
CHAPTER 1

Inflation, Disinflation, and the State of
the Macroeconomy

THE AMERICAN ECONOMY is now in the fourth year of a robust
expansion that has increased employment by more than 9 million,
sustained the greatest advance in business fixed investment of any
comparable period in the postwar era, while inflation has remained at
less than a third of the rate prevailing when the Administration took
office. Interest rates are at the lowest levels of this decade. Long-
term interest rates, in particular, have declined 5 percentage points
from their peaks in 1981, and home mortgage rates are down by 7
percentage points. Worldwide confidence in the vitality of the U.S.
economy has been restored, as is reflected in the unprecedented
inflow of foreign investment and the substantial appreciation of the
dollar since 1980. The outlook is favorable for continuation of a
healthy expansion. After slowing in the second half of 1984, econom-
ic activity is again accelerating. The recent moderate decline in the
dollar bodes well for an eventual improvement in the trade balance.
A modest and temporary acceleration of inflation is possible in 1986.
But with appropriate economic policies, lower inflation, and ultimate-
ly price stability are achievable goals for an economy that continues
to grow and to generate opportunities for all Americans.

Despite the impressive progress of the U.S. economy, important
problems remain. Although the 3.8 percentage point decline in the
unemployment rate since November 1982 far exceeds the average de-
cline for a comparable period in earlier postwar expansions, the total
unemployment rate remains high by postwar standards. Federal
spending consumes an unprecedentedly large share of gross national
product (GNP) for a peacetime period, diverting resources that could
be more productively employed in the private sector. Determined ef-
forts and politically difficult decisions will be required to bring Fed-
eral spending into line with revenues and thereby reduce the fiscal
deficit. Inflation, now in abeyance, could be reignited by excessive
monetary growth. Alternatively, a sudden move to sharply lower
money growth could push the economy once again into recession.

American agriculture faces severe financial problems. The strong
dollar—itself a manifestation of vigorous growth and bright prospects
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for the U.S. economy compared with sluggish performance or deep
difficulties of many other countries—has contributed to the problems
of U.S. agriculture and to the deterioration of the U.S. trade balance.
Even after 3 years of solid real growth and substantial gains in em-
ployment, workers and firms in a number of industries exposed to
international competition have had trouble adjusting to an altered
competitive environment. Individuals, businesses, and countries that
borrowed extensively during the period of rising inflation have had
problems meeting their debt service obligations, and these problems
have affected the financial institutions that hold their loans.

This Report examines these problems and discusses the appropriate
economic policies to deal with them. Chapter 1 sets the stage for
subsequent chapters. It reviews the critical features of the process of
inflation and disinflation over the past 15 years that lie at the root of
many of the economic problems that still confront the United States
and many other countries. This chapter also discusses key character-
istics of the current expansion and policies needed to extend and
prolong its desirable features. Chapter 2 considers the relationship
between the United States and the economic performance and
growth of developing countries, in the context of the open system of
international trade and investment. The focus is on the economic
problems that have recently afflicted many developing countries, on
the policies that offer the best hope of generating rapid and sustain-
able growth in these countries, and on the roles of the industrial
countries and of the international economic system in maintaining an
environment conducive to worldwide prosperity.

Chapter 3 examines issues of international trade policy for the
United States, in particular the fallacious arguments used to support
protectionist measures, the record of recent trade policy actions, and
the Administration's policy initiatives for free and fair trade. Chapter
4 investigates government programs to provide assistance to Ameri-
can agriculture. It finds that governmental efforts to transfer income
to agriculture primarily by raising prices received by farmers create
important economic distortions and inefficiencies. More efficient, less
costly mechanisms are available to achieve this income transfer.

Chapter 5 discusses the successful efforts to reduce government
regulation. It explores the potential for further actions that will al-
low private businesses to produce more efficiently and to provide
to consumers the goods and services they desire, while preserving
standards of health, safety, and environmental quality. Chapter 6
considers problems affecting credit markets and institutions and poli-
cies needed to deal with these problems: the problems of the thrifts,
of the Farm Credit System, and of the Pension Benefit Guaranty Cor-
poration; and policies relating to government lending and loan guar-
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antees, to government-sponsored financial intermediaries, and to de-
posit insurance. Finally, Chapter 7 examines a matter that is today
important for economic and social policy and that has been of great
concern to America throughout its history—the economic effects of
immigration.

Two central themes dominate this Report and, not coincidentally,
the Administration's approach to economic policy. First, the private
enterprise, free market system is generally the best mechanism to or-
ganize efficient and full employment of the economy's resources and
to generate genuine opportunity and rising living standards for all.
To assist the private sector, the government should limit itself to
providing essential public services and should avoid blunting or dis-
torting economic incentives by high or uneven tax rates and by un-
necessary or inappropriate regulation.

Second, economic performance is seriously injured by the macro-
economic instability inevitably associated with cycles of inflation and
disinflation. Such injury was reflected in the relatively sluggish eco-
nomic growth of the 1970s. It was most acute and most apparent
when rising inflation confronted efforts to reduce inflation by lower-
ing monetary growth: in 1969-70, in 1974-75, briefly in late 1979
and early 1980, and finally on a more persistent basis in 1981-82. In
each confrontation, the outcome was a recession; in two cases, a
severe and prolonged recession;

Even now, the consequences of earlier inflation and disinflation are
still felt in the problems afflicting the American economy. The
present level of unemployment is partly the heritage of past inflation and
necessary actions to control it. Problems in agriculture, in industry, and
in international trade are related to fluctuations in commodity prices,
asset values, and the value of the dollar that, in turn, are linked to the
process of inflation and disinflation and to the economic policies that
underlie that process. Problems of the credit system—of borrowers,
lenders, and government insurance agencies—derive partly from
sharp, unexpected movements in interest rates, asset values, and
income levels that accompany the inflation-disinflation process.

The healthy overall performance of the U.S. economy may be small
comfort to those affected by its remaining problems. But with time
and with appropriate policies, these remaining problems can be cor-
rected. The cure, however, does not lie in policies that would reig-
nite inflation and once again inflict its debilitating effects on the
American economy. Rather, the cure lies with policies that will en-
hance private incentives for growth, while maintaining a stable macro-
economic environment.
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THE RISE OF INFLATION AND THE TRANSITION TO PRICE
STABILITY

THE LEGACY OF THE 1970s

The prevalent view of macroeconomic policymaking during much
of the post-World War II period presumed a stable, long-term trade-
off between inflation and unemployment. Policymakers believed that
by accepting the increase in inflation associated with more expan-
sionary monetary and fiscal policy, they could achieve an increase in
the rate of real growth and a permanent reduction in the unemploy-
ment rate. As both inflation and unemployment generally rose during
the 1970s, this view of the economy was repeatedly contradicted by
events.

Table 1-1 compares the behavior of key macroeconomic indicators
and policy variables during the relatively low-inflation period from
the second quarter of 1954 through 1970 with the relatively high-in-
flation period from the fourth quarter of 1970 through 1982. The
end points of these periods were chosen because they correspond to
business cycle troughs. Between the two periods, the inflation rate, as
measured by the GNP implicit price deflator, more than doubled. A
higher rate of monetary expansion, a larger share of government
spending in GNP, and a larger total government deficit as a share of
GNP were all associated with this rise in inflation. The higher rate of
inflation and the more expansionary monetary and fiscal policies, how-
ever, were not associated with either a lower unemployment rate or a
higher rate of real GNP growth. Thus, the secular rise in inflation did
not buy either more real growth or less unemployment.

TABLE 1-1.—Macroeconomic indicators, 1954-82

[Percent]

Period
(trough to trough)

1954 11-1970 IV

1970 IV-1982 IV

Average annual rate of change 1

GNP implicit
price deflator

3.0

7.5

Real GNP

3.4

2.3

Ml

3.1

6.8

Average level

Unemploy-
ment rate2

4.8

6.7

Corporate
Aaa bond

yields
(Moody's)

4.70

9.48

Government
deficit as
percent of

GNP3

0.3

1.2

Government
expenditures
as percent of

GNP3

27.7

32.1

1 Change from 1954 II to 1970 IV and from 1970 IV to 1982 IV.
2 Unemployed as percent of labor force including resident Armed Forces.
3 Government deficit and expenditures relate to Federal and State and local government sectors, national income and product

accounts.
Note.—Based on seasonally adjusted data, except for bond yields.
Sources: Department of Commerce (Bureau of Economic Analysis), Department of Labor (Bureau of Labor Statistics), Board of

Governors of the Federal Reserve System, and Moody's Investors Service.

The rise in inflation is also reflected in the secular rise in interest
rates, represented in Table 1-1 by the corporate Aaa bond rate.
Since the recession trough in 1954, each successive interest rate cycle
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has generated both higher peaks and higher troughs in interest rates;
each cyclical rise in interest rates has taken rates to new highs and
each successive downturn has failed to bring rates back to their previ-
ous lows. The unemployment rate shows a similar upward trend over
the same period.

THE ROLE OF MONEY GROWTH

There is a well-established causal link between money growth and
inflation over the long run that has been supported by empirical evi-
dence for the United States as well as many other countries. The
exact nature of this relationship varies with time and institutions, but
the long-run relationship between appropriately defined money
growth and inflation is difficult to refute. The relationship between
the trend rate of money growth and inflation is illustrated for the
United States since 1959 in Chart 1-1. The secular rise in inflation
from the mid-1960s through 1980 was associated with an upward drift in
the trend rate of money growth. With a lag of 1 to 2 years, most sig-
nificant slowdowns in money growth are also reflected in subsequent
movements in the inflation rate. There are, however, several periods,
notably the period since 1982, when the inflation rate has diverged
from the trend rate of money growth. The period since 1982 is ana-
lyzed later in this chapter.

There are several reasons why the inflation rate may not track
money growth closely in the short run. The short-run impact of a
change in money growth may differ, depending on the state of infla-
tion expectations. If, for example, an increase in money growth
occurs when current inflation rates are already high, or when mone-
tary or fiscal actions are already perceived as inflationary, the rise in
money growth is likely to show up in the inflation rate more quickly.
The immediate effect of a given change in money growth also de-
pends on whether it is perceived as permanent or just a temporary
deviation from a long-term policy path. An acceleration of money
growth that is perceived to be a permanent move toward a more in-
flationary policy is likely to translate more immediately into a higher
inflation rate.

THE ROLE OF RELATIVE PRICE CHANGES

In some periods, short-term deviations of the observed inflation
rate around that implied by long-term money growth can be under-
stood by recognizing the difference between relative price changes
and inflation. A relative price change is a change in the price of one
particular good or service relative to others. Movements in the prices
of individual goods and services arise naturally from the interplay of
market forces and reflect changes in costs of production or consum-
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Chart 1-1

Percent change (annual rate)

10

M1 Growth and Inflation
M1 Growth Lagged Eight Quarters

9 -

8 -

Change from Same Quarter
Eight Quarters Earlier

Inflation

1963 1965 1967 1969 1971 1973 1975 1977 1979 1981 1983 1985

Note.—Inflation measured by change in GNP implicit price deflator.
Based on seasonally adjusted data.
Sources: Department of Commerce and Board of Governors of the Federal Reserve System.

ers' preferences. Changes in relative prices, however, should not be
confused with inflation or deflation. Inflation is an ongoing increase
and deflation is an ongoing decrease in the general price level. Rela-
tive price changes do not cause an ongoing change in the average
price level unless they are accommodated and generalized by a
change in money growth.

Changes in relative prices, however, may contribute to short-run
movements in the price level. As Chart 1-1 illustrates, the observed
inflation rate rose above that implied by the long-run trend of money
growth during the 1970s. This partially reflects the short-term effects
of the oil price shocks of 1974 and 1979. In addition, a poor harvest
in 1974 helped push up agricultural prices. Another important con-
tributing factor in the 1979-80 period was the depreciation of the
U.S. dollar that began in 1977 and lasted until mid-1980. The de-
cline in the real exchange rate (the observed exchange rate adjusted
for price level differences between countries) was another example of

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



a relative price change that raised the prices of imported goods and
added short-term upward pressure to the measured inflation rate.

As the trend rate of money growth rose during the 1970s, many
significant relative price adjustments—in energy, food, and the
dollar—all worked in the direction of raising the observed rate of in-
flation above the underlying rate determined by monetary growth.
But these relative price changes tended to be self-limiting and self-
reversing, while inflation was cumulative and ongoing. The annual
average rate of Ml growth more than doubled from 3.5 percent during
the 5-year period 1961-65 to 8.6 percent in the 5 years ending in 1980.
Thus, the money was supplied to fuel an upward trend in the rate of
inflation.

