out of the expenditure path
may instead reflect simply the difficulty of seeing more than 3 or 4 years
ahead. As these years arrive, further proposals for new programs or ex-
tensions of existing programs can be expected to come forward. Thus it
should probably be assumed that the position will be just as tight in the
middle 197O's as in the next year or so.

State and Local Government Purchases

State and local government purchases of goods and services at 1969 prices
are projected to grow with real GNP, population, and projected levels of
Federal grants-in-aid from 1970 to 1975. Projected growth of these items
yields the estimates of State and local purchases shown in Table 13. In 1969
dollars, State and local purchases are projected to increase from $116
billion in 1970 to $142 billion in 1975, or at an average annual rate of 4
percent. Of the $26 billion increase in State and local purchases from
1970 to 1975, $8 billion is projected to be due to population increases. This
leaves a projected increase of $18 billion over and above the cost of pro-
viding State and local services at the present per capita level. This $18
billion represents an increase of 2.8 percent per year in the real per capita
quantity of the services provided by State and local purchases, compared
to the 1962 to 1968 average increase of 3.8 percent.

Personal Consumption Expenditures

Consumer spending is a fairly stable fraction of personal income after
taxes, aside from shortrun variations. Personal income other than transfer
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payments is assumed to be 73 percent of GNP. Adding to this transfers by
Federal, State, and local governments gives total personal income. Projected
Federal, State, and local personal taxes are subtracted to arrive at disposable
personal income, which is allocated between consumption expenditures,
personal interest and transfer payments, and personal saving.

The projections assume a saving rate of 6.5 percent, and 2.5. percent for
personal interest and transfers, leaving 91 percent for consumer spending.
The projections of consumer expenditures in 1969 prices, based on the pro-
jected Federal expenditures, are shown in Table 13.

Two important assumptions in the consumer spending projections should
be noted. First, the 6.5 percent saving rate is near the middle of the 4.9-
7.4 percent range experienced since 1960. Second, the projections in the
table assume present tax law.

Private Investment Demand

The remaining four elements of private demand are estimated independ-
ently of the Federal expenditure projections. These are business fixed in-
vestment, residential construction, inventory investment, and net exports.

Business Fixed Investment. Since cumulative net business investment
equals capital stock, the projection of investment should yield an accumu-
lated capital stock consistent with the projected GNP path and a reasonable
capital-output ratio.

Since 1966, real business fixed investment has averaged 12 percent of real
private output. It is estimated that if this fraction gradually falls to l l / 2

percent by 1975, the ratio of capital stock to real output would continue
the slow downward trend experienced since World War II. The projections
of business fixed investment in 1969 dollars are shown in Table 13.

Residential Construction. A key area of the projections is residential
construction. Twice in the last half decade homebuilding has been severely
squeezed by the competition of the Federal deficit and high business invest-
ment for the supply of private saving. Moreover as Chart 9 shows there
will be a substantial increase in the rate of family formation in the next
5 years. Both because of the backlog of need created by the housing declines
in 1966 and 1969-70 and because of the increased demand for housing
generated by family formation, the number of housing starts is likely to
rise considerably in the early 1970's.

In the Housing and Urban Development Act of 1968, Congress stated a
goal of 26 million new housing units to be constructed from fiscal year
1969 to fiscal year 1978. The Second Annual Report on National Housing
Goals to be submitted by the President this month projects a path of
housing construction, including both conventional and mobile homes, to
1978 which will meet the goal and is considered feasible. The conventional

87

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



Chart 9

Net Family Formation
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SOURCES: DEPARTMENT OF COMMERCE AND COUNCIL OF ECONOMIC ADVISERS.

housing starts portion of this path, on which the residential construction
projection is based, is shown in Chart 10.

This path of starts gives the residential construction projection in 1969
dollars shown in Table 13. The projection assumes residential construction
expenditures per start (in 1969 dollars) of $21,800— the 1959-68 average—
from 1970 to 1975. This cost figure will turn out to be high if the cost-
reducing potential of Operation Breakthrough, the industrial housing pro-
gram of the Department of Housing and Urban Development, is fulfilled.

The two small remaining components of GNP—inventory investment
and net exports—are both projected to grow roughly in line with GNP
from 1970 to 1975. Inventory investment along trend is expected to be
roughly a constant fraction of GNP, perhaps 1 percent. This would main-
tain an approximately constant ratio of stocks to final sales. Net exports
are projected to expand from the 1969 low as the U.S. trade position
improves.

Total Expenditure Projections

The second line of Table 13* "Claims on available GNP,35 which adds
up the expenditure projections assuming projected Federal expenditures,
shows total visible claims oil potential GNP.
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Chart 10

MILLIONS OF UNITS*

Housing Starts
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SOURCES: DEPARTMENT OF COMMERCE AND DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT.

To avoid confusion, it should be noted here that the "Claims on available
GNP" of Table 13 is not the equilibrium GNP in 1969 dollars that would
result if the "exogenous" investment and government expenditures were
realized. This is because consumer spending is projected on the basis of
present tax law, transfer payments in the Federal spending projections, and
available GNP. Thus the difference between available GNP and "Claims on
available GNP" is the reduction in exogenous expenditure needed to bring
the demand for output down to the level of available GNP.
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CHAPTER 4

Government and the Market
HIT SHALL BE THE DUTY AND FUNCTION OF THE COUN-

1 CIL . . . to appraise the various programs and activities of the
Federal Government . . . [and] to develop and recommend to the Presi-
dent national economic policies to foster and promote free competitive
enterprise. . . . " With these words in Section 4, the Employment Act of
1946 makes clear the responsibilities of Government for the vast range of
policies and programs that are concerned with strengthening the vitality
and efficiency of our market economy. This chapter, therefore, focuses on
the essential role of the Government in maintaining a competitive free
market economy and in supplementing the market where necessary to
achieve efficiency and progress.

This role of the Government is especially important today when many
people have become disenchanted with the effects of the Government's
participation in economic life. We rely upon the Government to do more
than ever before, but we grow less and less confident that its ways of dis-
charging the responsibilities placed upon it are the most effective. On
occasion the Government's action has run counter to its responsibility,
restricting rather than promoting competition and failing to observe the
principles of the market economy in the management of its own affairs.

In the main, we depend for the satisfaction of our economic goals on the
voluntary activity of individuals. Traditionally this Nation has accepted the
premise that the individual should be as free as possible to decide for him-
self what goods and services will be best for him and where and how he will
exercise his own talents and energies in the common productive efforts. By
and large the resultant system serves us well. It has made possible a large
and growing measure of personal liberty, wider job opportunities, and
rising levels of living. Because each of us has considerable freedom in
applying his knowledge and talents, our system is more flexible, innovative,
and progressive than if it were guided in detail by Government edicts.

ROLE OF THE GOVERNMENT

An economic system cannot, however, operate in a vacuum. Besides
controlling general monetary and fiscal policies, Government must establish
the necessary framework for economic activity if our free and open economy
is to keep its responsive and effective character.
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The need for rules of the game concerning contracts, property rights,
fraud, and fair methods of competition is obvious. In the course of time
additional rules have become necessary as our economy and our society
have become increasingly complex. It is necessary to prohibit the sale of
harmful foods and drugs and to proscribe child labor, unsanitary working
conditions, and discrimination in employment. But just as new rules have
become necessary, old rules can become obsolete and hamper our efforts
to realize the capability of the economy.

Since we depend on the private sector to produce the overwhelming pro-
portion of our goods and services, the Government must insure that com-
petition is vigorous and that markets are efficient. Vigorous competition is
the main protection of consumer interests; in most areas of the economy it
helps create efficient markets that respond quickly to the desires of consumers,
and in which costs of production and distribution are kept low. A well
working financial system and well-informed consumers are also necessary
for efficient markets; the Government can and does play a vital role in
these areas.

In a relatively few instances, competition alone may not be sufficient to
protect consumers' interest, or it may not be a possibility. Economies of large-
scale production may be so great as to leave room for only a few firms—too
few for competition to be effective. Where property rights are poorly de-
fined, competition may lead to the waste of valuable resources or to deg-
radation of the environment. As a result, in these areas elaborate regulations
concerning prices, outputs, and standards of service have been prescribed.
In a few sectors of the economy—agriculture is one example—the ability of
buyers and sellers to respond promptly to shifts in demand or supply may
be so limited that prices fluctuate more widely than is good for either
consumers or producers. In such situations, Government intervention in the
markets may be desirable.

The Government also has a role as a participant in market activity. Some
enterprises, essential to the national well-being or the national defense,
have been confined to governmental operation. Traditionally, the Post Office
has been a Government operation, even though it exists chiefly to provide
a service for which a price is charged and attempts to cover its costs with
its receipts. In other cases, such as the Tennessee Valley Authority, the
commercial activity has been mainly incidental to the principal objective
of the project, which was, in that case, unified resource development in a
region especially hard hit during the Great Depression.

Whatever reason the Government has for engaging in market activity,
it should follow certain.rules to insure that the operation is efficient and its
effects are equitable. Certain operations are, of course, deliberately sub-
sidized to serve essential public objectives; in such cases, it is always good
practice to identify the subsidy explicitly in the budget. Except in these
cases, however, prices should reflect costs if resources are not to be wasted
and users unintentionally subsidized at the expense of others. Rules are also
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needed to guide the managers of Government enterprises so that they take
all costs into account, not simply those in their budgets.

The Government is involved, therefore, in economic activity for many
different reasons. It must establish the "rules of the game" for private
participants; it must facilitate competition and improve the efficiency of
markets; it must impose detailed regulations where the market does not offer
sufficient safeguards to consumers' interests because of inevitable monop-
olistic conditions; and it must establish rules for its own participation in
market activity.

COSTS OF GOVERNMENT INTERVENTION

Generally, this Nation has preferred to limit the rules and regulations
it imposes on individuals and on market operations, in order to encourage
private initiative; and it leaves the burden of proof on any who assert a
need for more governmental involvement. A business in the private sector,
operating under normal competition, has a direct test of how well the
business is doing its job—profits. All companies that are inefficient or put
out products not desired by the public must face the consequences. A
Government agency, a Government operation—or even Government rules—
need not submit to such a direct test. Inefficient operations can limp
along for years without being called to account. Some regulatory rules
that persist protect obsolete or inefficient production. Import quotas, agri-
cultural marketing agreements, and outdated regulations can encourage
or preserve high-cost, badly located, or obsolete facilities with little inter-
ference and no direct test of their net value. Indeed, a major problem in
Government's participation in our economic life is that we have developed
no systematic procedure for eliminating obsolete rules, activities, and pro-
grams. In principle, and generally in practice, the competitive marketplace
has an answer, and this is one of its crucial advantages. In a competitive
market, if a private company uses productive resources inefficiently, market
pressures force it to relinquish them. This is one of the reasons why we
should rely as much as possible on the discipline of the market place to
protect the public interest.

Government involvement is not always the best answer—even when pri-
vate activities are producing undesirable side effects or markets are not
completely efficient. Government regulations are themselves not costless.
Certain provisions in building codes, for instance, were originally intended
to protect consumers by specifying the materials that can be used. Now
that some of the prohibited materials have been improved, these regulations
can result in needlessly higher costs of construction.

The sections below discuss the role of the Government in providing the
framework for efficient markets, the role of the Government when regula-
tion is necessary, and the rules under which the Government should partici-
pate in the market.
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IMPROVING THE EFFICIENCY OF MARKETS

Government has a major role in promoting the efficiency of markets.
Where markets are efficient, prices and output respond swiftly to shifts in
consumer demand. Efficient markets result in reasonable uniformity in the
prices charged by sellers or offered by buyers. Markets that work well also
have low transaction costs; that is, buyers and sellers can conduct transac-
tions swiftly and cheaply.

For efficient markets, it is necessary to have clearly defined and appro-
priately specified property rights, enforceable contracts, competition,
informed consumers, and a well working monetary system. Where no one
owns scarce resources such as fish in the ocean, oil under the ground, or
radio frequencies, Government regulations are necessary to prevent waste-
ful exploitation. Some of the problems that result from such common
property resources are treated below in the discussion of regulation.

A similar problem, on which attention is now focusing, is the inadequate
demarcation of public and private property rights in the atmosphere and in
bodies of water. At present most private citizens have little or no legal
recourse against others who cause pollution. Since private property rights
are rarely established for air or water, the Government must find alternative
ways of protecting the environment. These are discussed later in this chapter.

PROMOTION OF COMPETITION

A major role of the Government in providing for efficient markets is to
promote competition. The nature and extent of competition have been
continually changing as our economy has grown. Some changes have made
markets more competitive, others have made them less so. The most notable
change has been the increase in size of markets because of advances in
transportation and communications, the growth of the population, and its
concentration in metropolitan areas. Most firms now compete over a much
wider area and for a much larger sales volume. Consumers find that many
more sellers are seeking their favor. This growth in size of the market leads
toward larger (but not necessarily fewer) firms that are better able to
take advantage of a large market.

As educational levels have risen, buyers have also become better informed
and more sophisticated. On the other hand, products have become more
complex and more difficult to evaluate. Incomes of most consumers have
risen and these increases have made them better able to choose different com-
binations of products. In every market segment new products and services
are competing vigorously for the consumer's dollar.

The vigor of competition often depends on the number and size of rival
companies offering similar products or services. Although no data exist
for the economy as a whole, data on manufacturing do not support claims
that competition in general is diminishing. Concentration within manufac-
turing industries has changed little since World War II and may have
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declined since 1900. The average share of the market for the largest four
firms among the same 213 manufacturing industries was between 41 and
42 percent in both 1947 and 1966. On average, rough estimates indicate
that the concentrated portion of manufacturing has probably not increased
and may even have decreased since the turn of the century.

Partly as a result of merger and partly as a result of internal growth, how-
ever, there has been a steady increase in the proportion of total manufac-
turing assets controlled by the largest firms in manufacturing. In 1929,
46 percent of the total assets of all manufacturing firms belonged to the
200 largest corporations; in 1968, the comparable figure was 60 percent.
Thus in manufacturing the concentration of ownership of assets by cor-
porations has increased dramatically, while concentration in the share of
markets has not gone up. These conflicting trends apparently result from
an increase in conglomerate activity.

Antitrust

Competition is not always self-sustaining. Collusion on prices, output,
or market share can usually increase profits. Mergers between major com-
petitors will eliminate their rivalry and may reduce competition. Conse-
quently, the antitrust laws have long been accepted as necessary to market
efficiency. This Administration has continued vigorous enforcement. During
1969, 44 cases were brought, of which 20 involved alleged violations of
Section 1 of the Sherman Act (conspiring to restrain trade). There have
been five conglomerate merger cases, some of which involve vertical rela-
tionships between buyers and sellers in some product lines. There were 15
cases involving mergers between firms in the same line of business.

The Justice Department is actively pursuing a course designed to apply the
antitrust laws to the changing and expanding economy. For example, in
both the legislative and judicial branches, a broader concept of interstate
commerce has been recognized. In consequence, the Justice Department is
considering whether the antitrust laws apply to transactions, including
those in the service industries, heretofore regarded as intrastate. Indeed,
the Department has recently brought suit to enjoin a county association of
real estate brokers from conspiring to fix minimum commission rates.

