THE “EED AR | ENGTHENTNG EOYIOMIC
HAPT700 S
ulA:\KS py 'R, RoperT P, 1AYO, PRESIDENT
FeEnEraL PESERVE j,m OF CHICAZO
TO THE
CALUWET CHAPTER, ATIONAL ASSOCIATION
OF ACCounTaNTS

ScH ERERVILLE, T 1ANA
JA.,uA.w 2. 18/¢

I A1 PLEASED TO HAVE THE OPPORTUNITY 7O MEET WITH YOU THIS
EVENING, | FEEL VERY MUCH AT HOME WITH ACCOUNTANTS SINCE | was
AN ACCOUNTING MAJOR it COLLEGE. I HASTEN TO AUD, HOMEVER, THAT
I DIDN'T GO THROUGH THE RIGORS OF THE (PN Exavi,  InsTead, | EnutD
UP AS Ail ECONQITIST

WITH SOME BACKGROUD IN ACCOUNTING ANU Tl ECOMOMICS, | WAS
INTRIGUED BY 'R, QUIGGLE'S MENTIONING LAST APRIL THAT THE THEME

m.|

FOR THIS MEETING WAS “"MAT THE ACCOUNTANT SHOULD oW ABOUT =conomMIcs” .
As T THOUGHT ABOUT IT. IT OCCURRED TO ME THAT THE ACCOUNTANT KROWS
A GREAT DEAL MORE ABUUT ECONOMICS THAN OTHERS GIVL HIM CREDIT FOR,
[N FACT, HE PROBABLY KivS A LOT [MORE AROUT ECONGIIICS THAM HE GIVES
HIMSELF CREDIT FOR.
THERE ARE TWO VERY SIMPLE IDFAS IN ACCOUNTING THAT ALSO LIE
AT THE HEART OF ECONUMICS-—ESPECIALLY ECONOMIC POLICY DECISIONS,
THE FIRST IS THAT WE USE A DOUBLE-ENTRY SYSTEM Iii ACCOUNTING AND
THE SECOND IS THAT THE BALANCE SHEET IDENTIFIES "STOCKS” AT A POINT
IN TIME WHILE THE EARNINGS AHD EXPENSE STATEMENT IDENTIFIES “FLOWS”

OVER A GIVEN PERIOD OF TIME.

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



Digitized for FRASER
https://fraser.stlouisfed.org

THESE Tv:0 1:0TIONS CAN BE PUT TO WORK IN AN ECONGIMIC POLICY
CONTEXT VERY EASILY. (00D ECONOMIC POLICIES ARE THOSE THAT
CLEARLY RECOGHIZE THAT ACTIONS AFFECT BOTH SIDES CF THE EALANCE
SHEET. [HE DEEP RECESSION FROM WHICH WE ARE NOW EMERGING AND THE
HORRIBLE INFLATION WHICH IS i{OW GRADUALLY SUBSIDING ARE UNCOMFORTABLE

EXAMPLES THAT WE HAVE GIVEN LESS WEIGHT THANWE SHOULD HAVE TO

THE ESSENCE OF DOURLE ENTRY ACCOUNTING, OR-—WMHAT IS THE SAME THING=-
TO THE OLD PIRASE DESCRIBING THE BASIS FOR ECONGIAICS, "THERE 1S
NO SUCH THING AS A FRZE LUicH,”
{E. EXPERIFICE OF THE RECENT PAST HAS ALS0 CLEARLY

INDICATED THAT IN TRYING TO REACH OUR BALANCE SHEET GOALS FOR THE
FATION i TERAS OF UNEMPLOYMENT WE HAVL 1OT ALWAYS PAID EHOUGH
ATTENTION TO THE “FLOWS": THAT IS, T HAVE!'T FULLY APPRECIATED
THAT CURRENT ACTIONS TO RFACH OUR GOALS CAN SET I'l TRAIN DEVELOPMENTS
THAT MAKE IT DIFFICULT TO REACH OUR GOALS LATER,