Although the decline of the dollar in the late 1970s contributed to
a short-term rise in the measured inflation rate, in a more basic sense
the rise in money growth and inflation also contributed importantly
to dollar depreciation. Specifically, the rise in 1977 and 1978 of the
inflation rate in the United States relative to that in its major trading
partners, and the concern this generated about the future course of
U.S. monetary policy, contributed to a depreciation of the dollar in
the late 1970s. Similarly, the oil price increase in 1979 was probably
not independent of either the U.S. inflation rate or the depreciation
of the dollar. The reduction in the real price of oil received by oil
exporters caused by the rise of U.S. inflation and the depreciation of
the dollar likely helped induce additional increases in the price of oil.
Therefore, in a short-term context the relative changes in both the
value of the dollar and the price of oil helped increase the observed
inflation rate. But those relative price shifts were related to a rising
inflation rate and to the monetary policy that accommodated that
rise.

The oil price increases induced a wealth transfer from oil-import-
ing countries to oil-exporting countries. In an attempt to offset par-
tially the wealth transfer and the associated reduction in real output,
many industrialized countries increased the rate of money growth.
The rise in money growth validated the upward pressure on the price
level caused by the oil price increases and increased the rate of infla-
tion. Despite the rise of inflation, real energy prices rose. Over time
the resource allocation function of higher oil prices encouraged con-
servation and the development of more oil and alternative energy
sources. But the wealth transfer to oil exporters was unavoidable.
The rise in inflation merely redistributed wealth among U.S. citizens.

As inflation rose over the 1970s, the tendency to confuse relative
price changes with inflation led to a series of short-term explanations
or rationalizations of the rising inflation rate. Inflation was blamed
on oil price increases, poor agricultural harvests, wage pressures, or
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whatever relative price adjustment was topical. Relative price changes
do not explain ongoing inflation of the magnitude experienced over
the decade. But such anecdotes implied that the general rise in infla-
tion somehow had little to do with monetary policy and was beyond
the control of policymakers.

THE DISINFLATION OF THE 1980s

Many analysts date the new resolve to reduce inflation in the
United States to October 1979, when the Federal Reserve announced
a change in its operating procedures to more direct control of the
money supply. Ml growth fluctuated widely in 1980 and showed no
sustained deceleration until 1981. Despite this short-term variability,
the trend rate of money growth (measured as the annual rate of
change over eight quarters) fell from 8.4 percent in the third quarter
of 1979 to 6.3 percent 3 years later. This monetary deceleration pro-
vided the initial disinflationary impetus. Inflation in 1982, as meas-
ured by the consumer price index (CPI), was less than half the 1980
rate and by 1983 had been reduced to less than one-fourth the 1980
rate. Thus, the decline in inflation was greater than would have been
implied by the decline in the trend of money growth.

The important relative price shifts of the 1970s that had pushed
the observed rate of inflation above its underlying rate ended or
were reversed during the 1980s. The shift to a disinflationary mone-
tary policy probably contributed to an appreciation of the dollar that
began in mid-1980, that in the short term, has helped to hold down
prices of imported goods and has generated added price competition
for many domestically produced goods. Following decontrol, domes-
tic crude oil prices (measured by the producer price index) dropped
more than 21 percent from the end of 1981 to the end of 1985 and
the energy products component of the CPI has registered very
modest increases in each of the past 4 years. In addition, deregula-
tion in some industries, such as transportation and telecommunica-
tions, has likely caused relative price declines that are important
enough to affect the composite price indexes. All these relative price
adjustments probably had some favorable effect on the observed in-
flation rate, holding it temporarily below the rate implied by long-
term money growth.

In some cases, individual prices have actually declined in recent
years. The index of raw commodities spot prices has, for example,
declined 26 percent since early 1980; prices of some commodities are
down as much as 40 to 50 percent. In each case, however, these rela-
tive price declines do not constitute deflation, anymore than the
nearly 34 percent increase in the price of medical care services since
1982 constitutes rapid inflation. While relative price changes have

30

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



helped reduce the observed inflation rate in recent years, as long as
the general price level continues to rise—albeit at a much slower
pace—generalized inflation persists.

DISINFLATION AND THE VALUE OF THE DOLLAR

The dramatic move from inflation to disinflation had a marked
impact on the U.S. dollar exchange rate. When analyzing exchange
rate movements and their effects, it is important to distinguish be-
tween the nominal and the real exchange rate. The nominal ex-
change rate is observed in exchange markets; the real exchange rate
is the nominal rate adjusted for price level differences across coun-
tries. If changes in the nominal rate reflected only relative price level
changes across countries, the real rate would remain constant. By
definition, real exchange rate changes reflect changing relative prices
and, thus, both affect and are affected by real economic variables.

Nominal exchange rates are asset prices whose values depend not
only on current market conditions and policies, but also on expected
future market conditions and policies. Nominal exchange rates tend
to be more forward looking than domestic price levels; that is, ex-
change rates adjust more rapidly to actual or expected events than
do domestic price levels. As a result, nominal and real exchange rate
movements tend to move together. For example, when market par-
ticipants perceive that one country's policies have become relatively
inflationary, the nominal exchange rate depreciates almost immedi-
ately. Because domestic prices do not rise immediately, a real depre-
ciation also occurs. When domestic prices begin to rise, the real ex-
change rate also rises without a concomitant change in the nominal
rate because it has already moved in anticipation of a rise in domestic
prices.

An unprecedented appreciation in both the nominal and real ex-
change rate has accompanied the turnaround in the U.S. inflation
rate. From July 1980 to February 1985 the multilateral trade-weight-
ed value of the dollar rose 87 percent in nominal terms and 78 per-
cent in real terms. No single factor explains the appreciation of the
dollar. It appears, however, that the tightening of Federal Reserve
policy and the market perception that future monetary policy would
be markedly less inflationary, stimulated a substantial reversal of infla-
tion expectations and contributed to a rise in the dollar. As would be
expected, the U.S. domestic price level adjusted less rapidly to this
change and, hence, the real exchange rate rose as well. The subse-
quent fall in the domestic inflation rate reinforced market expecta-
tions and may have contributed to further strengthening of both
nominal and real dollar exchange rates in 1982. The continued rise
of the dollar from 1982 to early 1985 apparently reflects factors
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other than, or in addition to, changes in monetary policy. The
strength of the U.S. recovery and the rise in the real after-tax rate of
return on U.S. investment have probably played an important role in
the rise of the dollar since 1982. Nonetheless, it is likely that at least
the first stage of the dollar's rise was in large part due to the Federal
Reserve's shift to a disinflationary policy and the subsequent success
in bringing down U.S. inflation relative to the rest of the world.

THE COSTS OF INFLATION

The inflation of the 1970s, particularly the latter part of the
decade, had widespread effects on economic behavior. Market inter-
est rates in the United States rose to levels unprecedented in modern
times. Many households shifted to real estate investment as a hedge
against inflation. Workers demanded ever-rising wage rates as infla-
tion eroded the real value of income and bracket creep imposed
higher tax rates even on incomes that were not rising in real terms.
Inflation-induced distortions in the tax code altered relative after-tax
rates of return, thereby encouraging otherwise noneconomic invest-
ments purely on tax considerations. Profitability declined as many
producers faced rising costs, declining productivity, and higher effec-
tive tax rates.

A rising inflation rate imposes significant costs on an economy. In
theory, an economy can adjust to anticipated inflation if no institu-
tional or legal constraints prevent adjustment. In practice, however,
the evidence indicates that the variability of inflation rises with the
inflation rate, so that it is likely to be more difficult to anticipate and
adjust for higher inflation. In addition, in most economies—and the
United States is no exception—many regulations, institutions, and
laws are defined in nominal terms so that even if inflation is ade-
quately anticipated, adjustment cannot be complete. To the extent
that inflation is imperfectly foreseen or adjustment constrained, it is
likely to distort price signals and economic incentives.

It is well recognized that unanticipated inflation causes an arbitrary
redistribution of wealth and income. The redistribution of wealth
from lenders to borrowers, for example, is well established, as is the
adverse effect of inflation on those living on a fixed income. But
these distributive effects are not a comprehensive measure of the
economic costs of inflation. In addition, high and variable inflation
harms allocative efficiency and thereby aggregate economic perform-
ance. This cost of inflation is especially important because everyone
loses to the extent that the inefficiencies and distortions associated
with inflation impair economic performance.

The most basic way in which inflation can impede economic effi-
ciency is by interfering with the appropriate adjustment of relative
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prices. In an inflationary environment, it is difficult to disentangle in-
flation-induced price increases from price changes caused by changes
in underlying market conditions. With price signals more difficult to
interpret, the ability of the market mechanism to allocate economic
resources to their most efficient uses can be impaired. Moreover, a
high and variable inflation rate encourages people to devote econom-
ic resources to adapt to higher prices, to protect against future infla-
tion, and to attempt to gain from inflation. Activities undertaken to
adjust to inflation and activities designed to beat inflation or offset its
effects are a waste of economic resources; in an environment of
stable prices, these resources would be put to more productive use.

These adverse effects of inflation can be exacerbated by laws and
government regulations that are defined in nominal terms. Govern-
ment regulations or tax policies frequently interact with rising infla-
tion to encourage noneconomic activity designed to circumvent regu-
lation or avoid taxes. Many of the distortions and disincentives that
arose during the inflation of the 1970s resulted from the interaction
of the inflation rate with government tax and regulatory policies that
were defined in nominal terms.

Because a higher inflation rate is also likely to be more variable,
rising inflation generates greater uncertainty about the outlook for
inflation. Uncertainty about future inflation in general makes finan-
cial planning more complex and in particular makes investors less
willing to hold long-term, fixed-rate financial assets. As both inflation
and interest rates in the 1970s rose above what had been generally
expected by financial market participants, holders of fixed-rate finan-
cial assets repeatedly incurred significant capital losses. Investors
were encouraged to shift funds out of financial assets into certain
real assets, such as real estate and gold, the prices of which rose
more rapidly than did the general price level. The reluctance of in-
vestors to hold financial assets, particularly long-term financial assets,
implies a less-than-optimal allocation of capital, as well as an eco-
nomic loss to the extent that the resources used to adjust portfolios
could be put to more productive uses.

Disinflationary policies were adopted on three separate occasions
before 1981. As can be seen in Chart 1-1, in 1969-70 and in 1974-
75 money growth was reduced substantially and, with a lag of lx/2 to
2 years, inflation also declined. In addition, Ml growth fell in late
1979 and early 1980, but reaccelerated during the second half of the
year. In all three episodes, a recession was associated with the advent
of disinflationary monetary policy. In theory it may be possible to
devise a monetary policy strategy that would reduce inflation without
necessarily also causing an economic downturn. In practice, however,
disinflationary monetary policy in the United States, as well as in
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other countries, has frequently been associated with a slowdown in
real economic activity in the short run. This is often the major cost
of a rise in inflation: the disinflationary monetary policy that becomes
necessary is, in practice, likely to result in lost output and employ-
ment.

Moreover, these are likely to be only the immediate costs of a dis-
inflationary policy. To the extent that expectations of inflation are
built into financial contracts, the effects of a disinflationary policy will
linger after the actual inflation rate has fallen. Many of the credit
market and other sectoral problems in the economy today are funda-
mentally related to the inflation-disinflation process. The rise in the
inflation rate in the 1970s provided a powerful incentive to assume
debt; the tax deductibility of interest expense strengthened this in-
centive. Assumption of debt is a reasonable strategy in a high-infla-
tion environment, but it leaves both lenders and borrowers vulnera-
ble to an unanticipated change in inflation. In the agriculture, real
estate, and energy sectors, for example, debt was incurred in the late
1970s on the presumption that real asset values and some commodity
prices would continue to rise at rapid rates. Much of the credit ex-
tended to less developed countries (LDCs) when inflation was high
was made on the assumption that energy and raw materials prices
would continue to rise rapidly enough to generate the foreign ex-
change earnings needed to service the debt. The subsequent sectoral
debt problems arose when the actual inflation rate diverged from
these expectations.

