FOREIGN BANKING IN TE

Ll

UNITED STATES:

Movement Toward Federal Regulation

Bruce I. Summers

For at least a decade now, there has been much
discussion about bringing foreign bank operations in
this country under some form of Federal control.
Recommendations that the scope of Federal regula-
tory authority be extended to cover foreign banks
operating in the U. S. have come from several differ-
ent quarters, both within and outside government. In
response to this discussion, a number of bills directed
toward foreign banking have been introduced in Con-
gress, although none has been enacted to date. Today
a new sense of urgency surrounds the issue, largely as
a result of the dramatic growth in the foreign banking
presence that has occurred during the past several
years. Since January 1973, for example, the number
of separately chartered and licensed foreign banking
facilities has increased from 111 to 180, and the
combined assets of these facilities have more than
doubled to $57 billion. Consequently, Congress is
now closer than ever to acting on the question, and
it seems likely that a foreign banking bill will be en-
acted in 1976. Foreign banking legislation will prob-
ably follow one of two basic scenarios: the Federal
Reserve framework, embodied in its proposed legis-
lation known as the Foreign Bank Act of 1975 or
the House Banking Committee framework, outlined
in the FINE (Financial Institutions and the Nation’s
Economy) study discussion principles.

The character of the eventual legislation is a
matter of interest to all bankers, not just those who
themselves engage in international operations or who
have direct dealings with foreign banks. Foreign
banking operations have grown to such an extent
(over 6 percent of total bank assets in the U. S.
are now under foreign control) that they now have
an important effect on credit market conditions gen-
erally. This article reviews the background that has
influenced the movement toward Federal regulation
of foreign bank operations and outlines the major
ideas contained in the two legislative proposals active
today.

! The Federal Reserve’s draft bill will have to be resubmitted again
in 1976

The Nature of Foreign Banking Operations The
U. S. activities of foreign banks have been conducted
through four basic organizational forms: representa-
tive offices, agencies, branches, and subsidiary banks.
Representative offices, which have no real banking
powers per se, constitute the most primitive form of
activity. They serve as customer information centers
and business generating facilities, much as do the
so-called loan production offices opened in various
parts of the country by large domestic banks. Of
the states that allow foreign banking, only California
requires licenses for representative offices. As a
practical matter, the traveling representatives of for-
eign banks have unlimited access to customers across
the nation, so the information and assistance function
is virtually free of constraints.

Agencies engage in various types of lending and
investment activity, are not empowered to receive
deposits, and in all cases must be licensed. They are
particularly active in financing trade and investment
between the U. S. and their home nation and also
participate heavily as lenders and borrowers in the
interbank credit markets and Eurocurrency markets.
As primary sources of funds, agencies rely on bal-
ances placed with them by affiliated institutions (e.g.,
parent banks in their home country) and short-term
borrowings from other banks.

The U. S. branches of foreign banks conduct a
general banking business including, in most cases,
solicitation of demand and time deposits. They have
an essentially wholesale orientation, and most of their
loans are of a business and commercial nature. Their
loans have traditionally been made to the U. S. sub-
sidiaries of home-based corporate customers, but they
are becoming more and more interested in penetrating
the U. S. corporate banking market. Foreign trade
financing and lending in the market for interbank
funds remain important activities. A few branches
have successfully entered the market for retail de-
posits, but corporate deposits, both domestic and
foreign, and interbank borrowings represent their
primary sources of funds.
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Foreign-owned subsidiaries, almost all of which
are state-chartered, engage in a general banking busi-
ness, as do branches. Unlike branches, however,
their business is much more heavily oriented to the
domestic market for loans and deposits, including
retail deposits. Foreign subsidiary banks are re-
quired by the Bank Holding Company Act to carry
FDIC insurance. They are eligible for membership
in the Federal Reserve System and are on an equal
competitive footing with domestic banks in the states
where they operate. Although only about one-fifth
as large as agencies and hranches in terms of total
footings, subsidiaries are nonetheless very important,
especially in certain markets.> While the subsidiary
form of organization provides the most complete set
of banking powers to foreign entrants, it also has
certain drawbacks. Perhaps the most significant
drawback is the fact that subsidiary banks must be
independently capitalized, making them an expensive
investment relative to the branch alternative.

The Regulation and Development of Foreign
Banking Operations The particular organiza-
tional form adopted by a foreign bank is determined
to some extent by the intended function of its oper-
ation but more importantly by the laws of the indi-
vidual states governing foreign banking activities.
With only a few exceptions, foreign banking activities
are regulated by the states.®* Thus, foreign banks that
desire to begin business here are faced with an array
of different legal requirements and must adapt their
organization to conform to the local laws under which
they operate. Some of the laws that determine the
structure of foreign banking in states where it is
especially important will be reviewed in the discus-
sion that follows.*

The first instance of direct entry in the U. S. by
foreign banking interests dates back to the 19th
century, when New York-based agencies of Canadian

*The importance of the subsidiary form of organization was recently
nighlighted when European-American Bank and Trust Company,
owned by a consortium of six large European banks, acquired the
failled Franklin National Bank and its extensive network of retail
outlets.

% The FDIC examines state-chartered subsidiaries of foreign banks.
Foreign-owned banks with a national charter would be regulated by
the Comptroller of the Currency. The requirement that all national
bank directors must be U. S. citizens, however, has effectively
limited this form of organization to domestic banks only. The Board
of Governors of the Federal Reserve System supervises, through
Regulation Y, the banking-related activities of foreign-owned bank
holding companies. It also has jurisdiction, implemented through
Regulation K, over Edge Corporations, in which foreigners are
allowed to hold a minority interest.

4 New York laws applying to foreign bank operations and important
differences between New York laws and the laws of other states
are cataloged in Franklin R. Edwards, Regulation of Foreign
Banking in the United States: International Reciprocity and Federal-
State Conflicts, Columbia University Graduate School of Business
Research Paper No. 64 (New York: Columbia University, Graduate
School of Business, 1974).

banks managed the nicney positions of their parent
organizations. Dollar balances held with New York
correspondent banks and call loans made to New
York securities dealers and brokers were the primary
types of secondary reserves maintained by the Ca-
nadian banks. When the volume of international
capital and trade transactions increased after World
War I, a more general interest in direct U. S. repre-
sentation arose among banks of various nations, in-
cluding Canada. Thus, in the early 1920’s, a number
of foreign branches were opened in several western
states and in Illinois. Legislation prohibiting these
operations was soon adopted across the nation, put-
ting an end to the incipient expansion. The biggest
blow to the expansion plans of foreign banks came
in 1923, when a bill that would have permitted for-
eign branching was defeated in the New York legis-
lature. Subsequently, the Great Depression and
World War II reduced foreign bank interest in
opening offices here.

Since World War II, the internationalization of
business, supported by increased freedom in inter-
national capital movements, has provided a strong
impetus to the development of foreign banking net-
works. This has been equally true for banks head-
quartered in other countries and for U. S. banks.
Much of the liberalization in state laws to allow
foreign bank operations has occurred out of recog-
nition of this mutual interest. The leading U. S.
hanks, having encountered resistance to their strong
foreign expansion programs in the 1950’s, brought
the need for reciprocal treatment to the attention of
their state governments. Their efforts led to changes
in state laws that have had far-reaching effects on
the foreign banking presence in the U. S. The most
notable changes in state regulations are those in-
volving the financial centers. In 1961, for example,
New York law was amended to permit branches of
foreigu banks to conduct a general banking business.
And, most recently, a change in Illinois law effective
in 1973 permits branches of foreign banks to operate
in Chicago.

Ten states have enacted legislation that explicitly
allows foreign banks to operate within their juris-
dictions. In addition to the two mentioned above,
this group includes Alaska, California, Georgia,
Hawaii, Massachusetts, Oregon, Utah, and Wash-
ington. Sixteen states explicitly prohibit foreign
banking operations of any kind, and laws of the
remaining twenty-four are silent on the subject.
There are no foreign banking facilities located in the
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Fifth Federal Reserve District, and most of the
states have laws designed to discourage entry. Vir-
ginia law prohibits all types of foreign banking ac-
tivity, while Maryland and North Carolina disallow
foreign branching. The banking statutes of South
Carolina are silent on the issue. West Virginia law
establishes application procedures for foreign cor-
porations to follow in requesting a banking license,
but state officials are candidly ill-disposed toward
approving such applications. Branches and agencies
are prohibited in the District of Columbia.

