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Outlook '70-

The Pause That Ref res hes? 

By Shelc/011 W. Stahl 

IN FFBIWARY of thi s ye;1r the U.S. conomy 
quite likely will 111 ;1rk its ninth cons cutive 

year of cconomi , advance . The immensity of 
such a performance may be appreciated by 
noting that the four previous expan ion in 
the post-World War II period ranged from 
only 25 to 45 months- averaging roughly 36 
months in length. Even the prior record 80-
month advance from mid-1938 through Febru­
ary 1945 has long since been eclipsed. Yet, 
despite this remarkable achievement, public 
attention is more likely to be focu sed on the 
economy's nonachievements. Concern and dis­
satisfaction rather than chttion are quite likely 
to be the prevailing sentiments b cau e the 
record that the economy carries into 1970 
bears the deep scars of inflation-an inflation 
which ha demonstrated a stubborn resistance 
to determined fiscal and monetary restraints 
designed to bring it to heel. 

The seeming unresponsiveness of the econ­
omy to anti-inflationary m1111strations has 
raised serious questions as to what lies ahead. 
Will 1970 bring the lo ng-awa ited casing of 
dema nd ;111d supply pressures on prices as the 
economy slows its forward momentum? Can 
such a deep-rooted inflation be dampened 
merely by slowing the economy's rate of ad­
vance, or docs it require an actual decline in 
real growth to accomplish the task? Is pub I ic 
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policy cap,1hlc of brin •in, about ;1 <.ksirahlc 
slowing down in the economy without the dan­
ger of pre ipit ·1ting a recession and e ccssive 
unemployment? If so, how soon might the 
price indexes be expected to reflect the bene­
ficial effects of such moderation in the rate of 
econom ic activity? These questions seem to be 
representative of those being asked by persons 
who are very much concerned about the future 
course of the economy. 

To approach the ai:1swers to these questions, 
and to better understand the concern which 
prompted them, thi s article will review the 
recent economic record - wi th particular em­
phasis on developments in 1969 - and its im­
rlications fo r the outlook in the months ahead. 
Because future events and policy actions loom 
so large in shaping the outlook, some of the 
major element likely to affect economic ac­
tivity in 1970 and some of the issues confront­
ing policymakers will be examined. 

A REVIEW OF THE RECORD 

The Pre-Surtax Period 

ln mid-1965, the trough of the 1960-61 
r cession was more than four years behind 
us. Growth in the major demand ectors of 
the economy had been essentially balanced and 
orderly. From January 1961 through the fir st 
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quarter of 1965, the annual rate of increase 
in consumer prices was only 1.2 per cent; in­
dustrial prices at wholesale rose at an annual 
rate of only 0.2 per cent. For all practical 
purposes, this was a period of essentially stable 
prices. At the same time, the overall unem­
ployment rate declined from near 7 per cent 
at the beginning of 1961 to 4.5 per cent in 
mid-1965. 

It seems clear that the availability of con­
siderable idle resources- both labor and man­
ufacturing plant capacity- was a key clement 
in permitting the economy to expand as 
smoothly as it did. ln addition, stimulative 
fiscal policy and accommodative case in mone­
tary policy throu ghout this period proved to 
be appropriate for sustaining the forward movc-
111<.:nt of the economy. Yet , it is also clc,lr 
that the economy in mid- 1965 , although still 
capable of accommodating further demands, 
no longer had the same real productive 
capabilities as earlier. For the continuing ex­
pansion of output to have remained nonin­
flationary, the scale of demand would have 
had to more closely approximate the growth 
in the resource base from so urces such as 
new entrants into the labor force, additions 
to manufacturing capacity, and increased pro­
ductivity from improved technology. But thi s 
was not the ca e. It was at thi juncture that 

the dimensions of the U. S. commitment to 

Vietnam and the consequent demands to be 

made on the economy changed dramatically. 

That the decision made in mid-1965, to 
heighten significantly the degree of U. S. in­

volvement in Vietnam, would have profound 

consequences for the economy was not long 

in being demonstrated. Real gross national 

product (GNP) gain in the latter half of 1965 
through the fir t quarter of 1966 were at an 

annual rate of more than 7 per cent, or well 
in exec ·s of the economy's longer-run or more 

normal real productive capacity. Price stability, 

both for consumers and at wholesale, gave 

way in the face of overall excess demand. After 
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mid-1965, the need for restraint in monetary 
and fiscal policy became increasingly apparent. 

The response of the monetary authorities to 
thi s shift in the economic climate began late 
in 1 965 and their rest rictive actions extended 
into the latter part of 1966. Federal Reserve 
actions during that period and the details of 
the credit crunch which finally ensued late in 
1966 arc well known and need not be re­
peated here. Despite the costs in terms of the 
credit crunch and the severe impact on home­
building, monetary restraint was succcs ful in 
moderating the rate of economic activity and in 
dampening price inflation for a time. 

However, late in 1966, the monetary author­
iti es were confronted with not only a s vercly 
deprcsscd homebuilding sector, but with a pro­
nounced softening in consumer ex penditures 
as well. Involuntary inventory accumulation 
was added to an already rapid pace of accum u­
lation occasioned by strong defense and capital 
outlays. The stage was ct for a sharp inventory 
adjustment in the first and second quarters of 
J 967, when the lagged effects of earlier mon­
etary restraint would fall on the economy with 
full force. Thus, late in 1966, with inflation 
moderately repressed rather than eliminated, 
the monetary authorities anticipating the dan­
ger of a pronounced weakening in the econ­

omy, shifted the direction of policy toward 
case. 

By early 1967, the shift in monetary policy 

had accomplished a reversal of the fourth quar­

ter decline in bank credit, bank reserves, and 

the money supply. Throughout 1967, growth 

in these monetary aggregates was substantial 

and the economy, after faltering in the first 

half of the year, recovered its momentum. 

For the year as a whole, current dollar G P 
ro e by $44 billion. 

I~rom the point of view of diagno iog a po ·­

sible turning point and avoiding an incipient 

recession, the monetary authorities were quite 

correct in their choice of policy actions. Al­

though the unemployment rate did move above 
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the 4 per cent level in October 1967, it aver­
aged le s than 4 per cent for the year as a 
whole. But the hoped-for fiscal relief in the 
form of a surtax failed to materialize, and 
the cost to the economy in terms of renewed 
upward price pressures proved to be high. As 
1968 opened, both the economy and price 
inflati on were on a strongly rising path. 