In the late 1970s and in 1980 those who borrowed money at fixed
interest rates gained as inflation rates rose faster than expectations. A
substantial part of their gain came at the expense of lenders and
holders of fixed-rate financial assets. Later, when inflation declined
more rapidly than anticipated, borrowers' real debt-service burdens
rose. Thus the debt problems in various sectors, as well as the associat-
ed stress in some financial institutions, are related to the market re-
valuation of real assets and outstanding debt in a disinflationary envi-
ronment. In addition, debt continued to be assumed and credit ex-
tended on the assumption of high inflation even as inflation fell. The
failure of inflation expectations to decline with the inflation rate after
1981 has therefore prolonged the period of adjustment and exacer-
bated the debt problems in some sectors. The economic situation in
LDCs is discussed in Chapter 2, the agriculture sector is analyzed in
greater detail in Chapter 4, and the problems of financial institutions
are examined in Chapter 6.
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THE "OPTIMAL" DISINFLATION PATH

Although economists generally agree that reducing inflation re-
quires a decline in the trend of money growth, they agree far less on
what the appropriate disinflationary path is. Some adverse real and
financial effects are almost inevitable, but it is not clear what policy
path or pace of disinflation is most likely to minimize economic
disruption. It is possible, however, to identify some aspects of a
disinflationary policy that would be expected to facilitate the adjust-
ment process and minimize the resultant economic dislocation.

Once the expectation of continued high inflation is built into eco-
nomic institutions and behavior, the transition to disinflation requires
that expectations and behavior, predicated on years of experience
with a rising inflation rate, be realigned. The economic costs—
lost jobs and output—associated with reducing inflation occurs when
private behavior that is adapted to an inflationary environment con-
fronts a disinflationary monetary policy. Even though money growth
is ample to support real economic activity, it will be insufficient to
support as well a level of nominal economic activity that presumes a
continued high rate of inflation.

The extent of the economic disturbance associated with reducing
inflation depends on the responsiveness of inflation expectations.
The longer it takes for expectations to adjust, and therefore the
longer inflation-based behavior persists, the longer is the likely
period during which real growth is restricted by disinflationary mone-
tary policy. Conversely, the more quickly the public comes to believe
in lower inflation, and adjusts nominal behavior accordingly, the
more quickly decreased money growth becomes sufficient to support
adequate real economic growth. A disinflationary policy that assures
the public of the government's commitment to controlling inflation
and thereby fosters the adjustment of inflation expectations is there-
fore also likely to minimize the associated economic dislocation.

Inflation was temporarily reduced in two separate periods during
the 1970s, then allowed to reaccelerate each time to a rate higher
than the previous peak. This probably contributed to public skepti-
cism about the government's ability or willingness to control inflation
over the long run. In addition, policies adopted and events in 1980
probably added to this skepticism. Money growth declined in late
1979 and early 1980 and the money supply declined absolutely after
credit controls were imposed in March 1980. Interest rates fell sharp-
ly, as did the short-term inflation rate. All these developments were
abruptly reversed after mid-1980, however, as money growth, interest
rates, and inflation all soared to double-digits. The extreme volatility
of macroeconomic policy and the associated volatility in interest rates
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and the inflation rate likely increased the uncertainty about future
inflation and interest rates, as well as about policy itself.

Credible, pre-announced policies that are consistent with the stated
goal of lower inflation can facilitate the downward adjustment of in-
flation expectations. This is true for fiscal as well as monetary policy.
In contrast, when policy goals are unclear, and actions are unpredict-
able or inconsistent with long-term goals, adjustment of expectations
is likely to be impeded and the economic cost of reducing inflation is
likely to be raised.

The Administration recommended in 1981 that money growth be
decelerated in a gradual and predictable pattern. To minimize the
disruption to real economic activity and hasten the adjustment of in-
flation expectations, both the gradual and the predictable elements of
that prescription were believed to be important. A gradual move to
disinflationary monetary policy allows time for the public to recog-
nize and believe in the new policy and to adjust inflation expectations
and behavior accordingly. This gradualism should not only extend
the period of adjustment to disinflation, but should also reduce the
associated disruption to output and employment growth. A reason-
ably predictable deceleration of money growth can also provide the
public with the assurance of lower inflation needed to reduce infla-
tion expectations. A highly variable path of money growth is more
unpredictable and therefore is likely to help maintain and reinforce
the uncertainty about future inflation and to retard the adjustment of
expectations.

It is difficult to characterize the deceleration of money growth in
1981-82 as either gradual or predictable. The Administration's rec-
ommendation assumed a gradual reduction in money growth to 3
percent in 1986. In fact, more than half of the deceleration in money
growth that the Administration had envisioned occurring over 6 years
occurred during 1981. Moreover, there were two 6-month periods
during 1981 and early 1982 when Ml growth was negligible. As a
result of the substantial slowdown in monetary growth, inflation
probably fell more rapidly than it otherwise would have. However,
the abrupt reduction in Ml growth, as well as the protracted periods
of very slow money growth, probably contributed to the duration and
depth of the 1981-82 recession.

In addition, the variability of Ml growth increased substantially
after 1979; the standard deviation of quarterly Ml growth increased
from 2.2 percent in the 6-year period preceding October 1979 to 4.8
percent in the 6-year period thereafter. During the seven-quarter
period of decelerated money growth that began in 1981, for exam-
ple, quarterly growth rates of Ml ranged from 3 to 9.2 percent. This
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is considerably more variability in Ml growth than can be attributed
to technical limitations of monetary control.

In the context of relatively stable prices, such monetary volatility
might not be particularly important. But in the early 1980s a major
challenge facing policymakers was to restore policy credibility. In that
environment, each reacceleration of money growth helped raise anew
the fear that disinflationary policy was not permanent and thereby
helped maintain and reinforce inflationary expectations even as the
actual inflation rate fell dramatically.

Uncertainty about future inflation may also have been exacerbated
by the emergence of large budget deficits. Large current and pro-
spective budget deficits may raise the perceived probability that the
Federal Reserve will eventually increase money growth and thereby
generate higher inflation that would ease the burden of accumulated
debt. Concerns about the budget deficit therefore may have interact-
ed with the uncertainty caused by volatile money growth and may
have impeded the downward adjustment of inflation expectations.

Thus a number of factors may have effectively raised the cost of
reducing inflation during the early 1980s. First, the abrupt and unan-
ticipated deceleration of money growth in 1980-82 probably contrib-
uted to a more severe and prolonged recession in 1981-82 than
would likely have occurred if a more gradual and predictable decel-
eration had occurred. Second, the sluggish adjustment of inflation
expectations kept nominal interest rates high relative to the actual in-
flation rate. Moreover, the public's reluctance to revise its expecta-
tions of inflation is probably related to the volatile and unpredictable
nature of monetary policy, to large budget deficits and the fear that
they will be monetized, and to the memory of failed attempts to
reduce inflation during the 1970s.

THE EXPANSION TO DATE

The current expansion that began in November 1982 marks an im-
portant departure from the pattern of persistently rising inflation
rates, interest rates, and unemployment rates that characterized earli-
er expansions since the rise of general inflation began in the late
1960s. This expansion has been accompanied by a significant decline
in inflation relative to historical experience. What is particularly un-
usual compared with the average postwar expansion is that the infla-
tion rate has continued to decelerate during the third year of this ex-
pansion. The four-quarter change in the implicit GNP price deflator
was lower in the fourth quarter of 1985 than at any other time in this
expansion. For every other postwar expansion the GNP deflator
began to accelerate by this stage of the expansion; on average a sub-
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stantial reacceleration of inflation had been evident by the third year
of the expansion.1 There is some evidence that the secular rise of in-
terest rates described above may have been broken in this expansion.
During 1985 the monthly levels of most short- and long-term interest
rates fell below their cyclical lows reached in mid-1980. After rising
in 1983 and early 1984, rates declined and at year-end 1985 were
below the levels that existed when the expansion began. Interest
rates are 5 to 10 percentage points below their peaks in late 1981; in
comparison with other postwar expansions, this is by far the largest
decline in interest rates that has occurred 3 years into an expansion.
In addition, total employment has increased by 9.1 million over the
past 3 years. The decline in the unemployment rate in this expansion
is the largest decline in any 3-year period since the expansion that
began in 1949.

There are other ways in which this expansion has been unusual.
The growth of capital investment has been the strongest in the post-
war period. The substantial appreciation of the U.S. dollar and the
strong growth in the United States relative to the rest of the world
have contributed to an unprecedented trade deficit and capital
inflow. Contrary to most historical experience around the world,
large and persistent trade deficits have coexisted with a strong and,
until 1985, appreciating exchange rate. The trade deficit, capital
inflow, and relatively strong dollar all appear to be symptomatic of
renewed worldwide confidence in the U.S. economy and reflect the
availability of relatively attractive investment opportunities in the
United States. Some have argued that the trade deficit is evidence of
a "two-tiered" economy, with the United States concentrating on
production of services and importing goods. Another unusual aspect
of this expansion is the large deviation from trend of the growth of
velocity, the relationship between the money supply and nominal GNP.
With nearly flat velocity over the past 3 years, Ml growth has been
very rapid during this expansion, but inflation has remained relatively
subdued. Moreover, based on historical relations, the money growth
that occurred in late 1984 and 1985 would have been expected to
induce a more significant rebound in real growth than has yet oc-
curred. These developments are discussed in greater detail below.

CHARACTERISTICS OF THE EXPANSION

In aggregate terms the current expansion resembles other postwar
expansions, but its sectoral and temporal patterns differ from previ-

1 Throughout this discussion the "average" expansion is defined as the average of post-World War
II expansions excluding those beginning in the fourth quarter of 1945, the fourth quarter of 1949,
the second quarter of 1958, and rhe tnird quarter of 1980. The 1945 and 1949 recoveries are
excluded because of distortions relating to the transition from World War II and to the Korean war,
respectively; the 1958 and 1980 expansions lasted 2 years or less.
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ous experience. Table 1-2 shows growth rates for GNP and various
components for the entire expansion, as well as its first and latest six
quarters. It also reports growth rates for other selected macroeco-
nomic variables.

TABLE 1-2.—Growth rates of real GNP components, current expansion and average of previous
expansions

[Average annual percent change, except as noted]

Item

REAL GNP3

Final sales4

Personal consumption expenditures

Gross private domestic investment

Nonresidential fixed investment

Structures
Producers' durable equipment

Residential fixed investment

Exports of goods and services
Imports of goods and services

Government purchases of goods and services

Federal
State and local

Change in inventory accumulation (billions of 1982 dollars) ..

ADDENDA:

GNP implicit price deflator
Employment including resident Armed Forces5

Industrial production
Corporate Aaa bond yields (Moody's)6

First 3 years of
expansion

Current1

4.5

3.8

3.9

17.4

11.3

6.8
14.0

15.1

2.4
14.6

4.0

5.9
2.4

59.4

3.6
8.8
7.6

-1.30

Average2

4.5

3.9

4.3

10.6

6.4

3.0
8.8

9.3

8.8
8.6

1.1

-1.1
3.7

36.6

4.5
7.6
7.3
.12

First six quarters of
expansion

Current1

6.9

4.3

5.2

38.0

13.6

4.9
19.1

29.2

6.0
25.7

1.7

1.2
2.1

125.3

3.8
5.9

13.4
1.34

Average2

5.2

4.1

5.1

15.7

6.0

2.6
8.9

15.0

4.6
10.4

.5

-1.2
3.1

30.7

4.2
3.8
9.3

-.14

Second six quarters
of expansion

Current1

2.1

3.4

2.5

-.1

9.0

8.7
9.1

2.6

1 1
4.5

6.3

10.8
2.7

-65.9

3.4
2.8
2.0
264

Average2

3.8

3.7

3.4

6.0

6.9

3.5
9.1

4.2

13.2
7.0

1.8

.9
4.2

5.9

4.7
3.6
5.3

.26

1 Calculated from 1982 IV, the most recent recession trough.
2 Average of expansions that began in 1954 II, 1961 I, 1970 IV, and 1975 I.
3 Real GNP and its components are in 1982 dollars.
4 GNP less change in business inventories.
5 Absolute percent change.
6 Absolute change.
Note.—For current expansion, change for first 3 years and second six quarters based on preliminary data for
Sources: Department of Commerce (Bureau of Economic Analysis), Department of Labor (Bureau of Labor Statistics),

Governors of the Federal Reserve System, and Moody's Investors Service.

1985 IV.
Board of

Over the 3 years of this expansion, aggregate measures of econom-
ic activity such as real GNP, real final sales, and industrial production
all increased at rates similar to those registered in the typical postwar
expansion. The temporal pattern of this expansion, however, differs
from the average expansion. Growth rates of both real GNP and in-
dustrial production were significantly stronger in the first six quarters
and subsequently have moderated. This is explained partly by the be-
havior of inventory accumulation that helped boost real growth early
in the expansion, but reduced growth as inventories were depleted in
the more moderate second phase of the expansion. While inventory
drawdown has reduced GNP growth in recent quarters, current low
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inventory-sales ratios suggest that no important inventory imbalances
exist at this stage of the expansion.