What are the motives that have encouraged foreign
banks to enter the U. S. and to accelerate their rate
of entry in recent years? Originally, the U. S.-based
facilities of foreign banks had a narrowly specified
set of objectives. Their primary purpose was to
provide continuous service to home-based customers
who themselves had established U. S. operations.
Their sense of purpose has broadened, however, and
they have now become more active competitors for
the loan and deposit business of U. S. corporations.
The U. S. financial markets have been a traditional
source of attraction for foreign banks, and they re-
main so today. In a few instances, furthermore,
foreign banks have seen an opportunity to capture a
share of the retail banking market.® Currently, the
European nations and Japan are lagging the U. S. in
recovery from world-wide recession; business alter-
natives in this country, therefore, seem especially
attractive to foreign banks. Foreign bankers are
bullish on their business prospects here and evidently
intend to step up their efforts to play a fuller role in
the financial aspects of recovery.® In fact, the in-
vestment opportunities provided by the U. S. econ-
omy probably account for an important part of the
recent spate in foreign banking activity. This is
illustrated by the fact that the combined operations
of foreign banking interests have caused a net inflow
of capital into the U. S. This sum has increased from
$5.6 billion in 1972 to $7.6 billion in 1975.

The wide representation of foreign banks in the
nation’s financial centers has contributed to the con-
tinued preeminence of this country as the world’s
financial center. Foreign banks have made available
a wider and fuller range of financial services and

5 These motives are more fully deseribed in Fred H. Klopstock,
“Foreign Banks in the United States: Scope and Growth of Oper-
ations,” Monthly Review, Federal Reserve Bank of New York,
Vol. 55, No. 6 (1973), 140-54.

¢ “Foreign Banks Like U. 8. Market,” Banrking, Vol. 67, No. 11
(1975), 40-4.
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have done much to encourage foreign trade. At a
time of widespread concern about capital shortages,
they have channeled more investment funds into the
country than they have transferred out. These are
important contributions that must not be lost sight
of in the debate over foreign banking regulation.

The Movement Toward Federal Regulation The
essence of the debate over TFederal regulation is
whether or no: regulation of foreign banking activi-
ties should be centralized at the national level. Two
major arguments have been advanced in support of
centralized regulation. The first argument contends
that current institutional arrangements make it diffi-
cult for the central bank to achieve its monetary
policy objectives, particularly with regard to credit
market conditions. Foreign banks have an important
effect on credit market flows and, so the argument
runs, must be subject to national policy. Until now,
foreign bank compliance with Federal policies de-
signed to control these areas has been voluntary.
Since June 1973, for example, foreign banks oper-
ating in the U. S. have been asked to maintain
reserves against increases in their negotiable CD’s
and Eurodollar borrowings. This request was made
by the Federai Reserve as part of its anti-inflation
program. Although the record of compliance is
admirable, it nonetheless remains true that the U. S.
Government’s formal power to regulate foreign banks
is almost nil.

The second argument encouraging the movement
toward Federal regulation of foreign banks centers
around the idea that the foreign institutions operating
here enjoy grezater privileges than do domestic banks.
Accordingly, some feel that foreign banks should
have their activities restricted to the same extent as
are those of U. S. banks. The major advantage held
by foreign banks is their ability to operate branches
and agencies i more than one state, a privilege they
enjoy due to the acquiescence of the states them-
selves.”

Since ahout 1966, the debate over these issues has
intensified. In July of that year the Joint Economic
Committee published a research paper on foreign
banking activities.?5 The study concluded that the

7 This position fails to recognize the issue of international reciproc-
ity, for in most foreign countries no limits are placed on the
branching privileges of . S. banks. See Anthony Favill Tuke,
“Proposed Limits on Foreign Banks in U. S. Criticized,” American
Banker, May 31, 1974, p. 7.

8. S, Congress, Joint Economic Committee, Foreign Banking in
the United States. Economic Policies and Practices Paper No. 9,
by Jack Zwick (Washington, D. C., 1966).
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public interest would be served if legislation pro-
viding for Federal supervision of foreign banking
activities were passed. It also suggested that the
option of Federal chartering should be made avail-
able to foreign banks.

Shortly after the JEC study was released, the
first bill aimed at bringing foreign banking under
Federal control was introduced in the Senate.® It
designated the Comptroller of the Currency as the
sole chartering and supervising authority for foreign
banking activities and made foreign banks subject to
roughly the same rules as national banks, with the
exception that they would be able to operate across
state lines. The Comptroller’s powers included the
ability to impose upon banks from a particular nation
the same set of regulations applied to U. S. Lanks
operating in the foreign country, should they be more
restrictive than those here. In this way, it was
thought, equal treatment for U. S. banks operating
abroad could be guaranteed.

This bill languished but still achieved its sponsor’s
primary aim of arousing Congressional interest. In-
terest in foreign banking legislation was further
spurred by the October 1966 collapse of Intra Bank,
a world-wide financial institution headquartered in
Lebanon. Intra Bank had a New York branch that,
although holding only a small amount of U. S. de-
posits, caused quite a sensation when it closed. Fur-
ther, several U. S. banks incurred losses as a result
of the closing of Intra Bank offices in other coun-
tries.!® A number of other bills were introduced in
the House and Senate over the next several years,
and their thrust seemed to change somewhat. The
idea of unfair competition became increasingly prom-
inent, supplementing the argument based on the need
for greater control to implement economic policy.*!

Over the past several years, the Federal Reserve
has attached a high priority to dealing with the ques-
tion of appropriate foreign banking legislation. It
recognized the importance of having detailed infor-
mation on the financial activities of U. S.-based for-
eign banks and instituted a data collection program.
A body of monthly balance sheet information for
foreign banking offices in the U. S. is now available
from late 197232 In addition, the Federal Reserve

* 8. 3765, 89th Cong., 2nd Sess. (1966).

10 H. Erich Heinemann, “Foreign Banking In U. S. Is At Issue,”
The New York Times, February 12, 1967, sec. 3, p. 1.

11 See, for example, H.R. 11440, 93rd Cong., 1st Sess. (1973).

12 “Data Series On Foreign Owned U. 8. Banks.” Federal Reserwve
Dulletin, Vol. 60, No. 10 (1974), 741.2.

set up in February 1973 a System Steering Com-
mittee to review the regulatory aspects of inter-
national banking. As a result of this Committee’s
work, the Board sent to Congress on December 3,
1974, a draft bill known as the Foreign Bank Act
of 1974. The intent of this proposed legislation was
the establishment of a national policy toward foreign
banks operating in the U. S. It was subsequently
amended with a number of technical changes and
resubmitted on March 4, 1975, under the title Foreign
Bank Act of 1975. This bill has been introduced in
the Senate.!®

The basic principle underlying the Foreign Bank
Act of 1975 is one of nondiscrimination between
domestic and foreign banks. In other words, foreign
banks would have the same privileges, and be subject
to the same restrictions, as domestic banks. From
this standpoint, the most important feature of the
Act is the section extending the Bank Holding Com-
pany Act to cover branches and agencies of foreign
banks, not just their subsidiaries, as is now the case.!*
The result would be to eliminate any further branch
and agency expansion across state borders. A grand-
fathering provision in the Act, however, would allow
foreign banks to retain interstate facilities operating
prior to December 3, 1974, the date when the pro-
posed legislation was first released.

Entry alternatives available to foreign banks would
be increased under the Foreign Bank Act of 1975.
Foreign ownership of national banks would be facili-
tated by giving to the Comptroller of the Currency
authority to allow up to one-third of the directors of a
national bank to be foreign citizens. Also, foreign
banks and their state and Federally-chartered U. S.
subsidiaries would be permitted to own controlling
interests in Edge Corporations, an arrangement that
is currently prohibited.

All foreign banking facilities, whether organized
under state or Federal charter, would be required to
obtain licenses from the Comptroller of the Currency.
National control of all foreign banks, even those
organized under state laws, would thereby be pro-
vided for. The requirement of FDIC insurance now
applicable to foreign subsidiaries would be extended

to branches and agencies. And Federal Reserve

B 8. 958, 94th Cong., 1st Sess. (1975).

14 Two organizational forms would remain exempt from the pro-
visions of the Bank Holding Company Act: New York State Invest-
ment Companies, of which there are only a handful in operation:
and foreign consortia in which none of the parent companies owns
25 percent or more of the bank’s stock.
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membership would be required of all foreign banking
operations in the U. S. whose parent organizations
had world-wide assets in excess of $500 million.

The House Banking Committee, several of whose
members have been very active in drafting foreign
banking legislation over the years, has also generated
a position on the question. Its position is incorporated
as part of the overall FINE study process, which is
leading up to an omnibus bill on financial structure
and regulation.’ Hearings on this section of the
FINE study have already begun, and it is probable
that action on foreign banking regulation will precede
action on the other parts of the study.