The monetary authorities were not ob li vious 
to the resurgence of price increases during 
1967. Poor fir st-h~llf performance of the 
economy and expectations of fi scal restraint 
had stayed the Federal Reserve from moving 
toward re<itraint throughout 1110 t of the year. 
As the year waned, however, with the econ­
omy's strength he ·0111i11)2. more clearly dis · -rn ­
iblc, and with price incrcilscs accelcr.iting, the 
Fed ·ral Rcserv ' in tile fourth qu~1rter increils ·d 
reserve requirement-; and rai sed the discount 
rate. Nonethelc ·s, growth in the monetary 
variables remained substantial through first 
quarter 1968 , and early in 1968 the di scount 
rate was rai sed twice. During the second quar­
ter, grow'th in bank reserves fell close to zero, 
and only negligible growth occurred in bank 
credit. 

In the fir t half year, the increase in cur­
rent dollar G P was nearly $43 billion, or 
about the equi valent of the entire GNP gain 
in I lJ67. However, well mer half of this gain 
was attributable to in reased prices. Despite 
the shift in monetary policy, the lagged impact 
of earlier case and the continued absence of 
a tax increase in the face of growing excess 
demands and rising cost pressures were mak­
ing their inflationary impact felt. Finally, in 
June 1968 , the cumulative pressures on the 
domestic front along with a growing Joss of 
confidence in the dollar internationally pro­
vided the necessary impetus for passage of the 
Revenue and Expenditures Control Act of 
19 68. After more than a year and a half of 
debate, fiscal restraint had been legislated. At 
midyear 1968, the surtax was law, spending 
limits had been impo cd on the budget , and 
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growth in bank credit and bank reserves had 
been dramatically curtai led . 

The Post-Surtax Period 

ln the first half of ca lendar 1968, the Fed­
eral budget on a National lncome Accounts 
(N IA) ba is wa in deficit at an annual aver­
age rate of $9 billion. Thi dropped to a rate 
of les th an $3 billion in the third quarter, 
and was close to zero in the final quarter 
of 1968. In terms of the unified budget, the 
shift for the fi , cal year 1968 and 1969 was 
even more dramatic. From a deficit of $25 .2 
billion in fiscal 1968, the budget moved to 
a $3 . 1 billion surplus in fi scal 1969- a shift 
of $28.3 billion . These dat;i 1 ive clear indic.1 -
tion o f the tlll ti - inlbtionilry sta nce ;issumcd by 
the l udgd pos1t1on with in a r ·lati vdy short 
time after passage of the fis al restraint 
package. 

At the same time, recognition of the de­
flationary implications of the surtax and as­
sociated expend itures const raints soon appeared 
in financial markets. Expectations of a decline 
in the level of interest rates were based on 
several considerations. These included the like­
lihood of slower growth in the economy , as 
well as the possibility of a more accommoda­
tive monetary policy given the strong clement 
of restraint introduced on the fi sca l side. Dur­
ing the early summer months , both longer­
term rates and Treasury bill rate did fall. 
Monetary policy cased and, through open mar­
ket operations , provided a large volume of 
reserves. To buttress the emerging pattern of 
lower rates, the discount rate was lowered 
from 5 1/2 to 5 ¼ per cent in August. 

Nonetheless, despite growth in bank re­
serves at close to 9 per cent during the sec­
ond half of 1968, the decline in interest rates 
was short- li v c.l and the whole spectrum of 
interest rate. was on a sharpl y rising trend in 
the closing months of the year. The reason for 
the emergence of high and ri sing interest rates 
was an intense growth in the demand for funds 
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-a growth traceable to the failure of the econ­
omy to respond either as quickly or as fully 
to fiscal restraint as many observers had 
expected. In particular, consumer spending, 
abetted by a sharp drop in the saving rate, 
rose substantially in the third quarter. Then, 
in the fourth quarter, when the pace of con-
umer pending waned as the surtax bit into 

the growth of di posable per onal income, the 
level of overa ll demand in the economy was 
su tained by a surge in gross private domestic 
investment. Residential and nonresidential con­
struction, plant and equipment spending, and 
inventory investment all contributed to strength 
in investment outlays. And, strong state and 
local government spend ing blunted somewhat 
the tapering off in the grow th of Federal 
expenditures occa:-iioned by tighter spending 
controls. 

During the first half of J 968, the economy 
had shown how sorely strained its real pro­
ductive capacity was, and the strength of de­
mand served to maintain pressure on prices 
during the second half of the year. Inflationary 
expectations grew in both real and financial 
markets. Plant and equipment spending plans 
were revised upward. Credit demands kept 
apace in anticipation of till higher intcrc t 
rates, and as potential borrowers discounted 
price increa cs at an annual rate of more than 
4 per cent from the then high nominal cos ts 
of credit. In retrospect, the inherent strength 

of the economy had been underestimated and 

the short-term deflationary effects of the sur­

tax on aggregate spending had been overesti­

mated. Monetary ease, which prevailed for 

most of the Jast half of 1968, proved to be 

a mistake. Thus, in mid-December, the Fed­

eral Reserve discount rate wa rai eel from 

5 ¼ per cent to 5 ½ per cent. This move, in 

conjunction with open market operation on 

the side of firming, reinforced the upward 

movement of interest rate and brought further 

pressure to bear on financial markets from the 

supply side. At the clo ·e of 1968, and for the 
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first time in the current expansion, the thrust 
of both monetary and fiscal policy was re­
strictive. But the economy in 1968 had re­
corded a 9 per cent ri e in current dollar 
GNP-more than half accounted for by price 
increases. Con umer prices advanced 4.2 per 
cent, an increase half again as large as in 
1967, and wholesale prices for the year rose 
by 2.5 per cen t- al o well ahead of the year­
earl ier pace. A 1969 approached, the task of 
fighting inflation continued to challenge public 
policymakers. 

1969-What Happened? 

Given restrictive monetary a nd fiscal policy 
from the very beginning of 1969, and wi th 
monetary restraint increasing in intensity 
throughout the year, a quick reading of the 
economic record into late 1969 proves very 
disappointing. urrent dollar GNP gains in 
the first three quarters averaged about 7 ½ 
per cent at an annual rate-only sligh tly below 
the 8 per cent average rate for the last half 
of 1968. In the third quarter, 1969, the rate 
of increase had accelerated to almost 8 per 
cent and was above the rate of gain for the 
preceding three quarters. Similarly, the rate of 
advance both for con umcr prices and for in­
dustrial commodities at wholesale had acceler­
ated vi -a-vis 1968 . Late in J 969, consumer 
price were advancing at an annual rate of 

6 per cent, while industrial price were rising 

at more than a 4 per cent annual rate. 