The growth of personal consumption expenditures was below that
of the average postwar expansion, particularly in the second six quar-
ters of the expansion. Growth of government spending was some-
what higher than in previous expansions, but this growth has been
concentrated in the latter six quarters of the current expansion when
the overall growth rate was moderating. Thus, it does not appear
that this expansion has been driven by especially strong growth of
either consumer or government spending.

The sector that has uniformly outperformed average historical ex-
perience is gross private domestic investment. Despite high real in-
terest rates and concern about crowding out of domestic investment
by the Federal deficit, above-average growth was recorded for all major
categories of private domestic fixed investment and was particularly
prominent for real nonresidential fixed investment. From the recession
trough through the fourth quarter of 1985, real nonresidential fixed
investment increased 11.3 percent per year, compared with 6.4 percent
in the average postwar expansion. The growth of real nonresidential
fixed investment in this expansion has been more than twice that of
consumption or real GNP. Both producers' durable equipment and
structures have advanced at rates above normal for comparable expan-
sions. As a consequence, the ratio of real nonresidential fixed invest-
ment to GNP has risen to a postwar high of 13.5 percent as of the
fourth quarter of 1985. Nonresidential fixed investment has contribut-
ed nearly twice as much to real GNP growth in this expansion as in the
average postwar expansion. While fixed investment has continued to
grow rapidly during the second six quarters of this expansion, there
has been a sharp reduction in total investment growth. This is attribut-
able to the decline in inventory accumulation discussed above.

The expansion also compares favorably to recent experience in
other industrialized countries. Since 1982, real growth in the United
States has been substantially stronger than in every other industrial
country except Canada and Japan, where growth rates have been
similar to the United States. With relatively strong income growth in
the United States, the demand for imports has risen more rapidly
than the foreign demand for U.S. exports. This has been reinforced
by the appreciation of the dollar and has helped generate a decline in
the net export balance. Strong U.S. growth and weak growth in for-
eign countries have contributed to the increase in the U.S. trade defi-
cit. This is a more appropriate interpretation of cause and effect than
the suggestion that the growth of the trade deficit has caused slower
real growth in the United States. Thus, an increase in foreign eco-
nomic growth would reduce the trade deficit and increase U.S. GNP
growth. As discussed in Chapter 3, protectionist measures designed
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to reduce U.S. imports would likely also reduce U.S. GNP growth
and might not lead to an improved trade balance.

EMPLOYMENT GROWTH IN THIS EXPANSION

Strong employment growth is an outstanding feature of the current
economic expansion. The 9.1 million increase in employment repre-
sents an 8.8 percent increase since the trough of the recession, com-
pared with a 7.6 percent increase in the average postwar expansion.
As illustrated in Chart 1-2, a higher fraction of the U.S. population is
now at work than at any time in the postwar period. The employ-
ment-to-population ratio increased by 3 percentage points during the
current expansion, and is now at an all-time high of 60.8 percent.

Chart 1-2

Employment-Population Ratio
An International Comparison

(Annual Data)

nil . i i i
1960 1965 1970 1975 1980 1985

-J/Excludes Northern Ireland.
Note.—For United States, employment as percent of noninstitutional population (both include
resident Armed Forces); data relate to persons 16 years of age and over. For other countries,
data approximate U.S. concepts.
Source: Department of Labor.

This employment performance compares favorably with those of
other major industrialized countries. As shown in Chart 1-2, the
major European industrial countries as well as Japan employ a small-
er percentage of their population today than they did 20 years ago.

41

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



Cumulative gains in employment in the United States compared with
those for other major countries are presented in Chart 1-3. Over the
past 25 years employment has remained stable in West Germany and
the United Kingdom, while it has grown moderately in Japan. By
contrast, U.S. employment growth has been vigorous, adding more
than 40 million workers since 1959. For the 1980-84 period, employ-
ment has grown 5.7 percent in the United States, compared with a
weighted-average decline of 0.6 percent in other major industrialized
countries.

Chart 1-3
Cumulative Change in Employment Since 1959

An International Comparison
(Annual Data)

Percent change

70

1960 1965 1970 1975 1980 1985

-J/Excludes Northern Ireland.
Note.—For United States, employment includes resident Armed Forces; data relate to persons
16 years of age and over. For other countries, data approximate U.S. concepts.
Source: Department of Labor.

The total unemployment rate has fallen 3.8 percentage points from
10.6 percent at the trough of the recession, to 6.8 percent in Decem-
ber 1985. This decline in the unemployment rate is nearly double the
decline recorded in an average postwar expansion. At the outset of
this expansion, however, the unemployment rate was at a postwar
high. This reflects the secular rise in the unemployment rate noted
earlier as well as the length and severity of the 1981-82 recession. As
a result, the unemployment rate remains relatively high by historical
standards despite the employment gains recorded in this expansion.
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The long-term tendency of the unemployment rate to remain high
is partly attributable to increases in the working-age population and
in the labor force participation rate. The working-age population has
increased substantially as the postwar baby boom generation entered
the labor force. Increases in the labor force participation rate are also
due to the increased participation of women. The total labor force
grew from 71.5 million in 1960 to 117.2 million in 1985. Despite the
strength of employment growth, it has not matched labor force
growth and the unemployment rate has tended to rise secularly since
1957. In recent months the labor force participation rate has risen to
an all-time high of 65.3 percent and the labor force has increased by
5.2 million people during this expansion.

Nominal and real wage rates as well as unit labor costs have all in-
creased at rates below those in the average postwar expansion. De-
spite the limited growth in wage rates, employment gains have led to
sizable gains in total wages; record increases in hours worked per
employee have increased real wages per employee.

Labor productivity growth plays an important role in determining
real wage rates. So far in this expansion, productivity in the nonfarm
business sector has increased at an average annual rate of 1.4 percent
and manufacturing productivity has increased at an average annual
rate of 4.3 percent. This is considerably below productivity perform-
ance in the average postwar expansion. Even with slow productivity
growth in this expansion, growth in unit labor costs has been well
below average. This reflects the sharp slowdown in wage growth. It
appears that the slowdown in output growth during the second half
of this expansion has contributed to the slowdown in measured pro-
ductivity growth. Over the longer run the rapid growth in investment
and favorable shifts in the composition of the labor force are expect-
ed to lead to higher productivity growth.

THE "TWO-TIERED" ECONOMY

In any expansion, some industries and firms grow more rapidly
than others. In this expansion, performance of some particularly visi-
ble industries such as steel and leather footwear has been especially
weak. Because these industries produce goods, their relatively weak
performance has led to concern that the United States is becoming a
"two-tiered" economy in which the services sector expands at the
expense of the goods-producing sector. Growth of the trade deficit has
reinforced this view and raised concern that the U.S. economy will
become predominantly a service producer. The performance of spe-
cific industries and the trade deficit are discussed in Chapter 3.
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Long-term trends show no indication that overall production of
goods is becoming less important in the U.S. economy.2 For the past
25 years, goods production as a share of real GNP has been remark-
ably stable, fluctuating in a relatively narrow range of 41 to 45 per-
cent of GNP. The share of goods production in GNP in 1985 is above
the middle of this range and is higher than it has been in more than a
decade. Furthermore, there is no indication that this secular pattern of
goods production has been altered during this expansion.

Table 1-3 compares growth in goods- and service-producing sec-
tors for the first 3 years of postwar expansions. Relative to real GNP
growth, goods production has expanded more rapidly and service
production has grown more slowly during the current expansion than
in any other postwar expansion. These data demonstrate that the
growth of U.S. demand has been sufficient during the current expan-
sion to generate a substantial increase in the production of both
goods and services.

TABLE 1-3.—Output and employment growth, current and previous expansions

[Absolute percent change 3 years from trough]

First 3 years of expansions beginning

1954 II

1961 1

1970 IV

1975 1

AVERAGE OF ABOVE

1982 IV2

Real GNP by type of product

Goods

11.6

17.4

17.6

15.9

15.6

19.0

Services

11.2

15.5

12.0

11.0

12.4

6.4

Total
GNP1

10.8

16.6

14.5

14.3

14.0

14.1

Nonagricultural payroll
employment by type of industry

Goods-
producing

7.0

5.8

10.3

9.0

8.0

9.2

Service-
producing

9.4

8.7

10.5

11.2

9.9

12.1

Total

8.4

7.6

10.4

10.5

9.2

11.3

1 Total GNP includes structures, not shown separately.
2 Based on preliminary data for 1985 IV.
Sources: Department of Commerce (Bureau of Economic Analysis) and Department of Labor (Bureau of Labor Statistics).

Further, if the United States were becoming a two-tiered economy,
a change in the historical relationship between real GNP (which
measures production of goods and services) and industrial pro-
duction (which is composed of goods) would be apparent. This rela-
tionship, however, does not reveal any weakening of industrial pro-
duction growth relative to real GNP growth during this expansion.

Inferences about the relative decline in the goods sector are often
based on the fact that employment in goods-producing industries as
a share of total employment is falling. However, this is not a phe-

2 The qualitative conclusions drawn from this analysis are the same whether the analysis is based
on goods production or industrial production.
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nomenon peculiar to this expansion. As shown in Chart 1-4, the
share of employment devoted to goods production has trended
downward for the past 30 years, while the service-producing employ-
ment share has steadily increased. Neither of these trends appears to
have changed during this expansion or the preceding recession.
The coexistence of a declining share of goods-producing employ-
ment and a relatively constant share of goods production in GNP is
evidence of relatively rapid productivity growth in the goods-produc-
ing sector, not a decline in output growth.

Chart 1-4

Employment Shares—Goods-Producing
and Service-Producing Industries

Percent of nonfarm employment

801

70

60

40

20

Service-Producing
Industries

50 -

30«"~ Goods-Producing
Industries **.*-»••*.

n liiiliiiliiiliiilii:liiiliiili|iliiilMiliiiliiilinliiiliiiliiiliiiliiiliiiliiiliiiliiiliii|iiiliiiliiiliiiliiiliiili|i||i|l

1955 1960 1965 1970 1975 1980 1985

Note. — Data relate to all employees on nonfarm payrolls (establishment data), seasonally adjusted.
Source: Department of Labor.

The comparison of employment growth contained in Table 1-3
shows that employment in goods-producing industries has grown
more during the current expansion than in all but one of the other
postwar expansions examined, and is above the average performance
of these four previous cycles. Aggregate employment growth in this
expansion has been sufficient to yield substantial employment gains
in both the goods-producing and services sectors.
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THE SAVING RATE AND CONSUMER DEBT

Saving and Investment

Aggregate saving provides the financing for business investment,
housing, government deficits, and other lending. A lower saving rate,
other things being equal, implies that fewer funds are available for
capital formation. Chart 1-5 shows various components of saving
represented relative to nominal GNP. Personal saving as a share of
GNP has drifted downward since the mid-1970s and remains low rel-
ative to its historical norm. However, business saving as a share of
GNP has increased since 1974, and this has offset the relative decline
in personal saving. As a consequence, gross private saving (personal
saving plus business saving) as a share of GNP is approximately at
the 1970s level and is above the level achieved during most of the
1950s and 1960s.

Chart 1-5

Percent of GNP
20

Saving Measures as Percent of GNP

Gross Private Saving /\
16

12

Gross Business Saving

Personal Saving

1 I I I 1 i 1 I I I I I I I I I I I I I I

1950 1955 1960 1965 1970 1975 1980 1985

J/Gross total saving is gross private saving plus government surplus or deficit.
Source: Department of Commerce.

What is relevant for inferences about the impact of saving on in-
vestment is the total amount of saving. In terms of funds available
for borrowing, it makes no difference whether the funds originate
from the household, business, or government sector. In addition, the
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U.S. financial markets are part of an increasingly well-integrated
world capital market. To the extent that investment opportunities are
more profitable here than in the rest of the world, saving will be at-
tracted to the United States to finance investment.

Gross total saving is private saving plus government saving (govern-
ment saving is negative when governments run a deficit). As is
illustrated in Chart 1-5, gross total saving relative to GNP has drifted
downward since 1979. In recent years this is attributable in an arithme-
tic sense to the size of total government budget deficits. Despite large
government deficits, it is important to note that the level of gross total
domestic saving relative to GNP in recent years is not an unprece-
dented low for the postwar period. Nonetheless, it is a legitimate
matter of concern that total domestic saving is relatively low. The ab-
sorption of saving by persistent budget deficits is detrimental to
long-term capital formation.

In addition, the relative price of investment goods (as measured by
the ratio of the price deflator for nonresidential fixed investment to
the GNP deflator) has declined 11 percent since the fourth quarter of
1982. This means that a given nominal amount of saving translates
into higher real investment because real saving—in terms of the in-
vestment that can be financed—is higher than is indicated by nominal
saving as a share of GNP. In fact, private saving was 102 percent of
total U.S. investment as of third quarter 1985.