Remedies and Sanctions. Enforcement in itself may not be enough, how-
ever, if the remedies or sanctions are inadequate. Generally, the remedies now
available to the Department of Justice in civil cases are felt to be adequate.
But some have criticized the Expediting Act, governing appeals in Gov-
ernment civil antitrust cases, because it provides no right of appeal from
the grant or denial of a preliminary injunction. This shortcoming in the law
would be corrected under an Administration bill to revise this Act.

Inflation and the growth in size of companies have lessened the force of
maximum fines for criminal violations of the antitrust laws. Because a cor-
poration can be fined no more than $50,000 for each criminal violation,
regardless of the seriousness of the crime or its cost to the economy, the cor-
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porate fine is often ineffectual. Accordingly, the major deterrent to price
fixing and other criminal antitrust action has been the threat of treble dam-
age suits and the possibility of jail sentences for company executives. The
Administration has accordingly requested Congress to raise the maximum
fines for corporations to $500,000.

Mergers. A horizontal merger between major firms in an industry can
be at least as effective in eliminating price competition as any agreement be-
tween the firms. Mergers, even between competitors, are not per se viola-
tions of the law, however, and they may even favor healthy competition.
The ready marketability of a firm may encourage others to become entrepre-
neurs and establish new enterprises. Mergers may also be an efficient way
of replacing incompetent managements. They may lead to greater econ-
omies of scale in production and marketing. And they may make it easier
to transfer resources to the industries or enterprises that can most effectively
employ them. In addition, access to capital markets may be facilitated.
Nonetheless, the law prohibits mergers whose effect ". . . may be substan-
tially to lessen competition, or to tend to create a monopoly." An accom-
plished effect deleterious to competition need not be proved; it is sufficient
if there is a reasonable likelihood that such an effect will follow.

Problems may arise when a merger involves two firms in the same line
of business that until then had not competed in the same market. A
recent case of this kind involved the merger between Standard Oil of Ohio
(Sohio) and a subsidiary of the British Petroleum Company, Ltd. (BP), oper-
ating in the States along the Atlantic seaboard. The Justice Department has
established guidelines for such market extension mergers: A proceeding
will be brought when a company that is one of a few most likely entrants
into a concentrated market joins in a merger with a leading firm in that
market. In this case, because BP was a likely entrant and Sohio, had by far the
largest market share in Ohio, the Department of Justice brought suit. A con-
sent decree has been entered requiring that some of Sohio's stations be di-
vested (sold or exchanged) to other firms, so that they will supply additional
competition. Sohio-BP will now not only operate in the Ohio market but
extend its operations elsewhere. The general effect on competition in the
gasoline retailing market should be beneficial.

Conglomerate mergers are growing in importance. Over two-thirds of
the mergers between 1926 and 1930 were between competitors (hori-
zontal), 8 percent represented market extensions, 5 percent were between
a buyer and the seller (vertical), and only 19 percent were between unre-
lated firms (conglomerate). In the 1966-68 period the proportion of hori-
zontal mergers fell to 8 percent, the drop being at least partly due to anti-
trust action, while conglomerate mergers rose to 82 percent of all combina-
tions. These mergers are more difficult to evaluate. They do not increase the
market share of either part of the joint firm. Their effect may be to stim-
ulate competition, but because of its very size, diversity, and financial
strength, the combination may operate to lessen competition.
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Conglomerate firms can use the profits in one market to subsidize price
wars or promotional expenditures in other markets and so eventually re-
duce competition. Conglomerates may also be in a position to require sup-
pliers to purchase some goods from other divisions of the conglomerate.
This practice of reciprocity may exclude competitors from a part of the
market.

The Department of Justice has announced that it intends generally to
adhere to its 1968 guidelines, but that it probably will oppose any merger
among the top 200 manufacturing firms or firms of comparable size in other
industries, or any merger by one of the top 200 manufacturing firms with
any leading producer in any concentrated industry. This program is based
upon recent decisions of the Supreme Court condemning mergers that
eliminate significant potential competition, entrench leading firms in con-
centrated markets, substantially increase the power of large firms to engage
in reciprocity, or further a trend of mergers that would lessen competition.
The staff of the Federal Trade Commission has recently issued a report on
conglomerate mergers. The Commission is planning to continue its study
and to coordinate it with a projected Administration study of economic
concentration, including conglomerate mergers.

Resale Price Maintenance

The Miller-Tydings Act and the McGuire Act, under which resale price
maintenance arrangements established under State law are exempted from
the Sherman Act, reflect a major exception to the antitrust laws and to
the policy of promoting competition. The State laws in question permit a
manufacturer to contract with a retailer not to sell his product or products
for less than a specified amount. In a State with a "nonsigner" clause in its
statute, no retailer is permitted to undercut this price. While the "nonsigner"
clause has been found to violate State constitutions in 18 States, 20 States
with over half the population still have effective resale price maintenance
statutes.

A major objective of permitting resale price maintenance is to protect and
encourage small business by eliminating price competition between retailers
of the same branded product. Resale price maintenance reflects the dilemma
of whether to protect competitors or competition. Generally under resale
price maintenance, manufacturers establish generous margins for retailers as
an inducement to promote their product. But other manufacturers can
quickly counter with similar margins, and they do. Retailers often profit tem-
porarily from these higher gross margins, but competition usually eliminates
the gain by encouraging additional outlets to carry the product, with the
result that sales per store decline. For example, a Justice Department study
found that for eight lines of retailing in States with strong provisions for resale
price maintenance, the sales per store in metropolitan areas were 12 to 34
percent less than in States without any such law. Thus manufacturers receive
at best only a temporary edge from resale price maintenance. Retailers' gains
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are also eroded over time, but consumers normally will continue to pay
higher prices.

ADEQUATE INFORMATION FOR CONSUMERS

For retail markets to be efficient in providing buyers with the goods
wanted, consumers must have adequate information. Ill-informed consumers
can be defrauded, or they can be misled even when there is no intent to
defraud in the legal sense. Unless he has a technical background and enough
time to evaluate a product fully, the most careful buyer often finds it difficult
to decide what he should purchase. He can perhaps reduce his risk by
keeping strictly to well-known brands and reputable retailers, but this may
cost him the chance to profit by satisfactory low-cost alternatives. Moreover,
on a wide scale this practice could entrench existing manufacturers and
create new barriers against entry into the market.

Often the most effective way to help buyers become well informed is to
require proper labeling. The Truth in Lending Act and the Fair Packaging
and Labeling Act are intended to help the consumer make "value com-
parisons." In certain instances, however, labeling is impractical, and the Gov-
ernment may need to prescribe standards for certain products. Moreover,
with automobiles and some other products, an unsafe feature poses a danger
not only to the owner but also to others. The Government has therefore
established Federal safety standards for new vehicles, and many States require
periodic safety inspections. Since January 1st, a prospective new car buyer
must be told the stopping distance, acceleration, and the tire reserve load of
a vehicle.

Considerations of safety may require the Government to ban the sale of
certain products altogether rather than rely on the consumer's ability to
protect himself even when provided with adequate information. For ex-
ample, where complex products like drugs are involved the necessary in-
formation may be unintelligible to the layman, and it is simplest and safest
to prohibit their sale unless they are prescribed by physicians.

Increasing public concern about standards for the safety and quality of
products has led to proposals that the Government widen its influence in the
marketplace. Particularly where products represent a potential hazard, there
is obviously a strong case for having the Government set and enforce stand-
ards for producers. Nevertheless, we need to evaluate carefully the advan-
tages and disadvantages to the consumer when considering such proposals.
Despite their beneficial intent, their adoption could in some cases have the
undesirable effect of lessening competition among producers—and thus
breaching one of the consumer's most effective defenses. The consumer's
interest may not be served if so much reliability is required that it adds
heavily to the cost. Another possible disadvantage in these restrictions is their
effect on the development of new products. Producers may be uncertain
about how well potential new products or services can meet published stand-
ards requiring reliable performance and freedom from other defects. Such
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uncertainty, together with the threat of costly damage suits, confiscation of
goods, or time-consuming delays in satisfying a multitude of Federal require-
ments, may inhibit the development of new products and the entry of new
firms into the market to compete with established companies. We must also
consider whether safety is better served by educating consumers in the proper
use of a product rather than making the product completely safe against even
remote contingencies.

The Consumer and the Market

To defend the public from misinformation offered by sellers, the Admin-
istration has proposed a Consumer Protection Act. This act would specify
and prohibit many unfair and deceptive practices, such as "bait and switch"
advertising (where the victim is attracted by a low-cost line and then
switched to a more expensive product), passing off used goods as new, and
misrepresenting price reductions. Responsibility for enforcing these prohi-
bitions would lie in a new Consumer Protection Division to be established in
the Department of Justice. The Federal Trade Commission would also have
powers to enforce these prohibitions. As soon as a violation was determined
in a proceeding by either agency, consumers could bring suits individually or
on behalf of a group of consumers for damages in the Federal courts. This
procedure would give consumers effective relief in proven cases of deception
or fraud; at the same time it would protect firms against nuisance suits.

Because information provided by the private market must be reliable, a
Consumer Product Testing Bill has been recommended to Congress. Under
the provisions of this bill, the Office of Consumer Affairs, to be established
in the Executive Office of the President, would review the adequacy of
current methods now used to test consumer products. One purpose of the bill
is to upgrade the tests used by private laboratories when necessary. If test
standards were lacking or deficient, the Government could ask industry to
establish proper ones. If industry were unable to establish acceptable stand-
ards by itself, the Government could then identify the standards it believes
should be followed. Firms meeting approved standards would be entitled
to say so in their product promotion activities.

The Consumer and the Government

In the past, the interests of labor, capital, and management have been
well considered in Government deliberations. Consumers are less organized,
however, and they have not always been adequately represented. To help
remedy this defect, the Administration has proposed, as noted above, an
Office of Consumer Affairs and a Consumer Protection Division in the
Department of Justice.

The Office of Consumer Affairs would have broad powers to coordinate
and improve present programs relating to consumers. It would see that the
interests of consumers receive consideration at appropriate levels of the
Federal Government. Among other powers it could conduct research, hold
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conferences on consumer problems, and develop a program for the release
and publication on a generic basis of product information derived from the
Federal Government's purchasing expertise. This office may also publish a
Consumer Register which would translate the legal terminology of the
Federal Register into layman's language so that interested consumers would
be properly informed of Federal regulatory proposals and rules.

The Consumer Protection Division would have broad powers of advocacy
and enforcement. It would be authorized to intervene in any proceedings
by Federal agencies which affect consumer interests, as the Antitrust Divi-
sion now does in proceedings which affect competition. It would thus offer
a counterweight in formal hearings to the briefs filed on behalf of producers.

PROTECTION OF THE ENVIRONMENT

The existing rules of the game governing the economic system were not
primarily designed to deal with our common responsibility for the environ-
ment in which we live. As public concern for the environment increases, the
demand for appropriate rules, and for Government action if these rules fail,
becomes more pressing. The environment is threatened when the wastes
originating in a factory, home, or automobile find their way to the outside
world, or when outsiders are bothered by noise, odors, or unsightliness. The
following discussion will be confined to pollution caused by wastes, though
some of the remarks also apply to other forms.

The problems created by wastes can be handled by five general approaches.
They can be left to nature; the public sector can dispose of wastes at general
expense; standards can be imposed to prevent or reduce pollution; the costs
of reducing pollution can be shared by the Government and the polluter; or
incentives to control pollution can be developed by levying special charges on
emissions. Each of these approaches, which can be used in combination, has
its advantages and disadvantages.

As long as pollution is insignificant it is possible to ignore wastes and their
consequences. This traditional approach depends primarily on the ability
of the environment to clean itself or to absorb wastes without unduly harm-
ful effects. But the quantity of wastes has now become so great that pollution
is affecting peoples' lives noticeably. Air pollution, for example, is not only
unpleasant but has a measurable impact on death and morbidity rates. Water
pollution has prevented millions from utilizing rivers, lakes, and ocean fronts
for recreational activity and has interfered with farming and commercial
fishing. In addition, water pollution and the residues of fertilizers and pesti-
cides are held responsible for undesirable changes in the ecology.

Consequently, the Government has found it necessary to develop programs
to deal with pollution. Water pollution has normally been handled by treat-
ing wastes before releasing them to the environment. The public costs of
treatment have traditionally been borne most heavily by local authorities,
although recently the Federal and State shares have increased. Most treat-
ment of industrial wastes is performed by industrial firms through their own
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treatment plants, but some firms release their effluents untreated or rely on
municipal systems. In the latter case it is important to charge for treatment;
if the direct costs of dealing with pollution are charged to the general tax-
payer rather than to the polluter, there is no incentive to reduce pollution.

The backbone of pollution abatement programs for both water and air
pollution utilizes the resrulatorv approach. Under the Air Quality Act of
1967, air quality standards for stationary sources of emissions are being estab-
lished for control regions throughout the Nation. Subject to the approval of
the Department of Health, Education, and Welfare, standards are estab-
lished by the States and an implementation program is drawn up. A
special regulatory scheme, enacted to cover motor vehicles, requires that new
cars can be sold in the United States onlv if emissions complv with standards
specified by HEW. Under the Water Quality Act of 1965, water quality
standards are being set for all parts of interstate and coastal waters, under
a similar Federal-State partnership. For example, each section of a river is
designated for a particular use, such as water supply, swimming, fish produc-
tion, etc., and the standards are set to achieve that quality. All States have
developed water quality standards and enforcement procedures which have
been approved, at least in part, by the Secretary of the Interior. The cost of
complying with these standards normally falls on the polluter and in some
cases on municipalities aided by Federal and State grants.

A related and supplemental method of pollution abatement would be to
provide some form of cost sharing payment for individuals or firms to reduce
the pollution they cause. Such payments might conceivably take the form of
tax concessions on the costs of pollution abatement methods. A stronger in-
centive is provided by taxes on effluents or treatment fees, which can lead
firms to change their processes or install new equipment to reduce their efflu-
ents. The cost of pollution would then be charged to those who cause it, and
as a result they may decide to reduce or eliminate their discharge of wastes.

In some water pollution cases, however, economies of scale may make it
more economical for a public agency to deal with the wastes than it would
be for the individual polluters. Who should provide abatement equipment,
and how, depends both on the cost of treatment and on the costs to the
environment of the pollution. In some cases regulation combined with tax
incentives may be most efficient and equitable. In other cases effluent charges
may be appropriate.

REGULATION

Regulation has been imposed for two purposes: to make the market per-
form more satisfactorily and as a substitute for competition. In the financial
area it is particularly important that markets work well, not only for
stabilization purposes but also to insure that product and labor markets are
efficient.
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GOVERNMENT AND THE FINANCIAL SYSTEM

Throughout our history the Government has been involved in regulation
of the financial markets. Such regulation serves three broad purposes: (1) It
provides for an appropriate money supply and efficient operation of the pay-
ments system; (2) it protects the public from loss due to financial failures, as
well as from misrepresentation and fraud; and (3) it encourages and sub-
sidizes the allocation of credit to particular sectors. Achievement of the first
two objectives increases the efficiency of markets. The third is aimed at using
regulation to accomplish other policy objectives.

