Chapter 1

Toward Full Recovery
PART I: OBJECTIVES, PROGRESS, AND PROSPECTS

HE U.S. ECONOMY made substantial advances in 1961 toward the

goals of the Employment Act: “maximum employment, production,
and purchasing power.” Total production rose to a record rate of $542
billion a year in the fourth quarter, $41 billion above the level at the
beginning of the year. Unemployment, which had been close to 7 percent
of the labor force ever since December 1960, fell sharply toward the end
of 1961; the rate was 6.1 percent in December. The annual rate of in-
come, after taxes, of the American people rose from $1,940 per capita in
the first quarter to $2,032 per capita in the last quarter of 1961. These
gains in disposable income were almost entirely real gains in purchasing
power. Prices were virtually stable during the year; the consumer index
rose only 0.6 percent between December 1960 and November 1961. As the
year ended, the economy was advancing vigorously.

Government fiscal and monetary policies contributed strongly to the favor-
able economic developments of the past year. Although the downswing
probably would have ended early in 1961 in any case, the impressive pace
of the economic expansion must be attributed in large measure to govern-
ment actions. A summary of the Administration’s program in 1961 to
promote economic recovery is given in the Appendix to this chapter.

In spite of the significant gains of 1961, the economy at the turn of the
year still fell short of the standards set forth in the Employment Act. Too
many persons “able, willing, and seeking to work” were unable to find
“useful employment opportunities.” Even at record levels, national pro-
duction had not yet reached its potential at full employment; and the
purchasing power of the American people—the command over goods and
services represented by their incomes—was still too low.

The prospect for 1962 is a continuation of the favorable trend of 1961.
Whether the current expansion is sufficiently strong and durable to carry
the economy to “maximum employment, production, and purchasing
power”; no one can now foretell with certainty. Current and proposed
government actions will continue to give strong support to economic
expansion. If these are coupled with continued strength in the private
economy, the current expansion would reduce unemployment to 4 percent
of the labor force by mid-1963. But, given the inevitable uncertainties,
government policy must be alert and flexible, ready to promote the achieve-
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ment of full recovery within the coming fiscal year and to counteract devel-
opments which might threaten its attainment. The President has made
important proposals to increase the effectiveness and flexibility of govern-
ment fiscal policy; these are discussed at length in Part IT of this chapter.

Part I of this chapter discusses, first, the current implications of the ob-
jectives of the Employment Act: “maximum employment” as a guide to
the fiscal and monetary policies of Government and to other public and pri-
vate policies of equal ultimate importance; and the potential production
and purchasing power of the American economy at levels of employment
which full recovery can achieve. Next, it describes the progress of the
economy in 1961 toward these objectives and the outlook for continued ad-
vance in 1962. Part II of the chapter discusses government policies for
full recovery and maximum employment, with special emphasis on the
Administration’s policies in 1961 and its programs under way or proposed
for the coming year.

THE OBJECTIVE OF MaxiMmuM EMPLOYMENT

Reasons for Concern over Unemployment

The great depression led this Nation, and most other nations of the
free world, to assume national responsibility for the human tragedy and
economic waste of involuntary unemployment. Unemployment had pre-
viously been regarded as almost solely the personal responsibility of the
individual ; now it came to be acknowledged as a charge on the conscience
of the Nation. The mass unemployment of the 1930’s led to new under-
standing: that to be unemployed is not to be unemployable; that job oppor-
tunities for individual workers depend on national economic circum-
stances beyond their control.

There are three principal reasons why involuntary unemployment is a
national concern: (1) the human obligation to prevent and to relieve
economic distress, (2) the basic principle of a free economy that an indi-
vidual should be able to choose freely how to use his time, whether to work
for pay or not, and (3) the economic waste of leaving productive resources
idle.

Preventing economic distress. First, a wealthy nation cannot in good
conscience permit its citizens to be inadequately nourished, clothed, or
housed; its sick to be denied medical care; or its young to be deprived of
schooling. Unemployment insurance and public assistance are recogni-
tions of this social obligation. But they are not substitutes for the oppor-
tunity to earn income from useful employment. For the breadwinner and
his family, unemployment means a reduction in living standards. Only
about three-fifths of the unemployed in 1961 were receiving unemployment
insurance benefits. Even those who were insured generally found weekly
benefits a pale shadow of their lost wages. When the unemployment insur-
ance program was inaugurated in the late 1930’s, the goal was to provide
benefits equal to about half of previous earnings. As Table 1 indicates,
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benefits now do not meet this standard. The Administration has proposed
permanent legislation to strengthen the unemployment insurance system
in this and other respects.

TaBLE 1.—Weekly earnings in selected industries, and unemployment insurance benefits, 1961

Weekly
Item average,
1961
Unemployment insurance benefits, all industries _._________________________________._..... $33.80
Weekly earnings, selected industries; 2

Retail trade. . e 64, 01
Manufacturing. .. ... _.______ 92. 34
Telephone communication... 92.75
Wholesale trade__ ... . ... 93.32
Bituminous coal mining 112.10
Class Lrailroads_._________ 112.41
Contract CONStrUCtion. . e annan 117.66

1 For State programs only; see Table B-23.
¢ (ross earnings for production workers or nonsupervisory employees; see Table B-27.

Source: Department of Labor.

For all too many, unemployment has not been simply an uncomfortable
interlude between jobs but a catastrophe of long duration; almost one-third
of those unemployed in December 1961 had been out of work for 15 or more
weeks and one-sixth had been unemployed for at least 27 weeks. Family
savings vanish when unemployment is prolonged.

Unemployment is not a perfect measure of the incidence of economic
distress. Failure to find work does not entail poverty for some unemployed
persons: women whose husbands have good jobs, young people who can
fall back on well-to-do parents, older people who have assured livelihoods
from property incomes or annuities, people who earn an adequate annual
income from work at a seasonal occupation during part of a year. On the
other hand, there are many causes of economic distress other than unem-
ployment. Some persons, though employed, suffer from reduced and in-
adequate incomes resulting from failure to obtain more than part-time or
occasional work, or to earn decent returns from long hours of self-employ-
ment on the farm or in the shop. Other individuals are not regarded as
unemployed simply because, discouraged by a lack of suitable opportunities,
they have abandoned the search for jobs. Included in this group are in-
dividuals with personal disabilities who can find jobs only when labor
markets are tight.

Nevertheless, changes in unemployment are indicative of changes in the
over-all magnitude of economic distress. The same conditions. of gen-
eral prosperity which lead to lower unemployment figures also lead to
lower rates of involuntary part-time idleness, to better rewards from self-
employment, and te more job opportunities for persons on the fringes of
the labor force. While effective measures to provide adequate job oppor-
tunities will not solve all problems of economic distress, they will solve a
substantial share of them. And without successful policy against general
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unemployment, other attacks on poverty and insecurity stand little chance
of success.

Assuring free choice. The second reason for national concern over unem-
ployment is the basic principle of a free economy, embodied in the Employ-
ment Act, that “useful employment opportunities” be afforded “for those
able, willing, and seeking to work.” A free society abhors forced idleness as
well as forced labor. This principle does not apply a means or needs test for
job-seekers. It acknowledges that mature individuals should be able to
choose for themselves how they spend their time, as between gainful employ-
ment, housework, leisure, and education. Involuntary unemployment can
destroy morale and freedom of choice whether or not the individual is in
economic need. Americans want to work. Neither welfare programs nor
personal means can erase the frustration of the individual who is forced
to conclude that society does not need or want his contribution. The
general preference for gainful work over unemployment, however well
compensated, is demonstrated by the low levels of unemployment in areas
with buoyant labor markets, in occupations with ample job opportunities,
and in the population at large during years of prosperity.

Avoiding economic waste. Finally, excessive unemployment is a waste of
productive resources. When these resources are left idle, the useful goods
and services they could have produced are forever lost to the Nation. These
losses would be enormously wasteful at any time. They are dangerous in a
decade when the economy must not only meet compelling domestic needs but
underwrite the defense of freedom throughout the world. In coupling maxi-
mum production and purchasing power with maximum employment, the
Employment Act recognizes the losses of national output and real income
associated with unemployment. An estimate of these losses in present cir-
cumstances is attempted below. Changes in the unemployment rate are
roughly indicative of changes in the “gap” between realized and potential
production. The same measures of policy which will lower unemployment
will also raise national output closer to capacity to produce. The national
economic losses associated with unemployment are, of course, quite inde-
pendent of the individual circumstances of the unemployed. If housewives,
elderly persons, and teen-agers on vacation from school are eager and able to
produce useful goods and services, it is foolish and wasteful for the Nation to
forego their contributions.

Measures of unemployment. The global measure of unemployment as a
percentage of the civilian labor force, provided monthly by the Current
Population Survey and published by the Bureau of Labor Statistics, is the
best single measure of the economic distress, the frustration of free choice,
and the economic waste associated with unemployment. But there are other
measures of independent interest. Four of these measures, along with
the global rate, are shown in Chart 1:

(1) The unemployment rate among experienced wage and salary
workers—those who have already held at least one job. This measure
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excludes the self-employed and new entrants to the labor force. (2) The
unemployment rate among married men living with their wives. This
measure relates to individuals whose commitment to the labor force is
permanent and necessary to the support of their families. It does not
cover all individuals with such a commitment, and conceptually it is in-
appropriate both as a measure of economic waste and as an indicator of
involuntary unemployment among persons “able, willing, and seeking to
work.” (3) A full-time equivalent measure which (a) adds to the wholly
unemployed the full-time equivalent of work lost by involuntary part-time
employment and (b) subtracts the self-employed from both the labor force
and civilian employment on the grounds that they are not subject to the
risk of unemployment. This concept has merit as a measure of economic
waste and of imbalance in markets for hired labor. (4) The number of

CHART 1

Measures of Unemployment
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long-term unemployed, those who have been jobless for more than 15 weeks,
as a percentage of the labor force. This rate is an important measure of
the financial and social distress caused by the concentration of prolonged
unemployment on a small fraction of the labor force.

The differences among these measures reveal more clearly than any
single measure the anatomy of unemployment. But they show no system-
atic tendency to widen or narrow. If due allowance is made for volatility
in month-to-month movements all five measures tell the same story about
changes in economic conditions.

Full Employment as the Objective of Stabilization Policy

The goal of the Employment Act is “maximum employment,” or—to put
it the other way round—minimum unemployment. Ideally, all persons
able, willing, and seeking to work should be continuously employed. In-
voluntary unemployment is an individual and social evil. No one would
prefer for its own sake a higher rate of unemployment to a lower one. But
zero unemployment is unattainable. A more meaningful figure is needed
to give content to the realistic and forceful declaration of policy in the
Employment Act. A feasible interim goal must reflect a balancing of
employment and production objectives with other considerations of national
policy, within the limits set by the existing characteristics of the economy.
Such a goal is set forth in the discussion which follows. We must not for-
get, however, that any practical unemployment goal is only a temporary
compromise, and its attainment must never be an occasion for relaxation,
but rather an incentive to search out ways to achieve a still lower rate.

The partial conflict which exists between minimum unemployment and
certain other national objectives—and which imposes the necessity of strik-
ing a balance between them—results mainly from the fact that these other
objectives are served by stability of the general price level. Given the
existing structure of the economy and the nature of the processes by which
prices and wages are determined, a serious attempt to push unemployment
close to zero would produce a high rate of price inflation. The result would
be a weakening of the competitive position of U.S. products in world mar-
kets, an arbitrary redistribution of real income and wealth, and a threat of
even more serious consequences if expectations of further inflation should
become dominant.

Happily, however, the conflict between the goals served by price stability
and the goal of minimum unemployment is only partial. Stabilization
policy—policy to influence the level of aggregate demand—can strike a
balance between them which largely avoids the consequences of a failure
in either direction. Furthermore, the degree of conflict can be diminished
by private and public policies which improve the functioning of labor and
product markets.

There are various possible causes of unemployment, on the one hand,
and of inflationary pressure, on the other. These causes may be grouped
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into (1) those related to aggregate demand and (2) those related to the
structure and functioning of markets. It is necessary to distinguish care-
fully between these two groups of causes in setting an appropriate target
for stabilization policy.

The relation of aggregate demand and of structural causes to unemplov-
ment may be briefly described as follows:

(1) The total effective demand for goods and services—by consumers,
businesses, and governments—may be insufficient to employ all the persons
seeking work at existing wage rates.

(2) Workers may be idle while vacancies are unfilled. This may arise
because the workers live too far away from the available jobs, are not quali-
fied for them, or simply are unaware of their existence. In a dynamic econ-
omy, there will always be workers between jobs, some seeking new positions
out of preference, some displaced by economic and technological change.
New entrants to the labor force will similarly be unemployed while locating
jobs suitable to their qualifications and preferences. The length of “fric-
tional” unemployment for any one worker, and the size of the pool of fric-
tionally unemployed, depend on how smoothly the labor market functions,
how well the skills, experience, and qualifications of workers match the
specifications of available jobs, how ready workers are to change residence
and occupation, how adequate are facilities for training and retraining,
and how rapidly displacements resulting from economic change are occur-
ring. Structural unemployment may be regarded as an extreme form of
frictional unemployment. It occurs when inability or failure to make the
necessary adjustments concentrates unemployment of long duration on dis-
placed workers in particular areas and occupations, while elsewhere jobs
are seeking workers of quite different qualifications.

Similarly, aggregate demand and the structure of markets are related to
the price level, as follows:

(1) Inflation may result from excessive aggregate demand. Demands
for goods and services by consumers, businesses, and governments may
add to a total which exceeds the amount that the economy can supply.
Prices will be bid up in all markets, and, as business firms try to expand out-
put in order to seize the profit opportunities presented, increases in wages
and in costs of materials will follow. The resulting rise in incomes will
reinforce and renew the process. In less extreme circumstances, aggregate
demand may press hard upon, but not exceed, the economy’s productive
capacity. Increases in prices and wages may occur nevertheless, reflecting
the need to obtain additional output by using labor and capital more inten-
sively—by making greater use of overtime labor, by attracting workers from
great distances, by making employment attractive to persons formerly not in
the labor force, and by making use of obsolescent capacity and inefficient
production techniques.

(2) Upward pressure on prices may originate in those sectors of the
economy where competitive forces are weak and large corporations and
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unions have a considerable degree of discretion in setting prices and wages.
(This discretion, and the public interest in its responsible exercise, are
discussed in Chapter 4.) There are two ways in which wage and price
decisions in these sectors may put upward pressure on the general price level.
First, prices may be increased when demand is not strong in the aggregate
or even in the specific industries involved. Because the prices of these
industries affect costs elsewhere, increases in their prices tend to spread
throughout the economy. Second, prices in these sectors may remain con-
stant in the face of declining demand, although they rise in times of
increasing demand. The result in the long run is an upward drift in prices
in these industries, which again tends to be transmitted to the whole
economy.

Expansion of aggregate demand is clearly the specific remedy for un-
employment caused by a deficiency of aggregate demand. Excessive ag-
gregate demand, however, is a source of inflationary pressure. Conse-
quently, the target for stabilization policy is to eliminate the unemployment
which results from inadequate aggregate demand without creating a
demand-induced inflation. A situation in which this is achieved can
appropriately be described as one of “full employment,” in the sense that
further expansion of expenditure for goods and services, and for labor to
produce them, would be met by only minor increases in employment and
output, and by major increases in prices and wages. Correspondingly, ex-
pansion of demand beyond full employment levels would involve a major
sacrifice of the objectives served by price stability, and only a minor gain
with respect to the goal of maximum employment.

The selection of a particular target for stabilization policy does not com-
mit policy to an unchangeable definition of the rate of unemployment cor-
responding to full employment. Circumstances may alter the responsive-
ness of the unemployment rate and the price level to the volume of aggre-
gate demand. Current experience must therefore be the guide.

In the existing economic circumstances, an unemployment rate of about
4 percent is a reasonable and prudent full employment target for stabilization
policy. If we move firmly to reduce the impact of structural unemploy-
ment, we will be able to move the unemployment target steadily from
4 percent to successively lower rates.

The recent history of the U.S. economy contains no evidence that labor
and commodity markets are in general excessively “tight” at 4 percent un-
employment. Neither does it suggest that stabilization policy alone could
press unemployment significantly below 4 percent without creating sub-
stantial upward pressure on prices.

When unemployment was about 5 percent, as in 1959 before the steel
strike and in the first half of 1960, the economy showed many independent
symptoms of slack, notably the substantial underutilization of plant and
equipment capacity. The wholesale price index fell at a rate of 0.2 percent
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a year in the 15 months April 1959-July 1960; and at the consumer level,
prices of commodities other than food rose at a rate of only 0.6 percent.

The economy last experienced 4 percent unemployment in the period
May 1955-August 1957, when the unemployment rate fluctuated between
3.9 percent and 4.4 percent (seasonally adjusted). During this period, prices
and wages rose at a rate which impaired the competitiveness of some U.S.
products in world markets. However, there is good reason to believe
that upward pressures of this magnitude are not a permanent and syste-
matic feature of our economy when it is operating in the neighborhood
of 4 percent unemployment. The 1955-57 boom was concentrated in
durable manufactured goods—notably automobiles (in 1955), machinery
and equipment, and primary metals, The uneven nature of the expansion
undoubtedly accentuated the wage and price pressures of those years.
Moreover, the review of the present price outlook in Chapter 4 points to a
recent strengthening in the forces making for price stability. The experi-
ence of 1955-57 is nevertheless sobering, and experience at higher levels
of activity will be needed to indicate whether stabilization policy can now
undertake a more ambitious assignment than 4 percent unemployment.