Personal Saving and Consumer Debt

Low personal saving may also be of concern in conjunction with
record levels of consumer indebtedness. Outstanding household debt
as a share of disposable personal income reached a record high of 82
percent in the third quarter of 1985. With high household indebted-
ness and a low saving rate, some analysts have suggested that con-
sumers might curtail consumption in order to reduce indebtedness.
This raises concern that an economic slowdown could result from re-
duced consumer spending. However, other factors are relevant to the
recent trends in saving and indebtedness.

First, while the ratio of debt to income has risen, the ratio of assets
to income has risen faster. The ratio of household debt to liquid
assets has fallen from a postwar peak of 69 percent in 1979 to 65
percent in the third quarter of 1985. As long as the asset position of
households is strong, the servicing of debt should not be a problem.

Second, real household net worth, the difference between house-
hold assets and household debt, has increased 6.2 percent during
this expansion. Increased household wealth, along with high real in-
terest rates, may be related to the low personal saving rate. If house-
holds save to accumulate funds to finance a given amount of future
consumption, then an increase in the market value of current asset
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holdings reduces required saving relative to current income. Recent
declines in private sector employer contributions to defined-benefit
pension plans may reflect this effect. Increases in the market value of
pension fund assets reduce required employer contributions. Be-
cause these contributions are included in personal income, the result
is an observed decline in the personal saving rate even though
savers' claims to future pension benefits are unchanged.

Demographic shifts may have also played a role in the decline in
the personal saving rate. The proportion of the population between
the ages of 25 and 44 has grown continuously since 1970. Because
this age group typically saves relatively less and borrows relatively
more, its higher representation in the population may contribute to a
lower overall saving rate and higher consumer indebtedness. In addi-
tion, the over-65 age bracket has also grown since 1970. Because re-
tired people tend to save less, this development also would be ex-
pected to reduce the personal saving rate.

REAL INVESTMENT AND GROWTH IN THIS EXPANSION

Real gross business fixed investment has grown much more rapidly
during this expansion than it has in the average postwar expansion.
Although it slowed in 1985 from its 1984 pace, real gross business
fixed investment grew faster than real GNP in 1985 and for the
second consecutive year reached a postwar high as a share of real
GNP. However, real net business fixed investment as a share of real
net national product has not reached a postwar high. The slower
growth in net investment relative to gross investment is partly due to
the direction of investment toward relatively shorter lived assets. The
shortening of new investment lives is not necessarily undesirable, at
least to the extent that it implies a more flexible capital stock that is
more adaptable to technological change and to relative price
changes.

A number of factors have contributed to the boom in gross invest-
ment. The robust expansion initially stimulated increased investment
demand. The ratio of real investment to real GNP has a predominant
cyclical component and moves closely with capacity utilization. When
capacity utilization rises because of increased aggregate demand, real
business investment generally rises relative to real GNP. The real
economy and capacity utilization rose rapidly until mid-1984 and real
business investment as a share of real GNP rose as well. Since the
third quarter of 1984, real GNP growth has decelerated substantially
and capacity utilization has actually fallen while real investment has
continued to increase. Thus, the performance of real business invest-
ment thus far has exceeded that implied by typical cyclical behavior.
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Because cyclical events cannot explain the continued strength of
real investment, other influences must be at work. One important
factor has been the dramatic decline in the relative price of invest-
ment goods. After rising somewhat faster than the general price level
since the mid-1970s, investment goods prices have exhibited essen-
tially no growth since the end of 1982 while the general price level
has increased more than 11 percent.

More importantly, the tax changes in 1981 significantly improved
the tax environment for business investment. During the 1970s the
rise in inflation and existing depreciation schedules made deprecia-
tion allowances increasingly inadequate to cover the cost of replace-
ment investment goods. That is, with the existing tax code, accelerat-
ing inflation raised the effective tax rate on income from investment
in business plant and equipment. The net effect of tax law changes
since 1981 has been shorter tax lives of many assets, more acceler-
ated depreciation, and an expanded investment tax credit. These tax
changes interacted with disinflation in the 1980s to reduce the effec-
tive tax rate on investment income. As a result, after-tax rates of
return on new business investment rose and incentives to invest were
enhanced.

The combination of high real interest rates and robust investment
growth over the past 3 years may appear paradoxical. They are not.
The initial rise in real interest rates was associated with the shift to
disinflationary monetary policy. In addition, many have attributed the
sustained high levels of real interest rates -to the emergence of large
Federal budget deficits. As the expansion progressed, however, nei-
ther explanation for high real rates was consistent with the strong in-
vestment growth that occurred. Either explanation would have in-
volved a crowding out of real investment by high real rates, not the
observed investment boom.

An explanation consistent with actual events is that real interest
rates both determine and are determined by investment demand. It
appears that the tax law changes in 1981 interacted with the decline
in inflation to raise the internal rate of return on capital investment.
As a result, more investment projects became profitable. To finance
these projects, firms willingly bid up the real rate of interest in finan-
cial markets. Thus, a portion of the observed, historically high real
interest rates reflects an increase in the underlying after-tax real
return on plant and equipment.

As much as 20 to 25 percent of the rise in real business fixed in-
vestment during the period 1982-84 has been attributed to tax law
changes. Thus, while other influences are clearly at work, tax changes
have also played a critical role in the investment boom of this expan-
sion. Furthermore, to the extent that tax changes have stimulated in-
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vestment demand, they may also have had an effect on the level of
real interest rates.

U.S. DOMESTIC INVESTMENT AND FOREIGN CAPITAL INFLOWS

Unprecedented net flows of foreign capital into the United States
have accompanied the investment boom in this expansion. The coun-
terpart of a net capital inflow is a current account deficit. The U.S.
current account deficit has risen from $8 billion in 1982 to an annual
rate of $110 billion during the first three quarters of 1985. This in-
crease in net capital inflows has played an important role in financing
the rapid investment growth in the presence of a large government
deficit.

The capital account measures increases in foreigners' claims on
U.S. residents (capital inflows) versus increases in U.S. claims on for-
eigners (capital outflows). Thus, a capital account surplus means that
foreigners' claims on U.S. residents have risen relative to U.S. claims
on foreigners. Traditionally, capital account surpluses or deficits have
been viewed as passively adjusting to finance current account deficits
or surpluses. Consequently, the relative demands for and supplies of
goods and services across countries have been considered the major
determinants of current account balances. Capital flows, however,
should not be thought of as passively financing an independently de-
termined current account balance. Rather, the desired capital account
balance, determined by investors' efforts to earn the highest available
risk-adjusted return, exerts an independent force on the payments
balance. The current account adjusts to reflect the consequent net
capital flows. This adjustment of the current account occurs primarily
through changes in exchange rates, relative prices, and income levels
at home and abroad.

Domestic investment is financed by private domestic saving and
total government saving as well as net capital inflow from abroad.
The links between these variables are summarized by the accounting
identity:

Private Saving + Government Saving = Domestic
Investment + Net Foreign Investment,

where net foreign investment is the net accumulation of foreign
assets by domestic residents. It corresponds to both a current ac-
count surplus and a net outflow of capital. Government saving is
negative when the government runs a deficit, and net foreign invest-
ment is negative when the current account is in deficit. A necessary
implication of this accounting identity is that when total domestic in-
vestment exceeds total domestic saving, the current account is in def-
icit and foreign capital flows into the United States and conversely.
Furthermore, an increase in the government budget deficit, with con-
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stant private saving and constant domestic investment, necessarily
implies a worsening of the current account balance. A government
budget deficit, however, is neither necessary nor sufficient for a cur-
rent account deficit. A current account deficit could coexist with a
budget surplus if domestic investment exceeded the sum of private
saving and the budget surplus and conversely. Hence, to understand
the relationship between budget deficits and the current account bal-
ance, it is necessary to take account of how economic forces affect
private saving and domestic investment. Table 1-4 provides the data
relevant to understanding these relationships.

When domestic investment was at a cyclical low in 1975, total do-
mestic saving exceeded domestic investment and the current account
was in surplus. This occurred despite a total government deficit in
1975 that, as a share of GNP, was larger than that in 1982 or 1985.
As the economy expanded after 1975, domestic investment rose and
the total government deficit fell as a share of GNP. By 1978 the total
government budget was essentially balanced, but the current account
balance, as a share of GNP, had deteriorated by about 2 percentage
points. Foreign capital flowed into the United States as domestic in-
vestment expanded and outpaced domestic savings.

TABLE 1-4.—Saving, investment, government deficit, and current account balance as percent of
GNP, 1972-85

[Percent of GNP]

Year

1972
1973 . . . . .
1974

1975
1976 .. .
1977
1978
1979

1980
1981
1982
1983
1984

1985 J

Government saving

Federal
and State
and local

-0.3
.6

-.3

-4.1
-2.2
-1.0
-.0

.5

-1.3
-1.0
-3.5
-3.8
-2.9

-3.3

Federal

-1.4
-.4
-.8

-4.3
-3.0
-2.3
-1.3
-.6

-2.2
-2.1
-4.6
-5.3
-4.6

-4.8

Gross
private
saving

16.8
18.0
17.3

19.0
18.0
17.8
18.2
17.8

17.5
18.0
17.6
17.7
18.4

17.5

Gross
private

domestic
invest-
ment

16.7
17.6
16.3

13.7
15.6
17.3
18.5
18.1

16.0
16.9
14.1
14.8
17.9

16.8

Current
account
balance

-0.5
.5
.1

1.1
.2

-.7
-.7
-.0

.1

.2
-.3

-1.4
-2.8

-2.8

1 Average for first three quarters.

Source: Department of Commerce, Bureau of Economic Analysis.

The situation in 1982 was similar to that in 1975. Both the Federal
and the total government deficits were approximately the same share
of GNP. Because domestic investment was at a cyclical low in 1982
and the excess of private domestic saving over domestic investment
was nearly sufficient to finance the government budget deficit, the
current account deficit was negligible.
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Although more pronounced, the cyclical rebound of domestic in-
vestment from 1982 to 1985 was similar to that from 1975 to 1978.
Contrary to the 1975-78 experience, however, the government deficit
hardly receded at all. With the rise in domestic investment accompa-
nied by a relatively constant government deficit as a share of GNP,
private saving was insufficient to satisfy all domestic demand for
credit. Consequently, foreign capital flowed in to finance the excess
of the government deficit plus domestic investment over private
saving. A current account deficit was the counterpart of this capital
inflow.

The Role of the Dollar

The real appreciation of the U.S. dollar in foreign exchange mar-
kets since 1980 is widely believed to have played a key role in gener-
ating the current account deficit necessarily implied by the combina-
tion of the budget deficit and the levels of private saving and domes-
tic investment. Increases in the real value of the dollar were initially
associated with the actual and perceived shift to a tighter monetary
policy in the United States and the attendant effects of this policy
shift on nominal and real interest rates. As the recovery began in late
1982, however, the persistence of high U.S. real interest rates and a
strong dollar were most likely due primarily to rapid real growth in
the United States relative to that in the rest of the world. The robust
expansion, low inflation, and business tax cuts all improved the after-
tax real return to new business investment and raised the return on
dollar-denominated assets in general, making the United States more
attractive to investors worldwide. The increased demand for dollar-
denominated assets bid up the real foreign exchange value of the
dollar. As a result, the current account balance has deteriorated suffi-
ciently to enable a net capital inflow to finance the excess of U.S. do-
mestic investment over domestic saving.

Events other than the rise in the dollar have also contributed to
the increased current account deficit. Because the U.S. expansion has
been strong relative to those of other industrialized countries, U.S.
demand for imports has grown more rapidly than foreign demand for
U.S. exports. This real growth differential alone would have wors-
ened the U.S. current account balance. In addition, efforts of devel-
oping countries to reduce imports in order to limit their external
borrowing requirements has reduced demand for U.S. exports.

Resolving External Imbalances

Because an excess of investment over saving in the United States
necessarily implies an excess of saving over investment in the rest of
the world, the U.S. current account deficit is a product of macroeco-
nomic policies and conditions abroad as well as in the United States.
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The Group of Five Agreement in September 1985 was an important
recognition that policy changes across countries, not just in the
United States, are essential to correct external imbalances. Specifical-
ly, the Ministers of Finance and Central Bank Governors of France,
West Germany, Japan, the United Kingdom, and the United States
agreed that policies designed to achieve increased convergence of
economic performance, especially sustained, noninflationary growth,
were the responsibility of all of the participants. Hence, the United
States reaffirmed its commitment to decrease the Federal Govern-
ment's claim on domestic saving by reducing government spending
as a share of GNP. The remaining four countries committed them-
selves to policies that promote internally generated economic growth,
thereby providing increased demand for their own output as well as
for U.S. and LDC exports. While the Ministers and Governors noted
and agreed that a realignment of exchange rates should play a role in
redressing external imbalances, such a realignment cannot be sus-
tained unless policies are pursued to generate more balanced eco-
nomic growth.