The emphasis of the House Banking Committee
proposal is on the relative competitive aspects of
foreign and domestic banking, rather than on national
economic policy areas. The proposal achieves es-
sentially the same result so far as national policy con-
trol is concerned but is significantly more restrictive
with regard to definition of an appropriate structure
and range of activity for foreign banks. Under the
FINE framework, all foreign banking entities in the
U. S. that accept domestic deposits would be required
to function under the subsidiary form of organization.
Grandfathering would not be permitted, thus imply-
ing large-scale closings of foreign branches and
agencies and conversions to subsidiary banks. State
chartering of foreign banking activities would be

B U. 8., Congress, House, Committee on Banking, Currency and
Housing, Financial Institutions end the Nation’s Economy (FINE)—
Discussion Principles, 94th Cong., 1st Sess., Title VI (1975).
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abolished, with the entire supervisory function trans-
ferred to a newly-created Federal agency, The Fed-
eral Depository Institutions Commission.’® The
underwriting and equity investment activities cur-
rently permitted foreign banking organizations under
some state laws would also be forbidden.

Conclusion There is a widely-held belief that
the time for closer Federal supervision of foreign
banking activities in the U. S. has arrived. The sheer
magnitude of the foreign banking presence, and its
consequent influence on financial market conditions,
argue for legislation designed to centralize super-
vision at the Federal level. According to one view,
this would help in the attainment of national mone-
tary policies aimed at the credit markets. Addition-
ally, some see a need to equalize the competitive posi-
tions of foreign-owned and domestic banking organi-
zations. These views are reflected in two legislative
proposals active today. The Federal Reserve and
House Banking Committee proposals are similar in
several respects, but the latter is considerably more
restrictive in its treatment of permissible foreign
banking activities. Legislative action based on one
or the other of these proposals, or on some combina-
tion of their different features, is likely this year.

¢ The supervisory activities of the Comptroller of the Currency, the
Federal Reserve System, the Federal Deposit Insurance Corporation,
the Federal Home Loan Bank Board, and the National Credit Union
Administration would all be consolidated under the Federal Deposi-
tory Institutions Commission. The new FDIC would then be re-
sponsible for the chartering and examination of all Federally-
chartered depository institutions, foreign and domestic.



FORECASTS 1976

Recovery But No Bicentennial Boom

William E. Cullison

Recovery, led by strong consumer spending, will
continue throughout 1976, but the recovery will
not be at as rapid a pace as has been the case
following past recessions. Such, at least, is the
general conclusion reached by leading business
and academic economists who have published
forecasts for the 1976 economy.

This general conclusion, as is the case with all
forecasts, is not really an attempt to foresee the
future. Professional forecasters can only evaluate
the implications of certain trends, and—given
certain assumptions about future events—extend
these trends into the future. If unforeseen events
occur, the “prediction” does not come about.

Each year the Federal Reserve Bank of Rich-
mond compiles various forecasts of the economy’s
performance for the coming year. This year the
forecasters based their forecasts on the following
assumptions: (1) extension of the 1975 tax cut
without President Ford’s proposed spending
limit, (2) little, if any, increase in oil prices (revo-
cation of the $2 per barrel oil tariff will offset the
rise in OPEC prices), (3) a good crop year, (4)
sluggish recovery abroad, and (5) continued diffi-
culties for many municipalities in selling their
bonds. On the basis of these assumptions, the
forecasters expect approximately a 6 percent rate
of real growth for GNP. This higher rate of
growth is expected to be accompanied by a 6
percent rate of inflation.

Last year the consensus prediction overesti-
mated the actual GNP total by approximately $34
billion. Real GNP, or GNP measured in 1958
dollars, likewise was overestimated, and by $23-
$24 billion. Forecasters had expected real GNP
to decline 0.6 percent; it actually fell approxi-
mately 2.9 percent. Much of the difficulty
stemmed from their mistaken appraisal of the
first quarter. Although almost all of the fore-
casters who made quarterly forecasts expected
first quarter real GNP, measured at annual
rates, to decline, none anticipated a decline as
large as $24 billion. The most pessimistic antici-
pated a decline of only about hali that amount.

In any event, and perhaps as a result of their
misstep on the first quarter, most forecasters were
expecting real GNP to bottom out in the second
quarter and recover slowly in the second half. As
is common knowledge now, real GNP in 1975 hit its
low point in the first quarter and showed a good
rate of recovery in the second half of the year.

This year the forecasters expect a steady, although
not ebullient, rate of recovery throughout 1976. Per-
sonal consumption spending, particularly for dur-
ables, is expected to be strong and to exhibit its
greatest growth in the first half of the year. The
experts also expect the economy to benefit from in-
ventory rebuilding and a pickup in the construction
of single-family dwellings. Business spending for
plant and equipment is expected to increase only
modestly in the first half of the year, but as the re-
covery continues and as production increases, busi-
nessmen are expected to reactivate previously post-
poned capital spending plans. Thus, plant and equip-
ment spending is expected to accelerate in the second
half of the year.

This article attempts to convey the general tone
and pattern of some 40 forecasts received hy the
Research Department of this Bank. Not all of these
forecasts are comprehensive, and some incorporate
estimates of future behavior of only a few key eco-
nomic indicators. The consensus of the annual fore-
casts may differ from the consensus drawn from the
quarterly forecasts, since different forecasters were
applying their skills. Also, since there were varying
assumptions in the individual forecasts regarding
events in 1976, the general tone and pattern may not
necessarily be based upon the more realistic assump-
tions, but only those most prevalent.

This Bank also publishes the hooklet BUSINESS
FORECASTS 1976, which is a compilation of repre-
sentative business forecasts with names and details
of the various estimates. No summary article can
begin to be as informative as the actual forecasts
themselves. Serious readers are urged to look at the
individual forecasts in more detail in BUSINESS
FORECASTS 1976.

8 ECONOMIC REVIEW, JANUARY/FEBRUARY 1976



The views and opimions set forth in this article
are those of the various forecasters. No agree-
ment or endorsement by this Bank is tmplied.

1975 FORECASTS IN PERSPECTIVE

The consensus forecast for 1975 GNP, published
in last year’s January/February Economic Review,
called for an increase of 8.2 percent over 1974. The
forecasts for increases in GNP ranged from a low of
5.1 percent to a high of 10.8 percent. Using the
revised 1974 GNP figure of $1,397.3 billion, the con-
sensus forecast for 1975 GNP would have been
$1,512.0 billion and the range from $1,468.2 billion
to $1,548.2 billion. Increasing prices were predicted
to account for all of the 8.2 percent gain in GNP,
and slightly more. GNP measured in constant dollars,
or real GNP, was expected to fall 0.6 percent.

All of the forecasts that have been collected were
made before the revised GNP figures were released.
Since it would be of little use to evaluate the 1975
forecasts on the basis of the new revisions, the Re-
search Department of this Bank estimated fourth
quarter 1975 on the old basis. The fourth quarter
estimates were made by determining a consensus of
the forecasts published in December 1975 and early
January 1976.

. Including these fourth quarter estimates, a 1975
current dollar annual GNP total of $1,477.1 billion is
indicated ; that figure is almost $34 billion short of
last year’s consensus forecast. Only one of last year’s
forecasters predicted a current dollar GNP total less
than what now seems to have been the actual figure.
Prices increased somewhat more slowly than pre-
dicted, 8.8 percent versus 9.0 percent, but even so,
real GNP appears to have been overestimated by all

RESULTS FOR 1975 AND TYPICAL FORECAST FOR 1976
Percentage
Change
Unit or Estimated Forecast 1974/ 1975/
Base 1975% 1976* 1975 1976
Gross national product $ billions 14771  1,653.5 57 120
Personal consumption expenditures .. $ billions 9336 11,0578 88 110
Durables $ billions 134.2 153.2 52 150
Nondurables $ billions 416.2 460.7 94 107
Services $ billions 403.2 4439 9.2 101
Gross private domestic investment ... $ billions 1703 2200 -187 284
Business fixed $ billions 1446 1595 -3.1 10.3
Residential structures $ billions 39.7 529 -13.7 333
Change in business inventories .. $ billions -14.0 76 — —
Government purchases $ billions 341.0 370.7 10.3 8.7
Net exports $ billions 122 50 —_ —_
Gross national product (1958 dollars) ... $ billions 797.6 8454 29 6.0
Plant and equipment expenditures ... $ billions 113.5 1217 10 72
Corporate profits before taxes $ billions 1238 1517 -120 225
Private housing starts millions 1.2 16 -13.0 350
Automobile sales millions 8.6 95 =27 115
Rate of unemployment percent 85 7.8 — —
Industrial production index 1967=100 1134 1239 -91 9.3
Wholesale price index 1967=100 1749 187.1 9.2 7.0
Consumer price index 1967=100 161.2 1717 9.1 6.5
Implicit price deflator 1958=100 185.2 195.6 8.8 5.6
tBecause of revisions in the national income and product accounts, the fourth quarter published GNP data
are not comparable with the unrevised earlier figures. Thus, comparable GNP totals for the fourth quarter
had to be estimated. See the discussion in the text for a description of the estimating procedure.
*Figures are constructed from the typical percentage change forecast for 1976.
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forecasters save one. Real GNP in 1975, expected
to fall 0.6 percent, declined approximately 2.9 per-
cent, from $821.2 billion in 1958 dollars to $797.6
billion. The one pessimist thought real GNP would
fall 3.6 percent, to $791 billion. As might be ex-
pected from their underestimate of the extent of the
recession, the majority of the experts also under-
estimated the unemployment rate for the year. The
rate of unemployment in 1975, which averaged 8.5
percent, was predicted at 7.3 percent.