There is no precise unemployment rate at which expansion of aggre-
gate demand suddenly ceases to affect employment and begins to affect
solely the general price level. The distinction between aggregate demand
effects and structural effects is a matter of degree, both for employment
and for the general price level. Sufficiently high levels of aggregate
demand can, and have in the past, cut deeply into frictional and struc-
tural unemployment. When vacancies are numerous, the time required
to find an attractive job is reduced. When there are vacancies every-
where, no one needs to travel far to find a job. And when no applicant
for a job meets its exact specifications, the specifications may well be
adjusted. Similarly, the degree of inflationary pressure arising from dis-
cretionary price and wage setting is not independent of the general
strength of demand. Presumably, this pressure could be entirely eliminated
by sufficient weakness in aggregate demand if that were the sole objective of
stabilization policy.

But while stabilization policy would not be an ineffective cure for
either one or the other of these economic ailments, it would be an extremely
expensive cure. On the one hand, attempting to reduce frictional and
structural unemployment by a highly inflationary expansion of demand
would court disaster in our balance of payments position. On the other
hand, an attempt to restrict aggregate demand so severely as to eliminate all
risk of an increase in the general price level might well involve keeping the
economy far below full employment. This would mean sacrifice rather than
achievement of both of the major goals that price stability serves: Equity
would be sacrificed because the economy as a whole, and the unemployed in
particular, would suffer as a result of the manner in which a few individuals
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and groups exercise their economic power. Eventually, the balance of
payments would also be weakened: under conditions of prolonged unem-
ployment and excess capacity, the investment needed to keep our exports
competitive in quality and cost would be unlikely to occur.

The 4 percent interim goal refers to the global measure of unemployment
as a percentage of the civilian labor force. An objective stated in terms of
any of the other measures of unemployment discussed above would have
the same implications for stabilization policy, for the various measures tell
the same story with respect to the degree of over-all tightness in the
economy. The particular numerical statement of the goal must, of course,
change with the unemployment concept used. For example, 4 percent in
terms of the global measure is roughly equivalent to a rate of 214 percent
among married men living with their wives; the latter figure, though lower,
is at least as serious as the former in its implications for the human conse-
quences of unemployment. Corresponding figures for the other measures
of unemployment are 414 percent among experienced wage and salary
workers, 614 percent for the full-time equivalent concept, and, if the 4
percent global rate is long sustained, a two-thirds of one percent rate of
long-term unemployment.

Unemployment of 4 percent is a modest goal, but it must be emphasized
that it is a goal which should be achievable by stabilization policy alone.
Other policy measures, referred to in the next section and discussed in de-
tail in Part IT of this chapter, will help to reduce the goal attainable in the
future below the 4 percent figure. Meanwhile, the policies of business and
labor, no less than those of Government, will in large measure determine
whether the 4 percent figure can be achieved and perhaps bettered in the
current recovery, without unacceptable inflationary pressures.

Full Employment and Structural Unemployment

One way to raise the attainable level of full employment is to reduce fric-
tional and structural unemployment by improving the mobility of labor
and the efficiency of labor markets. The amount of frictional and structural
unemployment varies from country to country and from time to time within
any one country. It has sometimes been suggested that, though a 4-percent
unemployment rate was once achievable in the United States with adequate
levels of demand, it is no longer a feasible goal because of increasing tech-
nological displacement of workers, rapid obsolescence of skills, intractable
pockets of depression, and greater numbers of young people swelling the
labor force. Careful analyses at the Council and elsewhere—notably in a
recent report by the staff of the Joint Economic Committee of the Con-
gress—lend no support to the view that frictional and structural unemploy-
ment is a rising proportion of the labor force. It would be wholly wrong,
however, to conclude that improvement in the structure of the labor market
is not both possible and of high importance.
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The displacement of labor through changes in technology, consumer tastes,
and the geographic distribution of industry is an inevitable part of the
growth of a free and progressive economy. But the level of unemployment
corresponding to any given pace of progress depends on the smoothness with
which markets function. The size of the pool of unemployed workers, like
the size of a pool of water, is determined jointly by the flow into it and the
flow out of it. The flow into it depends on the rate at which workers leave
jobs or are displaced and on the rate at which new workers enter the labor
force without jobs. The flow out depends on the speed with which the
unemployed can transfer to jobs vacated by retirement, and to other skills,
other industries, and other areas where jobs are available in expanding
sectors of the economy.

Economic policy can reduce the size of the pool by providing opportuni-
ties for vocational training and retraining, by improving the flow of infor-
mation about job opportunities, by facilitating the relocation of displaced
workers, by acting to reduce and eliminate discriminatory hiring practices,
and by assisting in the rehabilitation of depressed areas through the
renovation of public facilities and the attraction of viable industry. Admin-
istration policies and proposals to attain these ends are discussed in Part I1
of the present chapter.

The benefits to the United States from the pursuit of such policies are
great. In their absence, many of our citizens become, in a real sense,
victims of progress; they are condemned to prolonged periods of unemploy-
ment which benefit no one and inflict an unjust penalty on an arbitrarily
selected few. In their absence, we can expect resistance to technological
progress from those who would be harmed by it without prospect of reward.

The returns from such policies do not come instantaneously. For that
reason, we should undertake them now, even while unemployment and excess
capacity are widespread. There is still time to reap the benefits of the re-
duction of structural unemployment during the current recovery. But
these policies are no substitute for an adequate level of demand. Experi-
ence tells us that the pull of expanding job opportunities is a vitally neces-
sary condition for the success of policies to assure a better functioning
labor market.

FuLL Probuction

Productive Potential

The Economic Report is required by the Employment Act to set forth
“the levels of employment, production, and purchasing power obtaining in
the United States and such levels needed to carry out the policy” of the
Act. In accordance with the obligation to set forth the levels of production
needed to carry out the objectives of the Act, the Council has made the
following estimates: (1) In the first quarter of 1961, a gap of $51 billion
(1961 prices, annual rate) existed between actual gross national product
(GNP) and the output obtainable at full employment. (2) By the last
quarter of the year, recovery had narrowed this gap to about $28 billion.
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(3) For 1961 as a whole, production averaged $40 billion below potential.
(4) The production potential for the year 1962 is estimated at $580 billion
(in 1961 prices).

Estimates of this kind cannot, of course, be precise. But they are essential
in order to specify, within reasonable margins of error, a current measure of
“maximum production” linked to “maximum employment.” They indicate
clearly that this Nation can achieve a huge bonus of output and income by
making full use of its resources.

The level of unemployment is a barometer of economic waste. Each
percentage point of progress toward 4 percent in the unemployment
rate has meant a gain of roughly 3 percent in total output in postwar periods
of expansion.

The sources of potential gains in output accompanying full employment
are given in Table 2, which shows the gain in output that each source could

TaBLE 2.—Allocation of estimated 840 billion gap between potential and actual gross nationa
product, 1967

[Billions of dollars]

Associated
Source increment of
output

37 1 OO GNP 40
Lower unemployment. e e 15
Larger labor force In response to greater demand._ . ... . ... 4
Longer hours of work per man associated with higher utilization._._________________________ 5
Greater productivity per man-hour associated with higher utilization....___._______________ 16

Source: Council of Economic Advisers.

have contributed if aggregate demand in 1961 had been sufficient to reduce
unemployment to 4 percent of the labor force. The figures incorporate evi-
dence from postwar relationships among labor input, productivity, and out-
put. An unemployment rate of 4.0 percent instead of 6.7 percent for 1961
would in itself have increased the number of jobs by 3 percent of actual
employment. But it would have raised production by much more, about 8
percent. The reason that improved employment conditions yield magnified
gains in output is that, in addition to putting the jobless back to work, they
have a number of other favorable effects on output.

Higher output would have accompanied lower unemployment in the
following manner:

(1) Actual unemployment in 1961 was 4.8 million persons. Given the
actual 1961 labor force of 71.6 million persons, 2 million of the unemployed
would have been at work at an unemployment rate of 4 percent.

(2) At full employment, the labor force would probably have been con-
siderably higher in 1961 and production would have been correspondingly
increased. Participation in the labor force is encouraged by greater avail-
ability of job opportunities. In recent years of slack activity, the actual
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labor force has been abnormally low relative to the number of persons of
working age.

(3) Furthermore, a brisker pace of economic activity is accompanied by
a higher average number of hours a week worked by those employed.
Part-time jobs are converted into full-time employment, and overtime work
increases in private nonfarm industry.

(4) Because of these three factors—less unemployment, larger labor
force, and longer hours of work—labor input at full employment in 1961
would have exceeded actual labor input by more than 4V, percent, the
equivalent of 7 billion man-hours. The added man-hours could have in-
creased production by $24 billion, at existing rates of productivity.

(5) The higher productivity that accompanies fuller use of resources
would have meant still more output. In recessions, business firms cannot
cut back their labor force as fast as their output falls. Clerical help and
sales and supervisory personnel are essentially “overhead.” Moreover, while
firms can and do lay off production workers, they do so only with reluctance,
preferring both to maintain morale and to avoid the expense of hiring and
training new labor when business activity recovers. Recessions thus produce
on-the-job underemployment, which is reflected in depressed levels of
productivity. In movements toward full employment, recession losses in
productivity are regained. At full employment, productivity in 1961 would,
according to past evidence, have been 2 to 4 percent higher than it actually
was. This gain is equivalent to a $10 to $20 billion increment of GNP. The
table shows a $16 billion figure, near the middle of the range, bringing the
total estimated gain from all sources to $40 billion.

These calculations receive further support from an alternative approach.
Evidence on the relationship between output and unemployment suggests
that actual GNP in mid-1955, when the unemployment rate was close to 4
percent, was equal to potential output. The trend rate of growth of GNP,
adjusted for changes in unemployment levels, has averaged about 3V, per-
cent in the post-Korean period. Thus the path of potential GNP can
be represented by a 3!4 percent trend from actual GNP in mid-1955
(Chart 2). The 1961 value of the trend exceeds actual output by $40
billion, which is equal to the sum of the components described above.

The distance between potential and actual GNP was narrowed by $23
billion from the first to last quarter of 1961, as output increased by $37
billion (1961 prices). Among the four factors listed above, the first two,
reduction in unemployment and increase in the labor force, contributed
less to the gain in production than past experience would have suggested.
Of the other two factors, hours of work in nonfarm industries expanded
roughly in accord with past behavior; but man-hour productivity achieved
an exceptional gain, probably above 6 percent in the three quarters of
expansion. As a result, the 7/, percent increase in total production was
achieved with a very small increase in employment: nonfarm employment
increased by about 114 percent, but this rise was partially offset by a decline
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CHART 2

Gross National Product, Actual and Potential,
and Unemployment Rate
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in agricultural employment. It is primarily because latent productivity
was exploited so effectively that unemployment remained high.

The estimated gap of $28 billion, or 5 percent, between potential and
actual output in the fourth quarter of 1961 reflected principally a shortfall
in persons employed. At the end of the year, there was room for a slight
further rise in average weekly hours worked. The impressive gains in
productivity during the year brought output per man-hour at the year-end
close to the full employment level indicated by past experience. Never-
theless, further gains in productivity as a result of fuller utilization of exist-
ing capacity may still be ahead. In any case, further additions to output
during the coming year are expected to require larger increases in employ-
ment than in 1961.

The unemployment rate will fall in the coming year if, and only if, pro-
duction continues to rise in relation to the economy’s potential. The
prospects for 1962 are discussed later in this chapter.

A full-utilization economy in 1963 would provide nearly 72 million civilian
jobs and generate an estimated $600 billion GNP (1961 prices). These
figures—5 million more jobs and nearly $80 billion more output than 1961
levels—suggest the magnitude of the opportunity and challenge we face.
To help visualize this challenge more concretely, Table 3 presents an illus-
trative pattern of employment, productivity, and output for the full year
1963 consistent with 4 percent unemployment.

TABLE 3.—Employment, output, and productivity, 1961 actual and 1963 illustrative

Employment (millions Output (billions of Output per employed
of persons) dollars, 1961 prices) person (dollars)
Sector 1963 1963 1963
1961 5 1961 5 1961 +
illustra- ilustra- illustra-
actual tive ! actual 2 tive 1 actual 2 tivel
Total economy 8. __________._._ 69. 4 74.3 521.2 600 7, 500 8,100
Agricultural .. ____._._____ 5.5 5.2 21.0 21 3, 800 4,000
Piivate nonagricultural___ 54.2 58.8 449.4 525 8,300 8,900
General government 2. ._ 9.7 10.3 50.8 |7 R IR
Addendum:
Civilian employment___._ 66. 8 b4 VT DN (RS SO PO,
Unemployment......_.._. 4.8 < N I PRSP (SR AN OUIRESORIN

1 Nlustrative pattern projected at 4 percent unemployment; by Council of Economic Advisers.
2 Estimates by Council of Economic Advisers.
3 Includes military.

Sources: Department of Commerce and Department of Labor (except as noted).

Plant and Equipment Capacity

Periods of slack and recession in economic activity lead to idle machines
as well as idle men. Only once since 1949, at the trough of the 1958
recession, was there more excess plant and equipment capacity in U.S. in-
dustry than at the start of 1961. While increases in output during the
past year have led to fuller use of capital facilities, 1962 begins with
considerable room for expanded output from existing plant and equipment,
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enough room to permit achievement of the full employment goal. This
excess capacity is available to be tapped on demand. It is easier to expand
employment at stable prices when tools are already available for new job-
holders. Otherwise, capital might act as a bottleneck, obstructing the flow
of increased demand for goods into improved employment opportunities
for labor.

While unused capital is a reserve source of supply, it dampens the vigor
of demand. Although much of investment is undertaken primarily for
replacement and modernization, investment for expansion of capacity is
important to aggregate demand as well as to economic growth. Induce-
ments to expand plant and equipment are stronger when present facilities
are fully utilized. The rate at which existing capacity is utilized also
influences the ability of firms to finance investment out of retained earnings.
Unused tools are a drag on profits. They yield no return and they impose
overhead costs for maintenance and depreciation.

The reliability of measures of productive capacity and capital stock is
severely limited by both conceptual and statistical difficulties. But an
increasing amount of quantitative evidence is becoming available. Care-
fully used, it can be very helpful in arriving at the needed qualitative
judgments about productive capacity. Two series of data on capital
utilization from 1953 to date are presented in Chart 3. One measures the
ratio of actual output to capacity output for all manufacturing industry.
The other shows the output-capital ratio: the ratio of the value of total
ouput to the value of the stock of plant and equipment, both expressed in
1954 prices, covering all private domestic business except residential
housing. Although the two measures are derived by substantially different
methods, they move together very closely, offering encouraging evidence
of their general validity as measures of capital utilization.

A number of significant points are evident from the chart:

(1) Measures of capital utilization, like unemployment rates, indicate
the persistence of slack in the economy over the past five years. Even dur-
ing the expansion of 1959-60, operating rates and the ratios of output to
the stock of capital remained considerably below their 1955-56 levels.

(2) Recessions are clearly marked by excess capacity in plant and equip-
ment. Capital was most underutilized at the 1958 trough; the low point
of early 1961 lies about midway between the 1958 rates and those of the
1954 recession. Because capacity grew slowly in 1958-61, excess capacity
in early 1961 was smaller than in 1958 even though unemployment was just
as large.

(3) Output gains must match the growth of plant and equipment
capacity in order to maintain rates of capital utilization. Periods of slow
advance in production, like 1956-57 and 1959-60, lead to declining rates
of utilization.
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CHART 3

Capacity Utilization and Corporate Profits
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SOURCE: COUNCIL OF ECONOMIC ADVISERS (BASED ON DATA OF DEPARTMENT OF COMMERCE
AND BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM).

(4) Considerable excess capacity remains in the economy despite the
rapid rise of utilization rates during 1961. While there is no clear bench-
mark of full utilization of capital, the operating rates and output-capital
ratios attained in late 1955 can serve as a reasonable indication. If GNP
had been at its estimated potential level in the last quarter of 1961, capital
utilization rates would have been approximately at the levels attained in
late 1955. Existing excess capacity in plant and equipment is thus com-
patible with full employment of the labor force.

(5) Levels of capital utilization have a potent influence on corporate
profits. The share of corporate profits in GNP moves closely with the
measures of capital utilization, although it swings somewhat earlier. Cor-
porate depreciation allowances have increased rapidly and “gross profits”—
net profits and inventory valuation adjustment plus capital consumption
allowances—have been maintained during the 1953-61 period. But net
profits have declined as a fraction of GNP in recent years; the combination
of unrelenting overheads and depressed levels of output can fully account
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for this “squeeze.” As corporate capacity is put to fuller use, profits benefit
from larger margins as well as expanded sales.

ProGrESs IN 1961

The Situation at the Beginning of the Year

As 1961 began, economic activity was far below its full employment
level, and production and income continued to contract through February.
By most measures of the decline in economic activity, the 1960-61 recession
was the mildest in the postwar period. But the peak reached in May 1960
had followed a year of very slow advance in output and ended the shortest
expansion in the postwar period. At the 1960 peak, unemployment and
excess capacity were higher than at any prior postwar peak. Unemploy-
ment rates were higher during the 1960-61 recession than during the
slumps of 194849 and 1953-54; in this respect, the recession was almost
as severe as that of 1957-58.

The rate of use of existing facilities in late 1959 and early 1960 was
not conducive to substantial further increases in business fixed invest-
ment, nor were monetary conditions encouraging. Although there was a
brief interlude in the first quarter of 1960 when investment demand rose
sharply, this buoyancy was to a large extent a temporary aftermath of the
steel strike of 1959. As orders, sales, and profits proved disappointing,
investment in both fixed capital and inventories was cut back.

During this period, government fiscal programs gave little support to
aggregate demand. Total Federal expenditures, on income-and-product
account, showed little change between mid-1959 and mid-1960 as Fed-
eral purchases of goods and services actually declined. In January 1960,
Federal social insurance taxes were increased by about $2 billion a year.
Indeed, the sharp change in the relationship between Federal Government
receipts and expenditures was perhaps the most important factor in choking
off the recovery.