At the same time, pressure on prices from 

wage demands had further intensified even as 

employment growth had slowed. This wage­

push was particularly severe in the construc­

tion trades and served only to exacerbate the 

problem of the residentia l construction sector. 

Hou ing tarts dropp d harply as monetary 

restraint severely restricted the availability of 

funds to the mortgage market- as wa the case 

during J 966. In the face of trong and growing 

anti-inflationary medicine, many wage earners 

and consumers had found that their real in-
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come were bar ly keeping pace with pri ce 
increa cs, while busin e smen saw their profit 
positions dete rio ratin !.; a the yea r progrc, sed . 
Jt would not be surpri sin g th a t the ninth year 
of economic ad va nce might we ll be greeted by 
concern on th e part o f m any obse rve rs, col­
lecti vely wonde rin g why moderation in th e 
conomy had seemin gly fail ed to tak e ho ld . 

A Digression 

T o unde rstand the a nswe r to thi s question, 
it is he lp ful to und ers tand th e way mo ne ta ry 
and fi scal po licy o pera tes. The immediate 
ohje ·t o f a nti - infl a ti onary puhl ic po li cy is lo 

n .:ducc th ' rate o f •row tli o f a 1gre 1 a tc sp ·nd­
in g. Simply sta ted , spend in g c rea tes incom e. 
When thi s incom ' is <.,pe nt, it a ·crucs to o th e rs 
in th e fo rm of wages and sa lar ies , inte res t, 
rent , o r profit s which a rc th en respent in 
empl oy ing economic reso urce, to produce 
goods and services. By reducin g th e ra te o f 
aggregate spendin g, both income growth and 
the de rived demand fo r economi c resources 
wo uld be red uced and pressure on prices 
would be eased. 

Fi sca l po licy m ay he defined sim ply as th e 
Gov rnm ent 's tax in g and spendi ng dec isio ns. 
By spendin g less, or hy ta xin g more to depri ve 
th e pri va t s cto r of th co nomy of fund s 
whi ch might he spent , o r hy some combin a­
ti o n o f th e two, th e Fed ra l G overnm ent may 
inhibi t to ta l spendin g. The shift in th e Fed­
eral budget positi on a fter th e surtax had been 
passed has already been described . It resulted 
both from lower F ederal spend ing and higher 
tax revenues. B ut the immedi ate respon se of 
co nsu mers, it may be recalled , was to reduce 
their sav ing ra tes ra th e r th an the leve l o f the ir 
. r nclin g. B y so do in g. the impact o f fi sca l re­
straint was hlunt ed fo r a tim e, and total spend­
in g r m a in ecl hi ghe r th an wo uld o the rwi se have 
hcen th e case. 

The major instrum ent. o f monetary po li cy 
consist of dec isio ns made or act io ns take n b 
the F ederal R eserve with rega rd to th e level 
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of, or cha nge in , the volum e of mon ey and 
credit and it cost. Like fiscal policy, anti ­
inflati ona ry monetary policy aim to reduce 
the rate o f growth in total spending. To ac­
compli sh thi s, credit policy operate prim arily 
through lowing do wn lending activities of the 
banking system . Ultimately , expan sion of ba nk 
c redit depe nds upon the r se rve base a t the 
di sposa l o f the banking system . ince the Fed­
eral R eserve is the source of additional re­
serves, the link between bank lending a nd 
mone tary poli cy sho uld be clea r. Non e theless, 
despite restri cti ve meas ure by the monetary 
autho riti es, bank s can , fo r a tim e, continue 
to ex pand the ir le nding ac ti viti s by makin g 
adju s tm ent s in th e ir a ss ·ts and li a biliti es. 

Pe rhaps th ' sirnpl ·s t adju stm ent bank s can 
m a ke to ex pand th e ir lending in th e fa ·e o f 
press ure o n reserves is e ithe r lo limit o r to 
reduce lhe ir in ves tm ent . Thi poli cy was 
strongly pursued by banks throughout 1969 . 
At the same time, banks in need of reserves 
m ay bo rrow them from a variety of sources 
such as the Federal funds market, the disco unt 
window of the F ederal R eserve, the E uro­
do llar m a rket, and through competition for 
tim e deposits. M o re recently , bank s a lso have 
made heavy use o f the commerc ia l paper m a r­
ke l to rai se fund s. The fa ct thal these o urccs 

a rry e ithe r no re erve requirem ents, o r lower 
r e rve requirem ent than fo r d ma nd depo its, 
wo uld ugges t their continued a ttrac tivene s a 
a so urce o f fund even when mone ta ry re­
stra int dimini shes. However, as the F ederal 
Reserve adhered to a tight credit policy, a 
number of these avenues were effectively re­
stricted and the cost of borrowing these fund s 
becam e progre sively higher. While the inven­
tiveness o f the banking sys tem can fore tall the 
im pact o f a ti ~ht c redit poli cy o n it. lending 
activities, bank s cannot ex pand lendin g with­
o ut limi t. if th e F edera l R e erve doc no t ex­
pand th e re . e rve base on whi ch the ultim a te 
c reation o f ba nk c redit is de pendent. And , 
th rougho ut mo t o f 1969 , th e re crve base 
was no t expanded . 
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De pite the intense pursuit of monetary re­
straint in 1969, the quantity of funds raised 
for lending was high. Businesses and house­
holds responded to monetary tightening-first 
by reducing their liquidity, then by economiz­
ing in the use of their cash balances. Both of 
these devices were re orted to during 1969 
and they erved to often the impact of mone­
tary restraint on the growth of aggregate 
spending. But, perhaps, one of the mo t im­
portant factors which sustained relatively high 
levels of spend ing in 1969 in the face of re­
strictive monetary policy, was the very liberal 
provision of reserves by the Federal Reserve 
to the banking system during the second half 
of 1968 as noted earli er. All of these factors 
clearly helped to temper the effects of tight 
credit policy on the level of econ mic activity 
and , thereby , on price behavior. 