IN ASSESSING ARY SET OF ECONOMIC POLICIES “E HMUST ALWAYS
KEEP IN MIND THAT EVENTS IN THE PAST CONTINUE TO AFFECT THE
PRESENT AND WILL INFLUENCE THE FUTURE AS WELL., THE SLATE CAMHOT
BE WIPED CLEAN, 'lE MUST START WITd WHERE WE ARE Al BE VERY
AWARE OF HOW WE ARRIVED THERE. IECAUSE THE LS. ECONOMY RESPONDS
ONLY GRADUALLY OVER TIME TO THE HAJORITY OF FORCES LEADING TO
CHANGE. WE MUST TAKE INTO ACCOUNT FORCES ALREALY SCT In MOTION
EVEN IF THEIR EFFECTS ARE 10T FULLY APPARENT,

THIS, THEN, IS A MAJOR REASON FOR ARGUING THAT THERE IS A
NEED TO LENGTHEN OUR ECONOMIC MORIZONS. 3SUT THERE IS ALSO ANOTHER
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REASON FOR LENGTHENING OUR HORIZONS AND, THAT IS, WE ARE LIVING
IN A CHANGED E:VIRONMENT-—-AN ENVIROMAENT WHERE SUPPLY FACTORS

MAKE ECOMOMIC POLICY FORMULATIONS AND IMPLEMENTATION AM EVEN

MORE DIFFICULT CHALLENGE. I WOULD LIKE TO SHARE WITH YOU SOME OF

THE KIMDS OF CONSIDERATIONS THAT GO INTO MAKING PURLIC POLICIES——
IDEAS THAT ARE FREQUENTLY NOT WIDELY DISCUSSED BECAUSE THEY ARE

SO BROAD AND ABSTRACT. THE IMPLICATIONS OF SCARCITIES OR

SHORTAGES FOR ECONOMIC STABILIZATION POLICIES—-AND HERE 1 MEAN THE
USE OF BOTH MOMETARY AMD FISCAL POLICIES TO ACHIEVE AHD MAINTAIN
STABLE PRICES A KELATIVELY FULL EMPLOYMENT--ARE NOT SIMPLY ABSTRACT.
THEORETICAL EXERCISES OF CONCERN TO ECONOMISTS Al THE OCCASIONAL
POLICY #AKER, [T SEF 'S CLEAR TO ME THAT S!ORTAGIS OF SUPPLY SERVE

TO CONSTRALI OUR ACHIEVABLE ECOMYIIC GOALS AT LeAST I THE SHORT

RUN AND THE PUZLIC MUST BE AVARE OF THOSE COHSTRAIITS IF THEY,THE
PUBLIC, ARE TO GIVE REALISTIC DIRECTION TO PCLICY EFFORTS, TO

HAVE REALISTIC EXPECTATIONS OF THE RESULTS THAT CAl LE ACHIEVED

AMD TO MAKE REALISTIC ASSESSMENTS OF ECONGHIC POLICIES AND

ECOHOMIC POLICY MAKERS,

UMFORTUNATELY, PUBLIC EXPECTATIONS OF Ti£ PERFORMANCE OF
ECONOMIC POLICIES EVE! Il THE ABSENCE OF SCARCITIES HAS BEEN
GREATER THAN THOSE POLICIES COULD BE REASCHABLY E{PECTED TO ACHIEVE.
ATTRIBUTABLE | AM AFRAID TO POLICY MAYERS AND ECONGMISTS WHO
PROMISED MORE THAN THEY WOULD DELIVER, SIncE e d750's THE
GOVERNENT HAS BEEN BROUGHT ACTIVELY TO THE SUPPORT OF ECONGMIC