The recession followed the same pattern as previous postwar downswings.
With activity weakening, purchases of goods were cut back throughout the
private economy. Inventory investment, as usual, displayed the largest
decline among major components of GNP (Table 4). The decline of in-
ventories, as well as of other major categories of expenditure, was con-
centrated in durable goods. Correspondingly, a decline of 12 percent in
durable goods manufacturing accounted for most of the fall in industrial
production from May 1960 to February 1961. Unemployment, which had
been 5.1 percent (seasonally adjusted) of the civilian labor force in May,
rose to 6.8 percent in February.

Once the contraction began, it was certainly moderated, and perhaps
shortened, by a rise in outlays at all levels of government. The automatic
stabilizers in the Federal fiscal system contributed to the stability of personal
consumption expenditure during the recession, as transfer payments rose
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TABLE 4.—Changes in output, income, and employment over the three quarters of the 1960—67
recession

[Seasonally adjusted])

Cyelical Cyeclical
peak: trough: Change,
Item Second First peak to
qtllarter quarter trough
960

Billions of dollars, annual rates

Output (1961 prices):
Gross national product. . .. 514.2 502.9 ~11.3

2
&
=
3
|
»
X

Personal consumption expenditures... ... __ 333.9
Gross private domestic investment:

Fixed investment. ... ... 69.5 64.2 -5.3
Residential nonfarm construction. 21.2 19.4 -1.8
Other construction._.._..._____ 19.9 20.6 7
Producers’ durable cquipment._._____________ 28.4 24.2 —4.2
Change in business inventories_ .. _.__._._...._.__ 5.4 ~4.0 —9.4
Net exports of goods and services_ . __....____...._. 3.0 5.3 2.3
Government purchases of goods and services_.__.____. 102.3 105.7 3.4
Federal . iccicnaae 54.4 54.9 .5
State and loeal. .o 47.9 50.8 2.9

Income (current prices):
Disposable personal income. ... o oo 352.7 354.3 1.6
Corporate profits after taxes_ . .o coo oo oooooioamool 23.3 20.0 -3.3

Millions of persons
Employment:

Total civilian employment..._..ooo..._..... 67.0 66.8 —0.2
Employment in nonagricultural esta 54.6 53.5 -1.1
Private . 46.1 4.9 —-1.2

No1E.—Detail will not necessarily add to totals because of rounding.
See Tables B-2, B-11, B-15, B-19, and B-24.

Sources: Department of Commerce and Department of Labor.

by $3.0 billion and personal taxes fell by $0.7 billion (annual rates) to
offset much of the fall in private wages and salaries resulting from lower
employment.

Recovery During the Year

By the end of 1961, production and income had improved markedly, and
most economic indicators had surpassed their 1960 peaks. In the final quar-
ter of 1961, GNP, measured in constant prices, was 7Y% percent higher
than in the first quarter, and about 5 percent above the peak attained
in the second quarter of 1960 (Tables 4 and 5). The only major category
of expenditure that was lower than in the second quarter of 1960 was ex-
penditure for producers’ durable equipment. Industrial production in
December exceeded its low point of February by 13 percent, and was 4
percent above the previous peak attained in January 1960.

The increase of $41 billion (current prices, annual rate) in GNP from
the first to last quarters of 1961 distributed substantial gains in income
widely through the economy. Personal income grew by $24 billion. Wage
and salary disbursements expanded by $19 billion and accounted for
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TABLE 5.—Changes in output, income, and employment over three quarters of expansion, 1967

[Seasonally adjusted]

1961
?hang}f’
Item o
First atterter Fourth to fourth
(lﬁ(li(y;lcllétlzgl quarter ! quarter

Billions of dollars, annual rates

Output (1961 prices):

Gross national produet._.............. 502.9 540.2 37.3
Personal consumption expenditures. . __._____________. 331.7 347.8 16.1
Qross private domestic investment:

Fixed investment.___.__ R 64.2 71. 4 7.2
Residential nonfarm construetion..___.__._._. 19.4 23.2 3.8
Other construction 20.6 20.2 -4
Producers’ durable equipment. ... _._._.._... 24.2 28.0 3.8
Change in business inventories.....o.cocooo..._. —4.0 4.5 8.5
Net exports of goods and services. - ... _......__._. 5.3 4.0 —-1.3
QGovernment purchases of goods and services.....__... 105.7 112.5 6.8
Federal. ... .. 54.9 59.9 5.0
State and local ... —— . 50.8 52.7 L9

Income (current prices):
Disposable personal income e —— 354.3 375. 21.3
Corporate profits after taxes. ... ... 20.0 223.8 23.8

Millions of persons

Employment:
Total civillan employment —- - 66.8 66.9 0.1
Employment in nonagricultural establishments... 53.5 54.5 1.0
Private_.__..._. - 44.9 45.5 .6

1 Preliminary estimates of output and income by Council of Economic Advisers.
2 Third quarter data and change from first to third quarter.

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

Sources; Department of Commerce and Department of Labor (except as noted).

most of the gain in personal income. Incomes from dividends and busi-
ness ownership also rose. Farm operators’ net income from farming
increased from $12.0 billion in 1960 to $13.1 billion in 1961, and net
income per farm rose by nearly $350. Disposable personal income (after
taxes) grew hy $21 billion over the three quarters of expansion, adding $92
to average per capita spendable income.

The effect of rising output is strikingly shown in the $3.8 billion in-
crease—nearly 20 percent—in the annual rate of corporate profits after
taxes from the first to the third quarter. By all indications, corporate
profits rose further in the fourth quarter and probably exceeded $50 billion
before taxes and $25 billion after taxes.

Higher private incomes meant larger tax liabilities: Federal receipts in
the income-and-product budget rose by about $10 billion (annual rate)
in the three quarters of expansion, and the yield of State and local taxes
grew by $3 billion.

The recovery was paced by a prompt and sharp reversal in inventory
investment, the volatile inventories of manufacturers of durable goods ac-
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counting for a major share of the movement. During recessions, output
falls below final sales as some orders are filled out of excessive stocks. The
end of inventory liquidation in itself raises production to the level of sales.
And rising sales and orders in a period of economic recovery encourage
the accumulation of stocks, creating further gains in production. In 1961,
this characteristic switch from liquidation to accumulation occurred very
promptly, only one month after the trough in over-all activity, and was a
major factor in the $15 billion expansion of GNP in the second quarter.
Incentives for restocking did not arise wholly independently; they were
provided in large part by evidence of a strengthening in final purchases,
ie., expenditures for GNP other than for inventory accumulation.

A key element in the rise of final demand was the increase in expenditures
at all levels of government. The upward trend of State and local govern-
ment purchases continued unabated. The promotion of economic recovery
was a major aim of Federal budget policy in 1961. Scheduled obligations
and expenditures were speeded up in the numerous ways listed in Part
II and the Appendix to this chapter. Additional outlays came from
new Administration programs—some to assist individuals and areas hit
by economic recession and others to meet national needs of high priority.
Furthermore, in the spring and summer of 1961 when overriding national
security requirements led to increased expenditures for defense and space
activities, the existence of unutilized manpower and capital ruled against
an increase in tax rates. A careful appraisal of the direct and indirect
effects of increased Federal activity indicates that it was a major force—
probably the principal driving force—of the recovery of 1961.

Investment in nonresidential construction and producers’ durable equip-
ment, taken together, rose at an annual rate of $3.4 billion (1961 prices)
from the first to the last quarter of 1961, both responding to and con-
tributing to the expansion (Table 5). With improving rates of utilization
of capacity, larger corporate profits, and readily available credit, business
fixed investment began to rise in the second quarter of 1961. In contrast,
business capital outlays had continued to decline during two quarters of
rising total output in both 1954 and 1958.

Residential nonfarm construction, which had fallen since mid-1959,
picked up in the early months of 1961 and continued to rise through the
year. Although the rate of new family formation has been relatively low,
and vacancy rates have continued to rise steadily, increasing disposable
incomes and favorable financial and liquidity conditions have stimulated
home building. Through much of 1960 and well into 1961, individuals
continued to increase their volume of liquid assets. Funds for conventional,
FHA, and VA mortgages were readily available; mortgage yields declined
moderately throughout the recession and into the summer of 1961 and
remained fairly stable the rest of the year.

The favorable financial environment for business investment and resi-
dential construction reflected the monetary and credit policies of the
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Government. These policies have facilitated the flow of funds into invest-
ment and have contributed to a stability of interest rates unusual for a
year of recovery.

Exports in the fourth quarter were $0.8 billion (annual rate) higher than
in the first quarter. But outlays on imports, partly to rebuild inventories,
rose by $2.1 billion, reducing net exports by $1.3 billion. Net exports is the
one component of GNP which tends to fall as business activity improves
cyclically.

Consumer outlays accounted for somewhat less than half the increase in
GNP from the first to the fourth quarter. Until the closing months of the
year, consumer spending did not quite keep pace with disposable income.
The ratio of personal saving to personal disposable income rose from 6.7
percent in the first quarter to 7.3 percent in the third. In the fourth
quarter, however, consumption did keep pace with income and expanded
by $8.0 billion {current prices, annual rate). Demand for new automobiles
sparked a rise in the fourth quarter of $3.2 billion (annual rate) in outlays
for consumer durable goods, which finally surpassed the peak that had been
reached in the second quarter of 1960.

The gains in production, income, and employment during 1961, in
comparison with previous expansions, are shown in Charts 4 and 5. Chart 4
displays the rise of GNP from its lowest quarter in each recession. In

CHART 4

Real Gross National Product
in Four Postwar Recoveries

GNP TROUGH = 1001/

[RE-]
7
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110 | 1954{ R«.ﬁ“““‘ -
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105 |- —
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95
(o} | 2 3 4 5

QUARTERS AFTER GNP TROUGH.Z/
1/BASED ON SEASONALLY ADJUSTED DATA.
2/TROUGH QUARTERS FOR GNP WERE 1949 11, 1954 1, 1958 I, AND 1961 1.
SOURCES: DEPARTMENT OF COMMERCE AND COUNCIL OF ECONOMIC ADVISERS.
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CHART 5
Employment, Production, and Income
in Four Postwar Recoveries

PERCENT OF CIVILIAN LABOR FORCE
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DEPARTMENT OF COMMERCE.
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the three previous cycles, the trough quarter for GNP came before the
month of the cyclical trough. In 1961 the cyclical trough, in February,
was in the middle of the quarter of lowest GNP. In Chart 5 the reference
point for all series is the cyclical trough month. These differences in timing
must be taken into account in comparisons of recoveries. There are also
differences in the composition of output: for example, the 1958-59 upswing
was more heavily concentrated in industrial production than the current
recovery.

On the whole, increases in production and income during the present
expansion of economic activity compare favorably with the two preceding
periods of expansion. However, these gains were not matched by equal
improvements in employment and unemployment. As noted above, one of
the principal reasons was that productivity gains during 1961 exceeded those
of earlier expansions. The year ended with unemployment at 6.1 percent
of the civilian labor force (seasonally adjusted).

In summary, real output rose during the 1961 recovery at an annual
rate of 10 percent. The gap between actual output and estimated potential
has been narrowed by $23 billion in three quarters; labor and capital have
been more efficiently utilized; and widespread gains in income have been
secured. The Nation has adjusted smoothly and easily to the marked
change of pace: no evidence of strain can be found, no bottlenecks have
developed, no excessive backlogs of orders have appeared. And prices
have been exceptionally stable, as Chapter 4 makes clear. Although the
economy at the end of 1961 was still short of full employment, the experi-
ence during the/year was gratifying and reassuring on many counts. And
it demonstrated the ability of the economy to advance efficiently at a rapid
pace when the underlying strength of private demand is reinforced by
appropriate Federal fiscal and monetary policies.

OuTLOOK FOR 1962

The Employment Act of 1946 requires an estimate of “current and
foreseeable trends in the levels of employment, production, and purchasing
power.” Although the difficulties and risks of economic forecasting are well
known, neither government nor private enterprise can conduct its affairs,
develop its policies, and make its decisions without economic projections—
without making the best estimates that economic and statistical tools permit
of the economic framework within which it will have to operate in the
future. For example, it would be impossible to formulate either Federal
or State budgets without projections of future levels of income and business
activity and the tax revenues they will produce. In the Budget Message,
GNP for 1962 is projected at $570 billion (current prices), a rise of nearly
$50 billion, or almost 9V, percent, over 1961. A somewhat higher figure
is'likely if the Congress enacts promptly the Administration’s proposed tax
credit for investment. This section presents, with full recognition of the
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margins of error inherent in economic projections, the appraisal of the
economic outlook underlying the budget.

The momentum of the current recovery will carry the economy to new
records in production, income, and employment during 1962. In the
closing months of 1961, private demand was rising briskly. The result-
ing gains in consumer incomes, profits, business inventory requirements,
and orders for durable goods will generate further increases in spending and
business activity in the coming months. Broad advances in the private
economy will be reinforced by a continued upward trend in Federal, State
and local government outlays.

The favorable prospects for private demand, together with current
economic programs and proposals of the Administration, point to a strong
and sustained expansion. The percentage gain in GNP (current prices)
in 1962 over the 1961 level can realistically be expected to match the
increases of 8149V percent in 1955 and 1959. Those two years, like 1962,
were the first full years of recovery from recession.

Expansion in GNP in 1962 is expected to be somewhat more moderate
than the annual rate of 11 percent (current prices) attained over the past
three quarters. But it is anticipated that output will continue to catch up
with potential, reducing slack and unemployment. Substantial increases
are expected in all major categories of expenditure. The expected total
increase is made up, very roughly, of the following parts: one-half, con-
sumer outlays; one-fifth each, government purchases and private fixed
investment; and one-tenth, additions to inventories.

Survey of Major Categories of Expenditure

The rationale for this appraisal of the outlook may be indicated by a
brief survey of the key components of GNP.

Consumption. The ratio of total consumer expenditure to personal dis-
posable income, 93.0 percent in 1961, is expected to rise slightly in 1962.
The proportion of income spent on nondurable goods and services typically
declines during expansion and, this year, will probably fall below the 81.3
percent recorded in 1961. In prosperous periods, consumers devote a larger
share of their incomes to Efcreésmg their wealth. But at the same time

'théy‘show a preference for accumulating wealth in the form of consumer
durable goods. The current strong liquid position of households is likely
to moderate their desire for additional liquidity and to reinforce demands
for durable goods this year. The brisk sales of automobiles in the fourth
quarter of 1961 also point in this direction. An increase in expenditures
for durables from 11.6 percent of disposable income in 1961 to some 1212
percent, approaching the proportions recorded in 1959 and 1960, will prob-
ably outweigh the slight decline to be expected in the fraction devoted to
nondurables and services.

Measured absolutely, rather than as shares of disposable income, all

components of consumer expenditure seem headed upward in 1962. Per-
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sonal disposable income is likely to grow substantially. It will probably
advance at a somewhat slower rate than GNP for the following reasons:
(1) Corporate profits rise sharply in cyclical upswings, and dividend pay-
ments lag behind. (2) Government transfer payments to individuals are
held down when unemployment declines. (3) Collections from progressive
personal income taxes rise somewhat faster than personal incomes. But
disposable income will still absorb more than half of the dollar gains in
GNP, and consumer expenditure will account for about half of the total
increment in expenditure. Consumption is now about 65 percent of GNP;
no economic expansion can go far without support from consumers, and
every expansion provides substantial income gains for households. A rise
of $50 billion in GNP for 1962 would be accompanied by an increase of
about $100 in consumption per capita, permitting significant advances in
standards of living.

Government. State and local governments can be expected to add
about $1 billion a quarter to their purchases of goods and services, con-
tinuing their steady upward trend. Federal purchases of goods and services
will rise during 1962 but more slowly than over the past year. The aver-
age increase during the course of 1962 seems likely to be $1 billion a quarter,
compared with $1.7 billion in 1961. New Federal obligations, which
have some effect on business activity before the outlays they foreshadow,
are expected to rise by $5 billion in the year starting next July 1—after a rise
of $12Y4 billion in the current fiscal year.

Inventories. Inventory-sales ratios have declined markedly during this
expansion, as is usual in the first year of an upswing. The ratio of inven-
tories to GNP fell by about 5 percent over the last three quarters of 1961.
More rapid accumulation is to be expected—and welcomed—in the near
future. Analysis supported by prior cyclical experience suggests that inven-
tories will soon begin catching up with total output. If they were to rise
at a quarterly rate of 2 percent, inventory investment would attain an
annual rate of more than $8 billion some time in 1962.

The threat of a midyear steel strike may produce added stockpiling
this spring. In the absence of a prolonged strike, the main effect would
be on the pattern of activity during the year, with the second quarter
stronger and the third quarter correspondingly weaker. Although the year-
end levels and the full year totals might not be seriously affected, this
abnormal factor in inventory behavior would increase the difficulties of
appraising the real strength of the economy. A long strike, of course, could
seriously imperil the prospects for continued vigorous expansion.

Quite apart from the steel situation, inventory investment is likely to
reach its peak before the end of 1962 and cannot be expected to be a
significant expansionary factor in the latter half of this year.

Residential constiruction. With the aid of continued credit ease and
increased household incomes, residential construction ended 1961 with a
rate of activity $2 billion above the average for the year. Further mod-
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erate gains are likely, in part from additions and alterations and in part
from new housing starts. Industry and government specialists have pre-
dicted housing starts of 1.4 million in 1962. Mortgage availability will
influence housing demand considerably. If funds remain readily available,
gains in household incomes are likely to strengthen the demand for new
homes.

