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Anti-Inflation Process Continues
by NORMAN N. BOWSHER

I HE RATE OF INFLATION has accelerated
since 1965, until in the past year overall prices have
risen more than 5 per cent. Progress in reducing in
flation has been very slow, both because the inflation
was permitted to develop momentum from 1964
through 1968, and because a gradual approach has
been applied in correcting it in 1969 and 1970.
Growth in total spending has been slowed to about
the estimated growth in productive capacity since
the third quarter of 1969. Production and employ
ment have been affected adversely, but the adjust
ment has been much less than in previous periods of
economic correction. Construction has been cut back,
and bond and stock prices have fallen.1
This article reviews the recent growth trend of the
money stock. To evaluate this trend and possible
future trends, the article examines some evidence
bearing on the current growth rate in the amount of
money demanded. It also examines some credit and
regulatory developments that might affect the Fed
eral Reserve System’s control of the money stock in
the near future.

Appropriate Growth in Spending
Two crucial questions for current stabilization pol
icy are: (1) What rate of growth of total spending is
most desirable to keep downward pressure on infla
tion and expectations of inflation? (2) What rate of
monetary expansion is consistent with such a growth
of total spending?

half of 1972.2 According to these estimations, total
real output would rise about 1 per cent in the next
twelve months and nearly 4 per cent in the following
year.

Appropriate Monetary Growth

Studies conducted by this bank indicate that a
moderate 6 to 7 per cent rate of growth of total
spending would gradually reduce the rate of increase
in overall prices from 5.3 per cent a year in the first
half of 1970 to about 3.5 per cent a year in the first

Total spending for goods and services may accel
erate or decelerate as a result of any one of a number
of disturbances. One such disturbance is a change in
the money stock initiated by the monetary authorities
relative to the amount of money demanded by the
public. Important factors affecting amount of money
demanded are spending, income, wealth, prices of
goods and services, and interest rates. The amount
of money demanded is little affected in the short run
by those factors which determine the supply.

1An article in this Review last month ( “ Inflation and Its
Cure,” pp. 2-7) concluded that many of these costs probably
resulted from the public adapting to the higher rates of
anticipated inflation, and the downward pressure on prices
remained light.

2Calculated using the model discussed in “A Monetarist
Model for Economic Stabilization,” Leonall C. Andersen
and Keith M. Carlson, April 1970 issue of this Review, pp.
7-25. For current simulations, see the “Quarterly Economic
Trends” release of this Bank.
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If the money stock is greater (or less) than the
equilibrium amount demanded at prevailing eco
nomic conditions, the resulting discrepancy tends to
cause the rate of spending on goods, services, and
financial assets to increase (or decrease). The process
will continue until, with new levels of spending, in
come, prices, wealth, and interest rates, the amount
of money demanded equals the amount supplied.
The equilibrium amount of money demanded at a
point in time can only be measured indirectly. Some
evidence can be obtained on whether it is greater or
smaller than the amount supplied by observing
whether the general trend of spending is accelerating
or decelerating. When the rate of growth of spend
ing remains unchanged for a prolonged period, the
amount of money demanded is evidently rising at
about the same rate as the money stock.
Some insight into the rate of monetary growth
which would be most conducive to a moderate growth
of total spending may be obtained from past experi
ence. From the 1957 high in business activity to the
high in 1965, when the money stock grew at an aver
age 2.2 per cent a year, the trend growth in total
spending was 5.7 per cent a year.
Since economic conditions were similar in 1957
and 1965, the amount of money demanded also rose
at roughly a 2.2 per cent trend rate from 1957 to
1965. However, the amount of money demanded is
probably rising at a faster rate now, requiring a more
rapid injection of money to avoid having a depress
ing effect on total spending. Prices are now rising
more rapidly than from 1957 to 1965 and are ex
pected to continue to rise for some time, requiring
more money for transactions. Interest rates generally
rose in the earlier period, increasing the alternative
cost of holding nonearning cash balances. If interest
rates now stabilize or decline, as seems likely, this
incentive to reduce cash holdings will no longer exist.
Also, many may feel that their overall liquidity has
been reduced beyond desired levels, especially in
view of recent declines in security prices, insolvency
of some corporations, and talk of a money squeeze.
To the extent that attempts are made to conserve
and build up cash balances, growth in spending
slows unless offset by a more rapid growth in money
stock.
Relationships between estimated growth rates of
money stock and total spending, formulated using
this Bank’s model, suggest that the amount of money
demanded now may be rising about 6 per cent a
year. To reduce inflation and inflationary expecta
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tions, however, it is necessary for the stock of money
to grow less rapidly than the amount demanded in
order to restrain growth in total spending. Calcula
tions at this Bank indicate that a fairly steady 5 per
cent growth rate of money would be most likely to
succeed in the current situation in fostering a mod
erate 6 per cent rate of growth in total spending in
the next twelve months.