For the past few years, forecasters seemed to have
erred more in predicting the rate of price increase
than in estimating the performance of the GNP ac-
counts in real terms. Last year, however, was differ-
ent, and the large errors were made in estimating the
components of real GNP. There were particularly
large errors in predicting investment and net exports.
Business fixed investment, forecast to increase 8.2
percent to $161.2 billion, 1s estimated to have actually
fallen by 3.1 percent to $144.6 billion. Inventory
investment, which was expected to #ise $3 billion, is
thought to have actually fallen $14.0 billion.

The net exports account total, which the forecasters
missed badly, actually provided the forecasters with
an offsetting error within their GNP estimate. Net
exports, predicted to be ~—$5 billion, was the only
account to do better than the forecasters expected. It
totaled somewhere around -+$12.2 billion, thus help-
ing out the consensus forecast for GNP with a $17
billion offsetting error. The forecasters, as usual,
were close to the mark for government purchases of
goods and services, missing the actual figure by less
than $1.0 billion.

The consensus of quarter-by-quarter forecasts for
1975 was for current dollar GNP to rise $26.0 billion
in the first quarter, $31.0 billion in the second quar-
ter, $38.0 billion in the third quarter, and $40.0 bil-
lion in the fourth. The realized changes in quarterly
GNP were —$14.0 billion, +$24.3 billion, +$62.7
billion, and (approximately) -+$46.2 billion for the
four quarters, respectively. The quarterly projections
for real GNP were for changes of —$1.0 billion,
+-$3.0 billion, +-$7.0 billion, and 4-$9.0 billion. For
the four 1975 quarters respectively, however, GNP
in constant dollars actually fell by $24.0 billion, then
rose $3.6 billion, $24.7 billion, and what appears to
have been $9.6 billion. The forecasters were thus
correct in predicting a stronger second half for the
year and reasonably close to the increases registered
for the second and fourth quarters. They went wrong
in underestimating the depth of the economic decline
in the first quarter and the vigor of the “bounce-
back” in the third quarter. Even the one forecaster
who predicted a lower annual figure for real GNP

than the actual missed on the quarterly changes. He
expected real GNP to decline in both the first and
second quarters and to recover very slowly in the
second half.

The consensus 1975 forecast projected personal
consumption expenditures for the year to increase
9.8 percent to $963.1 billion. Current estimates place
personal consumption expenditures almost $10 billion
lower, at $953.6 billion, an increase of only 8.8 per-
cent. Gross private domestic investment, forecast
to increase 1.4 percent to $212.2 billion, accounted
for the largest error among the GNP components.
It actually fell approximately 18.7 percent to $170.3
billion. In addition to the overestimates for inven-
tories and business fixed investment mentioned
earlier, the forecasters had predicted a recovery for
residential construction in the second half of the year
with the result that outlays for residential structures
for the year were expected to total $43.8 billion, a
decline of $2.1 billion from the 1974 level. The
actual total, however, fell approximately $6 billion.

All in all, it would appear that last year’s fore-
casts were off the mark by an unusually large margin.
Much of the inaccuracy, moreover, was attributable
to errors in forecasting the first quarter, surprisingly
not the more distant fourth quarter. Turning
points are always difficult to forecast, however, and
past attempts have not usually been spectacularly
successful. Also, for the past several years, the fore-
casters have tended to predict a better performance
for the economy than the one that actually material-
ized.

In other areas, the 1974 forecasters also overesti-
mated the strength of economic activity. The index
of industrial production fell 9.1 percent, against a
forecast of a 0.3 percent decline. Corporate profits
before taxes were predicted to fall 9.7 percent to
$127.3 billion; they actually fell 12.0 percent to
$123.8 billion. The consumer price index, like the
implicit price deflator, was predicted fairly accurately.
Consumer prices were expected to increase 9.5 per-
cent; they actually rose 9.1 percent.

1976 FORECASTS IN BRIEF

NOTE: Nowne of the forecasts for 1976 reflect
the revisions in the national income and product
accounts released in January 1976.

Gross National Product Forecasts for 1976 cur-
rent dollar GNP center around $1,653.5 billion. This
consensus forecast represents an approximate 12.0
percent yearly gain, which is considerably more than
the 5.7 percent increase apparently registered in 1975.
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Prices are expected to increase only 5.6 percent.
GNP measured in constant dollars, or real GNP, is
expected to rise 6 percent in 1976, which is indica-
tive of the modest recovery expected for the econ-
omy, but which is a considerable improvement over
the almost 3 percent decline in 1975. Estimates
for increases in current dollar GNP range from a low
of 9.0 percent to a high of 13.4 percent, but the great
majority are close to 12 percent. The consensus of
quarterly estimates indicates that recovery will con-
tinue at about the same rate throughout the year. It
projects increases of $41.8 billion in the first quarter
of 1976, $46.7 billion in the second, $46.0 billion in
the third, and $50.5 billion in the fourth.

Personal consumption expenditures are expected
to total $1,057.8 billion for 1976, up 11.0 percent
from 1975. Forecasters estimate that expenditures
for durable goods will show an increase of 15 percent
for the year, while expenditures for nondurables and
services will rise 10.7 percent and 10.1 percent, re-
spectively. The faster rate of expansion of durable
goods expenditures is expected to stem primarily
from recovering automobile sales, but sales of large
appliances and furniture are also expected to pick up
as a result of generally higher levels of consumer
confidence and a moderate housing recovery. The
forecasters assume that consumers are now in a gOOd
financial position and are predicting that the saving
rate will fall unless inflation strikes again.

Government purchases of goods and services are
projected to total $370.7 billion. This estimate
represents an 8.7 percent increase over 1975, con-
siderably smaller than the 10.3 percent gain of the
previous year. The 1976 forecasts for government
purchases range from increases of 7.1 to 10.4 percent.

Gross private domestic investment is expected to
rise substantially, by 284 percent in 1976. This
estimate represents dramatic evidence that recovery
is expected, since investment in 1975 registered an
approximate 18.7 percent decline. Inventory re-
building, heading the investment recovery, is ex-
pected to add $20 billion to the economy. Residential
construction is not far behind, increasing by $13.2
billion or 33 percent over 1975. Business fixed in-
vestment, a more moderate source of strength, is
expected to increase 10.3 percent. The forecasts,
as is usually the case, cluster less closely around
the consensus in predicting investment than in any
other prediction. The increases predicted for resi-
dential structures range from 12.6 percent to 50.0
percent. For business fixed investment, estimated
increases range from 6.5 percent to 15.3 percent.
And forecasts for gains in investment in business

TYPICAL* QUARTERLY FORECAST FOR 1976

Quarter-by-Quarter Changes in Billions of Dollars
Unless Otherwise Noted

I 1 Iv
Gross National Product 41.8 46.7 46.0 505
Personal Consumption

Expenditures 244 270 280 273
Gross Private Domestic

Investment 11.3 128 110 11.0
Net Exportsi 84 63 57 66

Government Purchases 70 82 70 108

Gross National Product
(1958 dollars) 11.3 112 118 109

Implicit Price Deflatort 52 56 52 56
Rate of Unemployment (%)% 81 79 76 74

*Median.
tActual estimate.
TPercentage changes at annual rates.

inventories, for which the consensus was $7.6 billion,
range from $3.5 billion to $16.0 billion.

Industrial Production The typical forecast for
the Federal Reserve index of industrial production
(1967 = 100) is 123.7, an increase of 9.3 percent.
If realized, this performance will be much better
than the decline of 9.1 percent in 1975. The pro-
jected increase for 1976 would still leave this index
below its 1974 level of 124.7. The 1976 recovery is
expected to be attributable mainly to gains in the
production of automobiles and construction-related
items. '

Housing The construction industry is expected
to register a moderate recovery from the very low
levels of 1974 and 1975. But activity in this sector
1s expected to remain low relative to 1971, 1972, and
1973. Private housing starts, which totaled over 2
million in 1971, 1972, and 1973, 1.3 million in 1974,
and 1.2 million in 1975, are expected to total 1.6
million units in 1976. Considering that housing
starts closed the year 1975 at about a 1.3 million unit
annual rate, 1.6 million units in 1976 represents only
a modest expectation for improvement. Forecasters
expect the recovery to be limited mainly to single-
family dwellings. While home financing is expected
to be easier, forecasters note important negative fac-
tors in housing markets, chiefly (1) the large in-
ventory of unsold houses on hand, (2) high current
prices for new homes, and (3) the distressed finan-
cial conditions of many builders.
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Corporate Profits The consensus forecast indi-
cates that this year should be much more profitable
for corporations than 1975, with pretax corporate
profits expected to increase 22.5 percent to $151.7
billion. This compares with an approximate 12.0
percent decline registered last year.