Business fixed investment. As Chart 3 shows, rates of capital utilization
have been more favorable to investment demand in the last year than in
1958. Business outlays for durable equipment and nonresidential construc-
tion have risen more promptly and more vigorously to date than-in the
comparable stage of the preceding expansion. Incentives to invest for
modernization and replacement purposes are also favorable. Furthermore,
business fixed investment is volatile; in peacetime expansions, it usually rises
as a fraction of GNP. Even the weak expansion of 1958-60 produced
a 22 percent increase in capital outlays from their low in the third quarter
of 1958 to their peak in the second quarter of 1960. The same performance
in the current expansion would mean a rise of $6 billion from the last quar-
ter of 1961 to the last quarter of 1962. And the major determinants of
investment-—corporate liquidity and profit rates, capacity measures, condi-
tions in financial markets—point to more strength than in the last ex-
pansion. It seems probable that capital outlays in 1962 will surpass their
1958-60 performance.

Prospects for plant and equipment investment are difficult to assess quan-
titatively. Recent surveys suggest that businessmen have not yet planned
any major expansion of productive facilities. But improved economic
conditions have consistently led to substantial upward revisions of plans.
Whether business fixed investment as a share of GNP, 8.9 percent in 1961,
will approach the 1956 and 1957 figure of 10.7 percent or even substantially
surpass the 1960 figure of 9.3 percent cannot be foretold. Much depends
on the extent to which excess capacity declines over the next few quarters
and on the willingness of businessmen to count on continued prosperity.
Capital outlays will also be significantly influenced by the state of financial
markets. The financing of investment will be facilitated by the rising flow
of internal funds from retained earnings and depreciation allowances. But
corporate investment is almost certain to exceed corporate saving in 1962.
Corporations as a whole have strengthened their liquidity position, in part by
long-term financing ahead of investment needs in 1961. Nevertheless, they
will probably require substantial net external financing this year, involving
an increase in the security holdings of households and financial institutions.
Monetary policy can facilitate this external financing.

An important stimulus to capital outlays would be provided by enactment
of the proposed tax credit of 8 percent on expenditures for new durable
equipment. This measure would raise significantly the after-tax return
on new investment. Enactment of the tax credit will help assure sufficient
strength in this central component of demand at the crucial stage of the
recovery.

65

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



Digitized for FRASER

Another favorable factor for the later stage of recovery is the planned
revision by the Treasury of guideline schedules of depreciation on plant
and equipment. The revision will incorporate available current informa-
tion about the economic lives of capital goods and the effects of techno-
logical change on obsolescence.

In 1955-57, capital outlays amounting to more than 10 percent of poten-
tial and actual GNP led to an annual rate of growth of slightly less than 4
percent in the business capital stock. Because total output did not grow
at an equal pace after 1955, excess capacity developed and capital outlays
were sharply reduced in the 1957-58 recession. The excess capacity that
emerged is more accurately attributed to underbuying than to overbuilding.
If purchases by consumers and government had been sufficient to keep the
economy fully employed, rates of capital utilization would not have fallen.
Business firms would have had sustained incentives to enlarge their produc-
tive facilities at the rate of nearly 4 percent a year. Better performance in
maintaining full use of resources could justify business fixed investment
amounting to 10 percent or more of the Nation’s output.

Prospects for Full Employment

This appraisal of the prospects for production and income implies an
unemployment rate of 5 percent or somewhat lower at the end of 1962,
but not as low as 4 percent.

The achievement of 4 percent unemployment by mid-1963 requires a
gain of about 11 percent in GNP (in constant prices) over the coming
year and a half. This pace of advance would permit smooth and efficient
adjustments, avoiding bottlenecks that might generate serious upward pres-
sures on prices. It would also allow a gradual transition toward the rates
of expansion that must be expected when full utilization is restored and
output can no longer rise more rapidly than productive potential. A
continued upward movement for more than two years with an over-all
gain of 20 percent in real GNP would represent a very strong expansion.
But a less ambitious rate of recovery to full employment would prolong
the waste of unused resources without gaining appreciably greater assurance
of stable prices.

While this rate of expansion seems feasible in the light of the prospects for
private demand and Administration policies designed to promote expansion
at a desirable pace, any appraisal of the economic outlook must take into
account a wide range of possible outcomes. Weakening of consumer
demand or lack of investment enthusiasm by business firms could endanger
the prospective gains of 1962 and slow down the expansion. Because of the
growth in the labor force and productivity, 1962 could achieve new highs
in output and even in employment without any reduction in the currently
excessive rate of unemployment. Large and continuing gains are needed to
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bring output up to the economy’s potential and to reduce unemployment
to 4 percent of the labor force for the first time since 1957.

An expansion that slows down prematurely is less likely to be lasting. A
slowdown, or even an expected slowdown, in the growth of sales can
diminish incentives to enlarge productive capacity and inventories. A
decline in capital spending and inventory accumulation can convert a
slowdown into a downturn. For this reason, prospects for a lasting expan-
sion rest heavily on the vigor of the upswing over the next few quarters.

The buildup of inventories that is expected in the near future will con-
tribute substantially to household incomes and to the strength of consumer
demand. But by late 1962, continued advance will depend heavily on the
ability of fixed investment outlays to replace inventories as a key expan-
sionary force. If the expansion is vigorous earlier in the year, utilization
rates will be favorable to investment demand in late 1962, and, therefore,
to the continuation of the expansion itself.

On the other hand, private demand can rise too fast or too far. Too
rapid an expansion may strain the adjustment mechanisms of the economy.
In a dynamic economy, patterns of output and employment change from
one cycle to the next. It takes time to re-employ the jobless and to return
efficiently to full utilization of capacity. Hence, a very rapid expansion
of demand might involve price increases, bottlenecks, and inefficiencies
that could be avoided in a more gradual rise to the same levels. The cur-
rent expansion has an enviable record to date: with a 10 percent annual
rate of increase of real output, it has substantially narrowed the gap between
actual and potential output; at the same time, the movements of prices, in-
ventories, and orders show none of the symptoms of strain that would be as-
sociated with excessive speed. If demand for consumer durable goods and
business capital formation were quickly to attain the same strength relative to
incomes as in 1955, reasonable speed limits might be violated. In that
event, full employment might be achieved sooner but policy might have to
contend with excess demands and inflationary pressures.

Still another challenge to policy might come from unexpected behavior
of unemployment relative to output. Given continued growth of potential
output along the 3%, percent trend discussed earlier, the achievement of
full employment in mid-1963 would be associated with GNP of $600 billion
in 1961 prices. Deviations from historical trends in the size of the labor
force, average hours of work, and man-hour productivity can alter the
relationship between output and unemployment. Full utilization of re-
sources may correspond to a somewhat higher or somewhat lower GNP,
In particular, the effects of measures (discussed in Chapter 2) to increase the
rate of growth of productivity, while adding to investment demand during
the expansion, may raise the productive potential output of the economy
abowve its current trend as early as 1963.
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Stabilization policy has contributed significantly to the gratifying progress
of 1961 and to the favorable prospects for 1962. Policy will continue to
promote progress toward full employment, remaining alert to unforeseen
developments which might throw the economy off course. The flexibility
in existing policy instruments can be used to good advantage, as it was in
1961. Furthermore, Administration proposals now before the Congress
would greatly enhance the ability of stabilization policy to counter threats
of oncoming recession with speed and vigor. The record of stabilization
policy in 1961 and its tasks for 1962 are discussed in the remaining part
of this chapter.

PART II: POLICIES FOR MAXIMUM EMPLOYMENT
AND PRODUCTION

In Part I of this chapter, the progress of the economy in 1961 and the
prospect for further progress in 1962 were reviewed in terms of the
objectives of maximum employment, production, and purchasing power.
Part II describes more fully and specifically how government policy can,
does, and will promote progress toward these goals. Two major kinds
of government policy are involved: measures for economic stabilization,
which influence the total volume of spending; and measures to reduce
structural unemployment and underemployment by better mutual adapta-
tion between available jobs and available workers.

EcoNOMIC STABILIZATION

Insufficient demand means unemployment, idle capacity, and lost pro-
duction. Excessive demand means inflation—general increases in prices
and money incomes, bringing forth little or no gains in output and real
income. The objective of stabilization policies is to minimize these devia-
tions, i.e., to keep over-all demand in step with the basic production potential
of the economy.

Stabilization does not mean a mere leveling off of peaks and troughs in
production and employment. It does not mean trying to hold over-
all demand for goods and services stable. It means minimizing deviations
from a rising trend, not from an unchanging average. In a growing econ-
omy, demand must grow in order to maintain full employment of labor
and full utilization of capacity at stable prices. The economy is not per-
forming satisfactorily unless it is almost continuously setting new records
of production, income, and employment. Indeed, unless production grows
as fast as its potential, unemployment and idle capacity will also grow.
And when the economy starts from a position well below potential, output
must for a time grow even faster than potential to achieve full utilization.
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The Postwar Record

Despite the recessions of recent years and the inflationary excesses of the
early postwar years, the postwar record of economic stabilization is incom-
parably better than the prewar. The economy fluctuated violently in
1919-21 and operated disastrously far below potential from 1930 to 1942.
The 1929 level of GNP, in constant prices, was not exceeded, except
briefly in 1937, until 1939. The difference between the 17 percent unem-
ployment of 193) and the 3 percent rate 10 years earlier is a dramatic
measurc of the growth of the labor force and productivity even during de-
pression. Since the war, the economy’s detours from the path of full em-
ployment growth have been shorter in both time and distance. There have
been four recessions, but none of them has gotten out of hand, as did the
decline of 1929-33. All of the declines have been reversed within 13
months, before unemployment reached 8 percent of the labor force. For
this improved performance there are several reasons.

First, the war and preceding depression left business firms and households
starved for goods. Further, wartime earnings coupled with scarcities of
civilian goods, rationing, and price control, saturated business firms and
consumers with liquid assets. For these legacies of depression and war,
the economy paid a price in the inflations of 1946-48 and 1950, with delayed
effects throughout the past decade.

Second, the structure of the economy was reformed after 1933 in ways
which substantially increased its resistance to economic fluctuations.
The manner in which government tax revenues and income maintenance
programs serve as automatic or “built-in” economic stabilizers is described
below. The New Deal strengthened and reformed the Nation’s banking
and financial system with the help of new governmental credit institutions,
deposit insurance, and loan and guarantee programs. These have virtually
eliminated the possibility that economic declines will be aggravated by
bank failures, foreclosures, and epidemic illiquidity.

Third, there is a significantly improved understanding of the manner in
which government fiscal and monetary tools can be used to promote
economic stability. Under the Employment Act and the climate of opinion
which it symbolizes, the Government has been expected to assume, and has
assumed, greater responsibility for economic stabilization.

Finally, businessmen and consumers no longer regard prolonged and deep
depression as a serious possibility. They generally expect recessions to end
quickly; they anticipate a long-term upward trend in the economy; and they
spend and invest accordingly. This stability of expectations is in part the
result of stability achieved in fact, and reflects general understanding of the
structural changes which have contributed to it. But expectations of
stability are also a cause of stability—nothing succeeds like success.
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Achieving Greater Stability

While our postwar performance is a great advance over that of prewar
years, it 1s still far from satisfactory. We have had no great depression, but
we have had four recessions. Even the relatively short and mild recessions
of the postwar period have been costly. In the last decade, the Nation has
lost an estimated $175 billion of GNP (in 1961 prices) by operating the
economy below potential. Industrial production has been below its previous
peak nearly half the time since 1946.

There is general agreement that economic fluctuations in the United
States are intensified by—if not always caused by—a rhythm in inventory
investment, alternating between periods in which stocks are accumulating
at an excessively high rate and periods in which they are being liquidated.
But it is not beyond hope that stabilization measures, both automatic and.

discretionary, can be strengthened in force and improved in timing so as

to compensate for inventory swings better than has been true in the past.
If this is done the swings themselves will be dampened.

The possible gains from improved economic stabilization are impressive.
Losses of production, employment, and consumption will be cut. More
saving and investment will be realized, contributing steadily to the long-
run growth of production potential. Business, consumer, and labor decisions
will allocate resources more efficiently when they respond less to cyclical
prospects and more to long-run developments. There will be less need and
less justification for restrictive practices which are now designed to provide
sheltered positions in markets periodically hit by recession.

It is true that an economy operating steadily at a high level of employ-
ment, with only limited excess plant capacity, is more subject to the risks
of price increases than an economy with heavy unemployment and large
unused capacity. However, the dampening of economic fluctuations may
itself help to counter this tendency. Cyclical fluctuations have been
exerting a “ratchet effect” on prices; costs and prices have been relatively
inflexible downward in recessions but have been responsive to increases
in demand during recoveries. Cyclical swings in total spending also tend
to be accompanied by sharp and transitory shifts in the composition of
spending. Because prices and costs respond more readily to upswings than
to downswings, these rapid changes in the composition of demand impart an
upward bias to the whole price level. These sources of upward price bias
will tend to be reduced as a more even pace of advance is achieved.

To capitalize on the potential gains of stabilization requires skillful use of
all economic policy, particularly budgetary and monetary policy.

Tuae FEbERAL BUDGET AND EconNoMic StaBILITY

Federal expenditures and taxes affect total employment and production by
influencing the total volume of spending for goods and services. Direct
Federal purchases of goods and services are themselves part of total demand
for national output. In addition, the Federal Government makes “transfer
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payments” to individuals, for which no current services are rendered in
return. Examples are social security and unemployment insurance benefits,
and veterans compensation and pension benefits. Both purchases of goods
and services and transfer payments add to private incomes and thereby
stimulate consumption and investment. Federal taxes, on the other hand,
reduce disposable personal and business incomes, and restrain private
spending.

By increasing the flow of spending, additional Federal outlays—with tax
rates unchanged—have expansionary effects on the economy. Whether an
expansion in spending—government or private—leads mainly to more
output or mainly to higher prices depends on the degree of slack in the
economy. Under conditions of widespread unemployment and excess
capacity, businessmen respond to higher demand by increasing production;
under conditions of full employment, prices rise instead. In the slack econ-
omy of 1961, for example, additional demand from both private and public
sources was readily converted into increased production.

Built into the Federal fiscal system are several automatic defenses against
recession and inflation. Given the tax rates, tax revenues move up and down
with economic activity, since most taxes are levied on private incomes or
sales. Indeed, tax revenues change proportionally more than GNP.
Furthermore, certain Federal expenditures, such as unemployment com-
pensation payments, are automatically affected by the state of the economy.
Economic fluctuations, therefore, result in substantial changes in Federal
expenditures and revenues, even when basic expenditure programs and
tax rates remain unchanged. With the present system of tax rates and un-
employment compensation payments, a one-dollar reduction in GNP
means a reduction in Federal tax receipts and an increase in transfer pay-
ments totaling about 30 cents. Therefore, private incomes after Federal
taxes fall by only 70 cents for each reduction of one dollar in GNP. For
this reason, any initial decline in spending and output is transmitted with
diminished force to other sectors of the economy.

These automatic or built-in stabilizers moderate the severity of cyclical
swings in the economy. If the forces eausing a downturn in economic
activity are weak and transient, the automatic stabilizers cushion the severity
of the decline and give the basic recuperative powers in the private economy
a better opportunity to produce a prompt and full recovery.

But if the forces causing the downturn are strong and persistent, the
built-in stabilizers may not suffice to prevent a large and prolonged reces-
sion. Furthermore, they are blindly symmetrical in their effects. When
economic activity quickens after a slump, the rise in Federal revenues
begins immediately and slows the recovery in employment and incomes.
For these reasons, the task of economic stabilization cannot be left en-
tirely to built-in stabilizers. Discretionary budget policy, e.g., changes in
tax rates or expenditure programs, is indispensable—sometimes to rein-
force, sometimes to offset, the effects of the stabilizers.
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To be effective, discretionary .budget policy should be flexible. In
order to promote economic stability, the Government should be able to
change quickly tax rates or expenditure programs, and equally able to re-
verse its actions as circumstances change. Failure to arrest quickly a down-
turn in income, production, and employment may shake the faith of firms
and households in prompt recovery and thereby lead to a cumulative
decline. Delay in countering inflationary pressures may permit the develop-
ment of a self-propelling speculative boom, with disruptive consequences
to the domestic economy and the balance of payments. If moderate fiscal
action can be taken quickly and can be speedily reversed when circumstances
warrant, the dangers of overstimulating or overrestricting the economy are
much smaller than if fiscal responses are sluggish and difficult to reverse.

Fiscal policy can be made a more flexible and more powerful tool of
economic stabilization by means that do not change the basic structure and
level of taxation or the long-run size and composition of Federal expenditure
programs. Changes in the basic structure and level of taxation should
be made by the Congress with full deliberation in the light of the many
relevant considerations, including the long-run revenue needs of the Gov-
ernment, equity among individuals and groups, and the effects of various
taxes on economic efficiency and growth. Similarly, changes in the
magnitude and content of government expenditures should represent the
considered judgment of the people and the Congress on national priorities.
For purposes of economic stabilization all that is needed of tax policy is
temporary variation in the general level of tax rates within the exist-
ing structure, and all that is required of government outlays is timing of
certain expenditures so that they bolster employment and purchasing power
when the economy needs stimulus and taper off as it approaches full em-
ployment. In both cases, the form of action required for purposes of
stabilization and the procedure for taking timely action can be agreed upon
in advance.

The President’s Recommendations

The President has recommended a three-part program for economic sta-
bilization. Its enactment would be the most significant step forward in
policy for economic stabilization since the Employment Act itself. These
three measures parallel recommendations of the Commission on Money and
Credit, a private group of leading citizens representing diverse economic in-
terests and viewpoints.

Stand-by capital improvements authority. Under the first measure, the
Congress would give the President stand-by authority to initiate at a time
of rising unemployment up to $2 billion of public investments. More specif-
ically, the program of accelerated capital improvements could be initiated
by the President within two months after the seasonally adjusted unemploy-
ment rate (a) had risen in at least three out of four months (or in four
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out of six months) and (b) had risen to a level at least one percentage
point higher than its level four months (or six months) earlier. Before
invoking this authority, the President would be required to make a finding
that current and prospective economic developments require such action
to achieve the objectives of the Employment Act.