A Closer Look at 1969 

The previous quick reading of the 1969 
economic record does give cause for question­
ing the efficacy of stabilization policy. Yet, in 
an economy characterized by workable-if not 
perfect- competit ion, the basic premise that, 
by slowing down spending, the rate of price in­
creases 111 ight be reduced, remains va lid . And, 
a closer inspection of econom ic events last year 
strongly sugges ts that, although the rate of price 

increases was not markedly slowed, the first 

step in the process- the reduction of the rate 

of aggregate spending- was being attained. 

It was noted earlier that the rate of advance 

in current dollar GNP in the first three quar­

ters of 1969 was not much below that of the 

last half of 1968. If, however, one focuses on 

the rates of increase in real GNP- current 

dollar GNP deflated for price increases- there 

is persuasive evidence that real spending slowed 

markedly not on ly in 1969, but si nce mid­

i 968. In the second quarter of 1968, real 

GNP increased at a 7.4 per cent annual rate. 

This rate of advance had declined to 4 per 

cent and then to 3.2 per cent in the third 
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and fourth quarter of 1968, respectively. Dur­
ing the first three quarters of 1969, the rate 
of real GNP gain steadily declined still further 
to an average of 2.2 per cent. 

Toward the latter part of 1969 , the reduc­
tion in the growth of real spending or output 
was confirmed by a slowing down, and then 
by a decline, in the forward movement of the 
indu trial production index. Because a slow­
down in real pending and real output implies 
a lesser demand for productive resource , the 
reduced rate of growth in nonfarm employ­
ment, and the further fall in the capacity utili­
zation rate in manufacturing also corroborate 
the slowdown in real spending and output. In 
thi:-. connection , prclimin.iry third quart · r GNP 
cfot:1 wcrL' di :-. tortcd by a very large Federal pay 
increase and a :-.tcppcd-up pace of inventory 
accumulation- presumably including some in­
voluntary accumulation as consumer spending 
remained quite sluggish. Retail sales, in real 
terms, had been essentia lly flat since the latter 
months of 1968. Thus, third quarter data, al­
though outwardly reflecting simply higher dol­
lar spending, are subject to a quite different 
interpretation on closer in pection . On balance, 
the signs of moderation in the rate of economic 
activity seemed to be outweighing those to the 

contrary in the clos ing months of 1969 . 

THE OUTLOOK 

The achievements cited to suggest that the 

goals of moderating spending and the rate of 

economic activity are being realized woµld 

seem more credible to many if they had suc­

ceeded in reducing the rate of price in­

creases. The fact that the pace of consumer 

price increases during the third quarter of 

1969 was slightl y below that of earlier quar­

ters was of little solace , since it remained un­

acceptably high . ft must be understood, how­

ever, that the sheer length of the current 

inflation and the distortions that it engen­

dered have lengthened the period of adjust­

ment as well. It is not easy to overcome 
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inflationary expectations generated and vali­
dated during several years of rising prices. 
Pricing decisions made, and wage demands 
granted , on the presumption that inflation 
would continue, affect the price indexes for 
some time after rea l demands have abated. 
H owever, in the absence of strong and ri sing 
dem ands, inflation inevitably will give gro und 
- even where imperfec ti ons ex ist both in prod­
uct and resource markets. To be sure, such 
imperfect ions wi ll further ex tend the period of 
adjustment to relative price stability and make 
th e job of po li cy that much harder. Nonethe­
less, the key to cbmpening inflation in the 
months ahe;id would seem to rest most strongly 
on the economi c :ind expectat iona l clima te in 
whi ch price :ind wa 1c decisions wi ll be made 
in 1970. For thi s rea son, a look at some of 
the factors which may shape this cli mate is 
in order. 

The Outlook for Economic Activity 

Late in 1969, the Chai rm an of the Presi­
dent's Council of Economic Advisers suggested 
that business conditions in 1970 were likely 
to be "rather uncomfortable." The basis for 
such a projection rested upon severa l factors. 
Perh aps first and foremos t was the tenacious 
nature of inlbtionary forces :incl the need for 
public policy to cont inue to build "back pres­
sures·· aga inst wage and price increases . The 
impact of such policy would serve to extend 
the economy's slow real growth. And, in con­
junction with expectation s of heightened re­
sistance by management to wage demands 
which could have sho rt-run disruptive effects 
on the econo my, these factors might be ex­
pected to fur ther add to the slowing down in 
real grow th ev iden t in the economy late in 
1969. 

It sho uld be recalled th at housing ac ti vity 
was being seriously hampered by the squeeze 
on mortgage lending. Excl uding the midyear 
pay hike, Federa l expenditure were ri sing 
littl e. State and local governmen t outlays in 
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the third quarter lost some of their earlier 
buoyancy as those governmental units found 
it increasingly difficult to obtain funds in al­
ready tight capital markets. Consumer spend­
ing was sluggish and inventory developments 
seemed to suggest a downward adjustment was 
in the making in thi s sector. Business spend­
ing on plant and equipment still showed 
strength , however, although capital outlays for 
:111 of 1969 did fall somewhat short of earlier 
anticipations. Preliminary surveys of plant and 
equipment spending plans for 1970 suggest a 
furth er ri se in outlays in the order of 7 to 9 
per cent. In December, an SEC-Commerce 
survey reported expecta ti ons of a 6 per cent 
in crease for the fir st half of 1970 alone. /\l ­
tho 11gh these projections do not augur we ll for 
the battl e against inflation, coming in the face 
of deteriora ting profits and with a growing 
ri sk of excess capacity, the realiza tion of these 
projections remain s open to question. 

Looking ahead further for the next several 
quarters , the demand picture in the economy 
as a whole would not appear to be conducive 
to a resurgence of more rapid economic 
growth . More than ·likely , the rate of real 
growth may well decline further in the early 
month s of 1970. Given the likelihood of con­
tinued ti ghtness in availability of mortgage 
(unds, residenti al construction would not seem 
to be an especia lly stimulative sector. The 
cu rrent tightn ess in municipal cap ital markets 
and the lagged response of spending to avail­
ability of financing suggest that the outlook 
for state and local government spending would 
involve more modest increases than in recent 
years. In the Federal sector , defense spending 
is expected to decline further. The extent of 
such a declin e, though, remains a matter of 
question, given the recent pa sage of a sizab le 
military appropriations bill and the uncertain 
dimensions attached to further reductions in 
U. S. in vo lvement in Vietnam . With decl ining 
growth in production ex pected , personal in­
come ga in s will likely be more moderate as 
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the weakening trend in employment observed 
throughout 1969 cont inues. Thus, consumer 
spending might well be lackluster in the 
months ahead, with gains largely accounted for 
by higher prices for goods and services. To be 
sure, the reduction in the surtax, and the 
likelihood of increased social security benefits 
as well, would make the consumer sector ca­
pable of further expansion. However, con­
sumer behavior in 1969 was not ebullient and 
in the face of an expected further slowing in 
the economy, a surge in consumer optimism 
and in the rate of spending would not appear 
likely. 