A well-functioning payments system is vital to the economy, as the bank-
ing panics of 1933 and earlier periods forcefully remind us. The Constitution
authorizes Congress "to coin Money [and] regulate the Value thereof,"
an authority that has been broadly construed. The United States has estab-
lished a variety of regulations and agencies for controlling the creation of
money and the operation of commercial banks and other depository institu-
tions. For example, the Federal Government issues currency, charters banks,
imposes reserve requirements, oversees foreign exchange operations, insures
deposits, prohibits interest on checking accounts, and sets ceilings on the
rates to be paid on time and savings deposits.

The stock market crash of 1929 and some financial malpractices that
subseouently came to light created doubts about relying solely on the general
laws of contract in financial markets. Since 1933, Congress has aided
the investing public by enacting laws curbing unethical financial practices
and by making pertinent information more accessible. The Securities and
Exchange Commission was established to formulate and enforce require-
ments relating to operations of securities exchanges and the disclosure of
information about publicly issued and traded stock (later extended to
bonds). To protect public shareholders, Federal legislation also restricts
and requires publication of the trading of stock by corporate "insiders."
The Investment Advisers Act of 1940 and the Truth in Lending Act are
examples of laws designed to improve the information upon which the public
bases financial decisions.

Problems of Financial Regulation

While the ultimate objectives of Federal involvement in the financial
sector are clear, the problems and costs do not always receive sufficient
attention. The direct costs to the Government and the public of imposing
restrictions on financial institutions may not seem large, but an important
cost easily overlooked, because it is difficult to quantify, stems from the
inflexibility of regulations once they are issued. Regulations devised for
an earlier economic environment can stifle innovations and new develop-
ments in today's market. Examples are the restrictions on branch banking
imposed by many States, which Federal law makes applicable also to
national banks; the geographical and portfolio restrictions on savings and
loan associations, which are particularly onerous when their potential market
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has been shifting to new areas; and restrictions on commercial banks that
hamper them in meeting emerging demands for new services.

Sometimes regulations created to protect the public against malpractices
are extended and used to restrict new entry into a market. Regulations
also often prescribe or support minimum or maximum prices. The Invest-
ment Company Act of 1940 in effect establishes a resale price maintenance
law for mutual funds that prevents retail dealers of mutual funds from
charging lower commissions. Minimum brokerage fees set by major stock
exchanges are currently under review. Many financial regulations distort
credit flows by imposing interest-rate ceilings on mortgages and deposits.
The problem is to make certain that "fairness" in setting rates does not
put an umbrella over inefficiency, and that "soundness" in financial institu-
tions does not become a pretext for impeding competition and innovation.

Deposit-Rate Ceilings as a Case History. An example of the problems
created by the inflexibility of regulation can be found in recent developments
arising from interest-rate ceilings on time and savings deposits at commercial
banks and other financial institutions. Authorized by the Banking Acts of 1933
and 1935, these ceilings were intended to prevent banks from paying more
interest on deposits than "sound" banking would warrant. The fear was that
banks might otherwise make high-rate but risky loans (to cover excessive
interest rates on their deposits) and would thus become vulnerable to default
whenever business activity weakened. There was also concern that, in a
system composed of thousands of banks, competition for funds on a rate
basis might draw funds away from many individual institutions and seriously
weaken them. In reality, the ceilings made very little difference until the
mid-1950's, because interest rates on all assets remained very low and the
deposit rates actuallv paid remained below the ceilings.

In later years, these ceilings on deposit rates at commercial banks have
come to serve quite different purposes than those originally contemplated.
In particular, thev are viewed as a device to ensure a larger flow of funds
into home building, because they help protect savings and loan associations,
a mainstay of home financing. These associations, specializing in mortgages,
have attracted deposits by paving a slightly higher return than commercial
banks, which are prevented by the ceilings from offering competitive rates.
Because of the slow turnover of the long-term mortgage holdings of savings
and loan associations, however, these institutions were not in a position, as
interest rates rose rapidly in the past several years, to increase the rates
paid to depositors sufficiently to prevent large withdrawals. Chart 11
illustrates how the yield on new mortgages, which reflects what homebuyers
are willing to pay, climbed in recent years above the average return on
association portfolios, a figure which, after allowing for costs, represents
what these institutions could afford to pay to attract deposits and still
show a positive net income. Because of these competitive pressures, rate
ceilings were extended in 1966 to cover savings and loan associations.
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Chart 11

Mortgage Yields and Dividend Rate of Federal
Savings and Loan Associations
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During 1969, a consequence of rate ceilings has been a net reduction
in the inflow of savings to depository institutions as a group. Many of
their depositors have withdrawn funds in order to invest directly in market
securities, which have recently paid much higher interest rates. Rate ceil-
ings have also discriminated against small savers who cannot so easily
switch to securities and must be content with lower rates.

Since mid-1969, deposits of savings and loan associations have practically
stopped growing, despite the lack of competition from commercial banks,
and the consequence has been a decline in mortgage financing. The savings
and loan associations must now depend heavily on loans from the Federal
Home Loan Bank System. Indeed, only a massive dose of support by
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federally sponsored agencies has been able to prevent an even larger decline
in mortgage financing and housing starts.

Direct regulation of interest rate ceilings on deposits, together with port-
folio restrictions, has contributed to these problems, because it has encouraged
some developments and delayed others in such a way that an important part
of the financial system is now ill-adapted to a world of changing interest
rates. These ceilings have not provided a satisfactory answer to the financial
needs of housing, while they have prevented the free and efficient move-
ment of funds through financial markets. Mortgage financing and the role
of interest ceilings need reexamination. Savings and loan associations need
greater flexibility to adapt to market developments, and new sources of
funds for the mortgage market need to be devised. Given the consequences
of four decades of deposit-rate ceilings, they cannot be suddenly removed
without serious financial disruptions. Some basic reforms in financial regu-
lations are, however, needed.

Presidential Commission on Financial Structure and Regulation

Our expanding and increasingly complex economy must have financial
institutions reflecting the vitality that comes from vigorous innovation and
competition. Financial services required by tomorrow's economy will differ
in as yet undefinable ways from those appropriate today. The demands on
our flow of national savings, as indicated in Chapter 3, will be heavy in
the years ahead, and our financial institutions and financial structure
must have the flexibility that will permit a sensitive response to changing
demands. Thus the time has come for a thorough examination of needed
changes in our financial institutions and our regulatory structure. This
study will be carried out by a commission to be appointed by the President
early this year.

GOVERNMENT REGULATION OF AGRICULTURE

Agriculture is another important sector of the economy where regula-
tion has been used in an attempt to make market performance more
satisfactory.

Many of the problems of agriculture are the result of a steady increase
in agricultural output per farmer, which has made farmers a continually
dwindling minority, and of insufficient mobility, which has kept their
average income below that of most other occupational groups. As early
as 1870, the number of farmers had dropped below the number of persons
in other occupations. This trend has continued, and the proportion of the
population gainfully employed in agriculture at the present time is only
5 percent. This is the usual transition in an advancing economy. Fewer
and fewer people are required to produce the food and fiber for the rest
of the population; or, stated another way, as the real income of consumers
rises, an increasing proportion of income becomes available for other things
than the basic necessities of life. Currently, about 16 percent of consumer
income is spent on food.
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Thus we get the familiar adjustment problem in the agricultural sector.
Stimulated by the yield from public and private programs to develop and
facilitate adoption of technological innovations, output grows more rapidly
than consumer demand. Since the demand for farm products is relatively
inelastic, increased supplies generally lead to markedly lower farm prices.
As a result, farm incomes are depressed, and farmworkers and proprietors
move to other occupations. But because there are impediments to this move-
ment, per capita personal farm income does not catch up with the level in
other sectors.

At the depth of the depression, per capita personal income of farm people
was less than one-third that of the nonfarm population. In the middle fifties
it was about 46 percent. Currently, the per capita personal income of farm
people is about 70 percent of that of the rest of the population, but the nar-
rowing of the income gap is due in large part to increasing Government
payments to farmers, steady gains by farmers in adding to their income from
nonfarm sources, and substantial declines in farm population (Chart 12).

Chart 12
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Government Intervention in Agricultural Markets

The depression of the 1930's led the Federal Government to intervene
directly to support falling prices in agricultural markets with the objective of
stabilizing farm income. Since that time, commodity programs that were
originally adopted largely as emergency measures have varied only in em-
phasis from one decade to another. They have generally involved direct pay-
ments to farmers, production controls on output, price supports, and storage
and marketing activities. All these programs have entailed substantial budg-
etary costs. Direct payments alone were about $3.75 billion in 1969, account-
ing for about 23 percent of realized net farm income.

Because most commodity programs have been related to output, their
main benefits go to the larger commercial farms; for example, in 1968 the
top 6 percent of the farms (those with sales of $40,000 or more) received
nearly one-fifth of the Government payments and accounted for about one-
third of the realized net farm income.

As another indirect form of regulation, Federal and State marketing
orders and agreements are in effect for many perishable commodities such as
milk, fresh fruit, and fresh vegetables. Milk marketing orders illustrate one
method of market control. For each milk marketing order, minimum prices
are established for the milk sold by dairy farmers. Using criteria provided
by statute, the Secretary of Agriculture sets these prices; prices may be dif-
ferent for the same milk depending on its final use. Drinking or Class I milk
carries a higher price than manufacturing or Glass II milk. The average or
"blend" price is paid to all farmers.

In an attempt to reinforce price discrimination between the two classes
of milk, the Food and Agriculture Act of 1965 provided for so-called Class I
Base Plans in Federal milk markets. These plans, which are instituted at the
request of dairy farmers, can be used to restrict production to the level of
Class I requirements in an individual market. Under this plan, each producer
receives a high price on his "base" (his share in the Class I market), rather
than a "blend" price on all production. Milk produced in excess of the estab-
lished base is then priced at the lower Class II level, thus discouraging the
production of milk for manufacturing. When access to the Class I market
with its higher prices is sharply restricted, title to a base may be very advan-
tageous. The value of these bases subsequently becomes capitalized into pro-
duction costs for new producers, who purchase them. And consumers of
Class I milk must continue to pay substantially higher prices.

A Market-Oriented Agriculture Policy

Farm policies on field crops should give greater emphasis to market
forces and thus reduce direct governmental participation in the marketplace.
Specifically, three goals should be sought. First, prices should become more
flexible so that they approximate equilibrium between supply and demand
when averaged over a period of years. With this flexibility farmers should be
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able to hold and even expand both domestic and foreign markets. Price sup-
ports should not interfere with normal commercial transactions, but should
serve only as a price floor to prevent excessive fluctuations and to provide a
basis for credit.

Second, production should not be controlled by limiting individual crop
acreages; rather it should be guided by market prices. Because the Govern-
ment cannot immediately withdraw the influence on production that it has
exercised during its four decades of direct intervention, a gradual approach
is needed by which greater freedom will be gained through restrictions
on total land use only. Such a program would restore considerable freedom
of choice to participating farmers, permitting each one to produce as much of
any crop as he thinks will be most profitable up to the limits of his authorized
cropland. Eventually, we may be able to discard even this control measure.

Third, direct income payments, properly applied, offer a more efficient
way to support farm income than high price supports. The potential benefits
of high prices are largely dissipated because they make additional purchases
of inputs profitable. Direct income payments will be necessary for some time
to compensate for inequities and to smooth the adjustment process. Reason-
able limits on payments to individuals, however, would help prevent the
undue enrichment of large operators at public expense.

REGULATION OF NONGOMPETITIVE MARKETS

In a few markets, competition does not flourish. In fact, in some instances
one large firm can supply an entire market at lower cost than several smaller
firms. When this is true, there tends to be a natural monopoly.

The American answer to these problems has generally been to substitute
regulation by Government agencies for reliance on the market. Nationaliza-
tion and Government operation have only been experimented with in a
number of instances. This preference for regulation instead of nationaliza-
tion has given rise to a variety of Federal and State agencies that set up
and enforce restrictions on many economic activities. There are agencies cov-
ering transportation, communications, electric power, pipelines, and petro-
leum, to cite most of the important ones.

The American experience with regulation, despite notable achievements,
has had its disappointing aspects. Regulation has too often resulted in pro-
tection of the status quo. Entry is often blocked, prices are kept from falling,
and the industry becomes inflexible and insensitive to new techniques
and opportunities for progress. Competition can sometimes develop outside
the jurisdiction of a regulatory agency and make inroads on the regulated
companies, threatening their profitability or even survival. In such cases,
pressure is usually exerted to extend the regulatory umbrella to guard against
this outside competition, so that the problems of regulation multiply and
detract from the original purpose of preventing overpricing and unwanted
side effects.
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The fundamental problem lies in the complex and conflicting objectives
that sometimes characterize economic regulation itself. Agencies are sup-
posed to protect the present and future interests of consumers, employees,
investors, and the Government. No one can begin to see the full conse-
quences of current decisions on all these groups. As quasi-judicial bodies,
the regulatory commissions tend to give much weight to precedent. As a
result, change of any kind becomes hard to justify and even harder to allow
when some affected group can claim immediate harm, whereas the po-
tential beneficiaries are widely diffused and usually not represented. Yet
innovation and adaptation are the dynamics of economic progress.

There is no clear safeguard against these dangers, but more reliance on
economic incentives and market mechanisms in regulated industries would
be a step forward. The record in transportation and communications, and
other examples in this chapter, point to that lesson. Industries have been
more progressive when the agencies have endeavored to confine regulation
to a necessary minimum and have otherwise fostered competition. When
regulation has stifled competition, performance has deteriorated. The
clearest lesson of all, however, is that regulation should be narrowed or
halted when it has outlived its original purpose.

Transportation

The Interstate Commerce Commission's efforts to eliminate price cutting
among truckers, railroads, and bargelines is a classic example of the at-
tempts to curb competition through regulation. The original justification
for regulation—that railroads were monopolistic—has lost much of its va-
lidity since there is now considerable competition from other modes of
transportation, although the shippers of some bulk commodities are still
heavily dependent on rail transportation. Yet the ICC must continue to
operate under the mandate of past transportation acts. Greater reliance on
the market would be beneficial to transportation, but, in view of long
established practices, this would have to be approached gradually. Except
for predatory pricing to drive competitors from a market, which is pro-
hibited under antitrust law, many transportation rates could safely be allowed
to find their own level through competition. A policy of permitting and
encouraging competition of all kinds would, if general economic experience
is any guide, make the industry more efficient as well as benefit the public.