Recent Money Growth
During the spring of 1970 there was a sizable in
jection of money, and from the first to the second
quarter, the money stock rose at a rapid 6 per cent
annual rate. Moreover, it is likely that in the remain
der of the year the Treasury will be a large net bor
rower of funds, both to meet seasonal needs and to
finance an expected deficit resulting from a reduced
rate of tax collections as growth of incomes slows.
When the Treasury borrows heavily, growth in money
stock frequently is expanded rapidly by the Federal
Reserve to accomodate market demands and amelio
rate the higher interest rates that might otherwise re
sult temporarily if funds have to be diverted from
other uses.
Since early May, however, growth in money has
been moderated. The slowing has occurred despite
some money market developments which might have
caused the System to continue to expand money
rapidly. In late April, terms of a Treasury security
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offering became unattractive in light of the sudden
Cambodian invasion. To obtain sufficient buyers, the
Federal Reserve expanded the money stock by in
jecting member bank reserves. The money and capi
tal markets became unsettled as a result of a marked
decline in stock and bond prices, the uncertain finan
cial condition of some security dealers, the social un
rest accompanying the Cambodian affair, talk of
liquidity squeeze, and the insolvency of some firms,
particularly the large Penn-Central Transportation
Company. In addition, the Treasury borrowed about
$7 billion of new funds in July and August.
Despite the slower growth in money and unsettled
money market conditions, interest rates generally de
clined after early May. Three-month Treasury bill
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the relaxation may prove to be merely a respite. But
recent economic developments are similar to those
during other postwar periods when we witnessed a
general decline of demands for credit and of interest
rates. With demands for credit less vigorous, interest
rates drifted lower. Limiting growth of money, in
turn, becomes easier when money market conditions
are not strained.
A brief review of selected key developments in
dicates how credit demands may be relaxing. During
1967 and 1968 the money stock, increasing at a 7 per
cent annual rate, grew more rapidly than the amount
demanded by the public. As a result, total spending
on goods and services and credit demands were con
tinuously and excessively stimulated. Subsequently,
the more moderate 3 per cent average rate of expan
sion in money since early 1969 has probably been less
than growth in the amount demanded, which had
been accelerating with the higher actual and ex
pected prices.
For a time after the growth of money moderated,
the stock of money held probably continued to ex
ceed the overall amount demanded, and spending
continued to be stimulated. Some individuals and
businesses began to feel that their money balances
were relatively low as early as the summer of 1969
and began taking actions to conserve cash, but most
of the public probably continued to consider their
cash balances adequate. If their balances were less
than desired, the difference was small, as evidenced
by the mildness of the correction in spending growth
in late 1969.

rates, which reached 8 per cent early this year and
averaged 6.83 per cent in May, continued to decline
and averaged about 6.50 per cent in early August.
Rates on Federal funds declined from an 8.5 to 9 per
cent range in the June 1969 to February 1970 period
to an average 8 per cent from March to early June,
and to about 7 per cent during early August.