On the resource side, the outlook suggests 
a further casing in resource utilization. During 
1969, labor markets, although generally ti 1 ht, 
did exhibit tendencies toward casing - espe­
cially in the latter months when the rate of 
growth in employment slowed markedly. Ex­
pectations of further declines in industrial pro­
duction in the months ahead , if realized, would 
make the employment picture ease still more. 
With additional capacity coming on stream 
from earlier capita l outlays, capacity utilization 
rates in manufacturing are likely to edge down 
further. 

Despite any tendencies for labor markets to 
loosen somewhat more in the months ahead 
wage pres ures arc likely to be intense in 1970. 

In 1969 , labor unions won median wage and 

fringe benefit increases of more than 8 per 

cent, on average, for the first three quarters 

of the year-in contrast with a 6.6 per cent 

increase for all of l 968-and wage costs in 

nonunion sectors have advanced sharply as 

well. In 1970, the collective bargaining calen­

dar will be far heavier than last year, with 

more than 5 million workers involved in major 

contract negotiations . Wage demands will un ­

doubtedly be very high, reflecting the attempt 

by labor to make up for the erosion of real 

income gains from a combination of smaller 

settlements in previous contracts and price in­

flation. However, reduced demands for labor 
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as overall demand pres ures further abate in 
the economy, along with increased employer 
resistance to large wage settlements in the face 
of weakening profit positions, would point to­
ward both a less generous pattern of wage 
packages and an intensification of labor strife 
in 1970. Given the number of key industries 
involved in bargaining, the depressant effect 
on the economy of labor strikes cannot be 
overlooked. In the final ana lysis , though, the 
extent to which cost-push pressures will be 
reflected in the behavior of prices may well be 
determined largely by the success of public 
policy actions in generating a more temperate 
economic climate in 1970. 

Some Policy Considerations 

The first point of departure for examining 
the possible future role of public policy in 
bringing inflation to heel is the fundamental 
recognition that, at the close of 1969, both 
monetary and fiscal restraints were more 
strongly disinflationary than in recent years. 
Earlier adjustments of businesses and house­
holds to mitigate the impact of this restraint 
on their total spending have largely passed. 
Increasingly , restnct1ve policy was biting 
harder on the real economy. Y ct, price in­
crease had remained uncomfortably high, in­
dicating a clear need for continued re traint. 

Under the e circumstances, the future cour. e 

of public policy becomes extremely important 

in assessing both the outlook and the degree 

of success which might be achieved in slowing 

down the rate of price inflation. 

On the fiscal side, there are clear indica­

tions that the restraint which has prevailed 

since mid-1968 will be much reduced in I 970. 

An examination of the Federal budget position 

would, indeed, sugge t that maximum restraint 

took place in the first half of 1969 and that 

policy has become progressively less restrictive 

since then . The surtax, in all likelihood, will 

be reduced to 5 per cent, effective through 

June 30, 1970, with the loss in revenue to be 
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compensated for by cancellation of the 7 per 
cent investment tax credit-to be effective re­
troactive to April 18, 1969. If extended at 
5 per cent, the restrictive effect of the surtax 
will decline from a l O per cent annual rate 
in 1969 to one-half of that in the first half of 
1970 and to zero in the last half of 1970. To 
this must be added the possibility of some tax 
revenue loss in calenclc1r 1970 inheren t in tax re­
form proposals- whi ch include tax relief as well 
- now before the Congress. Even without con­
sideri ng the likelihood of unavoidable increases 
in Federal spending in 1970, it is reasonably 
clear that the near- term battle aga in st infla­
tion can count on little fiscal help relative to 
that which had prevailed earlier. It should be 
pointed out, however , that the net effect of 
fi s al stimulus on the economy depends upon 
the stan ce of monetary policy. 

If fiscal pol icy appears to be waning in 
its restrictive role , then what of monetary 
policy? It is, of course, impossible to predict 
the future course of monetary policy. The 
fact does remain, however, that it may be 
called upon to continue its restrictive role 
for some time. In 1969, it exerted increasing 
pressure on money and capital markets. In­
deed, th ere arc many analyst. who believe 
that the Federal Rese rve ha s already pursued 
its policy of restraint too long. These observers 
cite the overwhelming importance of changes 

in the money supply on the level of econom ic 

activity . They assert that the moderate growth 

in the money supply early in 1969, along with 

virtually no growth in the last half of the year 

-with allowance for a lag in its effect-vir­

tually has insured a recession in 1970. 

Without denying the importance of money, 

there is reason to question this restricted view 

of the determinants of economic activity. As the 

present period of restraint has demonstrated, 

businesses, households, and banks have shown 

a remark able degree of innovativeness in econ­

omizing on the use of cash balances. Of 

course, the monetary authorities would agree 
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that any program of restraint carried too far 
would have deleterious effec ts on the economy. 
The question which remains to be answered 
is " How far is too far?" 

The problems confronting the monetary 
authorities in answering the above question 
are not easy. The gradua l abatement of de­
mand pres ures in 1969 was the fir ·t step in 
the process of ultim ately slowin g down pric 
infl at io n. Such a slowing clown of demand is a 
necessary prerequisite to changing inflationary 
expectat ions as they affect spending decisions . 
That such expectations st ill ex isl is evidence 
th at the adjustment process sl ill has some time 
lo run . Any policy move will have to be con­
si(kred wit hin this co nt ext. 

Even with dcm:111d prc\surcs ea~in i, 1970 

will be characterized by very strong wage pres­
sures. In fact, it may be a rgued th at Lhe nature 
of the present inflation has changed from large­
ly demand-pull to the cost-push variety. If 
cost pressures on prices are not to be validated 
by a permissive market atmosphere, the Fed­
eral Reserve will have to adhere to a policy 
consis tent with moderate, rather than excessive, 
demand growth, despi·te the costs in lost pro­
duction which might stem from labor strife. 