ICC regulations also have the effect of restricting entry into markets,
particularly in the trucking industry, where economies of scale are limited
and costs of entry low. Lack of free entry protects the profits of existing
carriers, but it hardly benefits the public. Here the regulatory process is
arrayed against new entrants. Those who could suffer from competition
make themselves known and actively plead their cause. Those who might
enter if restrictions were relaxed are less clearly identifiable, and they
have less interest in advocating the case for free entry.
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The origin of regulation was somewhat different in the air transportation
industry. The Civil Aeronautics Board (CAB) was given a mandate to
foster competition consistent with orderly growth and the convenience and
needs of the public. Public safety was to be an important dimension of con-
venience. As a result, the air transportation industry blends competition
with a high degree of safety and convenience. Regulation has inevitably
reduced price competition, however, and has tended to reduce new entry
in air transportation. With the exception of two carriers serving Alaska,
no new trunkline carriers have been certified since the CAB was established.
The CAB has, however, encouraged limited competition by certifying com-
peting carriers on some routes, and this limited competition has resulted
in increased service to the public.

Communications

Common-carrier communications service, such as the telephone service,
is a natural monopoly. In many parts of the world, the practice has been to
nationalize this industry. Here we have chosen to provide detailed regulation
of privately owned service. The results have been generally satisfactory, in
terms of convenience to customers. Regulation should be carried out in
such a manner that it does not prevent or limit competition in sectors
that are not natural monopolies. Recently, after a series of Federal Com-
munications Commission (FCC) and court decisions, new carriers of private
wire and microwave systems have been permitted, with beneficial effects on
rates and services.

Long-distance communications may be entering a new and more com-
petitive era with the development of satellite communications systems.
Economies of scale in the operation of satellites do not appear to be sufficient
to bar competitive operations. Hence the Administration has recommended
to the FCC that multiple domestic satellite systems be authorized and that
restrictions on entry be applied only where they are necessary to prevent
undue interference. It is the Administration's hope that increased competi-
tion will eventually make it possible to let market forces assume more of the
role of detailed regulation.

Radio Spectrum

Property rights in radio frequencies do not exist, nor are markets allowed
to determine the allocation of frequencies. The FCC currently allocates spec-
trum among the competing users and thus creates quasi-rights. Unfortu-
nately, it is difficult for any regulatory body to determine the most bene-
ficial uses of a scarce resource. While the FCC attempts to make sound allo-
cative judgments, it is faced with continual requests for spectrum for many
different uses. Without a market test it has no way of being sure that its allo-
cative decisions are appropriate.
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The absence of property rights to the radio frequencies also helps create
congestion in the spectrum. No single user feels impelled to develop methods
that will require less spectrum. Nor does he have an incentive to share his
spectrum with others who may make more efficient use of the frequency.

Here too the market should probably have a stronger influence on the
allocative process. As an illustration, it might be possible to experiment with
a mechanism reflecting the economic value of the entire spectrum. Such an
experiment might involve a system of fees varying with the estimated value
of particular frequencies and subject to repeated adjustments.

GOVERNMENT PARTICIPATION IN THE MARKET

The Government participates in the market primarily as a buyer of goods
and services. It also participates as a seller or provider of goods and services.
Some of these are collective goods, such as national defense, that can only be
provided by the Government. Others, such as education, can and are furn-
ished by the private sector as well. A full treatment of the Government's
participation in the marketplace is beyond the scope of this Report, but cer-
tain aspects are worth emphasizing.

When the Government is the only supplier, the public is not always ade-
quately serviced. The Government makes many items available free or below
cost, so that it becomes a monopoly supplier. Sometimes the Government
has established a legal monopoly and prohibited competition. Unless there
is a compelling reason to justify a Government monopoly, it should not be
established; rather competition should be encouraged wherever possible.

In some instances goods or services are supplied below cost, when the
Government could accomplish the same aim, yet encourage competition, by
supplying buyers with funds earmarked for the purchase of the desired item
in the market. The food stamp program is an example of this approach.
In general the recipients will derive less benefit from such earmarked funds
than from unrestricted grants in the same amount. The Administration's
Family Assistance Program therefore envisages replacing food stamps by
cash grants as rapidly as possible.

In the Government's role as a supplier of goods and services its charges
should clearly reflect the incremental costs of its operations, including
capital charges except where subsidization is a conscious objective. When
charges are brio™ such costs, a wasteful use of resources may result, since
consumers are encouraged to use more of the product or service than they
would if charges reflected costs more accurately. Subsidization is, of course,
appropriate wherever such greater use is the explicit objective (and in this
case there should be an explicit accounting for the subsidy).

Costs of Government enterprises are especially difficult to measure. In
principle, the appropriate measure of cost to the Government is what the
resources it consumes could have earned in the private sector. As the previ-
ous chapter pointed out, when any resources are used by the Government,
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it lessens by that much the resources available to the private sector. One
alternative to Government use of resources would be to make more funds
available for private investment. As a first approximation, the appropriate
cost of a Government investment would be the expected earnings—pretax—
on a similar private investment, and not the cost to the Government of bor-
rowing funds.

If a Government enterprise is operated in a market framework, the dis-
cipline of the marketplace is likely to improve the results. When an enter-
prise faces active competition, it cannot afford to offer poor service. If it
must raise capital in the private sector, it will naturally take account of the
full cost to the economy of such investment. And when it operates without
Government aid, it must cover its costs.

Thus, a practical way to improve the workings of Government enter-
prises, unless subsidizing is a major objective, is to move the operation as
close to the private sector as possible. This Administration has initiated
two important moves in this direction. It has recommended the establish-
ment of a Government-owned postal corporation which would ultimately
have to cover nearly all its costs. It has also recommended that the Atomic
Energy Commission's uranium enriching plants be sold to private industry
at an appropriate time and that in the interim the operation of the plants
resemble private operation as nearly as is practical.

POSTAL SERVICE

The Post Office is essentially a commercial operation run as a Govern-
ment agency, but modern management practices are difficult to introduce.
Personnel costs, which account for about 80 percent of Post Office costs,
are fixed by Congress. Net fixed assets per postal employee were only
$1,145 in 1967, while they were $2,836 per employee in merchandising,
$7,170 in manufacturing, and $25,053 in transportation. Partly as a con-
sequence of these conditions postal productivity has been increasing since
1956 at a rate of about 0.2 percent per year compared with 3.4 percent
for the private sector of the economy.

According to the Kappel Commission's review of the Post Office, working
conditions in many post offices leave much to be desired. More than 60 per-
cent of the regular postal employees finish their careers at the same level at
which they started. Patronage and residence requirements for postmasters'
appointments have held down career opportunities. Efforts to improve
productivity are often frustrated. The system has been "run by the book,"
a 2,000-page Postal Manual intended to cover all contingencies.

Most postal rates are currently set by Congress. Under the current account-
ing system, it is impossible to ascertain the incremental cost of any service.
For this reason little basis exists for confirming or denying the popular belief
that first-class mail more than pays for itself while other mail is delivered
at a loss.
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The Kappel Commission pointed to the political nature of Post Office
appointments as one of the most serious problems in the postal system.
The President has asked that Congress no longer require Senate confirma-
tion of appointments to postmasterships at first-, second-, and third-class
offices. He has also requested legislation to bar political tests in the selection,
appointment, and promotion of Department employees. Departing from a
former practice, the President does not seek local political endorsement of
prospective postmasters. All these steps are designed to strengthen the merit
system and permit candidates to be chosen for their competence rather than
their political activity.

An even more fundamental departure is the Administration's proposal for
reform of the postal service through the creation of a Government-owned,
self-supporting corporation to operate the postal system under a directive
that costs must be covered with revenues after a transitional period, except
for public service costs for which appropriations would be made. The corpo-
ration would have the power to borrow fimds for capital investment, to
negotiate wage rates with postal unions, and, subject to veto by Congress,
to set postal rates. The Government-owned postal corporation would be
allowed great flexibility in operating the postal system, especially in its
personnel and capital expenditure programs.

The postal reform proposal would obligate the board of directors of the
postal corporation to report to Congress within 2 years concerning modern-
ization of the postal monopoly laws, which effectively prohibit a private
firm from delivering first-class mail. A careful review of these laws might show
that additional competition could prove beneficial to the using public.

URANIUM ENRICHMENT FACILITIES

In the current state of technology the most efficient method of providing
nuclear power is the use of light water reactors which operate on enriched
uranium. Three plants owned by the Atomic Energy Commission and
operated under contract by private enterprise supply this uranium. Con-
structed at a cost of $2.4 billion, these plants are located in Oak Ridge,
Tenn., Paducah, Ky., and Portsmouth, Ohio.

Originally the plants were built for the nuclear weapons program. Military
needs for enriched uranium are expected to be small in future years, much
below the capacity of these plants, but the growth of the nuclear power
industry is expected to lead to capacity operations by the late 19705s.

In the chain of operations involving this form of energy—from mining
uranium to generating nuclear power—the enriching plants are the last link
to remain exclusively in Government hands. Since demand for enriched
uranium is likely to come almost entirely from the commercial sector, the
President has indicated that these plants should also be sold to private
industry when conditions for disposal are advantageous.
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Conditions for such sale are not advantageous at present. The plants are
currently being operated at only about 40 percent of their existing capacity.
Moreover, because of existing long-term contracts for power supplies, the
plants will produce considerably more enriched uranium than can be sold
at present, though it may be needed to meet future demands.

So long as the Government keeps the plants, it should encourage their
efficient use in order to strengthen competition in the power field. The
President has asked the AEC to establish a Directorate to run these plants
in a manner that approaches more closely commercial enterprises, implying1

that they should earn commercial rates of return on the investment. The
Directorate will use commercial accounting procedures and prepare annual
financial statements equivalent to those of private corporations.

An important feature of this change is that nuclear generating plants
will not enjoy a subsidy giving them an advantage in their competition with
fossil fuels as sources of electric power. The proposed Directorate's opera-
tions, modeled after commercial operations, should provide a record of
earnings that will facilitate subsequent sale to private industry and help
to assure that the Government receives a fair price for the plants when they
are sold.

THE GOVERNMENT AND HOUSING

All levels of government have been involved to an exceptionally high
degree in the housing industry—in its financing, its technology, its labor
supply and labor relations, and even in its supply of some basic materials.
In addition, housing is the only major private industry for whose output
a fairly specific goal has been stated by legislation. The Housing Act of 1949
declared a goal of "a decent home . . . for every American family," and the
Act of 1968 said that this goal could be met by constructing or rehabilitating
26 million houses in the next decade, of which 6 million would be for low-
and moderate-income families.

The enactment of this goal was not based on a calculation of the costs of
achieving it and a decision to pay those costs whatever they might be. Until
the costs and possible methods of achieving this goal are assessed more
accurately it cannot be regarded as a firm basis for planning. Moreover, any
goal set now would certainly have to be regarded as open to review and
revision as time passes. Nevertheless, the kind of concern expressed by the
26 million housing goal, together with the prospect that rising family forma-
tion will greatly increase the demand for houses in the next decade, calls for
a reexamination of the Federal role with respect to housing.

A distinction should be made between policy about housing for low-
income people and housing for the rest of the population. An intention to
subsidize housing for low-income people is clear. This may be explained on
the same grounds as other contributions from the more affluent to the poor,
although there are questions about whether in the long run subsidizing
housing is an efficient way to make this transfer.
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Federal policy toward the nonsubsidized part of housing is probably best
understood as an effort to improve the operation of private markets. This
is clearest with respect to finance. The cost of capital to finance housing has
been affected by the real or apparent riskiness and illiquidity of mortgage
instruments. Policies to reduce these costs, without subsidies from the
Federal Government, include FHA insurance, the provision of insurance
and a reserve lending source for savings and loan associations, and the
establishment of the Federal National Mortgage Association (FNMA)
to create a secondary market for mortgages. Further action along this line
may be useful, especially to reduce the great instability of the residential
construction industry, which in turn would contribute much to increasing
productivity in the industry.

It is probably inevitable that housing construction should be particularly
sensitive to variations in interest rates, given the heavy weight of interest
charges in housing costs and the fact that much of the demand for housing
can be postponed, at least for a time. However, this sensitivity has been
greatly increased by a number of institutional arrangements of which interest
rate ceilings have been among the most important. In the past, legal ceilings
on the interest rates payable on FHA and VA mortgages have caused the
supply of funds available through those programs to dry up whenever
market interest rates rose much above the ceilings. The Secretary of Hous-
ing and Urban Development is authorized to vary the ceiling rate, and this
flexibility can somewhat ease that particular problem. Usury ceilings in
some States prevent the flow of funds into mortgages when market rates are
high. In 1969, the supply of mortgage money in States with low usury
ceilings appeared to be more limited than in other States. Stability in con-
struction would be improved if these usury ceilings were eliminated. The
fact is that these ceilings, instead of protecting people from having to pay
exorbitant rates, often prevent their obtaining mortgage credit at all.

The housing industry is also less able to compete for funds when interest
rates are rising because by custom it has depended heavily on specialized
financial intermediaries, as noted elsewhere. The possibility of raising
funds in the face of high interest rates might be improved if housing had
recourse to more varied sources. Several steps have recently been taken to
remedy this lack. The Federal National Mortgage Association and the
Federal Home Loan Bank Board (FHLBB) have greatly expanded
their borrowing on their own securities in the open capital market in order
to supply funds to mortgage markets directly or through savings and loan
associations. In 1969, regulations were promulgated for the issue of mort-
gage-backed securities of various kinds, guaranteed by the Government
National Mortgage Association (GNMA). This action was intended to
authorize a mortgage investment instrument that would be marketable and
attractive to a wide range of investors not now interested in mortgages di-
rectly. Establishment of a facility providing a secondary market for conven-
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tional mortgages somewhat along the lines that FNMA now provides for
FHA-VA mortgages is currently being considered.

The housing industry is unable to raise sufficient funds during a period of
rising interest rates and inflation because of the nearly universal use of a long-
term credit instrument with a fixed interest rate and amortization schedule.
When future interest rates and rates of inflation are uncertain, both lenders
and borrowers may be better satisfied with an instrument that provides some
hedge against these uncertainties. One possibility would be a mortgage in
which the interest rate varied with some prevailing market rate, adjustment
to be made by lengthening or shortening the repayment schedule. Lending
institutions may need greater flexibility to work out terms of mortgages that
are accepable both to them and to their customers.

The Government's efforts to improve the flow of finance into housing
has only recently begun to be matched by efforts to increase the supply and
improve the utilization of real resources—notably labor. But the imper-
fections on this side of the industry have probably been as great as on the
financial side. Entry into the construction workforce has been limited by
prevailing practices. The large turnover of firms, the seasonality of the
work, and the traditionally long apprenticeships contribute to the difficulty
in securing an adequate supply of skilled workers. The fragmented structure
of the industry and the instability of its operations have impeded the research
and development that might lead to greater efficiency and lower cost.

In order to improve the utilization of construction manpower, the Presi-
dent issued an Executive Order on September 22, 1969, establishing a
Construction Industry Collective Bargaining Commission. The Commission
was established to assist in the settlement of labor disputes through voluntary
procedures and to seek solutions to a wide range of manpower problems, in-
cluding training and development of construction manpower, instability and
seasonality of employment, and productivity and mobility of the construc-
tion labor force.