The projected 22.5 percent increase in corporate
profits may seem inordinately large at first glance.
However, the corporate profit situation has been
generally poor over the past few years. In an infla-
tionary period, firms can show profit on the book
value of inventories held, but the profit is largely
illusory because firms must pay higher prices to
replace the inventory. If one adjusts profit figures
for changes in inventory valuation and measures the
adjusted profit figure in constant dollars, the pro-
jected 1976 figure for corporate profits turns out to
be lower than the profits earned ten years ago. All
of the forecasters expect a much better pretax profit
figure than was realized last year. The most pessi-
mistic forecaster expects a 14.7 percent profit in-
crease; the most optimistic a 32.5 percent rise.

Unemployment Most forecasters are predicting
only a modest decline in the rate of unemployment
during 1976. The typical forecast for the year’s aver-
age is around 7.8 percent, only 0.7 percentage points
below the 1975 average. Cousidering that the un-
employment rate at year-end 1975 stood around 8.3
percent, a 7.8 percent average for 1976 indicates that
employment growth is expected to outpace labor
force expansion by only a small amount.

Prices This year the forecast indicates a general
improvement in the outlook for prices. The implicit
GNP deflator, which rose 10.2 percent in 1974 and
an estimated 8.8 percent in 1975, is expected to in-
crease only 5.6 percent in 1976. The consumer price
index is also expected to increase much less rapidly,
6.5 percent compared to last year’s 9.1 percent. The
wholesale price index is expected to increase at a

higher rate than the other indexes, 7.0 percent, but
considerably slower than the 9.2 percent rate of ad-
vance registered in 1975 and far better than 1974’s
18.9 percent wholesale price increase.

Net Exports The nation’s trade position, which
was approximately $12.2 billion in surplus in 1975,
is expected to continue in surplus in 1976, but at a
lower $5 billion level. The forecasters expect im-
ports to continue to increase as consumer spending
picks up, but they foresee a smaller rate of increase
for exports, since the recovery abroad is expected to
be slower than the U. S. recovery. The estimates for
net exports varied between +$2.0 billion and -$10.0
billion.

Quarter-by-Quarter Forecasts Twelve forecast-
ers made quarter-by-quarter forecasts for 1976. As
indicated by the accompanying table, these forecasters
generally expected about the same rates of growth in
the first half of the year as in the second. While the
quarterly estimates generally clustered rather closely
around the median, one forecaster expected a differ-
ent pattern of recovery—a slow first quarter, mod-
erate second and third quarters, and a rapid fourth
quarter.

With this one exception, the forecasters are pre-
dicting that by the fourth quarter of the year real
growth will range from $9.7 billion to $13.9 billion.
The quarterly consensus for the unemployment rate
shows a pattern that is consistent with the consensus
GNP forecast—the rate declines by about the same
amount throughout the year.

If the forecasts are realized, the 7.4 percent un-
employment rate at year-end 1976 will mean that
finding work will have become somewhat easier in
the bicentennial year than in 1975. But it will also
mean that the bicentennial was not a particularly
happy year for almost 7 million others. The fore-
casts for the unemployment rate at year-end 1976
ranged irom 7.0 to 7.9 percent.

BUSINESS FORECASTS 1976

The Federal Reserve Bank of Richmond is pleased to announce the publication
of Business Forecasts 1976, a compilation of representative business forecasts with
names and details of estimates for the coming year. The booklet is available free of
charge from this Bank. Please address requests to Bank and Public Relations,
Federal Reserve Bank of Richmond, P. O. Box 27622, Richmond, Virginia 23261.
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PREDICTING THE RATE OF INFLATION
IN 1976

Robert L. Hetzel*

There is currently much interest in predicting the
rate of inflation for 1976. In recent years a number
of ad hoc explanations of inflation have attributed
price rises to special factors prevailing in the economy
at the time. According to this approach, inflation is a
process whereby the price effects of special factors in
one sector of the economy are pushed along to other
sectors and spread throughout the economy to affect
the general price level. As an alternative, the mone-
tarist view sees inflation as strictly a monetary phe-
nomenon—excessive increases in the money supply
induce individuals to increase their spending in an
attempt to restore their real money balances to the
desired level. In the aggregate, this increased spend-
ing forces the general price level upward. The pur-
pose of this article is to explain the monetarist view
of inflation, to use this view to evaluate the need for
special factors arguments to explain recent inflation,
and to evaluate the outlook for prices in 1976.

Although special factors explanations of inflation
have existed for many years, such theories have been
given much attention in discussions of spiraling prices
since 1973.1 Chart 1 displays the percentage contri-
bution of the major components of the Consumer
Price Index (CPI) to the total increase in the CPI.
Such a chart is often used as the starting point for a
special factors explanation of inflation2? Chart 1
shows that in 1973 food and energy prices accounted
for 62.8 percent of the increase in the CPI. The rise
in food and energy prices, and by inference a major
part of the rise in the CPI, is then commonly ac-
counted for by two special factors: the devaluation of
the dollar and international commodity inflation. The
first factor, the devaluation of the dollar, is con-
sidered inflationary for two reasons. The price of

* The author is a staff economist, Federal Reserve Bank of Rich-
mond. The views expressed herein are solely those of the author
and do not necessarily represent the views of the Federal Reserve
Bank of Richmond.

1 For a survey of pre-World War I special factors theories of infla-
tion and comments on this literature by early economists, see
Thomas M. Humphrey, “On Cost-Push Theories of Inflation in the
Pre-War Monetary Literature,” Banca Nazionale del Lavoro Quar-
terly Review (forthcoming, March 1976).

2The chart is contained in U. S., Congress, Senate, Committee on
Banking, Housing and Urban Affairs, Owersight on Economic
Stabilization, Hearings, John T. Dunlop, statement before the Sub-
committee on Production and Stabilization of the Senate Banking,
Housing and Urban Affairs Committee, Feb. 6, 1974, p. 523.

imported items such as oil is raised directly, and the
price of exported items such as grain is raised in-
directly via increases in foreign demand for our ex-
ports. The second factor, the international commodity
inflation, involves rising prices of internationally-
traded goods such as oil and grain. Underlying this
phenomenon are high levels of world output, poor
weather and the resulting below-average harvests,
and the OPEC oil cartel. In addition, special factors
theories of inflation often attribute inflation to a
variety of other causes such as the extent of unused
industrial capacity, the unemployment rate, the
growth of wages, increases in monopoly power, etc.

Using a special factors approach, if one wants to
predict the growth in the CPI he would analyze
conditions in various sectors of the economy and
aggregate all these forces into an overall inflationary
impact. For example, a study of crop forecasts and
anticipated demand would reveal the outlook for food
prices, a study of the oil sector would reveal the
outlook for fuel prices, etc.
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An Alternative View The monetarists present
an alternative point of view regarding the cause of
inflation. This view defines inflation as the change
in the rate of exchange, or terms of trade, between
dollars and the aggregate basket of goods and services
produced. Inflation means that a dollar depreciates
when measured in terms of the goods and services for
which it will exchange. What is of economic signifi-
cance to individuals is not simply the number of
dollars they hold (their nominal cash balances) but
rather the purchasing power of these dollars mea-
sured in terms of the aggregate basket of goods and
services (their real cash balances). Real cash bal-
ances depend on the number of dollars individuals
hold and the rate of exchange between dollars and
the aggregate basket of goods and services. Assuming
the total number of dollars all individuals hold is
determined by the government, the only way individ-
uals taken collectively have of adjusting to a situation
in which their actual holdings of real cash balances
are greater than their desired holdings of real cash
balances is by a depreciation in terms of dollars in
this rate of exchange, that is by inflation.

A single individual will attempt to adjust to such a
discrepancy by reducing the nominal amount of his
cash balances, that is by increasing his spending rate;
however, one person’s reduction in nominal cash bal-
ances is another person’s addition, since the total
amount of dollars is fixed for the aggregate of indi-
viduals. The result is to increase aggregate spending
on the basket of goods and services. The increase in
spending in turn causes a general rise in the price
level as producers of goods and services raise prices
when they find that demand for their products ex-
ceeds supply. This rise in the price level reduces
actual aggregate real cash balances (the real pur-
chasing power of the nominal money stock) to the
desired level. Equilibrium is restored by a depreci-
ation of the dollar against the basket of goods and
services.

Why, then, do actual holdings of real cash bal-
ances in the aggregate exceed the amount that people
desire to hold? To explain this phenomenon, the
monetarists employ the empirical generalization that
changes in desired real cash balances occur only
gradually or as a result of the consequences of an
earlier change in money balances from the supply
side. For example, estimates by individuals of their
long-term income are assumed to be a significant
determinant of their demand for real cash balances,
but factors highly variable in the short run, such as
money market interest rates, are not assumed to be
significant determinants. The implication then is that

large fluctuations from one year to the next in the
rate of inflation derive from the supply side. They
derive from large fluctuations in the supply of nom-
inal money.