Digitized for FRASER
https://fraser.stlouisfed.org

WELL-BEING, ECOiOIMIC STASILITY AND ECONGIAIC GROWTH. IT HAS BEEN
BELIEVED THAT THE “NEW ECOMOMICS” WOULD SOLVE OUR PROBLEMS--ALL
THAT WAS REQUIRED WAS"GOOD MAHAGEMENT”.  AND WE'VE HAD SOME SUCCESS,
BUT ALSO SOME FAILURES OVER THIS PERIOD. JO A SUBSTANTIAL DEGREE.
THE DIFFICULTY HAS BEEN THAT OUR EXPECTATIONS FOR THE ECONOMY AND
FOR ECONOMIC POLICY HAVE BEEN GREATER THAN THE CAPARILITY TO
DELIVER,

THE BASIC EMPHASIS OF POLICY OVER THE PAST FEW DECADES
HAS BEEN ON THE MAMAGEMENT OF THE DEMAND FOR GOODS AND SERVICES.
SUPPLY CONSIDERATIONS MAVE NOT REEN IGNORED, HOWEVER WE HAVE, FOR
EXAMPLE, AFFECTED SUPPLY THROUGH AGRICULTURAL SUPPORT PROGRAMS
AND MINIMUM WACE LEGISLATION EVEN THOUGH SUPPLY EFFECTS MAY NOT
HAVE BEEN THE PRIMARY OR SOLE GBJECTIVE OF THESE PROGRAMS.
WE HAVE ALSO TAKEN THE EXISTING LIMITS OF CAPACITY GROWTH INTO
ACCOUNT IN OUR PLANNING, DUT THE DASIC THRUST AND EMPHASIS HAS
BEEN ON INFLUERCING AL AFFECTING PRIVATE AND PURLIC DEMANDS FOR
GOODS AND SERVICES. |

AS EVERYOWE 10l THIS ROOM IS AYARE, EFFORTS HAVE BEEN MADE
TO STIMULATE DEMAND VHENEVER WE HAVE HAD AN UNDERUTILIZATION OF
OUR HUAN RESOURCES--LESS THAN FULL BMPLOYMENT. ON THE TOP SIDE
OF THE CYCLE, IN ORDER TO REDUCE THE PRESSURES Ol PRICES, POLICIES
HAVE BEEN DIRECTED TO REDUCING DEMAND WHENEVER OUR RESOURCES ARE
FULLY UTILIZED,

IN THIS DIRECT IF SIMPLISTIC VIEW OF STABILIZATION POLICY.
IT IS ASSUMED THAT FULL EMPLOYMENT IS POSSITLE WITHOUT UMACCEPTABLE
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PRICE INCREASES, [1IS IS SO DECAUSE THE FACTORS OF PRODUCTION
OTHER THAN LABOR ARE IDLE OR ASSUMED TO BE CAPABLE OF BEING
PROVIDED QUICKLY, THIS MEANS THAT NO SUPPLY CONSTRAINT OR ONLY
A LIMITED SUPPLY CONSTRAINT IS PRESWIED TO EXIST. AS LONG AS
THIS IS TRUE, WE CAN HAVE SOME SUCCESS THROUGH DEMAND MANAGEMENT
POLICIES IM ACHIEVING FULL EMPLOYMENT AND STALLE PRICES.