Significant expansion of training programs will be necessary to meet the
large projected demand for skilled construction workers. Expansion of
vocational education programs emphasizing construction skills can play an
important supplementary role in increasing the supply of craftsmen with
skills appropriate for entering construction work or for further training to
attain full journeyman status. Federal officials will work with State and
local authorities to encourage programs in construction skill training, and
some Federal funds will be used to obtain direct expansion of these pro-
grams. Cooperative programs between the schools, unions, and contractors,
in which credit toward apprenticeship requirements is granted for vocational
education programs, is also a promising new direction which HEW is
currently emphasizing.

The Administration has also made a major effort to expand participa-
tion of minority workers in training and employment in construction work,
especially on Federal and federally assisted construction projects. The
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widespread shortage of skilled construction workers in the industry is
indicated by the ability of unions to obtain very large wage settlements.
To open a greater flow of minority workers into the industry in order to
help relieve these skill shortages is a major objective of the Philadelphia
Plan. The Plan requires contractors bidding on Federal construction proj-
ects to make good faith efforts through affirmative action to meet estab-
lished hiring goals for minority employment. The Department of Housing
and Urban Development has also been working to develop local coalitions
that will help increase opportunities for members of minority groups to
join craft unions and apprenticeship and other training programs.

Through its "Operation Breakthrough" program, the Department of
Housing and Urban Development has solicited proposals for experimental
projects to demonstrate the use of new production techniques, including
improved building management and financial arrangements, as a basis for
significant improvements in productivity and efficiency. Simultaneously, the
Department has solicited prototype site proposals from State and local
governments willing to cooperate in eliminating building code and zoning
constraints and in combining markets for volume production. The goal
is to develop techniques to meet opportunities for mass marketing through
the use of volume production methods and the capital resources of large
companies. The Department of Housing and Urban Development has
received 236 proposals for the use of new systems in residential construction
projects. About 20 of these will be underwritten, in part, by the Department.

An essential part of the "Breakthrough" program is to change zoning
and building regulations that presently impede building of low- and
moderate-cost residential units in and around many major cities. While
some States are now enacting statutes capable of overruling local ordinances,
the remaining political and social obstacles are great. There is also need
for a breakthrough to reduce the administrative delays and unnecessary red-
tape that are characteristic of many Federal housing programs and of many
local housing authorities.

The Department has also taken the lead in the negotiation of a pilot
labor-management agreement which will reduce obstacles hampering the
introduction of new techniques. This nationwide agreement permits the
factory production of modular homes, provides for locally negotiated wages
and fringe benefits uniform for three building trades, allows for the
crossing of craft jurisdictions, and incorporates effective dispute settlement
machinery. In addition, provision is also made for training and employ-
ment opportunities for minority group members. It is felt by many observers
that the agreement will provide a viable model to others similarly engaged
in construction of housing units in an industrial context.

Improving the financing arrangements for housing, removing obstacles
to the supply of labor, increasing investment in the training of construction
labor where the payoffs justify the costs, and improving technology
should all raise the rate of housing construction in the years ahead. Whether
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they will suffice to achieve a predetermined goal for the number of houses
to be built in the decade remains to be seen. Much will depend upon con-
current developments in the economy, including the strength of business
demands for capital, the degree to which the Federal Government is
adding to or subtracting from the supply of capital by its surplus or
deficit, and the success of the home building industry itself in offering
innovative products at a reasonable cost.
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CHAPTER 5

Freedom and Stability in the World Economy

I NTERNATIONAL SPECIALIZATION AND EXCHANGE have
made an important contribution to rising standards of living in the United

States and abroad. By offering its own products in payment, a nation can
acquire imports with less sacrifice of domestic resources than would be
required to produce the same goods at home. Imports are the fruits of
international trade, and exports are what must be given up to obtain them.
The ability of a country to import depends primarily on how much of its
production it can sell abroad. And this depends in turn on its domestic pro-
duction costs, compared to those abroad, its access to foreign markets, and
the exchange rates which translate the exporters' selling prices into the im-
porters' currencies.

Of these determinants, domestic production costs are the result in part of
general monetary and fiscal policy, discussed in Chapter 1, and in part of
market performance, discussed in Chapter 4. Access to foreign markets is
one of the subjects taken up in the first part of the present chapter, and
exchange rates are considered in the last part. This chapter also deals with
international capital movements and the Euro-dollar market, and with
other recent developments in international finance.

THE EXPANSION OF TRADE

The case for free markets in international trade is much the same as it is
in the domestic economy. Artificial barriers to trade, such as tariff's and
quotas, usually act to reduce or eliminate exchange that would have bene-
fited the trading parties. Similarly, by insulating domestic producers from
foreign competition, trade restrictions reduce the incentives to increase in-
novation, efficiency, and specialization—dynamic forces that have made a
major contribution to the economic growth of industrial nations. Restrictions
on trade also limit the extent to which imports can compete with domestic
products, and thus weaken an important restraint on domestic price increases.

In a dynamic world economy, changing conditions require continuous
adjustments. These may inflict hardship on some and evoke resistance. But
American industry is used to adapting to changing competitive pressures
from both at home and abroad, and American labor has always been mobile,
both among regions and among industries. Most of the necessary adjust-
ments can be taken in stride, but some may prove more difficult. By
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providing temporary adjustment assistance, the Government can help those
who must adapt to changing patterns of world trade, and improve the
capability of our market economy to take full advantage of the benefits of
international trade and investment.

NONTARIFF BARRIERS

The rapid growth of international trade in the past decade attests to the
progress made in reducing trade barriers. In 1969 total world trade ap-
proached a quarter of a trillion dollars, an increase of about 14 percent over
that for 1968. During the decade of the 1960's the international trade of
industrial nations increased at an average rate of almost 10 percent per year.
As incomes rise and wants become more diverse, it is to be expected that
opportunities for trade among these nations will grow rapidly, and this
clearly has been happening. Progress towards freer trade, however, has been
uneven. A serious problem is that the lowering of tariff walls has not been
accompanied by similar progress in the lowering of nontariff barriers, which
have increased in relative importance—and in some cases absolutely—as
tariffs have declined. Recognizing the importance of attacking nontariff
barriers in a systematic and coordinated manner, the countries adhering to
the General Agreement on Tariffs and Trade (GATT) assigned high
priority to this problem in the work program planned to follow the Kennedy
Round. On industrial products, an analysis of existing nontariff barriers was
completed during 1969, and it was agreed to begin early in 1970 to formulate
means of dealing with various types of these restrictions. A similar project
has been initiated in relation to agricultural trade.

Nontariff barriers range from formal and explicit quotas to unpublicized
administrative procedures that have the effect of impeding or excluding
imports. One clear-cut example is quota restrictions that are imposed dur-
ing periods of an unfavorable balance of payments, but often continue after
the difficulties have disappeared. (The GATT allows the use of quantitative
restrictions to correct deficits in the balance of payments under certain cir-
cumstances, provided that such restrictions are progressively relaxed as the
balance of payments improves.)

More commonly, however, nontariff import barriers have been imposed
for a variety of other reasons. In some cases their explicit purpose is to pro-
tect domestic industry. In other cases, legitimate domestic measures may have
a protective side effect; health and sanitary regulations primarily designed
to protect the consumer, for example, may also make it more difficult for
foreign competitors to gain access to the domestic market.

Government procurement policies are frequently designed to provide
protection for domestic industries. Domestic procurement may be explicitly
required, or a price preference may be allowed on bids by domestic concerns.
In a number of countries the responsible administrative agencies are given
wide latitude in accepting or rejecting bids by foreign producers. As a result,
American corporations may run into a combination of high barriers and
frustrating uncertainties about how the barriers are administered.
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On the U.S. side, preferences are also granted to domestic suppliers but
these are generally explicit and easily understood. Thus regulations issued
under the Buy American Act grant a 6-percent preference, plus another
6 percent if the materials are produced by a small business or in an area
with substantial labor surplus. A 50-percent preference in overseas procure-
ment is applied for balance-of-payments reasons by the Department of
Defense and most other Government agencies. The case for the 50-percent
preference involves weighing balance-of-payments gains against budgetary
costs.

Restrictions abroad on trade in agricultural products are arousing par-
ticular concern in the United States because we have a comparative advan-
tage in many of these products. The farm programs of most developed
countries include special measures to support the prices farmers receive
and to give them protection beyond that provided by customs duties. Meas-
ures taken pursuant to the Common Agricultural Policy of the European
Economic Community have an especially distorting effect on world agri-
cultural trade because they insulate domestic producers from foreign com-
petition in order to keep internal farm prices far above world prices. The
surpluses in some commodities resulting from these high prices are sold
abroad with the aid of large export subsidies. While the United States also
supports the prices of most basic crops, these prices (with a few exceptions)
do not greatly exceed the world market level. We also maintain import
quotas, notably on sugar and dairy products, and have arranged for export-
ing countries to limit exports of beef to the United States.

THE TRADE BILL OF 1969

The trade bill submitted by the President to Congress in November con-
tinues the movement toward freer world trade, and it also explicitly rec-
ognizes the importance of insuring that U.S. producers have fair access to
foreign markets. Specifically, the bill would restore Presidential power to
make limited tariff reductions. It envisions the elimination of the American
selling price (ASP) system (in which certain import duties are based on the
domestic selling price of competing American products rather than on the
normal basis of actual export price). It would broaden the present authority
to act against countries that treat U.S. products unfairly and would provide
new authority to act against those countries that grant export subsidies which
result in unfair competition against U.S. exports in third markets. At the
same time, it would significantly improve the procedure by which business
and workers injured by imports can receive Government assistance.

The tariff authority requested in the bill would make it possible for the
President to approve occasional minor adjustments in tariffs that may be re-
quired—to compensate foreign countries, for example, if the United States
applies an escape clause, or if a statutory change is made in tariff classifica-
tion. It is not designed to be used for major tariff negotiations.

The American selling price system of customs valuation which applies
to a few American products (primarily benzenoid chemicals) has taken
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on symbolic importance for our trading partners. In conjunction with
the Kennedy Round of tariff reductions, an agreement was reached pro-
viding that if the United States removed ASP, others would make specified
further reductions in foreign tariffs on chemicals as well as reductions in
several important nontariff barriers, such as European road taxes which dis-
criminate against larger automobiles. Legislation to eliminate ASP would
achieve these already negotiated trade benefits, and would also be an impor-
tant positive step toward multilateral reduction of nontariff barriers, a lib-
eralization which would benefit the United States both as an exporter and
as an importer.

Although the relaxation of tariffs and other barriers in international trade
promises clear benefits to the national economy as a whole, it must be recog-
nized that the effects on some industries and individuals may be adverse, at
least in the short run. Because the gains from trade are widely distributed
to the consuming public, the costs of major resulting adjustments should be
borne in part by the economy as a whole, not just by those who must suffer
the direct effect of liberalization. For the economy as a whole, increased im-
ports need not create unemployment. This was demonstrated, for instance,
during the inflationary expansion of 1968, when unemployment fell from
3.8 to 3.6 percent, in spite of the record increase of 23 percent in imports.
Nevertheless, specific imports may cause disruption in directly competing in-
dustries. The Trade Expansion Act of 1962 provided for assistance to help
those injured by tariff reductions adjust to the change, but in practice
the criteria for assistance have been excessively stringent. The new bill would
relax these criteria and make aid more readily available to those who
require it.

In his trade message of November 18, the President stated that provisions
concerning both the escape clause and adjustment assistance in the 1962 act
were too tightly drawn and too technical to insure prompt and effective relief
for those actually injured by imports. The President therefore recommended
that the escape clause be made more flexible by providing a simple and clear
statement of what should constitute injury under the law: Relief should be
available whenever increased imports are the primary cause of actual or
potential serious injury.

Under the present law, the injury must be related to a prior tariff reduc-
tion. In many cases, the tariff rates originally set in the Tariff Act of 1930
have been reduced in a series of trade agreements from 1934 to 1967, and
it has become increasingly difficult to determine whether past tariff reduc-
tions are the cause of increased imports. Since the same problem arises in
investigations of adjustment assistance, the President recommended a similar
change in the criteria applicable to petitions for adjustment assistance filed
by firms or groups of workers. The President observed that improving the
provisions for relief from import injury should lessen the pressure for legis-
lation to restrict imports and should thus aid in the continuing U.S. attack
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on trade restrictions of other countries, which currently impede the access
of U.S. exports to foreign markets.

THE DEVELOPING COUNTRIES IN THE WORLD ECONOMY

Greater access to markets is especially important to the developing coun-
tries. Although aid from abroad is vital to most of their plans for achieving
greater prosperity, the most important condition for success is their ability to
make better use of their own resources, both internally and externally. An
effective strategy must be designed to further their participation in foreign
trade and attract private investment from abroad.

The Flow of Resources

For more than two decades the United States has provided large amounts
of financial aid to the less developed countries (LDC's). In recent years
other industrialized countries have also begun to provide substantial
amounts. In 1968, industrial countries contributed $6.4 billion in official
development assistance (which excludes private investment and loans on
commercial terms). Although the flow of resources from the United States
rose steadily up to the mid-1960's, it has leveled off in recent years. Private
investment, on the other hand, has grown rapidly during the last 5 years. In
1968, U.S. private investment in less developed countries increased to $2 bil-
lion, more than double the 1963 rate. Total private investment in the LDC's
by developed countries as a whole rose to $5.9 billion in 1968, also more than
doubling the 1963 figure. To encourage a continuation of this trend the Pres-
ident signed the Foreign Assistance Act of 1969 providing for the establish-
ment of the Overseas Private Investment Corporation, which would sell in-
surance and guarantees to U.S. private investors. The President has also
endorsed the multilateral institutions—the World Bank and its affiliates and
the regional banks—as channels through which development assistance can
be provided on an equitable basis.

The Efficiency of Aid

Greater reliance on the market mechanism can contribute significantly to
economic growth in the LDC's as well as in developed countries. It is espe-
cially appropriate that the United States, whose strong economy owes so
much to the freedom of our market system, set an example by showing a
willingness to let market forces operate. When this Administration came to
office, foreign aid was subject to "additionally" and "tying" conditions which
hampered its effectiveness. Tying requires that aid funds be used only to pur-
chase U.S. goods and services; additionality further requires that aid funds
not otherwise restricted be spent on U.S. products or services that do not
substitute for commercial exports from the United States.

In June 1969 the Administration acted to end additionality require-
ments for aid. Later, the tying requirement in aid to Latin American nations
was relaxed; they may now spend aid funds anywhere in Latin America as
well as in the United States. The speed with which the United States can
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make further improvements in the efficiency of its aid is governed to a major
extent by its balance of payments and by the aid policies of other countries.

Tariff Preferences

In the long run, the LDC's must look to a continued and vigorous expan-
sion of export earnings as an important part of their economic progress. Aid
can help them overcome their initial handicaps, but by itself it cannot con-
stitute a lasting solution. Greater internal efforts are also required.