It is important to note that intervention in foreign exchange mar-
kets to force down the value of the dollar is not an appropriate long-
term strategy to resolve external imbalances. Intervention that does
not affect domestic money supplies has little if any long-run effect on
nominal or real exchange rates. Intervention that does affect domes-
tic money supplies is tantamount to conducting domestic monetary
policy in foreign exchange markets. Such intervention can affect the
long-run behavior of nominal exchange rates, and perhaps also the
shorter run behavior of real exchange rates. However, commitment
of monetary policy to the control of exchange rate movements inter-
feres with its use for other important policy objectives—most impor-
tantly maintenance of price stability and avoidance of money-induced
fluctuations in economic activity. The Group of Five's policy initia-
tives recognize these limitations of foreign exchange market interven-
tion, and place appropriate emphasis on correcting investment and
saving imbalances and divergent real growth rates as the means for
resolving external payments imbalances.

Can the Current Situation Persist?
Whether, and for how long, the U.S. current account deficit can

persist depends on foreign and domestic saving and investment deci-
sions and on the macroeconomic policies that affect those decisions.
Labor forces have been growing relatively more slowly in Japan and
Western Europe than in the United States. Consequently, these coun-
tries require less investment than the United States to equip new
members of the labor force with physical capital. Higher tax rates on
capital and structural rigidities make investment in both Japan and
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most of Western Europe less attractive. Furthermore, the average age
of the populations of Western Europe and Japan is rising more rap-
idly than in the United States. Consequently, these countries require
higher saving rates to finance future retirement benefits. These con-
ditions suggest that investment may continue to exceed saving in the
United States while saving may continue to outpace investment in
Japan and Western Europe. Consequently, a continued net inflow of
foreign capital into the United States can be expected.

As a result of persistent current account deficits for the past 4
years, the stock of U.S. assets held by foreigners now exceeds the
stock of foreign assets held by U.S. residents. With this net debtor
position currently expanding by more than $100 billion per year, the
U.S. situation has been termed a pending debt crisis similar to those
experienced by some LDC debtors. However, there is little similarity
between the positions of LDC debtors and that of the United States.

The foreign debt of LDCs is primarily government debt denomi-
nated in foreign currencies, while U.S. foreign debt is denominated
mostly in dollars and is broadly diversified across public and private
assets. Moreover, the United States has become a net debtor primari-
ly because funds, especially those of U.S. banks, that used to flow
abroad are now being invested in the United States. Finally, the
extent to which the servicing of this debt becomes a future burden
depends on whether the capital inflows are used productively to gen-
erate the future income needed to service the debt. With U.S. fixed
real investment as a share of GNP at an all-time high, it does not
appear that the capital inflow into the United States is being squan-
dered.

RECENT BEHAVIOR OF VELOCITY

One of the unusual aspects of this recovery has been the behavior
of velocity and the uncertainty it has generated about the meaning of
money growth. The trend growth of velocity from 1959 to the last
business cycle peak in 1981 has been 3.3 percent per year. In con-
trast, velocity has declined slightly during this expansion. Velocity
has typically exhibited sizable fluctuations in the short run, but recent
deviations of velocity growth from trend have been large and persist-
ent by comparison with postwar experience.

Growth of Ml has been very strong in this expansion, yet the rise
of inflation that would be inferred from the historical relationship be-
tween Ml growth and inflation has not occurred. Over the 12 quar-
ters of this expansion, Ml growth has been about 9 percent and has
exceeded the rates associated with the rise in inflation in the 1970s.
In addition, Ml growth was more than 11 percent in 1985, but the
rebound in the real economy recorded through the fourth quarter
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has not been as strong as would be expected from the historical rela-
tionship between short-term changes in money growth and economic
activity.

There are several competing explanations for this below-trend
growth of velocity. Because a change in money growth affects eco-
nomic activity with a lag and velocity is the ratio of nominal GNP to
Ml, part of the unusual fluctuations in velocity in recent years is re-
lated to increased volatility of money growth. While this may contrib-
ute to abnormal velocity behavior in the short run, monetary volatili-
ty does not explain the longer lived declines in velocity growth ob-
served since 1982.

Some analysts relate the behavior of velocity in this expansion to
inventory swings and to the increase in the trade deficit. A larger
trade deficit may depress velocity because a larger share of the do-
mestic spending facilitated by money growth is satisfied by imports
and does not show up in GNP. By the same reasoning, relatively
large swings in inventories might account for more volatile velocity
behavior as domestic spending translates into changes in inventory
accumulation rather than into production. There is, however, little
difference over the past 5 years between the behavior of the conven-
tional measure of velocity and a measure that accounts for changes in
inventories and in the trade deficit. Hence, neither appears to be a
major factor contributing to the prolonged period of abnormal veloc-
ity behavior.

The deregulation of deposits at financial institutions can have both
transitory and permanent effects on velocity growth. The introduc-
tion of new types of deposit accounts can induce shifts of funds
among various monetary aggregates that can affect observed money
and velocity growth. But once completed these deposit shifts have no
lasting effect on money or velocity growth. A permanent change in
velocity growth may have been caused by the inclusion in Ml of in-
terest-bearing checking accounts, which function partially as savings
balances. As a result, the public's desire to hold Ml balances as
either income or interest rates change may have been altered. The
saving element in Ml may induce the public to build up Ml balances
more rapidly as income rises; this would reduce the trend growth of
velocity.

In addition, it is possible that the inclusion of interest-bearing de-
posits in Ml has altered the interest-elasticity of the demand for Ml
balances. Because some Ml assets now pay interest, Ml balances may
grow more rapidly and velocity more slowly if market interest rates
fall relative to those paid on Ml deposits. The declines in velocity in
early 1985 may be attributable to the decline in interest rates over

55

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



the same period. However, velocity continued to fall and Ml growth
continued in double digits after interest rates stopped falling in June.

Disinflation has likely also contributed to abnormally low velocity
growth. The secular rise in inflation and interest rates over the past
few decades has probably contributed to the positive trend growth of
velocity over that period. The decline in inflation after 1981 and the
downward adjustment of both interest rates and inflation expecta-
tions may have been substantial enough to induce a realignment of
velocity behavior. Some empirical evidence suggests that in the
United States the decline in velocity in 1982-83 was related to falling
inflation and interest rates, rather than to financial deregulation.
Moreover, since 1981 most industrialized countries have experienced
slower than normal velocity behavior, even though the substantial fi-
nancial deregulation that occurred in the United States did not gen-
erally occur elsewhere. A common factor in all these countries is the
decline in inflation and interest rates.

There is not now sufficient information to determine the nature
and precise extent of any permanent change in velocity behavior.
Nevertheless, it is difficult to see any evidence that would justify over
the long run the money growth that occurred in 1985. Even if veloci-
ty remained constant rather than resuming its positive trend growth,
12 percent money growth combined with 4 percent annual real
growth would imply 8 percent inflation over the long run. If velocity
were to return to a positive trend, such money growth would imply
an even higher long-term inflation rate.

Federal Reserve Policies Since 1982

The record of monetary policy actions and statements by Federal
Reserve officials indicate that, in the absence of evidence of any sig-
nificant reacceleration of inflation, the Federal Reserve has reacted to
the uncertainty about velocity behavior by focusing attention on real
economic activity. Based either on the path of interest rates or Ml
growth, it is possible to discern three periods of different monetary
policy since the period of restrained money growth in 1981-82.

The first began in the fall of 1982 when monetary policy turned
more expansionary. At the time, inflation was falling rapidly, while the
economy remained in a deep recession and some LDCs were experi-
encing difficulties servicing their external debt. In this environment,
the Federal Reserve moved to a substantially more expansionary
monetary policy. Simultaneously, the Federal Reserve effectively re-
versed the change in operating procedures adopted in October 1979
and deemphasized the role of Ml as a primary target variable. The
introduction of new types of deposits caused considerable uncertainty
about the meaning of the monetary aggregates in late 1982 and early
1983. In the face of this uncertainty, the Federal Reserve allowed Ml

56
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



to grow at double-digit rates in the fourth quarter of 1982 and over the
first half of 1983. The strength of the economic recovery in 1983 and
early 1984 suggests that the Federal Reserve provided considerable
monetary stimulus to the economy.

A period of substantially slower money growth began in mid-1983
as strong economic growth continued and the Federal Reserve appar-
ently became more concerned about rapid money growth. Interest
rates were allowed to rise in the late spring and Ml growth slowed
substantially during the second half of 1983. As both nominal and
real GNP expanded at a rapid rate in the first half of 1984, Federal
Reserve officials became concerned that the expansion was overheat-
ing and would generate inflationary pressures. Interest rates rose
again in the spring and Ml growth slowed further in the second half
of 1984. Ml was consistently within its target range during 1984, but
the substantial deceleration of money growth from 1983 to 1984 con-
tributed to the slowdown in real economic activity after mid-1984.

The third period began late in 1984 as interest rates fell and
money growth was accelerated and remained high throughout 1985.
By June 1985 Ml was growing at a compound annual rate of nearly
12 percent and had risen well above its 4 to 7 percent target range.
In July the Federal Reserve defined a new target range, 3 to 8 per-
cent, and rebased the new target range to the second-quarter level of
Ml, incorporating nearly $14 billion into the targeted level of Ml.
During the second half of the year, Ml growth averaged more than
11 percent and was consistently above the new target range. This
more expansionary monetary policy coincided with a period of slower
real economic growth and still moderate inflation. The short-term
result of this combination of expansionary monetary policy with rela-
tively slower growth of nominal GNP was an actual decline in velocity
during 1985.

Thus, over the past 3 years, each of the major shifts in monetary
policy appears to be a reaction to contemporaneous economic activi-
ty. In 1982-83 and 1985 monetary policy turned expansionary fol-
lowing periods of falling real growth. In both instances that concern
was reinforced by international concerns. In both mid-1983 and 1984
the slowdown in money growth followed periods of strong real
growth. These policy moves are consistent with the view that with a
continued moderate inflation rate, real growth has been the primary
target of monetary policy.
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ECONOMIC OUTLOOK AND POLICY

POLICY PRINCIPLES AND ASSUMPTIONS

The President initiated an economic program in 1981 based on the
belief that government policies can best foster economic prosperity
and progress by allowing the private market system to function as
freely as possible. Economic efficiency is maximized if inputs into the
production process are put to their most productive uses. This is
most likely to occur if market forces are left free to direct resources
and the government does not interfere with the process. Moreover,
the maintenance of a flexible relative price system promotes an
adaptable macroeconomy that can adjust to unforeseen events in a
timely and orderly way. Within this market-oriented framework, the
task for macroeconomic policy is to provide a stable environment in
which the market system can function freely.

One element of that environment is price stability. By controlling
the rate of money growth, the Federal Reserve can control the price
level over the long run. In the context of a long-run goal of restoring
and maintaining price stability, the Administration has consistently
recommended that the Federal Reserve provide a reasonably stable
and predictable path of money growth in order to avoid the fluctua-
tions in real economic activity that are typically associated with sharp
swings in money growth. The Administration's outlook for 1986 and
its long-term economic assumptions and goals that are presented
below are conditional on a monetary policy that achieves a gradual
reduction of monetary growth and ultimately restores price stability.

Little evidence supports the efficacy of either monetary or fiscal
policy for short-term fine-tuning of the macroeconomy. In principle,
discretionary, short-term adjustments to emerging economic condi-
tions appear to be a reasonable approach to policymaking. In prac-
tice, however, the lags in economic policy, as well as lack of reliable
information about the dynamic path of the economy, imply that
policy actions designed in response to evolving economic conditions
can be destabilizing. In some instances, actions undertaken to fine-
tune the economy may turn out to be appropriate; but such policies
rely on a high degree of luck to succeed and typically do not mini-
mize the risk to economic performance.

THE OUTLOOK FOR 1986

By the end of 1986, the current expansion will have exceeded the 45-
month average length of all previous postwar expansions. Based on the
premise that expansions have a natural lifespan, it has been suggested
that an economic downturn is increasingly likely. However, historical
evidence indicates that the probability of a recession occurring does
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not rise as an expansion proceeds. Economic conditions or imbalances
can emerge that frequently are precursors of a slowdown or downturn
in the economy, but none of these is now apparent. A substantial
slowdown in inventory accumulation during 1985 left inventory levels
very low, so that continued growth in final sales would be expected to
trigger production increases. Most interest rates are at their lowest
levels in over 6 years and inflation remains low. Money growth has
been ample to support continued real growth. Despite substantial
gains in employment during this expansion, considerable slack persists
in labor markets and excess capacity remains in most industries. The
rapid growth of capital investment in this expansion bodes well for
future output and productivity growth. Thus, the real output con-
straints or financial imbalances that frequently precede a recession are
not present, and in their absence there is no reason to expect that age
itself will bring the expansion to an end.