THE RFASONS FOR OUR LACK OF COMPLETE SUCCESS IN FOLLOWING

THIS TYPE OF SCENARIO. HIGHLIGHT SOME OF THE DIFFICULTIES THAT

ECONOMIC POLICY WILL FACE IN A CHANGED ENVIROI{MENT WHERE SUPPLY
CONSTRAINTS MAY EXIST. CLEARLY THERE HAVE BEEN A HUMBER OF PERIODS
IN OUR HISTORY IN WHICH VIE WERE UNWILLING OR UNABLE TO RESTRAIN
DEMANDS ON OUR PRODUCTIVE POTEMTIAL AND IHFLATION RESULTED. You
WILL RECALL THAT It T carLy 10C3'S THE ECONOMY WAS CHARACTERIZED
BY STABLE PRICES RUT AN UNEMPLOYMENT RATE OF AROUT 5 1/2 PERCENT.
DEMAND WAS STIMULATED, LATER IN THE DECALE, THE DEMAND OF THE
VIETMAM WAR, WITH ITS PRESSURES Off MANPOWER AHD OTiHER PRODUCTIVE
RESOURCES, AMD THE IMITIATION OF NEW GOVERMIE!T SOCIAL PROGRAMS
REDUCED THE UNEMPLOYMENT RATE TO 5 1/2 pERCENT 3Y 1903, AT THE
SAME TIME., HOWEVER, INFLATIONARY PRESSURES MOUNTED AND THESE
EXPAHSIONARY POLICIES SOMED THE SEEDS OF Al INFLATIONARY CYCLE,
NURING THIS PERIOD, VIE SIMPLY ASKED TOO MUCH FROM THIS ECONOMY

IN TERMS OF BOTH PURLIC AND PRIVATE GOODS. E DID NOT HEED OUR
OvN ESTIMATES OF C\PACITY, TOTAL SUPPLY COULD :OT ADJUST AS
RAPIDLY AS DEMAHDS IMCREASED AND PRICE PRESSURES RESULTED.
ALTERNATIVELY WE MIGHT SAY THAT PUBLIC FXPECTATIONS FCR THE
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ECONOMY EXCEEDED ITS ARILITY TO DELIVER,

PUBLIC EXPECTATIONS FOR ECOWOMIC POLICY HAVE ALSO EXCEEDED
THE CAPACITY TO DELIVER AS OUR MORE RECENT INFLATIONARY EXPERIENCES
INDICATE, THE UPSURGE IN PRICES In 1973.'74 anD ‘75 REFLECTED A
VARIETY OF SPECIAL INFLUENCES, SOME WERE DEMAND ORIENTED AND
AFFECTED TO SOME EXTENT BY POLICY SUCH AS THE WORLD-WIDE ECONOMIC
BOOM SUPERIMPOSEL ON THE m00M IN THE !INITED STATES, AND THE
DEPRECIATION OF THE DOLLAR IN FOREIGN EXCHANGE MARKETS THAT
BOOSTED PRICES OF IMPORTED GOODS AMD ADDED TO THE DEMANDS ON OUR
OWN PRODUCTIVE RESOURCES, 3UT OTHER INFLUENCES WERE SUPPLY
ORIENTED, |/E ENCOUNTZRED CRITICAL SHORTAGES OF DASIC MATERIALS
SINCE THE EXPANSION IN INDUSTRIAL CAPACITY TC PRODUCE THESE
MATERIALS HAD HOT TAKEN PLACE, CROP FAILURES IM MAIY COUNTRIES
RESTRICTED SUPPLIES RESULTING IM THE RAPID ESCALATION OF FARM
PRODUCT PRICES AND SHORTAGES IN THE ENERGY FIELD CAUSSD FUEL PRICES
TO SPURT UPWARD. LVEN IN THE ADSENCE OF UNREALISTIC PURLIC
EXPECTATIONS, THESE SPECIAL FACTORS WOULD HAVE MADE THE FORMULATION
AND TMPLEMENTATION OF ECONOMIC STABILIZATION POLICIES DIFFICULT,

WHILE DIFFICULT, THE PROBLEM IS NON-TNSOLVARLE, N MARKET
ECONOMY SUCH AS OURS CA RESPOMD TO SHIFTS IN THE PATTERNS OF
RESOURCE SCARCITY,

THIS DOES NOT MEAN THAT A SHORT-RUN ADJUSTIENT PRODLEM MAY
NOT OR DOES MOT EXIST, HOWEVER, EVEMN IN THE SHORT RUM THE PRICE
MECHANISM CAN ATi) DOES WORK, {ITH LIMITED SUPPLIES, PRICE SIGNALS
WILL ACTIVATE THE ADJUSTIENT ECHANISM,
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SEING CONFIDENT THAT WE CAN ADJUST TO SUPPLY CONSTRAINTS
ESN'T ELIMINATE THE DIFFICULTIES FOR ECOHOMIC POLICY OR THE