From 1960 to 1967, export earnings of the developed nations grew at a
rate of 8.4 percent per year. Although rates for different countries differ
widely, export earnings of LDC's as a whole rose at the rate of only 6.1 per-
cent. At present, primary products account for almost 80 percent of the
exports of LDC's and the rate at which exports of these products are grow-
ing is substantially below the rate of growth of world trade generally. Because
of the limited potential for future expansion of trade in traditional exports,
the ability of the LDC's to develop new exports, especially of manufactured
products, will be increasingly important. This development is inhibited by
tariffs and quotas imposed by developed countries, and by internal economic
difficulties within the LDC's.

To assist in meeting the goals of the LDC's the 1968 United Nations Con-
ference on Trade and Development (UNCTAD) recommended that the
more prosperous nations offer preferential tariff rates on the exports of the
LDC's. The Organization for Economic Cooperationxand Development
(OECD) has appointed a working group, consisting of representatives of the
OECD members plus Australia and New Zealand, to formulate a plan for
a system of generalized tariff preferences. The United States has submitted
a proposal to this body. Some of the key provisions are:

(1) All duties on manufactured and semimanufactured products im-
ported from less developed countries, except textiles, footwear, and petroleum
and petroleum products, would be eliminated. A selected list of agricultural
and fishery products that would also benefit from the preferences is provided.

(2) There would be no quantitative limits on the additional imports
eligible for preferential treatment. Injury to domestic producers would be
handled by standard escape clauses and adjustment assistance.

(3) The preferences would be temporary, scheduled to last no more than
10 years, and should not obstruct further general tariff reductions.

(4) All major developed countries would adopt a common plan.
(5) The United States would not grant preferences to any country

that received an exclusive trade preference from any developed country for
a product covered by the plan, nor would we grant preferences to LDC's
that gave exclusive trade preferences to any developed country (reverse
preferences).

Other participants in the OECD working group have also submitted
proposals, some of which vary in important respects from the U.S. approach.
The European Community's proposal, for example, calls for limits on the
quantities of imports granted preferential treatment.

123

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



In November 1969, the OECD transmitted to the UNCTAD a report
setting forth the positions taken by the prospective preference-granting coun-
tries. The United States will be engaged during the coming months in dis-
cussions in OECD and UNCTAD with the other developed countries and
with the potential LDC beneficiaries with a view to reaching agreement on
a mutually satisfactory arrangement.

Tariff preferences for the LDC's will mark a significant departure from
the most-favored-nation principle on which the General Agreement on
Tariffs and Trade has been built. This principle, which requires nondis-
criminatory treatment of all imports regardless of origin, lies at the heart of
free international trade, and departures should be avoided except for com-
pelling reasons.

When one country gives another preferential access to its markets, an
increase in trade between the two countries will normally result. This may
represent new international trade, or it may come from substituting the
exports of one country for those of others. In the first case, there will
normally be an increase in efficiency. In the second case, where trade is
diverted from the lower cost third countries, the result will generally be lower
economic efficiency. Countries negotiating trade matters find it least pain-
ful to give one another the markets that were previously the province of
third parties. The general GATT proscription of preferential arrangements
was aimed to counteract the natural bias toward trade diversion when
countries exchange selective preferences.

The departure from the most-favored-nation principle is justified by two
considerations. The development of manufacturing industries is essential to
the progress of the LDC's, and these industries will be stimulated by prefer-
ences. Second, a liberal system of general preferences replacing specialized
regional preferences will create additional world trade and may reduce
existing distortions in trade patterns.

THE U.S. TRADE BALANCE

The U.S. economy and developments in our own external payments have
a profound influence on the stability and growth of the world trading and
financial system. Our exports now account for 17 percent of total world
trade, and the dollar has achieved high standing as an international cur-
rency. Growing economies abroad have provided expanding markets for
our output. In turn the level of our material welfare has been raised by an
increasingly diverse array of products from abroad.

During the 1960's, U.S. exports grew rapidly, at an average annual rate
of over 7 percent. Imports grew even more rapidly, however, with the result
that the trade surplus in merchandise shrank from a peak of $6.8 billion in
1964 to less than $1 billion during 1968.

The growth of U.S. exports has been fostered by high technology, exem-
plified in such manufactured items as computers, jet aircraft, and control
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instruments. Even the rapidly growing international demand for these prod-
ucts, however, has not been sufficient to prevent a decline in the U.S. share
of total world exports. One reason is that growth in the traditional U.S.
export markets has been below the average. And even within these markets,
U.S. competitive shares of manufactured exports have declined.

During recent years export prices of some of our major competitors—
such as Germany, Italy, and Japan—have performed better than those
of the United States. It is not surprising, therefore, that from 1961 through
1968 U.S. bilateral trade balances with these three countries declined by more
than $3.8 billion. In the same interval, the overall trade balances of these
three countries improved by roughly $7.6 billion.

The U.S. trade balance with Canada has also shown a large decline in
recent years, but the reason appears to lie in special conditions affecting
U.S.-Canadian trade. Canada's trade balance with other countries deterio-
rated slightly during the 1960's.

There have been other important changes in the composition of U.S.
trade during the decade. From 1960 through 1966, U.S. agricultural ex-
ports increased rapidly, but they have been at a standstill since 1967. The
sharp rise in U.S. imports of finished manufactured goods other than foods,
from $5.3 billion in 1960 to almost $17 billion in 1968, was also significant.
The share of these products in total U.S. imports increased from 35 to over
50 percent in the period from 1960 through 1968. The increase was par-
ticularly strong in imports of consumer goods, especially luxury products.

A part of the recent surge in U.S. imports can be attributed to inflation
in the domestic economy. During the years of relatively stable prices be-
tween 1955 and 1965, the value of merchandise imports as a percentage of
GNP varied little, hovering around 3 percent, but by 1968 it had increased
to almost 4 percent. In 1969 it edged slightly higher but remained just
under 4 percent.

Because of the prolonged dock strike in the first quarter of 1969, it is
difficult to interpret the currently available trade figures for last year. There
are signs of improvement in the merchandise trade balance after mid-
year, and the deterioration of the trade balance typical of the past several
years appears at least to have been arrested. As inflation is slowed in the
United States, the trade balance should improve. It is not likely, however,
that regaining internal stability will be enough by itself to restore promptly
the large surplus in the trade balance of the early and middle 1960's. For one
thing, the excessive domestic demand emerging toward the end of 1965 has
become incorporated into higher costs and prices, and these tend to be in-
flexible downwards. Thus, the inflation of recent years will continue to have
an adverse effect on our competitive position in the world economy. At the
same time our technological superiority in many fields has been narrowed by
the notable advances of countries like Japan and Germany.
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INTERNATIONAL CAPITAL MOBILITY AND THE BALANCE OF
PAYMENTS

While the gradual narrowing of our trade balance has dominated the
general trend of the U.S. balance of payments, short-term fluctuations have
become increasingly dominated by capital movements. Capital flows are
treated differently in the two most widely publicized measures of the balance
of payments: the official settlements balance and the liquidity balance.
Because short-term capital movements have been large, these two measures
have recently yielded very different results. During the first half of 1969, the
United States registered a record surplus measured on the official settle-
ments basis, while the same period showed a record deficit in terms of the
liquidity definition. For the full year, preliminary estimates indicate an of-
ficial settlements surplus significantly larger than the $1.6 billion surplus of
1968. The liquidity balance was in surplus during the fourth quarter, al-
though the deficit for the year was far larger in 1969 than in any previous
year (Chart 13).

Two Measures of the Balance of Payments

The differences in the coverage and concept provided by these two meas-
ures must be kept in mind. The official settlements balance measures the
change in our holdings of international reserve assets, less the change in
liquid and certain nonliquid claims on the United States by foreign official
institutions such as central banks or finance ministries. The liquidity balance
measures the change in our holdings of international reserve assets, less the
change in liquid liabilities to all foreigners, whether official or private.

Thus, sales to foreign official institutions of securities that exceed 1 year
in original maturity (and are hence technically nonliquid) in replacement
of short-term instruments do not affect the results according to the official
settlements basis, but they do improve the liquidity measure. For 1968, for
example, Table 15 shows that such special financial transactions shifted
what would have been a liquidity deficit of $2.1 billion to a liquidity sur-
plus of $0.2 billion. As these instruments are paid off with liquid claims on
the United States, they correspondingly augment the liquidity deficit, leav-
ing the official settlements basis unchanged. In the second and third quarters
of 1969, for example, the reversal of previous special transactions added
approximately $1 billion to the liquidity deficit.

Perhaps an even more fundamental difference between the two measures
concerns the treatment of flows of foreign private short-term funds into the
United States. To the extent that private foreigners obtain or withhold dol-
lars from their central banks, these flows reduce the official settlements
measure of the deficit (or increase the surplus). Under the liquidity defini-
tion, however, a net increase in liquid liabilities to foreigners (whether
official or private) indicates an enlarged deficit. Thus if private foreigners
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TABLE 15.—U.S. balance of payments, 1960-69

[Billions of dollars]

Type of transaction

Merchandise trade balance.
Exports
Imports

Balance on investment income..
U.S. investments abroad
Foreign investments in the

United States _.

Balance on other services.
Exports2

Imports

BALANCE ON GOODS AND
SERVICES2

Unilateral transfers, net; trans-
fers to foreigners (—)3

BALANCE ON CURRENT
ACCOUNT

Balance on direct private in-
vestments..

U.S. direct investments
abroad.... _.

Foreign direct investments
in the United States

BALANCE ON CURRENT AND
DIRECT INVESTMENT AC-
COUNTS

Transactions in U.S. private non-
direct assets, net

Transactions in U.S. Government
assets, excluding oficia reserve
assets, net

Transactions in foreign nondirect
nonliquid assets, net

Errors and omissions

BALANCEON LIQUIDITY BASIS..

Less: Certain nonliquid liabilities
to foreign official agencies

Plus: Foreign private liquid capital,
tnet

BALANCE ON OFFICIAL RE-
SERVE TRANSACTIONS BASIS.

Addendum:
Special financial transactions..

BALANCEON LIQUIDITY BASIS
EXCLUDING SPECIAL FI-
NANCIAL TRANSACTIONS....

1960-64
average

5.4
21.7

-16.2

3.2
4.3

- 1 . 2

-2.7
5.3

-8 .0

5.9

-2.6

3.3

- 1 . 8

- 1 . 8

.1

1.6

- 2 . 7

- 1 . 3

.6

- 1 . 0

- 2 . 8

.2

.8

-2.2

<*)

1965

5.0
26.4

-21.5

4.2
5.9

- 1 . 7

- 2 . 0
7.1

- 9 . 1

7.1

- 2 . 8

4.4

- 3 . 4

- 3 . 5

.1

1.0

- . 3

- 1 . 6

.2

- . 6

- 1 . 3

.1

.1

- 1 . 3

- . 1

- 1 . 2

1966

3.9
29.4

-25.5

4.1
6.3

- 2 . 1

- 2 . 8
7.7

-10.5

5.3

-2 .8

2.4

- 3 . 6

- 3 . 6

.1

- 1 . 1

- . 7

- 1 . 5

2.4

- . 5

- 1 . 4

.8

2.4

.3

1.6

-2.9

1967

3.9
30.7

-26.8

4.5
6.9

-2.4

- 3 . 2
8.6

-11 .8

5.2

-3 .0

2.2

-2 .9

-3.2

.3

- . 7

-2.5

- 2 . 4

3.1

- 1 . 0

- 3 . 5

1.3

1.5

- 3 . 4

1.0

-4.6

1968

0.6
33.6

-33 .0

4.8
7.7

-2 .9

-2.9
9.3

-12 .2

2.5

-2.9

- . 3

-2.7

-3 .0

.3

- 3 . 1

- 2 . 1

-2.2

8.2

- . 6

.2

2.3

3.8

1.6

2.3

- 2 . 1

1969 first 3
quarters i

0.3
35.5

-35.2

4.5
8.8

-4 .3

- 3 . 0
9.9

-12 .9

1.9

- 2 . 8

- . 9

- 3 . 4

- 4 . 1

.7

- 4 . 4

- 2 . 1

- 2 . 3

2.3

- 4 . 3

-10.8

- 1 . 1

11.6

1.9

- 1 . 2

- 9 . 6

* Average of the first 3 quarters at seasonally adjusted annual rates.
2 Excludes transfers under military grants.
3 Excludes military grants of goods and services.

* Not available.

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

Source: Department of Commerce.

gain more short-term claims on the United States than are lost by official
foreign holders of dollars, the difference adds to our liquidity deficit. During
1969, the large short-term capital flow into the United States caused by the
Euro-dollar borrowings of U.S. commercial banks has made the difference
in treatment unusually important.
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The Euro-Dollar Market and Short-Term Capital Movements

Euro-dollar deposits are liabilities of banks outside the United States (in-
cluding foreign branches of U.S. banks) which are denominated in dollars
rather.than local currency. London is the center of the Euro-dollar market
in which such funds are placed and borrowed. Large amounts of U.S. dollars
are also on deposit in continental Europe, Canada, and Japan. The Euro-
dollar market consists almost entirely of short-term funds, with few deposit
maturities exceeding 180 days. (There is a counterpart long-term market
for Euro-bonds, including substantial amounts of securities of U.S. corpora-
tions, offered in Europe but denominated in dollars.)

While exact measurement of the size of the Euro-dollar market is not pos-
sible, estimates published by the Bank for International Settlements indicate
that the market may have been roughly three times as large in 1968 as it was
in 1964, growing from $9 billion to $25 billion, with further growth during
1969. One can gain some idea of the increasing importance of this market
as a source of foreign borrowing for U.S. banks by looking at the liabilities
of U.S. banks to their foreign branches. These grew from approximately
$1 billion in 1964 to more than $14 billion by the summer of 1969, after
which they remained relatively constant. The branches themselves had Euro-
dollar liabilities amounting to $23.2 billion on September 30, 1969. Euro-
dollar deposits are also held in foreign-owned banks abroad.

The Euro-dollar market has become a major link among national short-
term money markets. Its growth owes much to the impetus generated by
various restrictions on competitive practices in national money markets. The
part that domestic banking regulations play in stimulating the growth of the
Euro-dollar market is well illustrated by the effects of the Federal Reserve's
Regulation Q, fixing the maximum interest rates which member banks
can pay on most types of time deposits. During 1969, short-term interest
rates moved well above the Regulation Q ceiling, impeding the access of
American banks to domestic money markets. In their search for funds, U.S.
banks turned to Euro-dollar borrowing through their foreign branches. This
demand helped push Euro-dollar interest rates upward to more than 11
percent in June, and they stayed close to that level for the remainder of 1969
(Chart4,page36).

These high interest rates attracted funds from Europe's domestic money
and capital markets. Participation in the Euro-dollar market required U.S.
dollars, and the major part of these dollars ultimately came from European
central banks, with the result that European countries did not gain official
reserves on the scale they might otherwise have done, or even lost part of
these reserves. Thus, such flows from European domestic money and capital
markets into Euro-dollars contributed to the U.S. official settlements surplus.
As private European funds were attracted to the Euro-dollar markets, in-
terest rates in European money markets rose. In response to the pull exerted
by the Euro-dollar market, several European countries have taken actions
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Chart 13

U.S. Balance of International Payments
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to restrict the outflow of funds from their domestic money and capital
markets.