Under the program, the President would be authorized to commit up to
(1) $750 million for direct Federal expenditures, (2) $750 million for
grants-in-aid to State and local governments, (3) $250 million in loans to
such States and localities as would otherwise be unable to meet their share
of project costs, and (4) a further $250 million to be distributed among
the above three categories as he might deem appropriate. Once initiated,
the program could be terminated at any time by the President.

The program is designed to permit the timely initiation and execution
of capital improvement projects which are desirable in their own right.
To insure that the projects are appropriately timed, several important safe-
guards are incorporated in the proposal. An expanded capital improve-
ments program initiated by the President under this authority would auto-
matically be terminated within 12 months after initiation, unless extended
by the Congress. Once a program had been terminated, a new program
under this authorization could not be initiated by the President for 6
months. With respect to grant-in-aid expenditures, the President would
be required to prescribe rules to assure that assisted projects were of high
priority, were a net addition to existing State and local expenditures, and
were of the type which could be started quickly and carried speedily to
conclusion. Under existing legislation, Federal advances are provided to
aid State and local governments to plan projects which would meet these
specifications.

To insure that the projects are desirable on their own merits, the pro-
posal would limit direct Federal expenditures to projects and programs
previously authorized by the Congress. Appropriate projects would include
resource conservation (e.g., reforestation, reseeding of range lands, timber
stand improvement) and various Federal public works, including construc-
tion, repair, or modernization of Federal buildings. Examples of projects for
which State and local governments could receive grants are hospitals, air-
ports, schools, waste treatment facilities, street repairs and improvements,
water ang sewer systems, and deferred maintenance and improvement of
public buildings.

The unemployment criteria for triggering the accelerated capital
expenditures program are rigorous enough to prevent untimely or pre-
mature activation, but not so restrictive as to delay the effects of the
program until late in the recovery period. The criteria for initiation
of the program would have been met in the early stages of each of the four
postwar recessions. Furthermore, no false signals would have been given.
Even if the criteria were to give a false signal in the future—for example
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if unemployment were to rise because of a major strike—the President
simply need not invoke the authority.

Table 6 shows the dates at which the unemployment criteria would first
have been met in each recession of the past decade, the date of the previous
peak, the date of the low point of the recession, and the date at which the
economy subsequently returned to full employment. Inevery case, Presiden-
tial authority could have been invoked within four months after the previous
cyclical peak and well before the trough of the recession. The first impact of
orders, contracts, and expenditures under the program would have been felt
within one or two months after the authority was invoked.

TABLE 6.—Hypothetical timing of proposed capital improvements program in four postwar business
cycles

Business eycle Unemployment criteria Subsequent achievement

Business eyele trough

met ! of full employment 2
November 1948 March 1949 October 1949 October 1950
July 1953 November 1953 August 1954 July 1955
July 1957 November 1957 April 1958 ®)
May 1960 August 1960 February 1961 )

1 Criteria are met in any month in which the seasonally adjusted unemployment rate (a) had risen
in at least three out of four months (or in four out of six months) and (b) had risen to a leve] at least one
percentage point higher than its level four months (or six months) earlier. Program could be initiated
within two months after criteria are met.

2 The date at which the economy returned to the neighborhood of a 4 pereent unemployment rate.

s Full employment has not been achieved since the beginning of the 1957 recession.

Source: Council of Economic Advisers.

The major impact of the program would occur when a stimulus is
needed to arrest economic decline or support recovery. It would not be
delayed until private demands are already pressing hard on the economy’s
capacity to produce. Table 6 indicates that a quick-starting, fast-moving
capital expenditures program begun in the early stages of recession could
have been terminated before the economy returned to full employment.

Stand-by tax reduction authority. The second recommendation is to
establish a procedure for making quickly a temporary across-the-board re-
duction in the individual income tax rate. Such a reduction would be a
speedy and powerful method of augmenting purchasing power throughout
the Nation.

Specifically, the President would be given stand-by authority, subject
to congressional veto, to reduce temporarily all individual income tax rates,
in accordance with the following procedure:

(1) Before proposing a temporary tax reduction, the President must
make a finding that such action is required to meet the stabiliza-
tion objectives of the Employment Act.

(2) Upon such finding, the President would submit to Congress a
proposed temporary uniform reduction in all individual income
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tax rates. The proposed temporary rates may not be more than
5 percentage points lower than the rates permanently established
by the Congress.

(3) This change would take effect 30 days after submission, unless
rejected by a joint resolution of the Congress.

(4) It would remain in effect for 6 months unless revised or renewed
by the same process or extended by a joint resolution of the
Congress.

(5) If the Congress were not in session, a Presidentially proposed tax
adjustment would automatically take effect but would terminate
30 days after the Congress reconvened. Extension would require
a new proposal to the Congress, which would be subject to
congressional veto.

An across-the-board variation in the basic individual income tax rate
can be a potent stabilization measure. At the current level of taxable in-
come, a reduction of 1 percentage point in the tax schedule would add about
$2 billion, at annual rates, to disposable personal income, and a full 5 point
reduction would increase disposable income by $10 billion. Since nearly
three-quarters of the individual income tax is collected through payroll de-
ductions, the rate reduction would have an immediate effect upon incomes
available to consumers. Payments of taxes on estimated declarations would
also be reduced, raising still further the current flow of consumer incomes.
Higher consumer incomes mean higher consumer spending. The resultant
expansion in output and employment by the consumer goods industries and
their suppliers would increase the incomes of those already employed and
create jobs for many of the unemployed.

Policy to reverse recession or speed recovery often calls for a temporary
boost in private purchasing power. Permanent reduction in tax rates
could give the economy as strong, or stronger, a stimulus but at the possible
sacrifice of tax revenues which would be most desirable after the economy
returned to full employment. Private demands are weak in periods of reces-
sion and slack, but a large part of their weakness results from recession and
slack themselves. Once full employment has been restored, with the help
of the temporary tax reduction as well as other measures, private demands
will be stronger simply because capacity operation is itself a powerful stimu-
lus. At that time, the private economy no longer needs the fiscal stimulus
which is appropriate to reverse a decline or support a recovery. In that case
a return to permanent tax rates may be desirable in order to provide room in
a non-inflationary full employment economy for defense outlays and other
continuing government programs of high priority. Indeed, a Federal sur-
plus, normally to be expected at full employment, will provide saving to
finance private investments stimulated by capacity operations and prosperity
profits. Under the proposal, a tax adjustment can be speedily invoked to
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meet the temporary requirements of economic stabilization, without per-
manently sacrificing revenues needed at a later date.

Improvement of the unemployment compensation system. The third
major recommendation is to strengthen the Federal-State unemployment
compensation system. The proposed legislation will make the unemploy-
ment insurance system more effective in meeting its two objectives. Indi-
vidual workers will be more secure against the risks of unemployment. The
economy will be more secure against the risks of sharp declines in purchas-
ing power.

As pointed out in Part I of this chapter, unemployment benefits are now
generally smaller, relative to earnings, than the 50 percent envisaged when
the system was first inaugurated a generation ago. Furthermore, it has
been necessary during the last two recessions to enact temporary legislation
to extend the period of unemployment compensation for the large numbers
of workers who had exhausted their benefit rights. To insure that ex-
perienced workers who suffer long-term unemployment during periods of
prosperity will receive the same benefits as during recessions, the Administra-
tion has proposed a permanent Federal program under which the period
of unemployment compensation would be extended by as much as 13 weeks
for workers who have had at least three years’ experience in insured work.
The proposal also provides, when unemployment is widespread, a Federal
program extending the period of benefits for all insured workers, including
those who do not qualify for the permanent program of extended benefits
because they have had less than three years of experience in insured work.
This extension could be put into effect upon proclamation by the President
when insured unemployment has reached 5 percent and the num-
ber of benefit exhaustions in a three-month period has reached 1 percent
of insured employment. In these periods, regular benefits are exhausted
by large numbers of workers and particularly by workers who have only
limited experience in insured employment.

To raise the percentage of wages compensated by unemployment insur-
ance and to accomplish other needed reforms, the following recom-
mendations are made: (1) an additional three million workers should be
covered; (2) States should be required to meet higher standards with
respect to the amount of weekly benefits; (3) States which have experienced
heavy insured unemployment should receive reinsurance grants; (4) a State
may not deny compensation to claimants undergoing approved training.

Since the unemplbyment compensation system Is an insurance program
designed to be self-financing, increased benefits must be matched by in-
creased contributions. The proposal would increase the taxable wage base
from $3,000 a year to $4,800 and make permanent the temporary increase
adopted in 1961, which raised the net Federal unemployment tax from
0.4 percent to 0.8 percent.
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These three recommendations together constitute a far-reaching innova-
tion in discretionary fiscal policy. At the same time, they are moderate
proposals, carefully defining and limiting the authority which they confer.
They will go a long way toward providing the flexibility in fiscal policy which
is essential if the Nation is to make prosperity the rule and not the exception
in its economic life. In the past 7 years the Nation has undergone three
recessions. In the 41, years since 1957, full employment has not once been
attained. While some fluctuations in business and consumer spending will
always occur, nothing in our free enterprise economy condemns us to repeat
this recent experience. Prudent innovations in the tools of fiscal policy, and
careful use of both new and old tools, can greatly improve the stability of
our economy in the years ahead.

BubceT Poricy, 1958-63

The Federal budget has influenced economic activity in recent years in
two ways: through the workings of the built-in stabilizers, and through dis-
cretionary changes in the budget program. It is not easy to separate these
two influences. In order to do so, it is necessary, first, to view Federal
fiscal transactions in the same accounting framework used to describe the
whole economy. The national income accounts budget is a way of measur-
ing and classifying Federal transactions which accords with the national
income and product accounts for the economy. Second, it is convenient
to have a numerical measure of the expansionary or restrictive impact of
a budget program on the economy. The full employment surplus is such
ameasure. This section discusses these two somewhat unfamiliar but highly
useful tools and then applies them in an analysis of recent and prospective
budget policies.

The National Income Accounts Budget

The effects of Federal receipts and expenditures on the income stream
are most accurately represented when the budget is viewed in the framework
of the national income accounts. These accounts present a consistent
record and classification of the major flows of output and income for the
entire economy, including the transactions of the Federal Government.
There are three major differences between the Federal budget as it is
conventionally presented (the so-called “administrative budget”) and the
accounts of the Federal sector as they appear in the national income. The
major differences between these two budgets, and between both of them
and the consolidated cash budget, are schematically summarized in
Table 7. There are other, less significant differences among the budgets,
such as the treatment of intragovernmental transactions.

First, the national income accounts budget, like the consolidated cash
budget, includes the transactions of the trust funds, which amount cur-
rently to about $25 billion per year and have a significant impact on the
economy. Highway grants-in-aid, unemployment compensation payments,
and social security benefits are examples of trust fund transactions. Because
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TABLE 7.—Major differences ameng three concepts of the Federal budget

Budget concept
Item
Administra- | Consolidated National in-
tive cash come accounts
‘Timing of receipts. . ... _._._._._..__ PR Collections._...| Collections.___| Accruals.......
Treatment of net loans and other credit transactions....| Included_...__ Included..._._ Excluded..___.
Treatment of trust fund transactions_...__.._......_.._. Excluded__. .. Included._.__.. Included....._

Source: Council of Economic Advisers.

the traditional budget—or administrative budget—is primarily an instru-
ment of management and control of those Federal activities which operate
through regular congressional appropriations, it excludes the trust funds,
which have their own legal sources of revenue.

Second, transactions between government and business are, so far as pos-
sible, recorded in the national income accounts budget when liabilities are
incurred rather than when cash changes hands. This adjustment in timing
affects both government purchases and taxes, shifting them to the point
in time at which they are likely to have their principal impact on private
spending decisions. The choice of an accrual, rather than a cash, basis for
timing is particularly important for the highly volatile corporate income
tax. Since these taxes are normally paid more than six months after the
liabilities are incurred, payments of corporate income taxes, as recorded in
the administrative budget, run substantially below accruals in a period of
rising economic activity. For fiscal year 1962, this difference is estimated
at about $3 billion.

Finally, unlike the administrative budget, the national income accounts
budget omits government transactions in financial assets and already existing
assets. The largest omission is the volume of loans extended by the Federal
Government. This volume is estimated at $4 billion net of repayments
in fiscal year 1962. While these loans have important effects on economic
activity, they are properly viewed as an aspect, not of fiscal policy, but
of monetary and credit policy, and are so discussed later in this chapter.
Borrowers from' the Federal Government, like borrowers from private
financial institutions, acquire cash by incurring debts. They add thereby
to their liquidity, but not directly to their incomes.

The Full Employment Surplus

As pointed out earlier in this chapter, the magnitude of the surplus
or deficit in the budget depends both on the budget program and on the
state of the economy. The budget program fixes both tax rates and ex-
penditure programs. The revenues actually yielded by most taxes, and the
actual expenditures under certain programs like ynemployment compensa-
tion, vary automatically with economic activity. V'To interpret the economic
significance of a given budget it is, therefore, essential to distinguish the

78

.org/

Federal Reserve Bank of St. Louis



automatic changes in revenues and expenditures from the discretionary
changes which occur when the Government varies tax rates or changes ex-
penditure programs. The discussion that follows runs in terms of the na-
tional income accounts budget.

In Chart 6 this twofold aspect of fiscal policy is portrayed for the
fiscal years 1960 and 1962. Since tax revenues and some expenditures de-
pend on the level of economic activity, there is a whole range of possible
surpluses and deficits associated with a given budget program. The particu-
lar surplus or deficit in fact realized will depend on the level of economic
activity. On the horizontal scale, Chart 6 shows the ratio of actual GNP to
the economy’s potential, labeled the “utilization rate.” On the vertical
scale, the chart shows the Federal budget surplus or deficit as a percentage of
potential GNP,

CHART 6

Effect of Level of Economic Activity
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The line labeled “fiscal 1960 program” represents a calculation of the
budget surplus or deficit which would have occurred at various levels of eco-
nomic activity, given the Federal expenditure programs and the tax rates of
that year. For the reasons explained earlier, the same budget program
may yield a high surplus at full employment and a low surplus or a deficit at
low levels of economic activity. The actual budget position in fiscal year
1960, a surplus of $2.2 billion or 0.4 percent of potential GNP, is shown at
point A; this accompanied a level of GNP 5 percent below potential. Had
full employment been achieved that year, however, the same basic budget
program would have yielded a surplus of about $10 billion, or nearly 2 per-
cent of gross national product (point F in the chart). The line labeled
#1962 program” similarly shows the relationship between economic activity
and the surplus or deficit, for the budget program of 1962; the expected
deficit is shown at point B, and the full employment surplus at point G.

It is the height of the line in Chart 6 which reflects the basic budget
program; the actual surplus or deficit depends both on the height of the
program line and the level of economic activity. In other words, discre-
tionary fiscal policy, by changing the level of Government expenditures
or tax rates shifts the whole program line up or down. The automatic
stabilizing effects of a given budget program are reflected in the chart by
movements along a given line, accompanying changes in economic activity.
One convenient method of comparing alternative budget programs, which
separates automatic from discretionary changes in surplus and deficits, is to
calculate the surplus or deficit of each alternative program at a fixed level of
economic activity. Asa convention, this calculation is made on the assump-
tion of full employment. In Chart 6, the points F and G mark the full
employment surplus in the budget programs of fiscal years 1960 and 1962,
respectively. The statement, “the fiscal 1960 budget had a larger full
employment surplus, as a fraction of potential GNP, than the 1962 budget”
is a convenient shorthand summary of the fact that the 1962 budget line
was below the 1960 line, yielding smaller surpluses or larger deficits at
any comparable level of activity.

The full employment surplus rises through time if tax rates and ex-
penditure programs remain unchanged. Because potential GNP grows,
the volume of tax revenues yielded by a fully employed economy rises,
when tax rates remain unchanged. Full employment revenues under exist-
ing tax laws are growing by about $6 billion a year. With unchanged dis-
cretionary expenditures, a budget line drawn on Chart 6 would shift upward
each year by about 1 percent of potential GNP.

The full employment surplus is a measure of the restrictive or expansion-
ary impact of a budget program on over-all demand. Generally speak-
ing, one budget program is more expansionary than another if it has a
smaller full employment surplus. One budget program might have the
smaller full employment surplus because it embodies greater Federal pur-
chases of goods and services, in relation to potential GNP. By the same
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token, it leaves a smaller share of full employment output for private
purchase. This means that full employment is easier to maintain under
the budget program with the smaller surplus, because less private demand
is required. It also means that inflation is more difficult to avoid, be-
cause there are fewer goods and services to meet private demand should
it prove strong. Alternatively, one budget program might have a smaller full
employment surplus than a second because it involves either lower tax rates
or larger transfer payment programs. In that event, private after-tax in-
comes are larger at full employment for the first budget program than for
the second. As a result, private demand would be stronger under the first
program. '

If the full employment surplus is too large, relative to the strength of
private demand, economic activity falls short of potential. Correspond-
ingly, the budget surplus actually realized falls short of the full employment
surplus; indeed, a deficit may occur. If the full employment surplus is too
small, total demand exceeds the capacity of economy and causes inflation.

But whether a given full employment surplus is too large or too small
depends on other government policies, as well as on economic circum-
stances affecting the general strength of private demand. If the full
employment surplus is too large, more expansionary monetary and credit
policies may strengthen private demand sufficiently to permit full employ-
ment to be realized. Changes in tax structure, stimulating demand while
leaving the yield of the tax system unchanged, might have the same effect.
Similarly, restrictive changes in other government policies can offset the
expansionary influence of a low full employment surplus.