EXPECTATIONS OF YMAT THESE POLICIES CAN DELIVER, FIRST, THE
ADUUSTHENT TAKES TIME. [T IS NOT INSTANTANECUS, THUS, WE CAN
ARGUE THAT IN THE PRESENCE OF SHORTAGES OF SUPPLY, POLICIES DESIGHNED
TO EXPAND TOTAL OUTPUT AND PERHAPS INCREASE EMPLOYMENT THROUGH
DEMAND MANAGEMENT MAY WORK MORE SLOWLY THAX THEY WOULD WITHOUT
SUPPLY CONSTRAINTS. SECOMD, THE PROCESS OF ADJUSTMENT SUPPLIES
UPWARD WILL., IN A MARKET ECONGMY., REQUIRE IICREASES Iii PRICES.
[T IS THE PRICE MECHAMISM THAT COMIUHICATES THE DEMANDS FOR
INCREASED CAPACITY., RAW MATERIALS OR NEW TECH; OLOGIES.

THERE 1S AN IMPLICATION IN THIS THAT ECONOMIC POLICIES IN
THE COMING YEARS MIGHT PROFITADLY FOCUS O!f STEPS TO 114%°ROVE THE
ADAPTIVE MECHANISI-STEPS TO SI100TH OUT OR SPEED UP THE SHORT-RUN
ADJUSTMENT AND REDUCE THE PRICE PRIESSURES MECUSSARY TO ACTIVATE
ADJUSTMENTS BY MAKING APPROPRIATE INSTITUTIONAL CHAIGES. FURTHER,
OLD POLICIES AND PROGRA'IS SHOULD BE REVISWED FOR INDICATIONS OF
COSTLY SUPPLY RESTRICTINNS AHD NEW PROGRN1S CONSIDERED FOR
STIMULATING SUPPLY DIRECTLY., IOR SHOULD VE IGHORE OTHER NEW
PROGRAMS DESIGNED FOR OTHER PURPOSES, [HE COSTS I TERMS OF THE
EFFECTS ON SUPPLIES SHOULD BE £XPLICITLY COMSIDERED IN CUR COST-
BENEFIT CALCULATIONS,

EVEN WITH IMPROVEMENTS IN THE SPEED OF ADJUSTMENT, IT WILL.
[ FEAR, RE DIFFICULT TO ACHICVE ROTH OF OUR GOALS OF FULL EMPLOYMENT
AiD PRICE STABILITY SHULTAMEOUSLY. [N THE PRESENCE GF NON-HUMAN
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RESOURCE SCARCITIES, VE MAY NOT ALWAYS PE ABLE TO ACHIEVE FULL
EMPLOYMENT BEFORE GENERATING PRICE PRESSURES ON OUR OTHER
RESOURCES. MDAPTATION MAY SIMPLY NOT ZE THAT RAPID,
THIS PUTS HEAVY PRESSURE O ECONOMIC POLICY FORMULATION
AND IMPLEMENTATION, THE PROCESS OF ACHICVING ONE OF THE GOALS.
FOR EXAMPLE, UNEMPLOYMENT, CAM PUT US I A FUTURE POSITION WHERE
NOT ONLY IS TE OTHER GOAL (PRICE STABILITY) OUTSIDE ITS RANGE OF
TOLERANCE BUT ALSC WHERE IT IS IMPOSSIBLE TO CONTINUE TO ACHIEVE
THE FIRST GOAL., THE C3JECTIVE OF ECONOIMIC PGLICY COHTROLS CARNOT
BE SIMPLY TO GET US FRGIT WHERT WE ARE TO WHERE VIE MOULD LIKE TO
BE, THE OPTIIWAL POLICY IS ONE THAT BRINGS THE ECONOMY TO A
DESIRED POINT I THE “775T WAY', THE ECOHOMY IS DYHAMIC AMD
POLICIES SET IN MOTIOH A “WHOLE TRAIN OF EVENTS THAT IF NOT
CAREFULLY VATCHED CAH TRING US TO A STATE BCYOMD THE TARGETED
POINT THAT 1S UNTEHASLT,
ALL TS HEA 'S SUPLY, AS 1'VE SAID BEFCRT, THAT OUR POLICIES