Demand For Credit
How was it possible for short-term interest rates to
decline in view of a slower growth in money after
early May? The demand for bank credit in the pri
vate sector moderated. Since the period is still short,
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With the amount of money demanded continuing
to rise faster than the quantity supplied (except
possibly for a brief period this spring), a growing
portion of the public began taking actions to conserve
and build cash balances. Individuals and businesses
may undertake to improve their cash positions in many
ways. Although there is reluctance to change con
sumption patterns or business plans, some less essen
tial projects are trimmed or postponed in an effort to
bolster cash balances, as evidenced by the moderated
growth in total spending. Some individuals may have
bought fewer stocks and bonds, or even liquidated
some securities, in an attempt to correct a cash short
age. Although these efforts build cash holdings for
some economic units, others find their cash balances
declining since the total stock of money is little af
fected by these adjustments. At the same time, the
resulting slower business conditions, and sharp de
clines in security prices, as well as the talk of a
Page 5
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money squeeze and the widespread publicity regard
ing financial problems of particular firms, may have
caused some to revise upward the amount of money
they desired to hold.
When the growth rates of the money stock were
permitted to vary much more than in recent dec
ades, so-called money panics occurred. The amount
of money demanded at times greatly exceeded the
amount supplied, and short-term interest rates rose
sharply as the public scrambled for the limited funds.
In such periods, severe interruptions in economic
activity occurred. For example, in the spring of 1920,
money, which had been expanding at a 17 per cent
annual rate, suddenly began contracting at an 8 per
cent rate. Yields on prime 4- to 6-month commercial
paper jumped about 60 per cent within a few months,
and industrial production dropped about one-third
from early 1920 to early 1921.
Since the early Fifties, rates of growth in the
amount of money supplied have fluctuated over a
much narrower range, and the stock of money has
more nearly approximated the amount demanded.
When amounts of money demanded exceeded the
amount supplied, some financial strains occurred for
a brief time, such as during the “credit crunch” in the
early fall of 1966. The adjustments, however, were
relatively mild. Rather than a widespread desperate
bidding for funds in the market, driving up short-term
interest rates, actions were taken to conserve cash
balances, such as trimming or postponing expansion
plans, policing inventories, reducing expenditures,
and shortening and upgrading investment holdings.
As a result, credit demands and interest rates, par
ticularly those on short-term instruments, began de
clining during these postwar periods of financial stress.
Conditions during the spring and early summer of
1970 appear to be similar to other recent periods
when, with the advantage of hindsight, it can be
concluded that the amount of money demanded ex
ceeded the amount supplied. If so, investment plans
may have become less ebullient, and the demand for
credit may have passed its peak of intensity.

Control of Money Growth
If the demand for credit continues to be less in
tense in the future than it was last winter, interest
rates may stabilize or decline somewhat further even
though the rate of growth of money stock is restrained.
Under such conditions it is much easier for the mone
tary authorities to limit growth of bank reserves and
money than when interest rates are rising rapidly
Digitized for FRASER
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and market pressures are increasing. While modera
tion of growth of the money stock may in the short
run keep interest rates somewhat higher than they
otherwise would be, this is a necessary step to lower
interest rates in the future.
Another recent development has contributed to
keeping monetary growth moderate. In January the
Regulation Q interest rate ceilings on time deposits
were raised slightly. Effective June 24, the ceiling
rate was completely suspended on large C D ’s matur
ing in 30 to 89 days, permitting banks to offer yields
competitive with other instruments. In the fifteen
months before ceilings were relaxed in January, time
deposits decreased at a 3 per cent annual rate. From
January to June, time deposits increased at a 12 per
cent rate, and weekly data since late June indicate
another marked acceleration.
This reintermediation through banks of funds which
had been flowing through commercial paper or other
credit channels has little overall effect on total spend
ing or total credit outstanding. However, since CD’s
and other time deposits must be supported by re
serves, banks have fewer reserves available to sup
port demand deposits (money). The additional re
serves to support time deposits can be provided by
the Federal Reserve. However, there has been less
money market pressure to provide them with banks
expanding their credit at a faster rate, since a given
amount of reserves permits more bank loans and in
vestments when liabilities are in the form of time
deposits than in demand deposits.

Conclusions
Inflation continues as a serious domestic economic
issue, deriving from the excessive total spending from
1965 through 1968. Since early 1969 monetary actions
have been directed toward dampening total spend
ing and inflation, while holding the social and eco
nomic costs of adjusting to lower price expectations
to tolerable levels.
Very restrictive monetary actions might eliminate
inflation quickly, but at the expense of sharp cutbacks
in production and employment. With very expansive
monetary actions, inflation could not be eliminated —
it would accelerate.
According to calculations of this bank, a steady
moderate growth of money would reduce inflationary
pressures while holding the costs in terms of produc
tion slack to reasonable levels. With a 5 per cent
annual rate of growth of money, it is estimated that
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Ratio Scale
1958-100

General Price Index'

*As used in Notional Income Accounts
Percentages are annual rotes of change lor periods indicated.
Latestdata plotted: 2nd quarter preliminary