Some Theoretical Considerations A critical ques-
tion separating those who rely on special factors
explanations of inflation and those who do not is
whether an increase in a particular price can lead to a
rise in the general price level.

While recognizing that in the short run an increase
in the relative price of a key input such as oil could
lead to a temporary increase in the general price
level, critics of special factors explanations of infla-
tion see an equilibrating mechanism at work in the
long run. They argue that individuals, because of
their wealth, the amount of uncertainty in the world,
etc. want to hold in the aggregate a given amount of
money measured in terms of its purchasing power.
A price rise for a particular commodity will cause
actual real cash balances to be less than desired real
cash balances as the weighted average of all prices
rises initially. Individuals will then hold less money
in real terms than they desire and will reduce their
expenditures until prices of other goods subsequently
fall enough to offset the original rise in the price level,
and equality is restored between actual and desired
real cash balances.?

The special factors and monetarist explanations of
inflation also imply a different impact on prices of an
increase in exports. Some proponents of special
factors theories of inflation argue that, in general,
high levels of grain exports are inflationary. In-
creased exports entail reduced amounts of grain
available domestically, higher grain prices, and a
higher average price level. However, unless grain
exports are subsidized by the government, grain is
exported by sellers who do so only because they are
able to exchange it for goods that have more value to
them than the grain. Exchanging grain exports for
more highly valued imports makes people as a whole
wealthier ; therefore, they desire to hold greater real
cash balances. For a given nominal quantity of
money the price level must fall, and grain exports are
deflationary, not inflationary. As a matter of general
theory, therefore, it is invalid to link domestic infla-
tion causally with increased exports.

3 A slightly more sophisticated theory wherein changes in relative
prices lead to a general price rise involves the assumption of an
accommodative monetary policy. If in the adjustment to changes
in relative prices unemployment is created, a central bank com-
mitted to a policy of full employment would be induced to expand
the money supply at a faster pace. In this case 2 change in an
individual price leads to a general price rise via accommodative
monetary policy.
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Money affects prices only with a long lag. As the
rate of growth of money increases, individuals find
that their real cash balances exceed the desired level;
however, it takes time for them to realize that the
increase is permanent and not a temporary fluctu-
ation. Individuals then try to reduce their cash bal-
ances by spending more. Producers at first reduce
their inventories rather than raise prices, since they
do not know if the increased demand is permanent
or only temporary. Given the persistence of in-
creased demand, employers try to increase produc-
tion. As the demand for productive resources in-
creases, the prices of these resources increase. Labor
will work longer hours only if their wage rates are
increased, for example. Employers then raise prices
in response to increased costs, and finally the CPI
rises. The whole process is lengthened by the exis-
tence of contracts in nominal terms, both explicit and
implicit, which are renegotiated only infrequently.
Incidentally, the time sequence of the above series of
events explains the popular appeal of cost- or wage-
push theories of inflation. Employers appear to raise
prices, and cause inflation, in response to rising
wages and other costs.

Money Growth and Prices How well has mone-
tary growth explained inflation recently in the United
States? Chart 2 shows the percentage rate of change
of the consumer price index and of the money supply
lagged 21 months. Changes for both series are on
an annual basis, and money is the sum of currency in
circulation and demand deposits (M;). The series
are smoothed by using successive percentage changes

between the value for the current month and the
value for six months previous.*

In order to determine the number of months to lag
money (M;) in Chart 2, the percentage changes in
the CPI and M, were correlated for the period from
January 1955 to August 1971, with the latter Jagged
at values ranging from 12 to 30 months. The lag of
21 months was chosen as the correlations rose and
then fell as the lag progressed from 12 to 30 with
21 as the peak value.

Percentage changes in M; have a higher trend
value than those in the CPI. From 1952 to 1970 the
average annual rate of change in the CPI was 2.1
percent. Keeping the 21-month lag of Chart 2 for
the period that corresponds to 1952 to 1970, the
average annual rate of change in M; was 2.8 percent.
The trend value for M, is then 0.7 percentage points
above the CPI for this period. The CPI is also a
more stable series than the M; series.

The behavior of the money supply affects the be-
havior of prices over a period of many years and with
a variable lag, so that the CPI and M; as shown in
Chart 2 are not expected to move together ; neverthe-
less, from June 1962 to August 1971 their move-
ments are similar. There is one significant drop in
the money series that does not correspond to a fall
in the CPI. This decline reaches a trough in July
1968 and reflects the lowering of the rate of growth

4+ For the CPI we use 2 x [In CPI(0) — In CPI(—6)] where In is
the natural logarithm and the values in parentheses, the 0 and —§,
refer to the values of the CPI that occurred in the current month
and six months earlier. The factor 2 converts the percentage
change to an annual basis. The values for Mi are calculated
similarly, then lagged by 21 months.
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of money in 1966. The rate of growth in the per-
centage changes of the CPI, however, does diminish
in this period.

Recent Experience Proponents of special factors
theories of inflation argue that the rate of change in
the CPI that began in 1973 cannot be explained
satisfactorily as a monetary phenomenon. How well
does the money stock series predict the price series,
particularly the rise in the CPI beginning in the
spring of 19737 In examining this question, it is
useful to refer to the two consecutive 20-month
periods starting in August 1971, the date when wage
and price controls were instituted. These two periods
are marked by downward-pointing arrows in Chart 2.

As illustrated in the chart, there is a 20-month
period from August 1971 to April 1973 when the
rate of change of the CPI is lower than would be
predicted given the underlying pressure on prices
represented by lagged rates of change of the money
supply.® The rate of change of the CPI for this
period is 3.7 percent ; the rate of change of M, lagged
21 months is 6.0 percent.® (The percentages are on
an annual basis.) As the trend rate of growth of
lagged M; exceeds that of the CPI by 0.7 percent
for the period 1952 to 1970, a simple way of predict-
ing the rate of growth of the CPI is to take the rate
of growth of M; lagged 21 months and subtract 0.7
percent from it. For the 20-month period from
August 1971 to April 1973 the actual rate of growth
of the CPI then fell short of the predicted rate of
growth by 1.6 percentage points, i.e.,

3.7 — (60 — 0.7) = —16.

This result suggests that initially the wage and
price controls did succeed in making the CPI rise
more slowly than it would have risen in the absence
of controls. Contracts in nominal terms contain im-
plicit assumptions about future rates of inflation, and
a lowering of inflationary expectations will tempo-
rarily cause the prices negotiated in contracts to be
lower than otherwise. Also, 47.7 percent of the items
in the CPI were covered by controls in Phase II
(November 14, 1971, to January 11, 1973). The
prices of these items must have risen more slowly
than in the absence of controls. Finally, the price
behavior in the uncontrolled sector is not independent
of price behavior in the controlled sector. As an

5 The period actually includes 21 months. The reference to 20
months refers to the number of monthly percentage changes in
this period.

¢ The caleulations use 2 six-month average of the CPI ending in
August 1971 for the initial observation and ending in April 1973 for
the final observation. Mi is calculated similarly except that the
values precede those of the CPI by 21 months.

illustration, consider a statement from a representa-
tive of the grocery industry made in hearings before
Congress on whether to extend controls after their
scheduled expiration date, April 1974:
. . . in Phase II, the Price Commission was able to
control prices effectively for bread and other baked
goods by limiting the prices of the three largest
firms in the industry. These firms were precluded
from implementing any cost justified price in-
creases because their profit margins would have
exceeded the level of their margins during an arbi-
trarily selected base period. Smaller bakers, on the
other hand, with reduced profits, when not con-
strained by the profit margin test, were permitted
to pass on their increased costs under price control
regulations. They were, however, in reality, simply
unable to raise their prices to recover increased
costs because if they did their products would be
more costly to consumers than the controlled larger
firms, and they would have been chased off
the grocery store shelves. As a result, many
smaller bakers have been subjected to severe and
critical financial hardships, resulting in numerous
closings.”

The above quotation suggests that controls on
prices in one part of the economy may retard price
rises in the exempted part of the economy, but only
temporarily. In the case referred to above, some
firms in the exempted sector were driven out of
business. More generally, however, prices must be
driven up in the exempted sector by enough more
than they would have been in the absence of controls
to cause the average price level for the entire output
of the economy, exempt and nonexempt, to reduce
real cash balances to the level desired by individuals.
This reasoning suggests that over the long run price
controls could not have been expected to slow the
rate of inflation. Furthermore, it suggests that a
period when the growth rate of the CPI has been
reduced by the imposition of price controls will be
followed by a period of more rapid than normal
growth in the CPI. If this compensatory rise in the
CPI plus lagged rates of growth of money account
for the bulge in prices in 1973 and 1974, then one
can explain inflation even in recent times in terms of
monetary phenomena, and there is no need for re-
course in the explanation to special factors.