A mixture of policies involving (1) a budget program with a relatively
high full employment surplus and (2) monetary ease and tax incentives
stimulating enough private investment to maintain full employment, has
favorable consequences for economic growth, discussed in Chapter 2.

The Budget in 1958-60

The analysis of the budget program in terms of the full employment
surplus points to a probable major cause of the incomplete and short-lived
nature of the 1958-60 expansion. The most restrictive fiscal program of
recent years was the program of 1960. Its full employment surplus ex-
ceeded any from 1956 to date. Estimates of the full employment surplus
by half years are shown in Chart 7. The full employment surplus declined
sharply as a result of higher expenditures during the 1957-58 recession
until it reached an estimated $3 billion in the second half of 1958. There-
after, it rose gradually through most of 1959 but then increased sharply to
about $1214 billion in 1960. Thus, whereas the Federal budget contributed
to stability during the contraction phase of the cycle and during the first
year of the expansion, it was altered abruptly in the direction of restraint
late in 1959 at a time when high employment had not yet been achieved.
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CHART 7

Federal Surplus or Deficit:
Actual and Full Employment Estimate
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Federal Fiscal Activity in 1961-62

Immediately upon taking office, the new Administration moved vigorously
to use the fiscal powers of the Federal Government to help bring about
economic recovery. Federal procurement was accelerated by Presidential
directive early in February, and tax refunds were also expedited. A listing
of Administration stabilization policies during 1961 is provided in the
Appendix to this chapter. Changes in transfer programs added about $2
billion to the combined total of transfer payments for fiscal years 1961 and
1962. 'The Veterans Administration advanced the payment of $150 million
of veterans’ life insurance dividends into the first quarter of calendar year
1961, and then made an extra dividend payment of $218 million at midyear.
The Congress promptly adopted a number of measures requested by the
President. A Temporary Extended Unemployment Compensation Act
was adopted, providing for extension of exhausted benefits and giving the
Administration time to develop a comprehensive program for permanent
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improvement in unemployment compensation. Social security benefits
were increased effective in August, and aid was extended to children
dependent on unemployed persons. Transfer payments represent a major
element of flexibility in Federal expenditures. While transfer programs—
like any Federal outlays—ought to stand on their merits, the precise timing
of worthwhile new programs properly depends on economic conditions.
The objectives of economic stabilization in 1961 argued strongly for speeding
the introduction of programs like improvements in social security, scheduled
to be adopted later.

Other Federal outlays increased in 1961 to meet specific national needs.
Federal grants to States and localities for urban renewal, area redevelop-
ment, highways, and public assistance increased. Direct payments to farm-
ers were increased as a result of participation in the feed grains program.
The largest increases in expenditures came in the areas of defense and space
exploration. These programs were expanded for reasons of national se-
curity, not for economic stabilization. However, stabilization objectives
ruled against any increases in tax rates to finance these new expenditures.

During 1961, the estimated full employment surplus declined significantly,
from an annual rate of $12%%, billion in the second half of 1960 to $8%%
billion in the second half of 1961. As shown in Chart 7, the actual surplus
or deficit has been substantially different from its full employment counter-
part. Since private incomes declined during late 1960 and into 1961, the
actual budget position shifted from a surplus of $1 billion in the second half
of 1960 to a deficit of $5 billion in the first half of 1961. Then as the econ-
omy began to recover, the deficit, in the national income accounts, shrank to
$2 billion in the second half of the year. The rising deficit in the early part
of 1961 was due both to a shift downward in its budget program line (as
discretionary budget outlays were increased) and to a movement to the left
along the new line (as private incomes and Federal tax receipts declined).

The Federal national income accounts budget appropriately showed its
largest deficit early in 1961, when the economy was near the trough of re-
cession. Since then, the deficit has been steadily declining in spite of rising
expenditures, and a surplus is expected in the first half of 1962. The ad-
ministrative and cash deficits show a different time pattern, with deficits
rising in the 1962 fiscal year, primarily because tax collections lag behind
tax liabilities.

The fiscal actions taken during the past year reflect the Administration’s
philosophy that the budget is a positive instrument for economic stabiliza-
tion. According to the original January 1961 budget estimates, expendi-
tures on national income-and-product account were expected to reach a level
of $98 billion in fiscal year 1962. Present estimates, which incorporate all
of the changes made by executive and legislative action, indicate that these
expenditures will amount to more than $106 billion. This increase in
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expenditures is itself responsible for a rise in the gross national product that
can be estimated conservatively at $15 billion.

Budget Policy for Fiscal 1963

The balanced administrative budget proposed for fiscal year 1963 projects
an increase over the current fiscal year of nearly $6 billion in Federal outlays
on income-and-product account. Because of the $2 billion a year increase
in social insurance taxes effective January 1, 1963, the full employment
surplus rises in the first half of 1963. But it remains considerably below
the level of 1960 (Chart 7). Fiscal policy will be less restrictive than it was
in the late stages of the last recovery. The budgetary program, yielding a
surplus on income-and-product account of $4.4 billion reflects the reason-
able expectation that 4 percent unemployment will be reached by the
end of the 1963 fiscal year. The feasibility of this objective and the out-
look for the economy have been appraised in detail in Part I above. Ob-
viously, the strength of private demand over the next 18 months cannot now
be assessed with precision. Any plans covering the uncertain future are
necessarily risky. A less expansionary budget with a larger full employ-
ment surplus would provide added assurance of price stability but only at
the cost of increased dangers of an incomplete recovery. A more expan-
sionary budget would, on the other hand, improve the outlook for maximum
production and employment but increase the risks of rising prices.

The risks of an incomplete recovery, on the one hand, or of rising prices
on the other, are fortunately reduced by the automatic stabilizing character-
istics of the budget. If private demand proves excessively bouyant, the
added revenues can be expected to enlarge the surplus in the budget, there-
by moderating inflationary pressures. Conversely, any shortfall in private
demand will likewise be partially countered by a shortfall in tax revenues.
In addition, discretionary policy will remain flexible. First, monetary pol-
icy can be used flexibly. The Federal Reserve can attune its policies to
the pattern of output, employment, and prices as it unfolds during the
months ahead. Second, as the experience of 1961 demonstrated, the budget
itself is a flexible tool which can be adjusted during the course of a fiscal
year by varying the timing of outlays and by legislative action. Finally,
the President’s stabilization proposals described earlier in this chapter,
would, if adopted, significantly strengthen the government’s ability to act
swiftly and energetically in meeting unforeseen economic developments.

MoneTary AND CrepiT Poricies anp Economic StasiLiTy

The second major instrument of the Government for economic stabiliza.
tion is monetary and credit policy, interpreted in the broadest sense to
encompass all governmental actions affecting the liquidity of the economy
and the availability and cost of credit. Here the Federal Government has
broad and inescapable responsibilities, stemming basically from the sovereign
right of Congress “to coin money, regulate the value thereof. . . .” The
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Government’s influence is exercised in several ways—principally through
Federal Reserve control of the total volume of bank reserves, but also
through Treasury management of the public debt and through the admin-
istration of a variety of government lending and credit guarantee programs.
These powers can significantly affect the flow of funds into business invest-
ment, capital expenditures of State and local governments, residential
construction, and purchases of consumer durable goods. Monetary and
credit policies can be flexible, responding at short notice to changes in
economic circumstances and prospects. ‘

In an important sense, the private economy of the United States contains
automatic or “built-in” monetary stabilizers. Unless the Government acts
to make compensating changes in the monetary base, expansion of general
economic activity, accompanied by increased demands for liquid balances
and for investment funds, will tend to tighten interest rates and restrict the
availability of credit. Similarly, a recession of business activity will nor-
mally lead to lower rates, easier terms, and less stringent rationing by
lenders. Like fiscal stabilizers, the monetary stabilizers are often useful
built-in defenses against recessions or against inflationary excesses of de-
mand. But these defenses may not be strong enough. Being automatic
stabilizers, they can only moderate unfavorable developments; they cannot
prevent or reverse them. And at other times, unless the monetary authori-
ties offset their effects, they can operate counter to basic policy objectives,
braking expansions short of full employment. Discretionary policy is
essential, sometimes to reinforce, sometimes to mitigate or overcome, the
monetary consequences of short-run fluctuations of economic activity. In
addition, discretionary policy must provide the base for expanding liquidity
and credit in line with the growing production potential of the economy.
For these reasons, the Federal Reserve System is continuously making and
executing discretionary monetary policy.

The proper degree of general “tightness” or “easiness” of monetary
policy, and the techniques by which the various governmental authorities
can appropriately seek to achieve it, depend on the state of the domestic
economy, on the fiscal policies of the Government, and on the international
economic position. When the economy is in recession or beset by high
unemployment and excess capacity, monetary policy should clearly be
expansionary. How expansionary it should be depends very much upon
the extent of the stimulus that the government budget is, and will be, giving
to over-all demand. When demand is threatening to outrun the economy’s
production potential, monetary policy should be restrictive. How restric-
tive it should be depends, again, upon how much of the job of containing
inflation is assumed by fiscal policy. There is, in principle, a variety of
mixtures of fiscal and monetary policies which can accomplish a given
stabilization objective. Choice among them depends upon other objectives
and constraints. The relation of this choice to economic growth was noted
above; the stabilization of demand at full employment levels by a budget
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surplus compensated by an expansionary monetary policy is favorable to
growth. On the other hand, monetary policy may in some circumstances
be constrained by the balance of payments. If low interest rates encourage
foreign borrowing in the United States and a large outflow of funds seeking
higher yields abroad, monetary policy may have to be more restrictive
than domestic economic objectives alone would dictate. The first line
of defense is to try to adapt the techniques of monetary control, so that
policy can serve both masters at once. Even so, difficult decisions of balance
between conflicting objectives may sometimes be unavoidable.

Monetary Policy and Debt Management

At the beginning of 1960, monetary policy was restrictive and interest
rates were generally at postwar peaks. Despite bullish expectations about
the economy, interest rates soon began a slow decline that lasted seven or
eight months, aided by a gradual reversal of Federal Reserve policy
(Table 8) beginning in March and furthered by the recession starting in
May.

However, the Federal Reserve’s anti-recession policy, for the first time
since the early 1930’s, was constrained by a serious balance of payments
situation. Through its choice of expansionary monetary techniques, the
Federal Reserve sought to avoid adding to the already large outflow of short-
term capital. The 3-month Treasury bill rate did not fall below 2 percent.
Long-term interest rates declined from their peaks but remained con-
siderably above their previous cyclical troughs (Chart 8). This was a mat-
ter of serious concern because of the importance of long-term interest rates
for business capital investment, residential construction, and State and local
governmental spending on public facilities. And neither the money supply
nor long-term private financing responded as promptly as in previous
periods of monetary ease.

The new Administration faced in January 1961 both economic recession
and a crisis of confidence in the dollar that threatened to limit sharply the
use of expansionary monetary policy for economic recovery and growth.
The Administration’s forthright attack on the balance of payments problem
restored confidence in the dollar. The resulting reduction in the discount
on the dollar in the forward markets for foreign exchange eliminated any
significant advantage in sending short-term funds abroad and helped to
make it possible for monetary policy to support domestic expansion.

The ability of monetary policy to support economic expansion at home
without stimulating outflows of short-term funds was simultaneously en-
hanced by new Federal Reserve open market techniques and by Treasurey
debt management policies. In his Economic Message of February 2, the
President had emphasized the importance of “increasing the flow of credit
into the capital markets at declining long-term rates of interest to promote

. domestic recovery,” while “checking declines in the short-term rates that
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CHART 8

Interest Rates in Three Business Cycles
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TABLE 8.—Principal Federal Reserve monetary actions, 1960-61

Date Action

1960: March_.._________. Federal Reserve open market operations modified so as to exert moderately less
restraint on bank reserve positions than in earlier months. Effect was to
allow reduction in net borrowed reserves.

May_ ... Open market operations modified to provide reserves for moderate expansion of

ank credit and money supply.

June__ ... Discount rates reduced from 4 percent to 314 percent.

July. Margin requirements reduced from 90 percent to 70 percent.

August.. ... . _._ Authorized member banks to count about $500 million of vault cash as required
reserves. Reduced reserve requirements against demand deposits at central
reserve city banks from 18 percent to 17'4 percent, effective September 1,
releasing about $125 million of reserves.

August-

September.______. Discount rates reduced from 313 percent to 3 percent. Open market operations
modified to suggest a positive attitude toward increasing the availability of
reserves,

October....._....__ Purchased short-term U.S. Government securities other than Treasury bills for
first time since 1958 to minimize downward pressure on 3-month bill rate,
thus keeping bill rate more competitive internationally.

November-

December.......__| Authorized member hanks to count all vault cash in meeting reserve require-

ments, reduced reserve requirements against demand deposits at central
reserve city banks from 17)4 percent to 1614 percent, raised requirements for
country banks from 11 percent to 12 percent. Net effect of actions was to re-
lease about $1.3 billion of reserves,
1961: January-early
February.._ __.___ Open market operations aimed at maintaining ease in member bank reserve
positions, with seasonal increases in reserve funds about offset by gold outflow
and other factors draining reserves.

February-

December..._._.. On February 20, began providing reserves through purchases of longer-term
U.S. Government securities, while selling short-term Government securities
at times.! Expansion in money supply became more rapid later in the year,
with monetary ease being maintained throughout the year.

December........_. Board of Governors announced increase in maximum rates payable on savings

and other time deposits, effective January 1, 1962. The action was taken to
promote competition for savings and to encourage retention of foreign funds
by member banks and thus moderate pressures on this country’s balance of
payments.

1 Treasury also purchased very long-term U.S. Government securities for Government investment accounts.
In his Economic Message of February 2, President Kennedy had announced that the Federal Reserve
and Treasury were developing techniques to help keep long-term rates down while holding short-term rates
at internationally competitive levels.

Source: Couneil of Economic Advisers,

term securities, while the Treasury further increased the outstanding supply
through new cash offerings. On February 20, the Federal Reserve an-
nounced a new policy of providing bank reserves through purchases of U.S.
Government securities of longer maturities, particularly in the 3- to 6-year
range. Its purchases of U.S. Government securities of maturity of more
than 1 year amounted to $2.6 billion in 1961. The Treasury, in administer-
ing the investment portfolios of various government investment and trust
accounts, made substantial purchases of securities of maturities of more than
10 years. Aided by these actions, long-term bond rates declined until May
and rose only moderately thereafter in the face of an economic recovery
that had begun in February.

Through substantial net purchases of U.S. Government securities, the
Federal Reserve increased member bank reserves in 1961 by about $1 bil-
lion. . As a result banks steadily expanded their loans and investments; the
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increase during the year was considerably more than in 1960 and about the
same as in the peacetime record year, 1958. Persistently expecting an up-
trend in market interest rates, banks maintained lending rates in the face of
generally weak demands for short-term loans, and added $6 billion to their
holdings of U.S. Government securities. However, the expansion of bank
holdings of Government securities made more funds available on the open
market. And the high level of bank holdings of short-term government
securities, combined with abundant free reserves, put pressure on banks to
expand business loans and to lend directly in the capital markets. As mone-
tary ease persisted and expectations of rising interest rates subsided, banks
stepped up purchases of State and local securities and expanded mortgage
lending. The 7 percent increase in total bank deposits and currency during
1961 fell just short of the peacetime record, although public preference for
time deposits held the increase in the money supply (demand deposits and
currency) to about 3 percent.

The liquidity of the economy was also increased by changes in the
composition and level of the Federal debt held outside the Federal Reserve
and the Treasury. Open market and debt management operations added
substantially to the supply of U.S. Government securities maturing within
1 year. The volume of less liquid securities, maturing within 1 to 5 years,
declined. The volume of outstanding securities greater than 5 years in
maturity remained the same. The average maturity of that part of the
debt held outside the Federal Reserve and U.S. Government investment
accounts declined from 58 months to 56 months. The average maturity
of the total marketable public debt changed little in 1961. Two advance
refundings, designed to have a minimal impact on over-all liquidity, helped
to offset shortening as a result of mere passage of time.

Federal Reserve and Treasury debt operations provided the basic liquidity
necessary for economic expansion. Individuals, in addition to increasing
their deposits in commercial banks, stepped up their accumulation of
claims on such financial intermediaries as savings and loan associa-
tions, mutual savings banks, and life insurance companies, while cutting
down their purchases of securities on the open market. This behavior was
in part a response to the high level of interest and dividend rates paid by
financial intermediaries relative to yields of high-grade open market securi-
ties. Liquid assets held by the public—defined to include the money
supply, savings deposits and shares, U.S. Savings bonds, and short-term
U.S. Government securities—grew by 7 percent in 1961, paralleling the
rise in GNP. Financial intermediaries used the funds which flowed into
them from the public to extend credit by acquiring mortgages, bonds, and
other loans and securities. In this way, their operations both increased
the liquidity of individuals and made more long-term credit available.

The total volume of mortgage, corporate, and State and local long-term
financing rose sharply to what appears to be a new record (Table 9).
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TaBLE 9.—Funds raised in money and capital markets, by type of instrument, 195761

[Billions of dollars]

Type of instrument 1957 1958 1959 1960 1961t
Total __...._... 36.6 46. 2 61.2 39.5 50. 1
Federal obligations 2. 1.1 9.0 1.3 | —2.2 6.6
Short-term 3 5.5 -1.2 5.5 -5.1 10.5
Long-term ¢ —4.4 10.2 58 2.9 -3.9
Private 35.6 37.3 49.9 41.6 43.5
Short-term .. ________________ 7.4 5.3 16.9 13.4 9.8
Business bank loans. 2.3 1.3 7.5 3.2 2.0
Consumer credit. _ 2.8 .3 6.4 3.9 1.1
Other_ L 2.3 3.7 3.0 6.3 6.7
Long-$erM . o eceieeeeea 28.2 32.0 33.0 28.1 33.7
State and local securities. 4.6 5.7 4.9 3.6 5.3
Corporate securities. . . 9.8 8.2 6.5 6.9 7.9
Other securities 5. _ 1.7 2.8 2.5 2.2 2.4
Mortgages . e maes 12.1 15.3 19.2 15.4 18.1

1 Preliminary estimates by Council of Economic Advisers.

2 Excludes consumer-held savings bonds and notes issued to international organizations; includes non-
guaranteed securities issued by Federal agencies.