Ratio Scale
1958=100

Source: U.S. Department of Commerc

the rate of overall price increase would slow gradu
ally from the 5.3 per cent average rate in the first
half of 1970 to about a 3.5 per cent rate in the spring
of 1972. Real product would expand as price rises
moderate, increasing from the recent little net change
to nearly 4 per cent in the twelve months ending in
mid-1972.
Money has on the whole risen moderately since
last December, namely, at an average 4.1 per cent
annual rate, despite a rapid injection this spring.
Rapid increases in the money stock may be easier to
resist in the near future than from 1965 through 1968.
In contrast to the earlier period, private demands
for credit seem to be moderating. Also, the relaxation
of Regulation Q has permitted a faster growth of
time deposits and bank credit and more comfortable
bank reserve positions, even though total reserves
and money have expanded at a moderate rate.
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The Federal Budget and the Economy
by DENIS S. KARNOSKY

X

he typical problems involved in formulating a
budget for the Federal Government are compounded
this year by concern about persistent inflation in the
face of rising unemployment and falling production.
The Administration considers fiscal restraint essential
in order to continue the fight against inflation and
has proposed that the budget for the fiscal year end
ing next June be approximately balanced. Congress
has acted on only a small portion of the proposed
budget program, but many analysts believe that a
substantial budget deficit will develop.

Federal Budget*
Ratio Scale
Billions of Dollars

Fiscal Years

Ratio Scale
Billions of Dollars

The prospect of a large Federal deficit in fiscal 1971
stems from three factors. There is a possibility that
Congress will enact legislation which will result in
Government spending in excess of that requested by
the Administration. Second, there is some doubt as to
whether several proposed tax programs will be
adopted. The third factor is the pattern of economic
activity in the coming year. Moderation in growth of
total spending since late 1969 caused tax revenue to
fall significandy short of projections in fiscal 1970
and, similarly, revenue growth in fiscal 1971 is ex
pected to be moderate.

The Proposed Budget in Perspective
The actual Federal budget in fiscal 1971 will not
be known for about a year. At the moment the main
clue to current and forthcoming fiscal action is the
budget report submitted by the President to Con
gress in February and revised on May 19. Although
the actual budget is often quite different from the
proposed budget, that report can be used as a point
of departure, in that it indicates the thrust of fiscal
actions advocated by the Administration.
Page 8
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S o u rc e : B u re au of th e Budget.
♦Unified B u d g e t b a sis; o u tlay s in clu de net lend ing .
Latest d a ta p lo tte d : 1970 p r e lim in a ry ; 1971 e stim ate d by the B u re au of th e B u d g et,
M a y 19.1970

Outlays
The President’s proposed budget for fiscal 1971
calls for total outiays of $205.6 billion, an increase of
4.5 per cent from fiscal 1970. This plan would con-
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Table II

Table I

A N N U A L RATE O F C H A N G E O F FEDERAL O U T LA YS
( Fiscal Y ears)
1960-65 1965-68
Total Outlays
Defense
Human Resources
Physical Resources
Interest Payments

1960

1965

Defense

49.8%

41.9%

Nondefense

50.2

58.1

27.5

29.9
12.2
8.8

32.1
11.1
7.7

1968-70* 1970-71*

5.1%

14.7%

1.6
8.2

17.5
12.6

-0 .1
8.9

4.9%

— 8.3
13.3

4.5%

6.9
7.5
4.6

17.5
10.9
9.6

12.5
4.0
15.6

15.0
- 0 .5
2.7

♦Fiscal 1970, prelim inary ; fiscal 1971 based on Bureau o f the Budget
data, May 19, 1970.

tinue the pattern of relatively moderate growth in
spending which has been followed since enactment
of the Revenue and Expenditure Control Act in mid1968. Total outlays increased at about a 15 per cent
average rate during the three-year period from fiscal
1965 to fiscal 1968, but grew at a reduced 5 per cent
rate in the last two budget years.
A reduction in defense spending is planned for
fiscal 1971, and outlays for nondefense programs are
projected to continue increasing rapidly. Defense
spending is projected to decline by $6.7 billion in
this fiscal year, to $73.6 billion, only slightly higher
than in fiscal 1967. Other spending is planned to in
crease $15.5 billion, a 13 per cent increase over last
year.
A net decline in spending for national defense since
fiscal 1968, coupled with rapid expansion of other
budget outlays, has resulted in a sharp decrease in
the portion of the budget devoted to the military.
Composition of Federal O u tla ys*

Sources: Bureau of the Budget and F e d eral Reserve Bank of St. Louis
'U n ifie d Budget basis,- outlays include net lending.
la te s t da ta plotted: 1970 prelim inary; 1971 estim ated by Fed eral Reserve Bank of St. Louis
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C O M P O S IT IO N O F FEDERAL O U T LA YS
(Fiscal Y e a rs)

Human Resources
Physical Resources
Interest Payments

11.0
9.0

1968

1970*

1971*

45.0%

40.8%

35.8%

55.0

59.2

64.2

36.9
10.9
9.3

40.6
10.4
9.1

♦Fiscal 1970, prelim inary ; fiscal 1971 based on Bureau o f the Budget
data, May 19, 1970.