For the 20-month period starting April 1973 and
ending December 1974, the rate of growth in the CPI
is 10.6 percent. The corresponding rate of growth
of lagged M, for this period is 6.8 percent.® Was
the excess of price growth over lagged M; growth

“U. S., Congress, Senate, Committee on Banking, Housing and
Urban Affairs, Owersight on Economic Stebilization, Hearings,
George W. Koch, statement before the Subcommittee on Production
and Stabilization of the Senate Banking, Housing and Urban Affairs
Committee, p. 390.

S The computation is performed as before with the base observation
being the previous final observation and the mew final observation
being the six-month average ending December 1974. Again, the
percentages are on an annual basis, and the percentage change in
Mz l;eferred to below is calculated similarly using values 21 months
earlier.
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more than could be expected with a monetary ex-
planation of inflation?

One method of predicting the expected rate of
price rise is to adjust the growth rate of lagged M;
for (1) the difference in trend rates of growth be-
tween M; and the CPI and (2) the shortfall of the
actual rise in the CPI from the predicted rise in the
CPI in the period of price controls. The difference
in trend growth rates of M, and CPI is 0.7 percent.
The shortfall of the actual from the predicted rise in
the CPI in the preceding period, as calculated above,
was 1.6 percent. Adding these to the 6.8 percent
lagged M, growth rate (6.8 — 0.7 - 1.6), the pre-
dicted growth rate for the CPI in the period from
April 1973 to December 1974 is 7.7 percent. As
the actual rate of growth in the CPI was 10.6 percent,
the actual value was greater than the predicted value
by 2.9 percentage points. As a percentage of the
actual rate of inflation, the prediction error is 27
percent.

The question now becomea (1) whether an error
of this magnitude is large enough to justify looking
for a special factors explanation as opposed to a
monetarist explanation of inflation on the grounds
that new forces are present or (2) whether given the
length and variability of the lags involved an error
of this magnitude is what could be expected from past
experience. This question might be approached by
calculating discrepancies between actual and pre-
dicted rates of inflation as a percentage of the actual
rate of inflation for the three preceding 20-month
periods and comparing those errors with the above
error. Again predicting the rate of growth of the
CPI using lagged, trend adjusted growth in M,
these errors are calculated to be —25, 30, and —10
percent for the periods August 1966 to April 1968,
April 1968 to December 1969, and December 1969 to
August 1971, respectively. The errors are compar-
able to the error for the 1973-1974 period.

Furthermore, there have been periods in the past
when the rate of growth of the CPI has significantly
exceeded that of the lagged money supply. Chart 3
is for the period January 1930 to December 1956 and
is calculated in exactly the same way as Chart 2, ex-
cept that the M; series is lowered by 0.7 percent so
that it may be used to predict the CPI series directly
without adjusting for differing trends. As shown in
Chart 3, during the Korean War period prices rose
significantly faster than would be indicated Dy lagged

rates of growth of M;. Individuals expected a re-
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currence of the inflation of World War II and an
erosion in the value of their cash balances. There
was, therefore, n decrease in the demand for real
cash balances, an increase in aggregate spending, and
a rise in the price level. It is interesting to note
that while the actual rate of growth of the CPI was
greater than the predicted growth during the Korean
War for the reasons just mentioned, this discrepancy
was offset in the period following the War by a rate
of growth of the CPI below the predicted growth.

For the period of the price bulge in 1973 and 1974,
the actual exceeded the predicted rate of growth of
the CPI by 2.9 percentage points. There have been
periods other than wartime when errors of similar
magnitude occurred. For the 20-month period Janu-
ary 1957 to September 1958, making predictions as
before, the actuzl rate of growth of the CPI was 2.4
percentage poinis above the predicted rate. It is
interesting to note that special factors theories of
inflation, in pardcular cost-push inflation caused by
unions, were especially popular during this period.

Some final general observations are useful. There
are reasons for expecting that the actual would ex-
ceed the predicted changes in the CPI for the 1973-
1974 period even after adjusting for the retardation
in the growth of the CPI caused by the initial im-
position of wage and price controls in the earlier
period. Before April 1974, the date wage and price
controls expired. husinessmen thought that controls
might be extended. After April 1974, businessmen
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thought the controls might be reimposed. As allow-
able price increases under controls depend on base
prices, businessmen probably kept prices up instead
of lowering them or raised them more than they
might have ordinarily as a way of not getting caught
with a low base price. Second, the real cash balances
people desire to hold depend on the cost of holding
the balances. Inflation is a cost or tax on these bal-
ances, since in order to maintain real balances at a
given level the individual must add to his nominal
cash balances every year to compensate for their
depreciation in value. In response to the increase in
the rate of inflation starting in the last half of 1972,
caused by previous high rates of growth in Mj,
people may have tried to reduce their real cash bal-
ances relative to previous holdings. Such an attempt
would cause an overshooting in prices for a while, or
put otherwise, for a while lagged money stock data
would temporarily under-predict prices. Finally, a
monetarist explanation of inflation suggests that the
rapid price rises of 1973 and 1974 were unsustainable.
Over a long period of time, the rate of rise of prices
must be in line with the rate of growth of the money
supply. The period considered ends December 1974.
A decrease in the rate of change of the CPI after
that date is shown in Chart 2.

The forecasts presented in the following section
are those of the author and in no way represent
the views of the Federal Reserve Bank of Rich-
mond.

Predicting Price Movements This type of analy-
sis does not disprove special factors explanations of
inflation or show the superiority of monetary the-
ories of inflation. It does suggest, however, that in
the recent past it has been reasonable to use lagged
rates of growth of money to predict prices and that
the last few years do not represent a departure from
past experience in this respect.

Table 1

PREDICTED RATES OF CHANGE IN THE CPI

April 1976 6.2
May 1976 4.6
June 1976 3.3
July 1976 2.9
August 1976 3.6

Average 4.1

Table I shows rates of change in the CPI for next
year that are predicted using the very simple tech-
nique of extrapolating from past rates of growth of
the money stock suggested above. The figures are
rates of change of the CPI on an annual basis for
the six-month period ending with the date shown.
They are the actual annualized percentage rates of
change of M; for the corresponding six-month period
21 months earlier minus 0.7 percent. The figures
may be read off Chart 2 by lowering the M; series
0.7 percent. As the M, series is more erratic than
the CPI series, probably the average figure of 4.1
percent is a better predictor of price behavior this
year.

This article has developed the monetarist explana-
tion of inflation. It has also presented a simple
method of forecasting inflation based on the observed
lags between rates of change of money and prices.
The lags, as shown, are not only long but also vari-
able. The actual rate of inflation may be significantly
above or below 4.1 percent in 1976. 1Ii the over-
shooting effect described above did occur in 1973-
1974, its actual rate of growth may be lower as the
reverse process occurs this year. In any case, this
monetarist forecast may be compared with those
using different frameworks as the events unfold over
the coming months.
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OUTLOOK FOR AGRICULTURE OPTIMISTIC

Sada L. Clarke

Agriculture’s prospects for the first half of 1976 were outlined by top level economists of the
U. S. Department of Agriculture at the National Agricultural Outlook Conference
in mid-November. The following is a digest of the outlook as they see it.

Optimism pervaded the outlook for U. S. agri-
culture through the first half of 1976 when speakers
presented their views at the National Agricultural
Outlook Conference in mid-November. Farmers’
returns are expected to be maintained at the im-
proved price and income levels realized during the
second half of last year. Moreover, consumers should
notice a slowdown in the rise in retail food prices.
Major factors generating these improvements are
the bumper grain harvests last fall, strong foreign
demand that will maintain a record pace for exports,
the economiic recovery now underway, and the be-
ginning upturn in livestock production.

There are a number of uncertainties in the outlook,
however. Among them, two stand out: (1) The
strength in the turnaround in livestock production
will depend to a great extent on the impact of de-
velopments in foreign markets on the supply and
cost of feed. (2) Gains in consumer buying power,
believed by many to be the key to sustaining general
economic growth, could be limited by continued in-
flation and rising costs of energy.

Farm Income, Fiscal Year 1975-76 Total cash
receipts from farm marketings in 1975-76 are ex-
pected to add up to around $101 billion—around $10
billion more than in 1974-75. Higher prices will
help to bring about much larger receipts from live-
stock and livestock products, whereas a greater vol-
ume of marketings will be the primary factor behind
a modest increase in crop receipts. Rising, albeit
moderating, farm production expenses are likely to
offset much of the gain in gross income. Even so, a
sizable rise in realized net income is indicated, per-
haps running well above the $25 billion—third largest
of record—estimated for calendar 1975.