3 Direct marketable issues maturing in one year or less.

4 Includes direct Treasury issues maturing after one year and all nonguaranteed securities.

5 Investment company share issues and foreign security issues.

Nore.—Detail will not necessarily add to totals because of rounding.
Source: Board of Governors of the Federal Reserve System (except as noted).

Corporations borrowed unusually heavily in long-term capital markets but
added in the aggregate almost as much to their financial assets, of a gen-
erally liquid character, as to their financial liabilities. Monetary ease,
in facilitating this financing, laid the financial groundwork for expanded
corporate capital spending in the future.

Because of the expansion in liquidity and in the supply of credit through
financial institutions, interest rates were relatively stable during 1961, in
sharp contrast to the previous upswing (Chart 8). The rate of 3-month
Treasury bills fluctuated within the narrow range of 24 and 2V, percent
during most of the year, rising somewhat above this range toward the close.
Most long-term rates declined through May and thereafter increased by
only a small amount. Rates on home mortgages, which are more sticky
than most other rates, continued to fall until midyear, and then remained
fairly stable. Thus, 1961 has demonstrated that interest rates do not have
to rise sharply in cyclical recoveries. Their movement is not governed by
immutable natural law. It depends upon all economic circumstances and
governmental policies affecting the supply of funds and the demand for
them.

The behavior of interest rates during the year may also have signaled
the ending of the upward trend in rates from the low levels at which they
were pegged prior to the Treasury-Federal Reserve Accord of 1951.  While
this trend was in part an adjustment to the profitability of investment in
capital goods, it also reflected the spread of inflationary expectations. Re-
cent stability in industrial and consumer prices may, however, diminish in-
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flationary psychology, so that inflation premiums would gradually be shaken
out of the interest rate structure.

The climate for equity financing was also favorable during 1961. Com-
mon stock prices rose by about 25 percent, anticipating in part a recovery of

corporate profits, and the average dividend yield on stocks fell below 3
percent.

Federal Credit Programs

The Administration sought to make credit readily available at liberal
terms through programs of Federal lending and Federal insurance and
guarantee of private lending. Important steps were taken to stimulate
housing construction. Early in the year, the Federal Housing Administra-
tion (FHA) reduced the maximum permissible rate on insured mortgages
in two steps, from 534 to 5V percent. The Federal National Mortgage
Association (FNMA) supported these reductions by its secondary market
operations in mortgages, raising both its purchase and selling prices re-
peatedly. Up to midyear, sales of mortgages by FNMA exceeded pur-
chases, but after midyear its operations added to the supply of funds avail-
able for mortgages. The Federal Home Loan Bank Board and the regional
Banks liberalized regulations and reduced interest rates on advances in order
to stimulate mortgage lending by savings and loan associations.

For the longer run, the Housing Act of 1961 expanded or liberalized
many existing credit programs and initiated new ones. A new FHA in-
surance program was set up for middle-income housing, with FNMA also
prepared to purchase these mortgages under its special assistance programs.
Maturities up to 35 years, in some cases up to 40 years, were authorized for
FHA-insured mortgages and insurable loan-to-value ratios were increased.
A new FHA program for insurance of long-term home improvement loans
was instituted. FNMA made the new home improvement loans eligible
for purchase under its secondary market operations, and, when used to
finance rehabilitation of homes in urban renewal areas, the new loans are
eligible for purchase by FNMA under its special assistance program.
FNMA also was authorized to make short-term loans secured by federally
underwritten mortgages. Funds were provided for loans for public facil-
ities, college housing, farm housing, housing for the elderly, and FNMA
special assistance. The capital grant authority for urban renewal was
increased by $2 billion.

Other Federal credit programs contributed to making credit more gen-
erally available at liberal terms in 1961. In particular, the Small Business
Administration reduced the interest rate on loans made in areas of sub-
stantial unemployment and instituted a simplified program to expand
bank participation in small business loans.

Federal credit programs will support economic expansion during the
coming fiscal year. New commitments are expected to rise to record levels.
Direct loans and mortgage purchases (including trust fund purchases) will
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approach $9 billion, $3 billion more than anticipated collections on out-
standing loans. New commitments to guarantee or insure private loans
will for the first time reach $20 billion.

Monetary Expansion and Recovery

As the economy advances toward full employment, it will need more
liquidity. Throughout the postwar period, and particularly in the three
previous economic recoveries, the growth in liquidity has fallen considerably
short of the growth in GNP. The economy had to work off the excess
liquidity inherited from the war, interest rates were generally rising, and
expectations of higher prices were spreading. These factors worked to
reduce the liquidity requirements of the economy relative to GNP. And
the growth in nonmonetary liquid assets diminished even more the needed
growth in the money supply (bank deposits and currency). Business
firms, government units, and individuals learned, to their advantage, how
to minimize holdings of cash.

For each 1 percent rise in GNP in the three past economic recoveries,
commercial bank deposits and currency increased by only about one-third
of 1 percent, while liquid assets, more broadly measured, increased by about
two-fifths to three-fifths of 1 percent. If these relationships should hold in
the current economic recovery, and if gross national product rises to full
employment levels by the middle of 1963—an increase of more than
20 percent from the trough in the first quarter of 1961—commercial bank
deposits and currency would grow over the same period by 7-8 percent
and liquid assets by 11-12 percent.

In the current recovery, however, the factors that served to limit liquidity
requirements in the earlier recoveries may well be less important. In
particular, interest rates may appropriately be more stable, for reasons
already explained. Thus, these estimates of needed liquidity are probably
conservative. The appropriate expansion of liquidity will depend upon
the strength of private demands, on the tightness of fiscal policy, and on
the balance of payments position.

IMPROVING THE MOBILITY OF RESOURCES

Maximum employment and production depend not only on the success
of stabilization policy in maintaining demand at appropriate levels but also
on the mobility of labor and other productive resources in response to
changes in demand and cost. If frictional and structural unemployment
can be diminished, demand can be pressed further before encountering
bottlenecks and price increases. Thus, measures to improve the mobility
of resources enable stabilization policy to aim at, and to attain, higher levels
of employment and production. Such measures are a basic part of the
Administration’s economic program.
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Labor Market Policies

Changes in technology and tastes are constantly altering the pattern of
demand for labor in our economy. New industries appear and expand
while old ones decline; job opportunities multiply in one region and dis-
appear in another; new skills are required as old ones become obsolete.
The more rapidly an economy grows and changes, the greater the flux in
its labor markets.

A high level of over-all demand is a prerequisite for the efficient allocation
of labor resources in a dynamic economy. It furnishes the most important
single incentive for economically desirable labor mobility—the magnetic
attraction of available job openings. However, a high level of demand
will not by itself ensure the best possible degree of occupational, industrial,
and geographic labor mobility, for it will not eliminate some important
impediments to the desirable response of labor to job opportunities. Cer-
tain features of seniority, pension, and other benefit rights may serve to hold
labor in industries and areas experiencing declining demand. Lack of
knowledge of job openings and lack of the skills required to fill them con-
stitute important barriers to labor mobility, and the high cost of moving is
an insurmountable obstacle to the migration of many low-income families to
areas of expanding employment. It is in the best interest of the economy,
as well as of the individuals involved, that these impediments be reduced
and that every wage earner be in a position to select the most favorable
alternative from the widest possible range of employment opportunities,

Employment exchange. Letting employers know about available workers
and telling workers about available jobs are difficult administrative and
technical problems in a labor market as complex as ours. Yet doing this
well can significantly reduce the number and size of labor shortages and
help eliminate pockets of unemployment and underemployment.

A major effort has begun to improve the United States Employment
Service so that it can do a better job in matching job vacancies with people.
The staff has been substantially expanded, particularly in the metropolitan
areas where most workers and jobs are concentrated. This staff will need,
most importantly, to emphasize improvement in the quality of its counseling
and placement work. The flow of information about jobs should be made
nationwide through more extensive exchanges of job information among
the State agencies. Also, since the performance of the important labor
exchange function should not suffer from the tremendous administrative
problems of administering unemployment compensation, these two activities
should be separated where the volume of work permits.

As the United States Employment Service succeeds in improving its
services, more people will use it. The larger the number of employers and
workers using the Employment Service, the more complete will be the
knowledge of the labor market available to each of them. A greatly
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strengthened United States Employment Service will facilitate an expanded
rate of economic growth and contribute to the effectiveness of such specific
government programs as Area Redevelopment, Rural Redevelopment, and
the proposed programs for Trade Assistance and Manpower Development
and Training.

Training. The economic need for facilitating labor mobility through
education and training programs is evidenced by the simultaneous existence
of very low unemployment rates in various skilled, technical and professional
occupations and relatively high unemployment among the less skilled groups.
Programs for education and training should be directed particularly toward
new entrants into the labor force and the training of adults for positions
of increased productivity and income. Racial discrimination in training,.
as well as in hiring, must be eliminated. It is wrong—that is reason
enough—and it is also an enormous waste of human talent.

The Administration is proposing a program to provide useful employ-
ment and training for young people through three pilot programs financed
in whole or in part by the Federal Government. These programs provide
for on-the-job training, public service employment and training, and
employment, training, and educational opportunities through service in a
Youth Conservation Corps. Special training programs for young people
are contemplated ; such programs are urgently needed in urban slum areas.
Some of these programs for the training of youth should help, directly and
indirectly, to stimulate and guide the flow of migration from the farm; in
April 1960, 43.8 percent of the entire farm population and 59.0 percent of
the nonwhite farm population were under age 20.

Lack of education certainly does not imply lack of aptitude, and widened
educational opportunities enable individuals to improve their employment
opportunities as well as the quality of their lives. The Administration’s
program for aid to States and educational institutions in extending and im-
proving adult literacy programs is an important step toward reducing struc-
tural unemployment.

The Administration’s key proposal for manpower development and
training provides for the establishment of programs for selection, place-
ment, and on-the-job training, and for improvement of State training
facilities. Although intended primarily for the unemployed and under-
employed, these programs would also be open to other qualified persons
desiring to improve their skills or to acquire new skills.

Compensation for workers participating in a training program is essen-
tial. At present, many individuals are confronted with the hard choice
between compensation without training and training without compensa-
tion; the necessity for this choice should be eliminated. Unemployed
workers in most States are still disqualified from receiving unemployment
insurance benefits if they participate in education and training programs.
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Moreover, workers receiving benefits are required to be continuously avail-
able for job placement. Compensation for training would make it finan-
cially possible for an unemployed individual to complete a full course of
training or retraining. Under the proposed program, allowances would be
provided for certain trainees not receiving unemployment compensation
benefits. Thus a large part of the cost of trainee compensation under the
program would be offset by reductions in unemployment compensation
payments and various other public assistance expenditures.

A major feature of the proposal is the provision for government studies
on a national and local basis to determine the future requirements of the
economy for various occupations and skills, to anticipate prospective man-
power shortages, and to assure that workers are trained for occupations
where opportunities will exist.

Resource Use in Agriculture

The agricultural population has long been a major source of manpower
for U.S. industry. Many more children are born and raised on farms than
will be needed to produce the Nation’s food and fiber. They must be
educated, trained, and guided to nonagricultural employment. Many
adults now earn substandard incomes in farming. They are not in a techni-
cal sense structurally unemployed, but their distress is nevertheless a symptom
of structural maladjustment. Programs of the kind just discussed—to
facilitate labor mobility and training—can and should help many of these
individuals to find new employment.

During the first two decades of this century, there was serious ques-
tion whether agriculture could, with the closing of the land frontier,
continue to meet the food and fiber demands of a growing national econ-
omy. The rate of growth in farm output was declining, and food and
fiber prices were rising relative to other wholesale prices. The resulting
public concern led to (1) increased emphasis on conservation and resource
investment and (2) increased allocation of public funds for research and
education designed to speed progress in agricultural technology.

By the mid-1920’s, agricultural productivity was rising and farm employ-
ment declining. The full implications of rapid technological progress in
agriculture were, however, obscured by the depression and by the Second
World War and the Korean conflict. During the depression, the cata-
strophic decline in demand for farm products was the compelling problem,
and policy was directed to protecting farm prices and incomes from its
consequences. During the war and the Korean conflict, government pro-
grams were designed to encourage increases in output and to protect farmers
from the effects of price reductions when emergency demands disappeared.

During the 1950’s, the full effects of the programs set in motion early in
the century began to be felt. The demand for farm output rose only slightly
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faster than the population. Rapid gains in productivity put farm prices and
incomes under increasing downward pressure. Farm programs designed
for depression and war were continued, in order to hold at least part of the
social gains from increasing agricultural productivity within the agricultural
sector. Farmers also responded by leaving agriculture at the most rapid
rate in history. Use of labor declined by almost one-third while output in-
creased by more than one-fourth between 1950 and 1961.

By 1960, it was clear that agriculture’s relationship to the general economy
had undergone a fundamental change in several respects. Agriculture can,
without question, meet any foreseeable demands for food and fiber placed
upon it. In 1910, it required 13.6 million farm workers to feed a Nation
of 92.4 million people. By 1960, the population had increased to 180.7
million and farm employment had fallen to 7.1 million. The effects of
fluctuations in national economic activity on the demand for farm output
have been damped by built-in floors under consumer spending and by
continuation of the emergency farm programs. Nevertheless, the stability
and growth of the national economy are still of great importance to the
farm population. Failure to maintain full employment limits the ability
of industry to absorb farm workers displaced by advancing technology.
During periods of peak economic activity, migration has been above 5 per-
cent of the farm population. During recessions in the last decade, the
migration rate out of agriculture has fallen considerably. Thus the problem
of agricultural labor mobility is very largely a question of the availability of
nonagricultural job opportunities. If job opportunities are available, the
general manpower policies discussed above can facilitate the necessary
migration and ease the human problems of adjustment.

Caught between the pressures of a slowly rising demand for farm prod-
ucts, rising productivity in agriculture, and limitations on nonfarm employ-
ment opportunities, total farm income and farm income per capita or per
farm family have lagged behind incomes in the rest of the economy. The
commodity programs have protected farm incomes from even greater de-
clines, but at considerable budgetary expense and at some cost in delaying
adjustment of patterns of resource use in agriculture. In 1961, farm incomes
were increased and a significant start was made toward reduction of costs
of surplus accumulation, storage, and disposal.

Objectives of agricultural policy as it develops in the future should en-
compass both (1) continuation of agriculture’s historic role as a major con-
tributor to national economic growth and (2) equitable distribution of gains
in agricultural productivity between farmers and consumers. Achievement
of these two objectives will require continued rapid transfers of labor from
the farm to the nonfarm sector and reduction in resources devoted to the
production, storage, and disposition of surplus production.
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Appendix

PrograM ForR EcoNoMic RecoviEry aND GROWTH

When the new Administration took office on January 20, 1961, it moved
with speed and vigor to deal with the recession that had begun in May
1960. At his press conference of February 1, the President announced a
series of administrative actions. He followed this with a comprehensive
“Program to Restore Momentum to the American Economy,” delivered
before the Congress on February 2. Legislative requests, some of them
directed toward the immediate situation, others toward future recovery
and growth, were laid before the Congress in this speech and in a series
of messages during the year.

The following is a list of the actions taken during 1961 to foster economic
recovery and growth. Included also are measures (other than defense and
foreign aid) which, though primarily directed to other purposes, contrib-
uted significantly to growth.

A. EXECUTIVE AND ADMINISTRATIVE ACTIONS

1. Accelerated Procurement and Construction

The President directed Federal agencies to accelerate procurement and
construction planned for the rest of fiscal year 1961 under existing funds.

2. Post Office Construction

It was announced that post office construction, originally scheduled for
implementation over 18 months, would be compressed into 10 months
(March to the end of the calendar year). Although changes were
made in this directive before the end of the calendar year, there was a sub-
stantial acceleration during the first half of 1961 in the provision of new
offices. Projects for post offices were concentrated in areas of high
unemployment.

3. Federal-Aid Highways, School and Other Construction

On February 2, the President made available $718 million of Federal-aid
highway. funds scheduled for release in the fourth quarter of fiscal 1961.
Quarterly apportionments for the first and second quarters of fiscal 1962
were also released ahead of schedule, in May and August. On February
16, the President urged State Governors to speed the spending of $1.1
billion in Federal aid for highways, schools, hospitals, and waste treatment
facilities.

4, Accelerated Tax Refunds

Taxpayers: who were eligible for refunds were requested to file returns
early to speed refund payments. In the first three months of 1961, indi-
vidual income tax refunds totaled about $2.1 billion, 31 percent more than in
1960.
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5. Veterans Life Insurance Dividends

On February 1, the President announced that he had directed the
Veterans Administration to advance the payment of veterans life insurance
dividends. The total payable, $258 million, over the entire calendar year
was made available in the first quarter. In addition, a special dividend
payment of $218 million was made in late June and in July.

6. Price Supports and Farm Storage Payments

Price supports were raised on corn, cotton, butterfat and milk, soybeans,
and most other price-supported commodities for the 1961 crop year.

On February 8, the President directed the Department of Agriculture
to speed payments to farmers for storage of crops under price support loans.
The payments, advanced to early March, amounted to about $25 million.