Defense spending, as currently projected, would ac
count for 36 per cent of the budget in fiscal 1971.
During the period of military buildup in Vietnam,
defense spending increased at a 17.5 per cent aver
age annual rate, from $49.6 billion in fiscal 1965 to
$80.5 billion in fiscal 1968. This rapid rate of growth
was almost matched, however, by expansion of non
defense spending. As a result the military’s share of
the budget did not change substantially, increasing
from 42 per cent of total outlays in 1965 to 45 per
cent in 1968.
Nondefense spending increased at an 11 per cent
average rate from fiscal 1965 to 1970 and would ac
count for 64 per cent of all outlays in fiscal 1971.
Programs devoted to human resources have shown
the greatest expansion in recent years and, as cur
rently projected, would account for almost 41 per
cent of the budget in fiscal 1971, significantly greater
than the 32 per cent allocated in fiscal 1968. Almost
all of this increased share represents growth of spend
ing for Social Security and health programs. Other
nondefense outlays would be increased 11 per cent
in fiscal 1971 and be essentially unchanged as a pro
portion of total outlays. Physical resource projects,
which include housing, urban development and
transportation programs, would represent about 10
per cent of budget outlays in fiscal 1971, a share
which has not changed substantially since 1960.
In fiscal 1970 about 21 per cent of total spending
(GNP) in the economy reflected some form of Fed
eral spending, either directly, through Government
purchases of goods and services, or indirectly, through
transfers of income to the private sector. The pro
posed 4.5 per cent increase in budget outlays in
fiscal 1971 implies that this relationship probably
would not change significantly this year, but would
be somewhat larger than in fiscal 1960 when the ratio
was about 19 per cent.
Page 9
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Table 111

Federal O u tla ys^ as a Per Cent of Total Spending12
AS A

G O V E R N M E N T EX PEN D IT U RES
PER CEN T O F TOTAL S P E N D IN G *
(Fiscal Y ears)

State and Local
Federal
All Government

1960

1965

1968

1970

8.3%

9.2 %

10.1%

10.7%

18.4

18.1

20.8

20.8

26.7

27.3

30.9

31.5

T otal spen din g is G N P in current dollars ; expenditures are on a
N ational Incom e A ccoun ts basis. Federal grants-in-aid are excluded
from state and local governm ent expenditures.

state and local expenditures increased from 8.3 per
cent in fiscal 1960 to 10.7 per cent in fiscal 1970.
This suggests that the portion of total spending
in the economy which reflects some form of govern
ment expenditures has generally increased in the past
decade, and probably accounts for approximately 30
per cent of spending.
1963

1964

1965

1966

1967

1968

1969

1970

1971

1972

Sources: Bureau of the Budget, U.S. Department of Commerce,
and Fed eral Reserve Bank of St. Louis
U_Unified Budget basis,- outlays include net lending.
\2 Total Spending is G ross N ational Product in current dollars.
Latest d a ta plotted: 1970 prelim inary; 1971 Total Spending estim ated by F e d e ra l Reserve Bonk
of St. Louis,- 1971 O u tlays estim ated by the Bureau of the Budget,
M a y 19,1970.