The 1966-67 exper ience in which the fight 
against inflation became subordin ated to avoid­
ing recession is till fresh in the minds of many 
observe rs. So, too, is the premature casing in 

policy in J 968 after the surtax was pas ed. 

The Federal Reserve will be closely scrutinized 

in th e months ahead to appraise its actions if 

and when the economy shows signs of faltering. 

The twin dangers of recessi on or rekindling in­

flation make the task of the Federal Reserve 

an unenviable one. Under such circumstances, 

the premium will be very high for a strategy 

which can avoid e ither of th ese pitfalls. 

Some Final Observations 

In the introduction to this article, several 

questions were posed as being perhaps repre­

sentative of those concerned with the outlook 
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for the economy. Some tentative answers to 
those questions may now be in order. It does 
appear reasonably hopeful that the easing of 
excessive demand pressures observed in 1969 
will continue in 1970, and that such easing 
also will help to temper cost or supp ly pres­
sures on prices as well. Even the abortive ex­
perience of 1967 suggests that inflation can be 
moderated by slowing the rate of advance of 
the economy. However, a cruc ial component of 
success in such a venture is public awareness of 
the inflationary process and how it responds to 
public policy and to changes in economic en­
vironment which result from such policy . 

It al so should be understood that policy 
,H . .: tions which lllilY bring about a needed slow­
ing down in the economy ncitrly always carry 
an inh erent ri sk of prec ipitatin g recess ion and 
excessive unemployment. Stabilization policy 
still lacks the degree of preci sion to obviate 
such a danger, and the danger is heightened 
as the degree of pervasiveness or persistence 
of inflation becomes greater. But, as already 
suggested, a more universal appreciation of the 
issues and the tactics involved in controlling 
inflation may minimize this danger. Finally, 
though anything less than dramatic progress 
in the respon se of prices to moderation in the 
rate of economic acti vity seems un sa tisfactory 
to many, it is reasonable to expect more prog­
ress in the future than has been observable 
thus far. Price developments in the third quar-
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ter of 1969 seemed to point toward such 
progress. It may be too early yet to know 
whether the high water mark in inflation has 
been reached , but if monetary policy can con­
tinue to exert a moderating influence on the 
economy in the months ahead, further progress 
would seem to be in prospect. 

The difficulties facing the monetary authori­
ties in 1970 arc compounded by the extent to 
which inflation has permeated the economy, 
and by the fact that decreased fiscal restraint 
will place an even greater burden on monetary 
policy. The resu lts of policy actions with respect 
to prices thus far have been modest, a factor 
which should n.: inforce the notion that the 
hi1ttlc ;1 1 ;1inst inflation will not be short . Prom 
a longer-run perspec ti ve, however, the solution 
to inflation involves more than mere fi scal and 
monetary act ions . A carefu l reexamination and 
restructuring of o ur in stitutional arrangements 
for wage and price determination to make them 
more responsive to the forces of competition is 
clearly part of the long-run strategy against 
inflation . The fruits of such an effort would be 
the increased responsiveness of the economy 
to stabilization policy with a consequent de­
crease in the risks of exercising such policy . 
But cons idering the more immediate future, 
the reso lution of the question as to whether 
1970 will be the pause that refreshes is sti ll 
uncertain . The future course of monetary 
policy may have much to do with the answer. 
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FARM I COME improved in 1969 over the 
preceding year and could show further ad­

vance in 1970 if favorable conditions dominate , 
but many uncertainties cloud the outlook. The 
farm sector exhibited strength last year by gen­
erating gross income sufficient to offset a lower 
level of exports, lower crop income, and high­
er production expenses. Net farm income is 
estimated to have been nearly $15.8 billion­
up sharply from $14.8 billion in 1968. For thi 
performance to be equaled or exceeded in 1970, 
domestic demand must increase further , the 
downtrend in exports needs to be reversed , 
and production expense increases must mod­
era te. What arc th e prospects for each of th ese 
developments? 

Further in crease in domestic dem an d can be 
ex pected , with considerable confidence, because 
of natural population increase. But annual pop­
ulation growth of I .2-1.4 per cent has not been 
sufficient to keep utilization of farm output in 
balance with production. A high level of eco­
nomic activity and rising personal incomes also 
contribute to domestic demand but , even during 
periods of prosperity, little more than an ad­
ditional one-half to 1 per cent is added to total 
domestic demand. Thu , domestic use of farm 
output has been increasing at a stable annual 
rate of around 2-3 per cent. 

As the companion art icle on the business 
outlook in this issue indicates, a slower rate of 
increase in personal income and a more mod­
erate expansion of economic activity seem 

likely this year. lf these conditions develop as 

expected, growth in demand for farm products 

will be moderate. 

As shown in Chart I, production of farm food 

commodities, increas ing at a 3-4 per cent an­

nual rate, has exceeded domestic use in recent 

years. Because of agriculture's technical capa­

bility, the same is also true of nonfood agricul­

tural production. It is thi tremendous tech­

nical capability that has contributed to the sur­

plus production side of the farm problem. As 

long as more is produced than is used domesti-
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Chart 1 

SUPPLY AND UTILIZATION 
OF FARM FOOD COMMODITIES 
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cally and in foreign trade, ycarend carryovers 
increase inventories and exert downward pres­
sure on farm prices. 

Exports have declined from a peak level of 

$6.9 billion in 1965-66 to an estimated level 

of $5.7 billion in the 1968-69 fiscal year. Ex­

port prospects for 1969-70 are somewhat more 

promising than last year, and the downward 

slide may be arrested, but world grain supplies 

remain abundant and trade competition intense. 

Thus, with ncith r domestic nor f orcign de­

mand expected to be especially strong, further 

production adjustment may be necessary if 

incrca ing carryovers arc to be moderated. 

The rate of price incrca c of purchased farm 

inputs is expected to slow this year, but farm 

production items likely will still cost 3-4 per 
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cent more than in 1969. The index of prices 
paid by farmers fo r commodities and services 
- including interest, taxes, and farm wage rates 
-is at a historic high after advancing more 
than 5 per cent last year. Higher prices for 
purchased livestock, supplies, and machinery­
along with higher taxes and wage rates- are 
expected thi year. 