The Full Employment and Balanced Growth Act of 1978 requires
that the Economic Report of the President, together with the Annual Report
of the Council of Economic Advisers, include an investment policy report
and a review of progress in achieving the national economic goals
specified in the act. Strong business investment, as discussed earlier,
has been an important contributor to this expansion. Motivated in
part by the Administration's tax changes, real nonresidential invest-
ment has contributed nearly twice as much to real GNP growth in
this expansion as in previous postwar expansions. Furthermore, in-
creased attractiveness of U.S. investment opportunities has generated
a net .inflow of foreign capital. Both of these issues are discussed in
the preceding part of this chapter. In addition, Federal Government
involvement in credit markets and the implications for investment are
discussed in Chapter 6.

The Administration's projections for 1986, shown in Table 1-5,
anticipate that real business investment will continue to lead the ex-
pansion. Real investment is expected to grow more rapidly than real
GNP and to reach another postwar high as a share of real GNP in
1986. Residential investment should improve.

The remaining projections contained in the table depict continuing
progress toward achieving the goals specified in the act—increased
employment, higher real income and productivity growth, and low
inflation. From the fourth quarter of 1985 to the fourth quarter of 1986
the Administration expects a 4 percent rise in real GNP. This growth is
higher than the 2.5 percent growth of real GNP in 1985 because it
reflects continued strong fixed investment plus a rebuilding of real
inventories in 1986. Employment in 1986 is expected to increase by
1.7 million, leading to a further decline in the unemployment rate.
Following the depreciation of the foreign exchange value of the
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dollar during most of 1985, real net exports of goods and services
are expected to increase; however, the nominal trade deficit will
probably show little improvement. With the implementation of the
Balanced Budget and Emergency Deficit Control Act of 1985, com-
monly referred to as the Gramm-Rudman-Hollings Act, Federal Gov-
ernment purchases will decline in 1986. This decline reflects a sharp
reduction in projected Federal purchases of agricultural commodities
by the fourth quarter of 1986 from the very high level in the fourth
quarter of 1985. At the State and local government levels, growth in
purchases, financed by continued growth in receipts, is expected to be
maintained.

TABLE 1-5.—Economic outlook for 1986

Item

Real gross national product

Personal consumption expenditures
Nonresidential fixed investment
Residential investment
Federal purchases of goods and services
State and local purchases of goods and services

GNP implicit price deflator

Compensation per hour2

Output per hour2

Unemployment rate (percent)3

Housing starts (millions of units, annual rate)

19851 1986
forecast

Percent change, fourth quarter to fourth quarter

2.5

2.9
6.0
6.4

11.8
2.9

3.2

3.7

-.1

4.0

2.6
5.0
8.0

-4.0
3.5

3.8

5.5

1.8

Fourth quarter level

6.9

1.7

6.7

1.9

1 Preliminary.
2 Nonfarm business, all persons.
3 Unemployed as percent of labor force including resident Armed Forces.
Note.—Based on seasonally adjusted data.
Sources.- Department of Commerce (Bureau of Economic Analysis and Bureau of the Census), Department of Labor (Bureau of

Labor Statistics), and Council of Economic Advisers.

After being lower than expected in 1985, the inflation rate, as
measured by the GNP deflator, is expected to rise somewhat in 1986.
Rapid monetary growth throughout 1985 as well as the depreciation
of the dollar are expected to place upward pressure on prices. The
projected rise in near-term inflation, however, is expected to be tem-
porary, provided that a policy of gradual money-growth reduction is
pursued. Due to anticipated productivity growth, hourly compensa-
tion is expected to rise faster than the rate of inflation. With average
hours worked expected to remain steady, real incomes should contin-
ue to rise. The expected growth in hourly compensation and in pro-
ductivity indicates that unit labor costs should rise less than the infla-
tion rate. Consequently, business profits should improve in 1986.

FISCAL POLICY

Fiscal policy is concerned with the level and character of both gov-
ernment spending and taxation. The Administration's goals for fiscal
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policy are to promote long-term economic growth by limiting the
growth of government spending, keeping overall tax rates as low as
possible, and enacting appropriate tax reform. These goals are con-
sistent with the evidence that short-term, discretionary changes in
fiscal policy are not effective for purposes of short-term macroeco-
nomic stabilization, with the evidence that resources are generally
used more efficiently in the private sector, and with the evidence that
high and uneven marginal tax rates distort economic incentives and
inhibit economic growth.

The Federal fiscal deficit is the excess of Federal spending over
Federal revenues, and is estimated to be about $200 billion on a cur-
rent services basis for the 1986 fiscal year. Large and persistent Fed-
eral deficits are commonly believed to cause many of the economy's
current problems, in particular high interest rates, the strong dollar,
and the trade deficit. Evidence linking the fiscal deficit to interest
rates, the value of the dollar, or even the trade balance is tenuous.

While the level of government spending rather than the deficit
should be the primary focus of policy, large persistent deficits are
nonetheless a cause of concern for several reasons. First, deficits may
absorb saving that could otherwise be used to finance more produc-
tive private economic activity, thereby adversely affecting capital for-
mation and the long-run growth of the economy. While little hard
evidence supports the claim that deficits increase interest rates, defi-
cits may have some effect on rates. Existing evidence, however, sug-
gests that this relationship is weak and sensitive to the time period
examined as well as to alternative measures of debt, deficits, and in-
terest rates. Second, absent changes in government spending, deficits
may shift tax burdens into the future. To the extent that citizens do
not fully recognize this postponement of taxes, deficits may conceal
the true cost (or reduce the perceived cost) of Federal expenditures.
In response to this lower perceived price for government goods, citi-
zen-taxpayers may increase their demand for publicly provided goods
and services, thereby promoting more government spending than
would otherwise be the case. Third, continuing deficits add to cumu-
lative interest costs, thereby increasing the interest cost burden, or
the portion of government spending that must be set aside for inter-
est payments on debt. Fourth, persistent deficits contribute to the
fear that the Federal Reserve will monetize the debt, thereby generat-
ing higher inflation and interest rates.

It is evident that increased government spending rather than lower
revenue is the principal reason why deficits have increased so rapidly.
Chart 1-6 illustrates that while government spending as a share of
GNP increased to an unprecedented level, the share of tax revenue
has generally remained around 19 to 20 percent of GNP. Tax reve-
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nues as a share of GNP rose rapidly during the late 1970s, so that
the overall effect of the 1981 tax cut has been to return revenue as a
share of GNP to approximately its historical norm. Moreover, mar-
ginal tax rates were reduced only to levels prevailing in the late
1970s because the income tax cuts were in part offset by bracket
creep and scheduled increases in the social security tax. Although no
major new domestic spending initiatives have been undertaken, ag-
gregate government spending still has increased in real terms for
both defense and nondefense spending categories. This suggests that
recent Federal budget deficits are symptomatic not of declining reve-
nues, but of an inability to control the growth of government spend-
ing.

Chart 1-6

Percent of GNP

25

Federal Outlays and Receipts As a Share of GNP

1960 1965 1970 1975
Fiscal Years

1980 1985

Note.—Outlays and receipts include on-budget and off-budget items.
Trends estimated over the 1960-85 period.

Sources: Department of Commerce, Office of Management and Budget, and Council of
Economic Advisers.

Several factors contribute to government spending growth. One
basic force explaining such growth is that the benefits of individual
government spending programs are typically concentrated among a
relatively small number of beneficiaries whereas the costs of individ-
ual programs are widely dispersed among millions of taxpayers. The
beneficiaries of government spending programs, including private
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suppliers of inputs to such spending and government employees who
administer such programs, have incentives to support and muster
forces for lobbying efforts that may influence the final outcome of
spending legislation. Moreover, because benefits are concentrated
among a few, beneficiaries can easily join forces with one another to
form coalitions endorsing spending programs. On the other hand,
voters have little incentive to become informed about particular
spending issues or to oppose specific spending projects that individ-
ually have little effect on their taxes. Hence, legislators may have
little incentive to oppose individual spending projects because their
constituents are largely unaware of the importance of doing so. At
the same time, they will be under pressure from coalitions of benefi-
ciaries to support increased government spending. Consequently, the
incentives in the political process foster increases in government
spending. Government spending continues to grow, therefore, not
because the private sector fails to provide desired goods and services,
but because of weaknesses in the political decisionmaking process.

The recognition that recent increases in the deficit are attributable
to rapid increases in government spending, not declines in revenues,
has strengthened the Administration's resolve to control government
spending. Controlling government spending is a principle aim of
fiscal policy, not primarily because of the size of the deficit, but be-
cause the real cost of government is the level of government spend-
ing. Spending diverts resources from the private sector to the public
sector, regardless of whether it is financed by borrowing, taxation, or
inflation.

Moreover, as discussed in Chapter 2, some evidence suggests that
a high level of government spending tends to retard economic
growth. European economies that have larger shares of government
and heavier average tax burdens than the United States, Canada, and
Japan have also had slower rates of economic growth. The disincen-
tive effects of high tax rates on working, saving, and investing may
well have contributed to this result. Also, while the evidence relating
to deficits and interest rates is ambiguous, empirical studies have
shown a positive and significant relationship between government
spending and interest rates. This evidence suggests that it is govern-
ment spending, regardless of how it is financed, that crowds out pri-
vate economic activity.

The Gramm-Rudman-Hollings Act provides a mechanism for re-
ducing spending and the deficit and is designed to produce a bal-
anced budget by 1991, but does not guarantee a continued balanced
budget thereafter. To institutionalize fiscal restraint, the Administra-
tion strongly supports a balanced-budget constitutional amendment
with tax limitation. Another important improvement that would con-
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tribute to spending control in the budgetary process is the line-item
veto. This permits the President to veto individual items in congres-
sional appropriations. In addition, tax reform is essential to reduce
the tax code's distortion of relative prices and relative rates of return
that have constrained the economy's ability to grow.

Gramm-Rudman-Hollings Act

The Gramm-Rudman-Hollings Act prescribes that Federal budget
deficits cannot exceed targets that are gradually reduced until the
budget is balanced in 1991. The President may not propose and the
Congress may not consider budget resolutions that do not conform
to these targets. If the Congress and the President fail to agree on a
budget consistent with the deficit targets, a Presidential sequestering
order will mandate across-the-board spending reductions in accord-
ance with procedures specified by the act. Under sequestering, deficit
targets are attained by reducing the growth of defense and nonex-
empt, nondefense government spending by an equal amount. Several
programs or types of domestic spending are exempt, or partially
exempt, from such reductions, including social security and medicaid.

The Administration does not intend to resort to tax increases to
balance the budget. Higher tax rates adversely affect incentives to
work, save, and invest and therefore are detrimental to both long-run
economic growth and the tax base. As a result, tax rate increases may
yield less than proportional increases in tax revenues. Moreover, tax
increases may lead to further increases in government spending. Tax
increases not only may weaken economic activity and thereby trigger
automatic increases in government spending, but they also diminish
the apparent need to slow the growth of government spending.

In addition, it has been argued that the Gramm-Rudman-Hollings
Act may cause a contraction of aggregate demand that induces a
slowdown in economic activity. Assuming discretionary tax increases
are not used to meet the act's deficit targets, the largest reductions in
real Federal spending will occur in fiscal 1987 and 1988. They will
amount to only about 0.5 percent and 0.1 percent of GNP respective-
ly. Historically, reductions this small have not been followed by re-
cessions. Given anticipated economic growth, the scheduled reduc-
tions would reduce the share of Federal spending in GNP to about
19 percent by 1991. As long as the monetary authority maintains
steady, predictable monetary growth, no serious or protracted eco-
nomic disturbances are expected from reducing the deficit. More-
over, the legislation allows for delays in implementing the deficit re-
duction should real economic growth fall below 1 percent for two
consecutive quarters, or a recession be forecast by the Congressional
Budget Office or the Office of Management and Budget.
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The longer term macroeconomic effects of the Gramm-Rudman-
Hollings Act depend on the extent to which deficits are reduced by
spending cuts or tax increases. As suggested above, government
spending decreases would contribute to long-term economic growth
and would therefore be beneficial. Tax increases, on the other hand,
would be detrimental to long-term economic growth.