7. Food Distribution

In his first executive order, the President, on January 21, directed the
Secretary of Agriculture to expand the free food distribution program for
needy families in areas of chronic unemployment. On January 24, the
Secretary of Agriculture announced that, through additional purchases of
protein foods, the Government would increase the variety of surplus foods
being distributed. As a result of these actions, the annual rate of distribu-
tion was raised from about $60 million to more than $200 million.

8. Food Stamp Program

On February 2, the President announced the establishment of six area
projects for operation of a pilot “food stamp” distribution program. This
was subsequently expanded to eight areas.

9. Farm Loans

On February 8, the Department of Agriculture announced that, pursuant
to a White House directive, it was making available an additional $50
million for housing loans to low-income farmers. On February 13, the
Department announced that the Farmers Home Administration would re-
lease an additional $35 million for operating loans for farmers. Lending
activity of the Farmers Home Administration for rural area development
was accelerated.

10. Rural Electrification Administration

During the year, the Rural Electrification Administration intensified
its activity in the field of rural area development.
11. Monetary Policy and Debt Management

As the President announced in his February 2 message, the Federal
Reserve and the Treasury Department worked “to further the com-
plementary effectiveness of debt management and monetary policy.”
During the year, their policies were directed toward fostering domestic
economic recovery by providing the base for needed bank credit and
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monetary expansion and by encouraging the flow of savings and credit
into long-term investment channels. The Federal Reserve provided bank
reserves through purchases of securities of more than 1 year. The Treasury
Department has been buying long-term U.S. Government securities for the
trust fund accounts. At the same time, both monetary and debt manage-
ment policies countered downward pressure on short-term rates, with a
view to checking the outflow of funds from this country to money markets
abroad.

12. Housing Actions

On February 1, the President announced a speeding up of the initiation
of projects already approved (including the commitment of available
college housing funds ahead of schedule).

On February 2, the maximum permissible interest rate on insured home
loans of the Federal Housing Administration (FHA) was reduced from 534
percent to 5%, percent, and on May 29 to 514 percent.

The Community Facilities Administration reduced rates on new loans
and broadened the program to include certain communities and projects
previously excluded.

Purchase and sales prices for federally underwritten mortgages under
Federal National Mortgage Association (FNMA) secondary market opera-
tions were raised in a series of steps. After the middle of 1961, purchases
of mortgages by FNMA under secondary market operations exceeded
sales.

The Federal Home Loan Bank Board liberalized terms under which Fed-
eral savings and loan associations can make mortgage loans; broadened the
powers of insured associations to engage in participation loans; allowed
member associations to borrow an amount up to 17V, percent of with-
drawable accounts from Federal Home Loan Banks, in contrast to the
former 1214, percent (this action was taken in two steps); caused Federal
Home Loan Banks to reduce interest rates on advances to members; and
instituted a new program of intermediate advances by Federal Home
Loan Banks.

On February 2, the Urban Renewal Administration requested local
public agencies to accelerate urban renewal activities.

On July 17, FHA eliminated the continuing service charge formerly
permitted for home mortgages of $9,000 or less.

13. Small Business Administration Loans

On April 5, the Small Business Administration (SBA) announced a
decrease from 5%, percent to 4 percent in the interest rate on loans to small
businesses in areas of substantial unemployment, and a liberalization of
size standards. The Agency also reduced from 5-5%, percent to 4 percent
the interest rate on loans to State and local development companies in such
areas. In August, it instituted a simplified bank loan participation plan
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designed to achieve expanded commercial bank participation in small busi-
ness loans.

14. Government Procurement in Areas of Substantial Unemployment

On February 2, the President announced that he was directing the Secre-
tary of Defense, Secretary of Labor, and the General Services Administra-
tion to take steps to improve the mechanism for channeling Federal contracts
to firms both in areas of substantial unemployment and in areas of sub-
stantial and persistent unemployment. Accordingly, the Federal Procure-
ment Regulations have been amended (1) to provide procedures for the
setting aside of appropriate procurements for award to firms which will per-
form a substantial proportion of the contracts in areas of substantial unem-
ployment and areas of substantial and persistent unemployment, (2) to
assure that concerns in such areas are afforded an equitable opportunity to
compete for subcontracts under government prime contracts, and (3) to
clarify and strengthen the preference for firms in such areas in procurements
where equal low bids are received. Similar instructions have been issued
in the Armed Services Procurement Regulation.

15. United States Employment Service (USES)

On February 2, the President directed the Secretary of Labor to expand
and improve services to jobless applicants registered with the USES. Place-
ment services, especially in metropolitan areas, have been realigned to meet
the needs of workers and employers in all occupations. The Bureau of
Employment Security and affiliated State agencies have increased program
emphasis on job development for the unemployed, and testing, counseling,
and placement activities for young people out of school and out of work.

16. Manpower Retraining

In anticipation of passage of the proposed manpower development and
training act, the Secretary of Labor on November 27 requested all States
to develop plans for immediate implementation of the law. In addition, the
Department of Labor and the Department of Health, Education, and
Welfare have coordinated plans for effectively carrying out their respon-
sibilities under the act.

17. Export-Import Bank

The Export-Import Bank announced two new programs which make
available export credit guarantees, insurance and financing for semifinished
and consumer durable goods, and export credit insurance for consumer
goods. The first of these makes available export credit insurance, covering
both political and credit risks on short-term and medium-term credit sales,
which will be issued through a private association of insurance companies.
The second program consists of guarantees issued to financial institutions
and Bank participation with financial institutions which finance exporters’
medium-term credit sales on a nonrecourse basis. Both programs are de-

100

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



signed to enable the exporter to apply for assistance directly to his local com-
mercial bank or insurance broker.

B. LecisLATiVE RECOMMENDATIONS AND AGTIONS

1. Temporary Extended Unemployment Compensation

The President requested the Congress to increase temporarily the period
during which unemployment insurance benefits might be paid. The Con-
gress enacted this proposal. The legislation establishes, on a self-supporting
basis, a temporary program of extended unemployment compensation to
persons who have exhausted their benefits under State and Federal laws.
It provides for agreements with States to pay temporary extended un-
employment benefits, for any worker who exhausts his State benefits between
June 30, 1960 and March 31, 1962, equal to 50 percent of the amount
received in State unemployment benefits or 13 times his weekly benefit
amount. The increases in benefits are being financed by an increase of 0.4
percent in the unemployment tax rate for the calendar years 1962 and 1963.

In addition, the Congress authorized a temporary self-supporting pro-
gram of extended railroad unemployment insurance to workers who have
exhausted normal benefits under the Railroad Unemployment Insurance
Act.

2. Unemployment Com pensation

The President, on June 13, proposed major changes in the Federal-
State unemployment compensation system. The Administration bill, intro-
duced in the First Session of the 87th Congress, would extend the scope
of the system by increasing coverage to include over three million more
workers; increase benefits so that a great majority of eligible claimants
would receive a weekly benefit equal to at least one-half of their average
weekly wage; establish a permanent Federal program of additional compen-
sation for unemployed workers who have exhausted their regular benefits;
and improve the financing of the program by increasing the wage base on
which the unemployment tax is based from $3,000 to $4,800.

In addition, the measure includes equalization grants to States with
high unemployment costs, and a provision precluding denial of unemploy-
ment compensation to claimants who are attending approved training or
retraining courses.

The Congress took no action on the Administration bill in 1961.

3. Aid to Dependent Children

The Congress was requested to extend the program of aid to dependent
children by providing benefits to children who are needy because of the
unemployment of their parents. A bill was passed by the Congress and
signed by the President on May 8. It is estimated that expenditures of
about $100 million in fiscal 1962 are being made under this program.
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4. Social Security Liberalization

The President proposed legislation to improve the old age, survivors, and
disability insurance and public assistance programs. Such legislation was
passed by the Congress and approved by the President on June 30 to provide,
among other things, increased minimum social security benefits, an earlier
retirement age for men, and increased benefits for widows. To meet the
increased benefit costs the Federal Insurance Contribution Act taxes were
increased, effective January 1, 1962, by one-eighth of 1 percent each on
employers and employees.
5. Manpower Retraining

The President proposed a manpower development and training pro-
gram, providing for counseling, training, relocation assistance, and voca-
tional education. The Administration’s bill provides for retraining unem-
ployed persons who cannot reasonably be expected to secure full-time
employment without retraining and for upgrading the skills of other
members of the work force. It also provides for continuing review and
assessment of the Nation’s manpower requirements, for appropriate
methods of testing, counseling, and selecting workers for training, for
determining the skills in which they should be trained, for referral of
workers for training, for placement services after completion of training,
and for financial assistance during the training period for those unem-
ployed workers who cannot undertake a training program without it.

The Senate approved a manpower retraining bill, and a bill was re-
ported out by the House Education and Labor Committee. The House
Rules Committee postponed giving a rule for debate on the bill until 1962.
6. Youth Employment O pportunities

The President recommended the enactment of a Youth Employment
Opportunities bill. The proposal includes on-the-job training programs
conducted in cooperation with both private and public groups, public
service employment programs established in cooperation with State and
local public and nonprofit agencies, and a Youth Conservation Corps
which would perform conservation and related work pursuant to agree-
ments with State and Federal conservation agencies.

Both Senate and House Committees reported out bills on the subject in
1961, but no further action was taken.
7. Minimum Wage

The President signed the Fair Labor Standards Act Amendments on
May 5, extending coverage to approximately 3.6 million additional workers
and increasing the minimum wage to $1.25 an hour over a period of time.
The amendments represent the first Congressional action on extension of
coverage since the Act was passed in 1938.
8. Area Redevelopment

The Administration proposal to aid areas with substantial and persistent
unemployment was enacted and signed by the President on May 1. The
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Area Redevelopment Act provides loans to commercial and industrial
enterprises, loans and grants for community facilities and urban renewal,
all designed to increase employment opportunities in these areas. In
addition, the Act provides for the training and retraining of unemployed
and underemployed residents of these areas and for the payment of retrain-
ing subsistence benefits while in training.

In 1961, 359 redevelopment areas and 9 Indian Reservations prepared
and submitted plans for their over-all economic development. Of these,
plans covering 247 redevelopment areas and 9 Indian Reservations had
been given provisional approval by the end of the year. Eleven projects
involving industrial loans, grants and loans for public facilities, and tech-
nical assistance contracts were approved. Sixty-six more were under active
consideration at the end of the year.

Occupational training programs for unemployed and underemployed
persons were initiated in October 1961, under the provisions of the Area
Redevelopment Act.  Asof January 5, 1962, training projects in 17 redevel-
opment areas located in 7 different States had been approved. These
projects provided for the training of 3,500 workers in 45 courses of instruc-
tion. Fifty training proposals from as many areas are under active con-
sideration, and an additional 50 are in various stages of preparation in local
communities.

9. Housing

A Presidential message sent to the Congress on March 9 included the
following proposals: a 4-year commitment of $2.5 billion for urban re-
newal; long-term, low-interest loans for nonprofit limited dividend rental
and cooperative housing for moderate income families financed by special
assistance from FNMA; expanded public housing and housing for the
elderly; authority for FHA to insure long-term home improvement loans;
additional aid for urban planning, community facilities, and housing re-
search; an extension of the FHA insurance program for middle-income
families to permit in certain cases a 40-year maximum mortgage period, to
remove the downpayment requirement, and to make other changes to ease
housing credit.

The Housing Act of 1961, incorporating the substance of these proposals,
was approved on June 30.

The veterans home loan program was extended by legislation approved
on July 6.

10. Feed Grains Program

The President signed an emergency feed grains bill on March 22. It
authorized the Secretary of Agriculture to make payments to growers on
1961 crops to reduce acreage and output, and to increase support prices
for feed grains. Advance payments were begun shortly after the bill was
signed.
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11. Agriculture

The President sent to the Congress an omnibus farm bill on March 16.
A bill signed into law on August 8 extended and liberalized lending
programs of the Farmers Home Administration, extended the emergency
feed grains program to 1962 crops, authorized a program of payments to
producers for reducing wheat acreage in 1962, extended the special milk
program and the National Wool Act for 4 years, extended the program for
the sale of surplus commodities for foreign currency for 3 years, and author-
ized marketing orders for additional commodities.

12. Federal-Aid Highways

The President, in a message sent to the Congress on February 28, recom-
mended increased taxes and a schedule of authorizations which would
permit completion of the Interstate System in 1972 and an expansion of
other Federal-aid highway programs. The Federal-Aid Highway Act of
1961, approved on June 29, provides increased authorization and revenues
required to permit completion of the Interstate System by 1972, while main-
taining the pay-as-you-build principle.

13. Natural Resources

A Presidential message sent to the Congress on February 23 included a
program calling for increased aid for waste treatment facilities and air
pollution, expansion of the saline water program, accelerated forest plant-
ing, access roads to public forests, purchase of shoreline areas for park sites,
and a 10-year program of grants to the States for planning comprehensive
water development projects. On July 20, the President signed a bill almost
doubling grants for water pollution control and strengthening federal
authority to seek abatement of pollution. On September 22, an extension of
the saline water program for 6 years was approved, with an authorization of
$75 million. To carry out the President’s forestry program, appropria-
tions for the Forest Service were substantially increased with particular
emphasis on the expanded reforestation program, acceleration of recreational
facility development, and strengthening protection against forest fires.
Authorization for the Cape Cod National Seashore was signed into law
on August 7. In the Housing Act of 1961, approved on June 30, partial
grants to localities in an aggregate amount of $50 million were authorized
for the acquisition of land for permanent open space in or near urban areas.

14. Airport Aid

Administration bills authorizing construction grants of $75 million a
year for 5 years were introduced in both the Senate and the House. A
bill signed on September 20 authorized the extension of Federal con-
struction grants to airports for 3 years. A 2-year grant of $150 million
was included in the final money bill approved on September 27.
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15. Aid to Education

The President sent a special message on education to the Congress on
February 20. It included recommendations concerning elementary and
secondary schools and higher education.

Elementary and secondary schools: The President recommended that
the Congress authorize a 3-year program for school construction and
teachers’ salaries. The total cost would be $2.3 billion. The Senate passed
a school aid program, but the House Rules Committee tabled the proposal.

Higher education: Legislation was proposed to provide more than $3
billion in assistance to higher education. The proposals included the ex-
tension and expansion of the low-interest loan program for college housing
facilities; authorization of a new 5-year program under which $300 million
would be loaned each year for the construction of academic facilities;
authorization of a program of 4-year undergraduate scholarships; expanded
student loans and fellowships through the National Defense Education Act.

The Administration supported legislation to provide matching grants for
establishment of educational television stations and for State surveys of
the need for such stations. The Senate passed a bill to authorize aid for
establishment of such stations and the House reported a bill out of Com-
mittee which was substantially the same as the program submitted.

As part of the Housing Bill signed on June 30, the college housing fund
was increased from $1.7 billion to $2.9 billion in four steps by July 1, 1964.

The National Defense Education Act was extended for two years on
October 5, continuing the previous $90 million annual authorization for
student loans.

16. Health Programs

A Presidential message sent to the Congress on February 9 included the
following proposals:

(1) Increased grants for the construction of nursing homes; grants to
States for community health programs, and project grants to develop new
methods of out-of-hospital care; increased project grants for research into
uses of medical facilities, including grants for the construction of experi-
mental and demonstration facilities;

(2) A 10-year program of matching grants for the construction, expan-
sion, and restoration of medical and dental schools with an authorization
of $75 million a year and an anticipated first-year appropriation of $25
million;

(3) Authorization of Federal grants to schools for scholarships for medi-
cal and dental students;

(4) Increased appropriations for existing maternal and child welfare
programs;

(5) Increased vocational rehabilitation grants;

(6) An extended and expanded program of matching grants for the
construction of research facilities and increased appropriations for the
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medical research and training programs of the National Institutes of
Health.

The community health services and facilities bill, approved on Septem-
ber 20, increased from $30 million to $50 million the annual authorization
for grants to States for public health services (with particular attention to
community health service programs) ; authorized an additional $10 million
a year for project grants to develop new methods of out-of-hospital care;
raised from $10 million to $20 million the annual authorization for grants to
build public or nonprofit nursing homes; and increased from $1.2 million
to $10 million the authorization for research into uses of medical facilities
(including construction of experimental facilities).

17. Medical Care for the Aged

The President recommended a health insurance program for those of
age 65 or over who are eligible for Social Security benefits. The insurance
would be financed by an increase in Social Security payroll taxes. Hospital
and home health service benefits would begin October 1, 1962. Nursing
home service benefits would begin July 1, 1963. Action by the Congress was
postponed.

18. Tax Recommendations

Among his tax recommendations, the President asked for the enact-
ment of an investment tax credit as an incentive for the modernization and
expansion of private plant and equipment. He also recommended with-
holding taxes on interest and dividends and a series of measures to eliminate
defects and inequities. This tax program would involve no net loss in
revenue. On August 23, the House Ways and Means Committee announced
that it was postponing further action until 1962.

19. Special Insurance Dividend for Korean Conflict Veterans

On September 13, the President approved a measure authorizing a one-
time special dividend on the otherwise nonparticipating insurance issued
to veterans of the Korean conflict. The dividend declaration amounted to
$56 million of which approximately $30 million was disbursed to eligible
policyholders by the end of calendar year 1961.

20. Small Business Administration (SBA)

Legislative action during 1961 liberalized the Small Business Invest-
ment Program and expanded and strengthened the activities of the Small
Business Administration. Additional private capital was attracted into
small business investment corporations by amendment of the Small
Business Investment Act, which increased the maximum amount of Gov-
ernment participation in a single corporation from the previous limit of
$150,000 to $400,000. The ability of the SBA to lend to State and local
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development corporations was also increased. Amendment of the Small
Business Act provided for the development of a program to assure small
business participation in subcontracts relating to government procurement,
and broadened the authority for research and counseling services for small
business.
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