To offset the price-depressing impact of . ur­
plus production, agricultural lcgi lation has at­
tempted to better regulate total output and 
increase farm incomes. The successes and fail­
ures of these cff orts arc being debated by Con­
gress as they attempt to draft a new agricul ­
tural act to replace the expiring, temporarily 
·xtcnded, Food and Agricultural /\ct of 1965. 
There is much speculation about what features 
will be includ d in new legislation and how 
they will affect agriculture. hart 2 illustrates 
part of the difficulty faced by Congress and 
the Administration. Nearly 50 million cropland 
acres are currently idle at an annual cost of 
approximately $3 billion, and yet, as shown 
by the increasing stocks in the last two years 
in Chart I, production continues to exceed do­
mestic needs. Furthermore, reliable estimates 
indicate that more land will need to be removed 
from production in the I 970's just to maintain 
the present supply-demand relationship. Th 
prob lem is how to bring this adjustment about 
smoothly without further increasing the cost to 
Government or depressing farm income. Sev­

eral alternatives have been proposed , and in­

clude permanent and whole-farm retirement, 

a "set-aside" program of voluntary removal 

of cropland from production, and a domestic 

allotment program . It now seems likely that 

new farm policy legi lation will not be forth­

coming until well into 1970. It al o ccms prob­

able that the longer it take to write new legis­

lation, the less likely it i. to deviate much from 

current program . Permanent whole-farm re­

tirement appear destined for a pilot study role. 

Provisions for direct farm income upport with 

limits on amounts to individuals arc being de-
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Chart 2 
GOVERNMENT FARM PROGRAM EXPENDITURES 
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bated . Consideration also is being given to 
shifting commodi ty price suppo rt level s from 
a parity base to a market-clearing price level. 

A MORE DETAILED LOOK AT PRICES 

The index of prices received by farmers 
dipped to its lowest level of the past decade 
in 1964; since then, it has risen irregularly, but 
steadily. In 1969, the index fluctuated widely 
while rising to its highest level since 1952. 
Some interesting observations of food and farm 
prices arc shown in C hart 3. Throughout the 
I 960's, the retail food prices component of the 
Consumer Pri ce Index rose much more rapidly 
th an eit her farm or wholesale prices. In fact, 
during the two periods when farm prices de­
clined ( I 963-64 and I 967), retail food pr ices 
continued to rise. In part, thi s occu rrence re­
flect s the small relative share of farm products 
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in fini shed food item s, but, more importantly , 
it represents a widening marketing price spread 
as farm products arc transported , proces ed , 
modifi ed, and packaged to meet consumers' 
demands. Each of these intermediate steps 
add s to product value, but also increases the 
re tai l price. If the rate of increase of retail food 
prices slows in 1970, it will more than likely 
be the result of weakening consumer demand 
rather than of lower farm prices because of 
surpluses. 

The livestock s ctor contributed most to th e 
increase in farm income in 1969 and likely 
will aga in thi s year. Lives tock pri ce strength­
ened last yea r because of unusuall y strong de­
mand and only moderate supply increases. 
Although beef cattle prices are not expected to 
rise as spectacula rly thi s year as last , they arc 
expected to remain strong and perhaps average 
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Chart 3 
FOOD AND FARM PRODUCT PRICES 

Index 1957- 59 = 100 Index 
12 5 -------~------~--------.--------, 125 

120 120 

115 11 5 

110 110 
Wholesale Food 

(All) 
105 105 

I 
I 

100 I 
I 

I 

95 

100 

/ 95 
Prices Received 

90 
By Formers 

90 

85 
1950 '55 '60 '65 

D 
85 

1969 
NOTE : Retail food includes " meals away from home, " which has a weight of 20 per cent in the index . 

SOURCE : U. S. Department of Agriculture , U. S. Bureau of labor Statistics . 

near the 1969 level. 1f hog production declines 
as surveys indicated la t fall , pork prices may 
average around the 1969 level. 

ontinucd attempt arc being made to keep 
both food- and feed-grain production closely 
in balance with demand, and grain prices could 
strengthen some in 1970. Total feed-grain pro­
duction in 1969 was estimated to be 171 mil­
lion tons-up slightly from 1968. Domestic 
feed use of feed grains la st year rose to about 
136 million tons-nearly 9 million tons above 
1968. The increase in feed use resulted from 
a larger number of grain-consuming animal 
unit and a higher feeding rate. Projection for 
the 1969-70 (October I, 1969-September 30, 
1970) feedin g year indicate a further rise in 
the number of grain-consuming animal units 
and about the ame feeding rate. A larger feed­
grain demand again t a stable supply is ex­
pected to result in higher feed-grain price ; 
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however , supplies are expected to remain ade­
quate. 

Food-grain prices , e pecially wheat prices, 
may not change much from last year's average. 
A larger carryover of wheat, coupled with con­
tinued low export prospects, continues to place 
wheat prices under stress. 

While the level of farm prices in 1970 may 
match the 1969 performance, the likelihood of 
widespread improvement appears slim. There 
are too many uncertainties to encourage much 
optimism . It is important to remember that the 
agr icultural sector is an intricate part of the 
total economy and i influenced by national 
economic developments. A general economic 
slowdown would also slow demand for many 
farm product . In addition , export demand for 
farm products may not improve much thi 
year; so, with ample supplies on hand and a 
likelihood of slower growth in demand, only 
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moderate improvement m farm prices may be 
forthcoming. 

Outlook for Livestock 

The li vestock sector exhibited more price 
strength in 1969 than many expected. Hog pro­
duction slipped, even though prices were well 
above average and feed prices were favor­
able for expansion. Fed cattle prices rose to 
a $35-$36 per hundredweight top in June 
1969, even though fed cattle marketings were 
higher than comparable year-earlier periods. 
A reduction in the number of nonfed slaugh­
ter cattle and in average slaughter weights 
through th e fir st six months of 1969 apparentl y 
was the 111<1jor factor in holding beef produc­
tion at year-ear li er levels. This restraint on out­
rut , in the face of brisk consumer demand , 
resu lted in substantially higher fed cattle prices. 
Lamb prices, likewise, averaged from $2-$3 
per hundredweight higher in 1969 than in 
1968 because of reduced production , and arc 
ex pected to show continued strength this year. 