The relationship between Government outlays and
total spending in the economy increased substantially
from 1965 to 1968, rising from 18 to about 22 per
cent. During that period Government outlays for de
fense increased from 7.6 per cent to 9.7 per cent of
total spending. The decline in defense outlays since
1968 has resulted in a sharp reduction in the portion
of total spending associated with national security
programs, and defense-related spending accounted
for 8.4 per cent of total spending in fiscal 1970.
This share promises to decline further this year.
Government spending for nondefense purposes has
generally increased faster than total spending in the
economy since 1960. From fiscal 1960 to fiscal 1970
the ratio of nondefense outlays to total spending rose
from 9.3 per cent to 12.2 per cent. This proportion is
expected to increase further in fiscal 1971.
While budget data for state and local governments
are not direcdy comparable with the Federal budget
used here, it is possible to make some approximate
comparisons.1 State and local expenditures have ap
parently increased slightly faster than total spending
since fiscal 1960. As a per cent of total spending,

1Budget data for state and local government forming a con
sistent series over time are available only on a National In
come Accounts basis.
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Receipts
Taxable income tends to rise and fall with the pace
of economic activity, and consequendy the Federal
budget tends toward deficit in periods of moderated
growth of total spending. In the absence of new
revenue legislation, total budget receipts in fiscal
1971 are expected to be approximately $3 billion
higher than in the previous year. This is a relatively
slow increase and is due to the combined effects of
an expected moderate rate of increase in economic
activity, and the tax changes incorporated in the Tax
Reform Act of 1969, including termination of the in
come tax surcharge on June 30, 1970. The tax reform
provisions and elimination of the surcharge are ex
pected to cost the Government about $3 billion in
revenue in fiscal 1971. In order to bolster revenue
the Administration has proposed several new pro
grams: a tax on leaded gasoline ($1.6 billion), a
postal rate hike ($1.5 billion), and speeded collec
tion of gift and estate taxes ($1.5 billion). With
adoption of these proposals, receipts in fiscal 1971
are estimated to be about $8 billion higher than last
year.

The Deficit
The Federal budget for fiscal 1971, as reviewed in
May, was projected to show a deficit of $1.3 billion.
This was based, however, on an estimated deficit of
$1.8 billion in fiscal 1970, an estimate which has since
proved to be too low. The actual budget was in
deficit by $2.9 billion in fiscal 1970. In January of this
year the Administration had projected a budget sur
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plus of $1.5 billion for fiscal 1970. This estimate was
revised in May to a deficit of $1.8 billion, with almost
all of the change due to a shortfall in estimated re
ceipts from the corporate profits tax. However, actual
corporate and individual income tax receipts fell short
of expectations, and total budget receipts in fiscal
1970 amounted to $193.8 billion, compared with the
May estimate of $196.4 billion.
The Administration has not yet revised its budget
projections for 1971 in light of the actual 1970 budget;
however, there is now little prospect that the deficit
of $1.3 billion projected in May is realistic. For ex
ample, the Administration projected in May that
revenue would increase by $7.9 billion over fiscal
1970. Since actual revenue in 1970 was $2.6 billion
less than estimated in May, fiscal 1971 receipts would
tend to be lower by the same amount. This implies
that the Administration’s proposed budget would be
in deficit by at least $4 billion this fiscal year. The
budget deficit would be significantiy larger than $4
billion if Congressional actions result in expenditures
beyond those requested by the Administration or if
Congress is not receptive to the proposed new reve
nue programs.

Impact on the Economy
Table IV summarizes the pattern of economic ac
tivity which has been observed since the Government
enacted restrictive, anti-inflationary fiscal policy in
mid-1968. Inflation has accelerated, production
growth has slowed and has been negative since last
fall, and unemployment has increased. Interest rates,
which many analysts expected to fall, have remained
high.

are now required in order to bolster real economic
activity. However, the Administration wants a bud
get close to balance in order to pursue the fight
against inflation. In the May 19, 1970 revision of its
February proposal, the Bureau of the Budget stated:
If the Congress votes higher appropriations, or
does not approve the taxes proposed by the Presi
dent, it should match these with specific cuts in
other spending programs or increases in other taxes.
Continued fiscal restraint is essential to further
progress toward the objectives stated in the Presi
dent’s budget message. Relaxation of that restraint
now would risk the danger o f permitting the econ
omy to climb too fast as it begins to pick up in the
months ahead. T oo rapid an advance could nullify
the progress made to date toward bringing inflation
under control . . . .

Since there is a growing belief that the budget deficit
actually will be substantially larger than the Presi
dent requested, it is important to analyze the proba
ble impact of a large deficit on the economy.