Tax Reform

The Administration has proposed significant improvements to the
current tax code in accord with the following principles. First, mar-
ginal tax rates should be reduced for both individuals and corpora-
tions as a means of improving productive incentives. The supply of
labor, capital, innovation, entrepreneurial skill, as well as market ac-
tivity, should increase in response to lower marginal tax rates.
Second, deductions and loopholes should be curtailed to broaden the
tax base. These actions would reduce the incentive to avoid taxes and
consequently encourage greater voluntary compliance with the tax
laws. They would also make economic productivity, rather than tax
consequences, the primary factor in individual and business deci-
sions. Moreover, they would enable tax rates to be lowered without a loss
of tax revenue. Third, the tax code should be simplified. Resources
would be saved if taxpayers could comply with, and tax collectors
could administer, the tax code more easily. Fourth, tax reform should
promote a tax code that is equitable. The President's proposals ad-
dress the concerns of families as well as the working poor by increas-
ing the personal exemption and the zero bracket amount. This could
virtually eliminate taxation of families with incomes below the pover-
ty level. Tax reform should also provide for similar treatment of tax-
payers with the same incomes (horizontal equity), rather than impos-
ing differential tax rates on individuals with similar incomes, as is
currently the case.

MONETARY POLICY

Uncertainty about Ml velocity behavior in recent years has made
the formulation of monetary policy more difficult. Many observers
have asserted that abnormal velocity behavior means that Ml is no
longer a useful target for monetary policy. There is, however, no
reason to believe that velocity behavior will not return to a reliable
pattern. While the trend growth of velocity and its interest elasticity
may have been permanently altered, neither change would render Ml
permanently unreliable as a policy target. Moreover, the variables
commonly suggested as alternatives to Ml—such as nominal and real
interest rates, commodity prices, or the broader monetary aggre-
gates—have well-known drawbacks as targets for policy. The draw-
backs of these alternatives derive either because the Federal Reserve
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has imperfect control over them or because their relationship to eco-
nomic activity is relatively unreliable.

Monetary policy actions in 1985 were generally accommodative
over the year as interest rates fell, the dollar depreciated, and money
growth was rapid. The Federal Reserve's accommodative actions
were apparently motivated by a perceived need to foster stronger
real growth. However, efforts to tailor monetary policy to contempo-
raneous economic conditions run the risk of being destabilizing. Be-
cause of the lags and inaccuracies in reported contemporaneous eco-
nomic data, and the length and variability of the lags in the effect of
monetary policy, policy actions aimed at a currently perceived prob-
lem will not affect the economy until well after the problem has ap-
peared and perhaps disappeared. A policy of targeting real economic
activity increases the probability that policy itself becomes destabiliz-
ing as economic developments emerge that are unanticipated or inac-
curately forecasted.

Stable and moderate money growth will neither remove all of the
uncertainty that surrounds policymaking nor prevent unforeseen
shocks from affecting the economy. However, stable, predictable
monetary policy can eliminate monetary policy itself as a source of
uncertainty and as a potentially destabilizing force. In addition, an
announced and well-articulated monetary policy can help reduce un-
certainty about the economic outlook and foster a stable and predict-
able economic environment.

The setting and achieving of money-growth targets is a critical ele-
ment of just such a credible monetary policy. In addition to provid-
ing monetary discipline, appropriate, pre-announced monetary tar-
gets that are achieved through consistent policy actions transmit im-
portant information to the public about prospective inflation. The
principles of monetary targeting discussed at length in this Report last
year are equally appropriate now. These include a targeting proce-
dure that would eliminate year-to-year "base drift" in the target
range and institute a target range constructed of parallel bands that
would provide greater latitude for the targeted level of Ml early in
the year.

Even recognizing the uncertainty about the current behavior of ve-
locity, it is difficult to dismiss the inflationary threat that would be
implied by persistence of the monetary growth rate experienced in
1985. Any plausible explanation of long-term velocity behavior indi-
cates the need to decelerate money growth in order to limit the
threat of higher inflation. The Administration strongly recommends
that that deceleration be achieved gradually and predictably, in order
to avoid the restriction of real economic activity that is associated
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with abrupt declines in money growth and long periods of very slow
money growth.

LONG-TERM OUTLOOK

The Administration's longer term projections are contingent on
the following macroeconomic policies. First, the longer term inflation
and real growth projections will require a gradual deceleration of
money growth that is consistent with restoring price stability and that
also avoids any policy-related disruption to the real economy.
Second, the projections assume that the deficit reduction goals de-
fined in the Gramm-Rudman-Hollings Act are achieved by a reduc-
tion in the growth of government spending. Third, it is assumed that
a tax reform bill is enacted that is similar to the President's Tax Pro-
posals for Fairness, Growth, and Simplicity. With a commitment to
these policies, sustained growth and stable prices are not only possible,
but probable.

Determinants of Real Growth

The growth of real GNP in the long run depends largely on the
growth in productive resources and technological change. This con-
cept provides the basis for the Administration's long-term projection
of real GNP growth. In particular, the projected growth rate of real
GNP for the period 1986-91 is based on assumptions of employment
and productivity growth, the latter reflecting additions to the capital
stock, additions to labor skills, and technological change.

Table 1-6 contains a convenient accounting progression from pop-
ulation growth to real GNP growth. This involves partitioning real
GNP growth into the part associated with growth in total labor hours
worked and the part associated with growth in output per hour
worked (productivity growth). The first column reports average
annual growth from the expansion peak in 1948 to that in 1981. The
second column reports average growth from the peak in 1973 to the
peak in 1981. The third column shows average growth from the 1981
peak through the fourth quarter of 1985, and the final column shows
the Administration's projections for 1985-91.

The progression through the table is straightforward. The founda-
tion for real GNP growth is population growth. The first five rows of
Table 1-6 translate population growth into civilian employment
growth. The process begins with Bureau of the Census estimates of
population growth for past time periods and its projection for 1985-
91 (row 1). Using historical growth rates and the Administration's
projection for labor force participation growth (row 2) and growth in
the civilian employment rate (row 4), past and projected growth rates
for total civilian employment are calculated (row 5). The projected
growth in civilian employment of 1.8 percent per year is only slightly
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TABLE I-6.—Accounting for growth in real GXP, 19-48-91

[Average annual percent change]

Item

GROWTH IN:

(1) Civilian noninstitutional population aged 16 and over
(2) PLUS: Civilian labor force participation rate

(3) EQUALS: Civilian labor force
(4) PLUS- Civilian employment rate

(5) EQUALS- Civilian employment
(6) PLUS: Nonfarm business employment as a share of civilian employment

(7) EQUALS: Nonfarm business employment
(8) PLUS- Average weekly hours (nonfarm business)

(9) EQUALS- Hours of all persons (nonfarm business)
(10) PLUS: Output per hour (productivity) (nonfarm business)

(11) EQUALS: Nonfarm business output
(12) LESS- Nonfarm business output as a share of real GNP

(13) EQUALS- Real GNP

1948 IV
to

1981 III

15
.2

1.8
_ 1

17
.1

1.7
_ 4

14
1.9

3.3
0

33

1973 IV
to

1981 III

18

2.4
_ 4

20
.1

2.1
- 6

15
.6

2.0
_.l

2.2

1981 III
to

1985 IV1

12
.5

1.6
1

17
.2

2.0
1

20
.9

2.9
6

24

1985 IV
to

1991 IV1

09
.6

1.5
3

18
.2

2.0
_ 2

18
2.1

4.0
2

3.8

1 Data for 1985 IV are preliminary.

Note.—Based on seasonally adjusted data.
Detail may not add to totals due to rounding.
Sources: Department of Cpmmerce (Bureau of the Census and Bureau of Economic Analysis), Department of Labor (Bureau of

Labor Statistics), and Council of Economic Advisers.

above the 1948-81 average and lower than the performance of the
1970s.

Conversion of employment growth into output growth requires
measures of growth in productivity and hours worked, but these vari-
ables are not available for the entire economy. Consequently, total
employment is transformed into total hours worked in the nonfarm
business sector by the calculations performed in rows 6 to 9. The re-
sulting expected growth in total nonfarm business hours worked for
1985-91 (row 9) is 1.8 percent per year. A crucial step in the projec-
tion of output growth involves the projection of nonfarm business
productivity growth (row 10). The Administration expects a rebound
in growth to the 1948-81 trend and has projected nonfarm business
productivity growth of 2.1 percent per year from 1985 to 1991. The
projection recognizes that current and proposed policies should gener-
ate strong, sustained productivity growth.

Many factors influence productivity growth. Capital formation is an
important source of productivity growth. From 1948 to 1981 the net
capital stock averaged growth of about 4 percent per year and, with
hours worked growing at 1.4 percent, growth in capital per hour
averaged 2.5 percent. This accounts for about 0.7 percent, or one-
third, of productivity growth. The extent to which capital formation
improves productivity depends critically on the accumulation of cap-
ital that can be used efficiently. Government policies that distort in-
vestment decisions either through subsidies, regulatory constraints,
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or special tax provisions can erode the contribution of capital to
growth. The President's tax reform proposals specifically address
this through more equal effective tax rates across investment activi-
ties.

Combining the projected productivity growth with employment
growth and adjusting for expected growth of the nonfarm business
sector relative to the rest of the economy, yields the Administration's
real GNP growth projection of 3.8 percent per year from 1985 to
1991 (row 13). As the progression through the growth accounting
framework indicates, this projection does not require any unprece-
dented employment or productivity growth.

The Outlook for 1986-91

Table 1-7 summarizes the Administration's forecast for 1986 and
its long-term economic projections for 1987-91. The longer term
projections should not be interpreted as year-to-year forecasts, but
rather as expected trends. To place these projections in a proper
perspective, it is important to realize that in general they imply a
return to the economy's postwar trend. They do not indicate unprec-
edented performance by the economy over the next 6 years.

TABLE 1-7.—Administration economic assumptions, 1986-91

[Calendar years]

Item

Real GNP

Real compensation per hour1

Output per hour1

Consumer price index 2

Employment (millions)3

Unemployment rate (percent)4

1986 1987 1988 1989 1990 1991

Percent change, year to year

3.4

.9

.9

3.5

4.0

2.3

2.0

4.1

4.0

2.5

2.1

3.7

3.9

2.4

2.1

3.3

3.6

2.3

2.2

2.8

3.5

2.2

2.3

2.1

Annual level

110.7

6.7

112.7

6.5

114.7

6.3

116.7

6.1

118.9

5.8

120.9

5.6

1 Nonfarm business, all persons.
2 For urban wage earners and clerical workers.
3 Includes resident Armed Forces.
4 Unemployed as percent of labor force including resident Armed Forces.

Source: Council of Economic Advisers.

These projections are based on the premise that stable, predictable
policies will provide the economic environment that is conducive to
growth. The policies of this Administration have generated an envi-
ronment within which strong economic growth has already occurred.
A continued commitment to this course is the key to sustained
growth and the realization of these projections.
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LESSON FOR THE FUTURE

The unsatisfactory economic performance associated with the rise
of inflation and the adjustment problems that arise during disinfla-
tion provide a clear lesson: reacceleration of inflation must be pre-
vented. The surest way to avoid the costs of both inflation and disin-
flation is to avoid the policies that lead to an acceleration of inflation.
Moreover, the experience of the past 3 years has indicated that sub-
stantial economic growth can occur without rekindling inflation. The
disinflation process has clearly caused financial stress in many sectors
that incurred debt during the period of high inflation. But a reacce-
leration of inflation is not a proper policy response to this stress.
The capital gains and losses associated with the market revaluation of
debt have already largely occurred. A resurgence of inflation would
set in motion another round of arbitrary capital gains and losses like
those experienced in the 1970s.

Memories of rising inflation in the 1970s are still fresh in the pub-
lic's mind. If inflation were allowed to resurge to the rates recorded
in the late 1970s, inflation expectations would likely rise rapidly, and
quickly and firmly become imbedded in economic behavior. Skepti-
cism about the government's ability and willingness to provide long-
run price stability could be validated and strengthened. There is
every reason to believe that future attempts to reduce a rekindled
rate of inflation would be very costly.

The government, particularly the Federal Reserve, has a responsi-
bility to provide price stability. For reasons reflected throughout this
Report, the Administration believes that price stability is a basic pre-
requisite for healthy economic growth. Given the economic disloca-
tion and discomfort associated with reducing the inflation rate since
1981, the risk of allowing inflation to resurge carries with it the risk
that those costs—and possibly even higher costs—will have to be
borne again. The President remains committed to his original objec-
tives of restoring price stability and sustaining economic growth and,
with the cooperation of the Federal Reserve and the Congress, can
meet these goals.
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