Cattle. Further increases in fed-beef pro­
duction are expected this year, whereas nonfed­
cattle slaughter is likely to continue to decline. 
With orderly marketing of finished cattle at 
rea sonable weights , catt le prices are expected 
to remain favorable- rising seasonally as the 

large winter supplies of fed beef begin to dimin­
ish. Beca use o f the rapid increase in cat tl e feed­
ing, the demand for feeder catt le has been 
strong and feeders have commanded higher 

prices. Profit margins this year for cattle feed­
ers may average lower than last year's favorable 

returns because of the higher prices paid for 
replacement feeders, higher feed-grain prices, 

and continued costly credit. However, profit 
margin s may remain near average in 1970 de­

spite th ese factor . 
Hogs. Favorable hog profits in 1968 ap­

parently did not generate the normal produc­
tion response because output in late 1969 
lagged sharply below year-earlier level . With 

beef at higher prices , the demand for pork was 
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good, and hog prices in 1969 averaged strongly 
above 1968. If pig production develops as ex­
pected thi s winter, hog prices will continue 
higher than last year into early summer. Prices 
during the latter half of 1970 will depend on 
the strength of consumer demand, the price 
level of competing meats , and the amount of 
new production resulting from the response to 
favorable profits. 

Lambs. A smaller lamb crop in 1969 and ap­
parent withholding of ewe lambs from slaugh­
ter for herd rebuilding indicate that 1970 will 
again be a good price year for slaughter lambs. 

Dairy. Milk production has declined each 
year since 1964, when production peaked at 
127 billion pounds. Production last year was 
approxi matel y I Io billion pounds, and may de­
cline an additional I per cent in 1970. Littl e 
change in total use is anticipated if declining 
per capita consumption i about offset by popu­
lation increase. Some additional price increase 
seems likely this year. 

Broilers, Eggs, and Turkeys. Broiler supplies 
increased enough in 1969 to normally have 
caused serious price erosion. Surprisingly, how­
ever, percentage growth in both prices and 
supply was nearly the .same. The pressure of a 
continuing large supply , however, may press 
broiler prices lower this year. Egg production 
is expected to expand in 1970 by possibly 2 
or 3 per cent in response to higher egg prices. 
The current expansion phase has been slower 
than in prior years, and egg prices in 1969 
averaged higher than in 1968- but price de­

clines are expected as the year advances. A 
reduction of cold-storage stocks of turkeys last 

year developed as production held at a constant 
level of about 106 million birds. Strengthened 

farm prices in 1969 can be expected to encour­
age larger production this year. 

Outlook for Grains 

The index of crop output for the United 
States in 1 969 rose one point- to 120 per cent 

of the 1957-59 base. Most of the increase came 
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from tobacco , cotton, and sugar production ; 
while food-grain output declined a littl e and 
feed-grain and oil- eed production remained 
unchanged. The slightly larger volume of crops 
at lower price levels held cash receipts from 
crop marketings below prior yea rs. With rela­
tively little change in the volume of market­
ing expected thi s year, and with the possibility 
of somewhat higher crop price , ca h receipts 
in 1970 may average a little better than las t 
year. 

A summary for major feed and food grains 
is presented in T abic I, and each is discussed. 

Corn. Thi year' corn supply i c tim ated to 
be m clerately above that of las t year. Wi th 
increases ex pec ted for feed, ex por t, and food 
and industri al utili zation in the I <J(J() -70 (Oc­
tober I, 1969 to September 30, 1970) marke t­
ing yea r, pri ce arc ex pected to remain above 
loan support levels and strengthen easonall y. 
The expectati on for increased utilization is 
predicated on an increase in the number of 
grain-consuming anim al units and in recovery 
of feed grain exports to a higher level. If these 

conditions develop as expected, the carryover 
of old corn into 1970-71 could be less than l 
billion bushels. 

Grain Sorghum. Sorghum production in­
creases in recent years have been about ab-
orbed by large r feed utilizati on, so the year­

to-yea r carryover ha remained nearly table. 
Jncreased producti on of fed cattle, much of 
which will be in the South west, i expected to 
mainta in a rea onably trong demand for or­
ghum grain thi s yea r, and a decline in ca rry­
over nex t September is anticipated. 

Wheat. Production in 1969 declined by more 
than 100 million bushel yet further tock 
ca rryover is anti cir atcd next July. Although 
acreage all otm cn ls for thi s year's crop were cut 
abo ut 12 per cent to 45.5 million acres (the 
small es t ever), plentiful fall mo isture and a 
good growing season could keep production 
prospect high and continue supply pressure 
on wheat prices. If wheat feeding continues and 
export ri se, total disappearance may increase 
by 100 million bushels this marketing year. The 
prospect fo r more than modest export gain 1s 

Table 1 
BALANCE SH MAJOR CROPS 

United States 
(In Millions of Bushels) 

Corn Groin Sorghum Wheot Sorbeans 

Morketing Yeor Morketing Yeor Morketing Yeor Marketing Yeor 

Oct. 1-Sept. 30 Oct. 1-Seet, 30 July 1-June 30 Sept. 1-Aug. 31 

1968-69 1969-70 1968-69 1969-70 1968-69 1969-70 1968-69 1969-70 

Supply 

Beginning corryover 1,162 1,122 289 300 539 818 166 303 

Production ond imports 4,376 4,444 739 757 1,572 1,457 1,080 1,095 

Total Supply 5,538 5,566 1,028 1,057 2,111 2,275 1,246 1,398 

Utilization 

Feed 3,512 3,640 615 650 167 250 606 620 

Exports 535 550 100 125 544 550 287 310 
Food ond industriol 370 375 520 525 
Seed ond residuol 13 13 62 55 50 50 

Totol Utilization 4,417 4,565 728 788 1,293 1,380 943 980 

Ending Corryover 1,122 1,001 300 269 818 895 303 418 

NOTE : 1969-70 values ore forecasts . 
SOURCE: U. S. Deportment of Agriculture. 
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dim because of a record 2.4 billion bu hel 
world upply- two-third of which is located 
outside thi Nation. 

Soybeans. Soybean carryover into this mar­
keting year- which began last September- at 
an estimated 303 million bushel s, nearly dou­
bled from the preceding year. The increa e was 
du to production expanding more rapidly than 
utilizati n, which ha been the ca e in recent 
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years . Even if utilization expand as expected 
this year, carryover next August 31 will again 
increase by nearly I 00 million bushel s. Total 
utilization is approachi ng a I billion bush I an­
nual rate, but the pressure of larger supplies 
will likely hold the prices received by farmers 
to near the upport rate of $2.25 per bushel 
for 1969 crop oybean , compar d with the 
$2.42 average Ia t year. 
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