The surge in Euro-dollar interest rates, together with the Regulation Q
ceiling on domestic deposit rates, also provided a strong incentive for U.S.
depositors to place funds in the Euro-dollar market rather than directly with
U.S. banks. As a result a circular flow of U.S. funds developed, in which
dollars moved from the United States to the Euro-dollar market and back
again through the foreign branches of U.S. banks. This flow involved both
an increase in U.S. residents' claims on foreign institutions (which largely
went unrecorded and therefore showed up as "errors and omissions" in the
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balance of payments) and an increase in liquid liabilities to foreign branches
of U.S. banks. The result of the circular flow was an increase in the liquidity
deficit.

On both counts, then, Euro-dollars contributed to a divergence between
the official settlements and liquidity balances. When dollars were drawn out
of foreign official reserves, they influenced the official settlements balance
without affecting the liquidity balance. When dollars originating in the
United States were routed through the Euro-dollar market, they increased
the liquidity deficit without affecting the official settlements balance.

Long-Term Capital Movements and Investment Income

Long-term capital movements have also strongly influenced the U.S.
balance of payments in recent years. In response to the limits imposed by the
Direct Investment Program on net direct investment abroad with U.S. funds
and to the high cost and reduced availability of domestic funds, U.S. corpo-
rations have been increasing their efforts to raise long-term funds abroad. At
the same time, a substantial number of foreign investors have broadened
their portfolios to include American common stocks. During the first three
quarters of 1969, foreign purchases of U.S. corporate securities are estimated
to have been $1.8 billion, or $0.5 billion more than net sales of foreign stocks
and bonds to U.S. investors over the same period. Direct U.S. investment
abroad also continued to be large during the first three quarters of 1969.

The heavy U.S. borrowing abroad in recent years brought to a halt the
rapid growth of the U.S. net international investment position. Between the
end of 1966 and the end of 1968 net assets remained virtually unchanged at
$65 billion. The composition and growth of the U.S. international invest-
ment position are given in Table 16.

Earnings on U.S. investments abroad have continued to contribute
to the U.S. balance of payments. During 1968, our rate of return on direct
investments abroad reversed its previous decline and rose almost a full
percentage point above the 11 percent of 1967. During the first three quar-
ters of 1969, income from direct and other private U.S. investment abroad
is estimated to have reached an annual rate of almost $8.0 billion, up
about $1.0 billion from 1968.

On the other hand, interest payments on foreign investments in the
United States have increased even more rapidly, reflecting heavy U.S.
short-term borrowing from abroad during the first half of 1969. High interest
rates also increased the cost of refinancing previous borrowings. In the third
quarter, interest payments by U.S. commercial banks on their liabilities to
foreign branches were running at an annual rate of approximately $1.5
billion, rising from less than a quarter of a billion dollars in late 1967. For
the first three quarters of 1969, income on private foreign investments in the
United States is estimated at roughly $2.6 billion, $0.4 billion more than the
total for the whole of 1968.
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TABLE 16.—International investment position of the United States, 1955, 1965, and 1968

[Millions of dollars; end of year]

Type of investment
Total

1955

37,237

65,076

29,136

26,750
19,395
7,355
2,386

13,143

22,797

27, 839

13,408

5,076
6,575
1,757

900

13,531

7,686
5,845

1965

61,387

120,126

81,197

71,044
49,474
21,570
10,153

23,479

15,450

58,739

26,374

8,797
14, 599
2,978

3,250

29,115

17,195
11,920

19681

65, 013

146,134

101,900

88,930
64,756
24,174
12,970

28,524

15,710

81,121

40,267

10, 815
19, 528
9,924

7,237

33,617

24,460
9,157

Western
Europe,
19681

-8,278

39,658

28,124

24,687
19,386
5,301
3,437

8,011

3,523

47,936

26,037

7,750
12,989
5,298

4,591

17,308

12, 580
4,728

Canada,
19681

20,704

31,694

31,679

30,476
19,488
10,988
1,203

11

4

10,990

6,172

2,659
3,271
242

1,638

3,180

2,615
565

Latin
American
Republics,

19681

Net international investment position of the
United States

U.S. assets and investments abroad 2_

Private investments

Long-term
Direct
Other

Short-term assets and claims.

U.S. Government nonliquid credits and
claims.

Monetary reserve assets

15,060

22,281

17,077

13,791
11,010
2,781
3,286

5,204

Foreign assets and investments in the United
States

Long-term

Direct
Corporate stocks.
Other . . .

Nonliquid short-term assets and U.S. Gov-
ernment obligations

Liquid assets

Private liabilities reported by banks.. .
Other

7,221

2,749

164
1,411
1,174

164

4,308

4,190
118

1 Preliminary. Total includes other foreign countries and international organizations and unallocated, not shown separately
in this table.

2 Includes U.S. gold stock.

Source: Department of Commerce.

THE PROBLEM OF INTERNATIONAL EQUILIBRIUM

The rapid growth of international trade and capital flows has brought
into sharper focus two essential requirements for an adequate world mone-
tary system. In the first place, there must be sufficient official liquidity
to finance temporary imbalances. Second, the terms of exchange between
national currencies should be sufficiently stable to foster confidence in
international dealings, but not so rigid that they preclude the adjustments
that may be needed from time to time as trading patterns and terms of trade
undergo inevitable change. The urgency of progress in both these directions
has been underlined in recent years by the increasing frequency of interna-
tional financial disturbances. The ad hoc solutions for these have often been
to impose various restraints that now threaten to obstruct further advances
in the efficiency of the international economy.

The past year has seen important improvements, especially in the direc-
tion of greater liquidity. Years of discussion and negotiations culminated
in final agreement to create Special Drawing Rights, a new international
reserve asset. Now, for the first time in history, there is an international
arrangement for systematically creating reserves. Also, the official parities
of two important currencies were adjusted during 1969. France reduced
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the exchange value of the French franc in August. Following repeated
inflows of speculative capital—most notably, the flood of between $4
billion and $5 billion in May and over $1.5 billion in September—the
Germans allowed the mark to float upward at the end of September,
and a new, higher parity was chosen in October. These two parity adjust-
ments, together with the devaluation of the British pound in November 1967,
have resulted in a pattern of exchange rates that is more closely in line with
international competitive positions. A lessening of strains and instability in
the international financial situation has followed, and the effects are apparent
in the exchange markets. Most notable, perhaps, has been the narrowing of
the discounts and premiums on forward exchange, which had become ab-
normally large before these adjustments in parities were made.

The agreement to create Special Drawing Rights provides a fundamental
and lasting method for dealing with the liquidity question, but the changes
in exchange rates during the past year do not assure an equally permanent
solution to the adjustment problem. Some of the major maladjustments
have been relieved for the time being, but basic forces that could produce
new disequilibria continue to operate. Nations attach different degrees of
importance to different objectives for economic policy. Changes in tech-
nology and demands have varying effects among countries. We should use
the period of reduced tensions, which recent currency realignments and ad-
vances in providing for needed liquidity have granted us, to consider how the
international financial system might be made more capable of adjusting to
possible future shifts in the world economy.

International Liquidity: Special Drawing Rights

Consideration of how the international economic system might become
better able to cope with changes in the relative positions of individual econ-
omies must begin with the landmark decision to establish Special Drawing
Rights (SDR's). As trade and investment grow, countries tend to need
higher reserves. If the reserves coming into the system are insufficient, gen-
eral success in meeting goals for national reserves becomes impossible, and
the outcome is destructive competition for reserves. Domestic and interna-
tional policies are warped by a preoccupation with the balance of payments.
Reductions in barriers to trade and investment become ever more difficult;
indeed, international barriers may be increased as a result of the desire to
protect national reserves.

To avoid these undesirable consequences international studies were started
in 1964, focusing on the possibilities of creating a new reserve asset. The es-
tablishment of Special Drawing Rights resulted from these studies and from
protracted negotiations later on involving the Group of Ten and the Inter-
national Monetary Fund. SDR's are created by the IMF and allocated
among the member countries in proportion to their Fund quotas. Because
they are counted as an increase in reserves of the member countries, incen-
tives to compete for reserves should be correspondingly lessened.
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The preliminary steps to create the SDR's were discussed in the Coun-
cil's Annual Reports for 1968 and 1969. During the past year, two final steps
were taken in preparation for activation in January 1970. The amendment
to the Articles of Agreement of the International Monetary Fund creating
Special Drawing Rights was ratified during August by the recmired 67
member countries having 80 percent of the voting power of the IMF. The
next step resolved the important question of the appropriate amounts of
SDR's. The deficient growth of international reserves made it desirable that
initial allocations of Special Drawing Rights should be substantial. The
decision by the International Monetary Fund to create $9.5 billion in
Special Drawing Rights between 1970 and 1972 should permit an adequate
but not excessive growth of official reserves.

In using SDR's, countries are expected to fulfill the "requirement of need."
SDR's are to be transferred to meet balance-of-payments needs and cover
reserve losses, but not solely to change the composition of reserves. A country
may use SDR's to purchase balances of its own currency from another par-
ticipant, if the other participant agrees. Another set of provisions enables the
Fund to guide SDR transactions from using countries to countries designated
as eligible recipients on the basis of a number of criteria, including their
balance-of-pavments and reserve position. No country is bound to accept
additional SDR's if its holdings already amount to three times its cumulative
allocations.

During 1969 the Executive Board of the International Monetary Fund
also agreed to recommend an increase in quotas in the Fund by a total of $7.6
billion, or 35.5 percent. While an increase in IMF quotas does not, in itself,
result in an increase in "owned" international reserves, it does create a larger
pool of international credit, which acts as a partial substitute for reserves.
(When countries can borrow to finance temporary balance-of-payments
deficits, they are under less pressure to acquire and hold reserves.) As part of
the general increase in quotas, the U.S. quota will, if Congress approves, rise
from $5,160 million to $6,700 million, an increase of 29.8 percent. Special
arrangements were made in order that the proportion of the quotas held by
less developed countries should not fall as much as they would with a me-
chanical application of the usual criteria based on trade and GNP. These
countries' share of the total quotas will decrease only from 28.3 percent to
27.7 percent, and in absolute terms they will rise from $6,032 million to
$8,014 million.

INTERNATIONAL ADJUSTMENT

Creating the Special Drawing Rights and increasing the IMF quotas
will give nations more time to redress their balance-of-payments disequilibria
in an orderly fashion, but the question of the most effective way to correct
imbalances is still open. In principle, they can be corrected by three
basic measures applied singly or in combination. First, domestic policy can
be altered. Countries with a surplus can adopt more expansive policies and
thereby increase their imports and reduce their exports. Countries with defi-
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cits can restrict domestic demand, thereby reducing their imports and
increasing their exports. Second, governments can take direct action by
adopting certain selective measures. To correct deficits, countries can
increase tariff rates, or institute import quotas or controls on capital move-
ments and tourist expenditures. In countries where a surplus exists, govern-
ments can reduce tariffs, remove other obstructions to imports, or encourage
the outflow of capital. Third, exchange rates can be altered (although, as a
practical matter, the United States cannot adjust its exchange rate). Coun-
tries may aim to correct deficits by adjusting the exchange rate of their
currencies downward, a move that will discourage imports and encourage
exports. Surplus countries can appreciate the exchange rate of their curren-
cies, thereby encouraging imports and discouraging exports. The measures a
country selects and its quickness in applying them will depend on its willing-
ness and ability to finance deficits out of reserves and borrowings, or to per-
mit surpluses to build up reserves.

Each of the three general methods for redressing balance-of-payments
disequilibria has its advantages and disadvantages. How much international
synchronization of domestic policies is desirable depends partly on whether
policies to achieve internal stabilization will also restore a balance-of-pay-
ments equilibrium. It has been argued, for instance, that maintaining fixed
exchange rates encourages countries to keep inflationary pressures under con-
trol, thus reinforcing "discipline." There is no automatic assurance, how-
ever, that the internal adjustment required to correct a country's balance
of payments will also contribute to domestic stability. A balance-of-payments
surplus might coincide with a domestic boom, in which case the restric-
tive policies needed by the domestic economy would further enlarge the
surplus in the country's external payments. Another country might face the
reverse of that situation, with underemployment at home and a deficit in
its external payments. In such instances, there will be strong pressure to
adopt direct action affecting international transactions, and, in some cases,
to alter the exchange rate.

Direct Actions

International adjustment may be attempted through direct actions aimed
at any of the components of the balance of payments, but the nature and
limitations of such controls must be fully recognized. Although at times they
may relieve an urgent situation, their function is essentially palliative. Once
established, moreover, it often proves difficult either to deactivate them or
to integrate them effectively into longer range solutions.

At the time the International Monetary Fund was established, capital
transactions were believed to be a possible source of international disequi-
librium, and capital controls were therefore considered preferable to current
account controls as a means of correcting the balance of payments. Capital
controls, however, also have their costs. The case for free international in-
vestment is similar to that for free international trade. Broader and freer
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markets for both capital and goods contribute to economic efficiency, the
growth of the world economy, and a more rapid improvement of living
standards generally. Capital controls create serious administrative difficul-
ties and are likely to inspire a search for loopholes in their provisions.
Once set up, they have a tendency to enmesh the economy in an ever-
widening circle of restrictions rather than to develop conditions that would
obviate the need for curbs. Furthermore, they are inconsistent with a lib-
eral approach to economic policy and are irksome to business.

In his message of April 4, 1969, the President affirmed the Administration's
intention to move away from controls on capital movements. The program
to restrict direct investment abroad was relaxed; the minimum amount of
investment, that is, the leeway before restraints are applicable, was raised
from $200,000 to $1 million. This measure reduced the number of firms
required to furnish quarterly reports under the program from 3,400 to 650.
Furthermore, an optional earnings quota was established which allows com-
panies to reinvest up to 30 percent of their foreign earnings. The Federal
Reserve guidelines for banks were revised to give them more flexibility in
financing U.S. exports and to resolve some equity problems. For 1970, fur-
ther changes were made in the Federal Reserve program to encourage the
financing of exports. The former minimum of $1 million under the Foreign
Direct Investment Program was raised to $5 million, so long as investment
over $1 million is used in the less developed countries.

On the trade side, temporary quantitative restrictions on imports are
sanctioned under the GATT as a method for protecting the balance of
payments. Since quantitative restrictions are particularly likely to disrupt
trade, however, there has been some tendency to use import surcharges or a
combination of import surcharges and export subsidies in their place. In
theory, the imposition of a uniform import surcharge combined with an
equivalent export subsidy is close to a change in the exchange rate in its
effects on the trade balance, and therefore almost as neutral as an exchange
rate adjustment with respect to the allocation of resources. In one important
respect, however, these measures are not equivalent to an adjustment in the
exchange rate. The latter applies to all international transactions, including
tourist expenditures and other invisibles, as well as capital items. In con-
trast, the combination of import surcharges and export grants applies only
to merchandise trade. Furthermore, almost inevitably there are pressures to
exclude certain items from the surcharge-grant system, with the consequence
that specified industries enjoy a degree of protection not granted to others.