Supplies and Costs of Farm Inputs With farmers
planning for all-out production again in 1976, de-
mand for farm inputs is expected to be strong.
Moreover, the farm supply shortages of the past
several years have eased. As a result, supplies of
items such s fertilizer, fuels, and pesticides are said

to be adequate for this year’s farming operations.
Most petroleum fuels reportedly are plentiful, in
fact, and supplies of many types of farm machinery
seem to be catching up with demand. Feed supplies
are larger, and prices are easier.

Farm costs in general are expected to continue
upward in 1976 but not at the leaping pace of recent
years. Actually, fertilizer prices are declining. But
farm wage rates will probably jump 8 to 11 percent
over 1975 levels because of the January 1 increase
in the Federal minimum wage for farm workers.

Agricultural Exports Heavy world demand for
U. S. farm products is setting the stage for another
record export year in fiscal 1976. Expectations are
that the value of farm product exports may reach
as high as $22.7 billion, about $1 billion more than
in fiscal 1975. Unlike a year earlier, the increased
value this year will result from a larger volume of
exports rather than higher prices.

Shipments of grains, oilseeds and products, cotton,
and tobacco—the principal commodities—could ex-
ceed 103 million metric tons. Such a level would be
about 19 million tons over last year’s volume and
would set a new record. An especially strong export
year is foreseen for wheat and feed grains.

By destination, shipments to the USSR and East-

ern Europe will show the biggest gain over last year.
But larger exports to North Africa, South Asia,
Southeast and East Asia, and Japan are also ex-
pected. Lower prices will reduce the value of ex-
ports to Western Europe and Latin America even
though export volume will likely hold up well.

Retail Food Prices Grocery shoppers can take
heart! The slowdown in spiraling food prices that
began in 1975 promises to continue during the first
half of 1976. Moreover, supplies of fresh and pro-
cessed fruits, tree nuts, and canned and frozen vege-
tables are large. And larger supplies of poultry and
red meats seem highly probable.

Retail food prices, under conditions that now ap-
pear most likely, will probably edge upward at an
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annual rate of 4 to 5 percent during the first six
months of the year—about one-half of the 9 percent
rate of advance in calendar 1975. Such an increase
would mean an average annual rate of slightly more
than 1 percent per quarter. First quarter prices may
rise at a somewhat faster pace. But a slower rate of
increase is seen as likely for the second quarter as
production of fed beef, pork, and poultry expands.

Food marketing costs will of course continue to
play a major role in the level of retail food prices.
Marketing spreads—the difference between the retail
price and farm value of foods—will likely advance
further during the first half of the year. But gains
may slow relative to a year earlier, probably rising
only about 5 percent compared with an 11 percent
increase during the same period in 1975.

Commodity Reviews The digests that follow
are highlights of the Department of Agriculture’s
expectations for major commodities produced in the
Fifth District.

Tobacco: Larger supplies, both at home and over-
seas, highlight the outlook for tobacco in 1976. U. S.
cigarette consumption (total and per capita) may
advance further this year. But smokers are not ex-
pected to smoke as many per capita as they did
during the record year 1963. Exports of unmanu-
factured tobacco fell about 10 percent last year, and
leaf exports in 1976 may do well to hold near recent
levels. The high prices of U. S. leaf are adversely
affecting tobacco exports even though worldwide
preference for cigarettes containing flue-cured and
burley tobaccos has risen sharply. With last year’s
large crop, carryover stocks can be expected to in-
crease.

The basic flue-cured tobacco marketing quota for
1976 has been cut 15 percent in an effort to keep
supplies in line with demand. But the addition of
net undermarketings from 1975 leaves the effective
quota only 10 percent below last season’s level. The
basic quota for burley may remain about the same
as in 1975. Price support levels for eligible 1976-
crop tobaccos will be 1314 percent higher than in
1975.

Cotton: Smaller supplies and larger disappearance
characterize the 1975-76 outlook for cotton. With
the sharply reduced 1975 crop, current season sup-
plies are expected to drop to the lowest level since
1923-24. On the demand side, combined domestic
mill use and exports probably will range from 9.8 to
10.8 million bales versus 9.8 million last year. Carry-
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over stocks next july 31 thus may total around 3.5
to 4.5 million bales, down from 5.7 million at the
end of 1974-75.

Domestic mill use holds promise of bouncing back
in 1975-76, consuming an estimated 6.8 to 7.3 million
bales in contrast with last season’s 5.9 million—
smallest since the 1930’s. How strong domestic
demand will be will depend to a great extent on the
general economic and textile activity during the next
few months and on the competition from manmade
fibers. Not to be overlooked, however, is the signifi-
cant role that fashion’s “casual natural look” is play-
ing in cotton’s comeback. The natural look has now
increased demand not only for the popular all-cotton
denim and corduroy materials but also for other
coarse cotton fabrics, such as brushed sateens, twills,
sheetings, and the like.

Foreign demand for cotton is weak, and U. S.
cotton prices are not competitive in world markets.
So, much uncertainty surrounds export prospects for
the 1975-76 season. Current indications point to a
moderate recovery in foreign cotton demand in early
1976, with exports for the marketing year ranging
from 3.0 to 3.5 million bales, well below last season’s
fevel.

Soybeans and Feanuts: Record large supplies,
significantly expanded utilization, a sharp buildup in
carryover stocks next fall, and lower average farm
prices are the main features of the soybean outlook
for 1975-76. Soybean plantings in 1976 could fall
below last year’s levels if the current soybean/corn
price ratio of 2 to 1 continues. Even though soy-
bean usage is expected to increase, it may well not
equal the record use in 1973-74. Moreover, total
soybean utilization may fall below production for the
third consecutive year. Soybean exports are ex-
pected to increase sharply but face increased competi-
tion and may fall short of the record shipments of
1973-74. The lower prices and large supplies should
spur exports of soybeans, however.

Peanut production continues to outstrip consump-
tion, and supplies are at record levels. Use of pea-
nuts in edible products this season is expected to
rise by some 6 percent to about 9 pounds per capita.
But despite the likely increase in consumption, pea-
nut supplies are well in excess of requirements for
food and farm use. About one-third of the crop will
be acquired by the Commodity Credit Corporation
under the price support program, and crushings to
dispose of the surplus peanuts will increase sharply.
Under existing law, 1976 acreage allotments have
been set at the minimum level.
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Poultry and Eggs: More poultry and eggs are in
prospect for the first half of 1976. Egg output may
gain slightly early in the vear but could fall to
around year-earlier levels in the spring. The outlook
for broilers and turkeys calls for substantial produc-
tion increases over a year ago, however.

Egg prices may well remain sluggish, averaging
near or below year-ago prices during the first half of
the year unless consumer demand picks up more
than is now anticipated. Moderate expansion in
broiler consumption, small red meat supplies, and
higher consumer incomes should more than offset
the expected increase in broiler supplies and hold
average broiler prices this winter near the mid-40
cent per pound range. Turkey prices, likely to de-
cline seasonally after the holidays, may remain above
a year earlier into 1976 in spite of indicated produc-
tion gains.

With larger supplies and lower prices of most feed
ingredients likely, the cost of producing poultry and
eggs in the coming months is expected to average
below levels a year ago.

Meat Animals: Pork output may continue below
1975’s reduced level through mid-1976, keeping hog
prices relatively strong through the winter. More
pork is indicated for the second half, however, start-
ing with small gains around midyear and then be-
coming larger toward the end of the year. With the
outlook for reduced feeding costs and the recent
record high hog prices, producers seem likely to
keep farrowings up through most of the year. Should
hog slaughter for all of 1976 total around 3 to 5

percent above 1973, as now seems probable, the price
of hogs could move generally lower during the sum-
mer and fall.

More fed beef and less nonfed steer and heifer
slaughter are in prospect for 1976. With feeding
costs more favorable and feeder cattle available,
cattle producers have already begun to place signifi-
cantly more cattle on feed. Fed cattle marketings
will probably begin to show increases over year-ago
levels in the first quarter, with larger gains following
in the second. If placements continue to rise, nonfed
slaughter is expected to decline significantly, with
most of the reduction occurring in the second half.
Should the feed situation, including pasture condi-
tions this summer, remain favorable, cattle slaughter
for the year could be from 2 to 4 percent above a
year earlier. Fed cattle slaughter would comprise all
of the increase. Assuming that consumer demand
holds up, it now looks as if fed cattle prices in 1976
might average close to, or just above, the 1975 price
range of $44 to $48.

Dairy Products: Milk output during the first
half of 1976 may increase slightly if gains in produc-
tion per cow offset comparatively small declines in
cow numbers as is now expected. Farm milk prices
are likely to continue well above year-earlier levels
early in 1976. But should increasing milk production
and consumer resistance to higher retail dairy prices
materialize, milk prices at the farm level may show
sharper-than-normal seasonal price declines. The
recent increase in price support levels will likely hold
farm milk prices above those a year ago, however.
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