MUST BE COMCEIVED WITHI A PROADER TIME FRAME THAI Ti0 THE PAST,

I A CONCERNED, AS [ IMDICATED EARLIER, WITH THE TEHDEICY FOR
PUBLIC EXPECTATIONS TC OUTRUN REALITIES I THE ECONOMIC SPHERE.,
THIS 1S TRUE HOT OMLY FROM THE STANDPOINT OF SHORTAGES BUT ALSO
FROM THE STANDPOINT OF THE HEAR-TERM ATTALIARILITY OF OUR GOALS.
THERE IS MO INSTANT CORRECTION TO GUR INFLATION PROBLEM NOR TO
OUR UNEMPLOYMENT DIFFICULTIES, [T WILL TAKE TIME FUR OUR
ECONOMY TO MAKE THE NECESSARY CORRECTION,
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YWE ARE MAKING GOOD PROGRESS NOW., HE HAVE WEATHERED THE
SHARPEST DECLINZ IN REAL ECOMOMIC ACTIVITY. THE HIGHEST UMEMPLOYMENT,
THE LARGEST FEDERAL DEFICIT AND THE HIGHEST RATE OF IHFLATION IN
THE POST-WORLD AR 11 PERIOD. RECENT EVIDENCE 1S BEGINNING TO PUT
A MUCH MORE FAVORABLE CAST ON THE FUTURG, EMPLOVIENT HAS INCREASED
1 1/2 1L 1on SINCE TE LOW INTEREST RATES HAVE FALLEN DRAMATICALLY,
INDUSTRIAL PRODUCTION IS REGAINING LOST GROUND, RETAIL SALES HAVE
SPURTED AHEAD AND SEE/ TO BE SUSTAINING THEIR UPHARD PATH.

THE RECOVERY [3 CLEARLY MOT ONLY UNDERWAY DUT SOLID. [THE
UPTREND WILL CONTINUE THROUGHOUT THE YEAR. PROGRESS WILL BE MADE
IN GETTING THE UiiEMPLOYHENT RATE DOWN A0 THE RATS OF PRICE
INCREASES SHOULD CONTIMUE TO DECLINE,

WE HAVE ALREADY SEEN PRESSURES FOR A MORE STINULATIVE
ECONOMIC POLICY, 3UT THE MORE IMODERATE COURSE FOR ROTH FISCAL A'D
MONETARY POLICY WILL BETTER SERVE TO PROMOTE SUSTAINABLE ECONOMIC
GROWTH AHD AT THE SAME TIMI RANK THE FIRES OF INFLATION,

I REAILIZE THAT THIS KIND OF POLICY DOLS HOT REDUCE THE
INFLATION RATE AS FAST AS WE ALL WOULD PREFER, BUT WITH
UNEMPLOYMENT 1 ISURANCE, FOOD STAMPS, ["EDICAID. AND OTHER TYPES
OF INCOME MAINTERANCE PROGRAMS, THE MISERY SUFFERCL DY THE
UNEMPLOYED HAS BEEN REDUCED, WD WE ARE ALL ALSO ZEGINMING TO
REALIZE THAT THFLATION IS VERY COSTLY. POLICIES LEADING TO
INFLATIONARY PRESSURES RESULT IH THE LONG RUN TO THE DESTRUCTION
OF JOBS, MOT IN THEIR CREATION, [HE VERY GROUPS WHICH ARE TO BE
HELPED ARE HURT THE MOST.  THE OPERATION OF OUR TREMENDOUSLY
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