It is appropriate for countries having a surplus to reduce their restrictions
on imports and on capital flows, and a number of countries have taken
such steps. (Countries may also undertake unilateral reductions in import
barriers, or a speedup of reductions already agreed upon, to reduce domes-
tic inflationary pressures, as Austria and Canada did during 1969, and as
Switzerland plans to do in early 1970.) Although direct restrictions on im-
ports or capital flows to correct deficits will normally have the undesirable
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side effect of inhibiting mutually advantageous international exchange,
direct action to deal with a country's surplus by reducing barriers to trade
or capital flows will have favorable side effects and will also lessen the likeli-
hood of restrictive measures by deficit nations. Where possible, therefore,
direct actions should take the form of a relaxation of controls and restraints
by countries with a surplus rather than the introduction or tightening of such
measures by deficit countries.

Exchange Rate Adjustments

Proper management of domestic economic policy, as indicated above,
will not always be sufficient to avoid balance-of-payments difficulties. Other
factors besides improper demand management may create imbalances.
Where the economic policies required for external equilibrium differ greatly
from those that promote price stability and high employment at home, the
Bretton Woods system provides for discrete adjustments in exchange parities.
In practice, however, countries have been reluctant to make such adjust-
ments promptly, and their delays have often generated speculative move-
ments of funds and use of restrictionist measures. The frequency of inter-
national financial crises in recent years has focused attention on the pos-
sibility of adjusting exchange rates in a calmer and more orderly manner.

At the Annual Meeting of the Governors of the International Monetary
Fund in September, the Managing Director announced that the Fund will
continue its study and appraisal of proposals for "limited flexibility" in
exchange rates. The Secretary of the Treasury made it clear that the United
States will actively participate in and contribute to this study. Although
the results of such studies cannot be foreseen, it is possible to point out some
of the technical and policy problems that will need clarification.

Within the general framework of the Bretton Woods system there is scope
for greater flexibility of exchange rates than has been evident in practice. It
has been suggested that parity adjustments could be made more frequently
and hence in smaller amounts. Some official interest has also focused on pro-
posals to widen the band within which exchange rates would be permitted
to fluctuate around parities, and to provide mechanisms, like the so-called
crawling peg or sliding parity, that would make movements in parity more
gradual than they have been in the past.

Wider Bands

Interest in proposals for wider bands has concentrated on the possible
effects of a modest widening—perhaps changing the present maximum
range of 1 percent on each side of parity to permit a range of 2 percent. In
itself this would do little to improve the adjustment mechanism. What it
might do is to help insulate domestic money markets from movements of
interest-sensitive short-term funds and reduce the largely one-sided specula-
tive options that occur under the present system. However, a modest widen-
ing of the band can have no substantial effect in reducing troublesome flows
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of short-term money unless abrupt changes in parities are considered unlikely.
If people commonly believe that the equilibrium exchange rate falls well
outside the band, the broader band in itself can do little to discourage move-
ments of short-term funds.

For a number of reasons, widening of the present bands cannot wholly
guard against international imbalances sufficiently severe to throw estab-
lished parities into question. As already pointed out, countries do not attach
equal weight to the different objectives of economic policy. Some nations are
more tolerant of inflation—or of increases in unemployment—than others.
Governments also differ in their ability to influence the trend of costs and
prices effectively. And, even if general price trends were identical in all
countries, balance could be disturbed by changes in demand and supply
patterns for internationally traded goods, or differing trends in government
purchases and receipts. This situation has encouraged some to ask whether
stability of the international monetary system would be improved if smaller
and more frequent changes in parity were made in the hope of avoiding
large discrete jumps.

Smoothly Moving Parities

A number of proposals have been made for smooth and gradual adjust-
ments in parity of up to 2 or 3 percent per year. While these proposals for
"crawling pegs" differ in technical detail, they present in common a number
of the fundamental questions that figure in debates on this subject. One
important issue turns on the degree of national discretion to be encouraged
or permitted in altering exchange rates. Another question is whether
smoothly moving parities would tie interest rates more closely to inter-
national developments and thus reduce the independence of domestic mone-
tary policies. It is also feared that parity movements would weaken the
external discipline on domestic policies. And there has been concern about
whether these movements might complicate the conditions under which
international business transactions take place.

The Degree of Discretion. The various proposals for slowly moving
parities range from a completely permissive, discretionary authority to a
completely automatic, mandatory system. A purely discretionary system
might be no more successful than present arrangements in preventing funda-
mental imbalances that require abrupt changes in parity. Experience sug-
gests that, left to their own discretion, individual countries might postpone
parity changes until political or financial developments made them im-
perative. On the other hand, a fully automatic system might be unacceptable
to nations that regard control over their exchange rate as an established pre-
rogative of national sovereignty.

A possible compromise may lie between complete discretion and binding
rules. One solution might be to develop presumptive rules that, with a degree
of multilateral surveillance, would guide countries in making appropriate
adjustments in parities.
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The objective criteria most frequently recommended for incorporation into
such presumptive rules are based on the behavior of spot and forward ex-
change rates, and on the changes in reserve levels, defined in various ways—
for example, to include or not include short-term funds held by commercial
banks. Typical proposals have urged that desirable parity changes be in-
dicated by a moving average of past spot rates or by reserve movements. An
advantage of including some measure of reserve movements in the criteria
is that rules on direct official intervention in the spot or forward market might
then be unnecessary. (If exchange rates were the only criterion, such rules
might be deemed necessary, since exchange rates can be influenced by official
intervention.) Much technical work remains to be done, however, before
satisfactory criteria for parity changes can be established.

A number of other questions about the most desirable form of a moving
parity system also require further study. For instance, how general would
participation in the system need to be? As an initial step, should one or a
few countries be encouraged to experiment with greater flexibility? Would
slowly moving parities work best if they were accompanied by a widening
of the band around parity? What special problems might arise for regional
economic groupings?

In addition to these technical points, questions have been asked about
the fundamental value of any form of slowly moving parities or widening
of the band in improving the operation of the international monetary sys-
tem. A full discussion of all of these issues would go beyond the scope of this
chapter, but five of the most commonly raised questions about the desir-
ability of greater exchange rate flexibility will be considered briefly. These
ask what effects a greater flexibility in exchange rates would have on mone-
tary independence; whether internal discipline would suffer; what provi-
sion would be made for forward cover on exchange transactions; whether
small but frequent exchange rate adjustments would actually be effective;
and what the implications of greater exchaijige-rate flexibility would be for
the U.S. dollar.

Monetary Independence. One criticism of smoothly moving parities has
been that they would bind monetary policy too closely to international con-
ditions. If, for example, it was generally believed that a country's parity would
move downward at the maximum permitted annual rate—say, 2 percent—
for an extended time and that its spot rate would move down accordingly,
there would be an incentive for capital to move out of the country unless
domestic interest rates were 2-percent higher than foreign rates.

This criticism assumes that movements in the spot rate are predictable.
Under certain conditions they might be. If sliding parities were used in an
attempt to overcome an already existing and sizable disequilibrium, the
direction of future movements in the exchange rate would be clear. This,
however, is a purpose for which sliding parities are not particularly well
suited. Alternatively, movement of the spot rate might be predictable if the
equilibrium rate were gradually rising or falling over time. If a downward
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crawl in the exchange rate resulted from a more rapid rate of inflation in one
country than in others, that country's domestic capital markets would tend
to reflect these inflationary pressures, and the higher interest rates could
exist for domestic reasons. The need to have higher interest rates because of
the crawling peg might not, therefore, represent a restraint on domestic
policy. Similarly, in countries with less inflation, there would be a tendency
for interest rates to be lower whether there was a crawling peg or not.

Different rates of inflation are not, of course, the only forces that would
cause a crawling peg to move. If the par value of a country's currency were
too high for other reasons, a predictable one-way downward crawl might
raise complications, with international capital flows impelling the monetary
authorities to keep interest rates above the level that they consider desirable
for domestic reasons, perhaps over fairly long periods. In any event, the
important comparison lies between the policy restraint that might result
from the crawl and the policy restraint that now occurs when an exchange
rate is generally considered out of line, and when capital flows may conse-
quently be stimulated by the expectation of a large discrete adjustment
in the exchange rate. Because such adjustments offer the prospect of
immediate sizable gains, the expectation that they will occur has often
been an important motive behind short-term capital flows.

Furthermore, the initial capital flows in response to expected movements
in the exchange rate will greatly overstate the magnitude of continuing
flows. Once financial positions adjust to these changed incentives, capital
movements would probably become much smaller, and the cessation of the
crawl in due course would eliminate the incentives. Finally, the reversible
nature of most liquid capital movements means that problems arising from
short-term capital flows under a sliding parity could to some extent be dealt
with by official financing instead of adjustments in interest rates.

Domestic Discipline. Another concern about slowly moving parities
centers on whether they would reduce the disciplinary effects that reserve
losses may have on nations needing to deal with domestic inflation. Since
upward movements in the par value would have no such effects, it has been
suggested that greater flexibility be allowed only in moving exchange rates
upward. Indeed, an upward movement of the exchange rate would reduce
inflationary pressures and facilitate the maintenance of domestic price
stability in countries having a surplus. For countries with deficits, the validity
of the discipline argument is difficult to assess in general terms. The response
of countries to reserve losses varies considerably. Most countries have been
reluctant to devalue. Some have adopted more restrained domestic policies
as well as imposing restrictions on international transactions. The prob-
lems that might be caused by permitting a downward crawl therefore do
not lend themselves to easy generalization.

The Provision of Forward Cover. A third question has to do with the
operation of the forward market when there is greater flexibility in exchange
rates. A change in the international financial system that, whatever its
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merits, aroused even more uncertainty about exchange rates, might have an
adverse effect on trade and investment. On the other hand, to the extent
that greater flexibility in the exchange rate promoted better adjustment and
that speculative expectations became more stabilized, demands by interna-
tional traders to cover their exchange risk in the forward market might
actually fluctuate less than they do at present. Moreover, as the chances
of an abrupt and large adjustment in the exchange rate are reduced, the
consequences of being caught without forward cover become correspond-
ingly less serious.

The Effectiveness of Small Changes in Parity. Another question is
whether small but frequent changes in parity would be an effective means
of promoting adjustments, since the evidence suggests that it takes time for
trade to respond fully to a change in exchange rates; that is, elasticities in
international trade are generally higher in the long run than in the short run.
This lag is, of course, more relevant in situations where small changes in the
exchange rate are used to correct already existing imbalances than where
such changes are used to prevent a disequilibrium from developing. That
being so, small but frequent adjustments of parity would probably be more
useful in maintaining approximate equilibrium than in restoring a balance
after a substantial disequilibrium has been allowed to develop.

The U.S. Position. Because of the central role of the U.S. dollar in the
international monetary system, the United States cannot move its own parity
with respect to other currencies. This implies that the United States would
be particularly concerned with the direction in which other countries were
moving their parities. A bias in one direction or the other could lead to an
overvaluation or undervaluation of the dollar. Historically, devaluations of
currencies with respect to the dollar have been more frequent and on aver-
age larger than revaluations. While to some extent this may reflect greater
price stability in the United States than in many foreign countries, the dan-
ger of systematic overvaluation as a result of greater flexibility should be
guarded against. This could be done by appropriate specification of the pre-
sumptive rules mentioned earlier.

THE DOLLAR AND INTERNATIONAL EQUILIBRIUM

The United States has the world's largest economy, and its exports and
imports are larger than those of any other nation. These facts alone would
make economic developments and policy here a matter of great concern to
the world economy. A further point, however, is that the dollar has become
the principal international currency. Much of the world's trade is de-
nominated in dollars, and throughout the world dollars are widely held as
reserves and as working balances to accommodate trade and investment.

Because the dollar plays a central role in the international monetary
system, the United States is more constrained in its adjustment policies than
other countries. Since the United States does not have primary control over
any market exchange rate, other nations in effect determine the exchange
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value of the dollar. It is generally recognized that exchange rates are a matter
of international concern, and the United States is consulted through the IMF
and other organizations regarding the appropriateness of exchange rate
adjustments. Yet the United States clearly exercises only indirect influence
over the exchange value of its currency, in contrast to the more direct
control exercised by other countries.

The central position of the dollar in the international system was not the
result of any conscious decision or strategy on the part of the U.S. Govern-
ment. It was the natural consequence of the size, strength, and stability of
the U.S. economy, traits which were especially evident during the early
years after the Second World War. This central role provides benefits for
the United States, but it also entails problems and responsibilities.

For some years now, concern over the state of the U.S. balance of pay-
ments has been evident. The discussions of a dollar shortage in the 1950's
have given way to discussions of the U.S. payments deficits. Nevertheless, in
this same interval the predominant change in the exchange parities of other
currencies has been downward (not upward) in relation to the dollar. There
have been only three upward changes in the past decade—the revaluations
of the German mark by 5 percent in 1961 and 9.3 percent in 1969, and the
revaluation of the Dutch guilder by 5 percent in 1961.

In part—perhaps in large part-^this paradox can be attributed to the
fact that international liquidity needed to grow, and a large part of this
growth has been through official accumulation of dollars. To be sure, not
every payments imbalance is an indication of a low overall level of liquidity.
But when many countries simultaneously begin to feel that their balance-of-
payments positions are too weak, it is evident that there is a general shortage
of liquidity. It was precisely to eliminate this shortage and the resultant
danger of a destructive competition for reserves that the Special Drawing
Rights were instituted. The introduction of SDR's should moderate the
general tendency to consider that official reserves are too low.

It is also important to the United States and to the international com-
munity that the international adjustment mechanism be strengthened. Fail-
ure to achieve this could have serious consequences. New strains on the
world monetary system could develop unless our payments position assures
foreign monetary authorities and private traders that the dollar will remain
strong. The present situation, in which we maintain an official settlements
surplus only because of large-scale foreign borrowing by U.S. corporations
and banks at high interest rates, creates a feeling of some uneasiness here
and abroad, and observers generally regard the present structure of the
U.S. international accounts as abnormal and temporary.

Whatever the United States does is felt in other countries. We, therefore,
have every reason to consider the effects that our economic policies will
have on them. Continuing prosperity and economic stability abroad depends
in part on stable growth in the United States. Because of our size, other
countries feel the influence of inflationary or deflationary pressures originat-
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ing in this country. If U.S. inflation were to continue at its recent levels,
some countries might face the painful necessity of choosing between the
inflationary consequences of a large export surplus or an upward adjust-
ment of their exchange rates. For international as well as domestic rea-
sons, it is most important that the United States restore internal balance and
achieve sustainable, noninflationary growth. This responsibility, along with
reasonably free access to U.S. markets, constitutes our predominant obliga-
tion toward international economic well-being.
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