Measuring Fiscal Influence
The high-employment budget, an often-used
measure of fiscal influence, indicates that the budget
for fiscal 1971, as proposed by the Administration,
would be restrictive in its impact on economic activity.
The high-employment measure of the budget elimi
nates most of the effects of changes in real economic
activity on the budget and attempts to measure
changes in the budget due solely to legislative
action. Thus the growth of the tax base is held at
its high-employment rate and the effects of variaHigh-Employment Bud get*

This pattern of activity has led to suggestions that
Government actions have had little effect on inflation
and stimulative actions (both fiscal and monetary)

Surplus(+), Deficit(-)
Billions of D ollars

Fiscal Years

Billio ns of Dollars
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20

Table IV
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tion in economic activity on the budget are signifi
cantly reduced. If the budget is enacted as proposed,
the high-employment budget would be in surplus by
about $12 billion in fiscal 1971, about $3 billion
larger than in fiscal 1970. If the proposed revenue
programs are not adopted or spending exceeds the
projected level, the change in the high-employment
surplus would be much smaller and the influence of
fiscal actions would be less restrictive.

Financing Expenditures
A key element which must be considered in an
alyzing the impact of the budget on the economy is
the method the Government uses to finance its ex
penditures. The Government has three financing al
ternatives: taxing, borrowing from the public sector,
or borrowing from the Federal Reserve, which is the
same as creating money. The effect of Government
spending on economic activity can vary depending
on the type of financing employed.
The amount of borrowing the Government will do
in fiscal 1971 will be determined by the outlay and
revenue programs adopted by Congress. From whom
the Government borrows will determine the impact
of the budget on the economy. Borrowing from the
public, that is competing with individuals and busi
nesses for credit funds, would tend to put upward
pressure on interest rates. There would be little net
increase in total spending in that the Government
spending would supplant private spending programs
that were unable to get credit.
If the Federal Reserve chose to alleviate some of
this pressure on credit markets, however, the impact
of Government borrowing would tend to be different.
Monetary actions directed at increasing bank reserves
and thus the supply of credit, could ease the im
mediate upward pressure on interest rates and con
tribute to a smaller restrictive effect on private
borrowing. The Government essentially would be fi
nancing the deficit by money creation, and unlike
taxing or borrowing from the public, money creation
involves no crowding-out of private spending.2 Thus,
Government borrowing in conjunction with accommo
dative monetary action would tend to have a more
stimulative effect on total spending.
The budget deficits of the 1965-68 period are gen
2Several studies, in this Review and elsewhere, have con
cluded that Government expenditures not accompanied by
money creation have only a temporary effect on total
spending. Over a longer period of time such spending is
believed simply to crowd out private spending.
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erally believed to have been a major source of the
current inflation. These deficits were due primarily to
accelerated growth of Federal spending and since
the economy was essentially fully employed in 1965,
the expansion of Government spending resulted in
strong competition with the private sector for the
output of the economy.
The Government chose not to increase taxes and
thereby reduce private demand and release resources
for Government use. Instead, the Government sought
to borrow funds to finance its spending programs and
had to compete for credit with the private sector.
The expanded demand for credit put strong up
ward pressure on interest rates. Early in 1967, the
Federal Reserve began to increase the money supply
at a rapid rate and from January 1967 to January
1969, the nation’s money stock increased at an aver
age rate of 7.3 per cent. This growth of money was
excessively rapid and contributed to an acceleration
of total spending in the economy.
Price increases were generated by excessive de
mand as the Government competed with the private
sector for the output of the economy. After rising at
a 1.4 per cent average annual rate from 1960 to mid1965, prices increased at an average rate of 3.2 per
cent from mid-1965 to mid-1968. After-tax income of
individuals rose at an accelerated 8.2 per cent aver
age annual rate from mid-1965 to mid-1968, com
pared with a 6.4 per cent rate in the previous five
years. However, consumer purchasing power (after
tax income adjusted for price increases) increased at
a 4.8 per cent rate from mid-1965 to mid-1968, un
changed from a 4.9 per cent rate of increase in the
earlier period.

Conclusion
The Federal budget prospects are not now so
ominous as they were three years ago in terms of
immediately contributing to excessive total demand.
The most expansionary type of budget deficit, one
accompanied by r a p i d monetary growth, would
surely stimulate total spending in the coming year
but would probably have less of an effect on prices
than in the 1965-68 period. The acceleration of Gov
ernment spending in 1965 and the rapid rate of mone
tary expansion from early 1967 to late in 1968 con
tributed to growth of total spending far in excess of
productive capacity, and prices increased sharply.
Currently, however, production in the economy is
significantly below potential and could be expanded
somewhat in response to an increase in total spending.
With some idle capacity in the economy, an increase
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in total spending would tend to bolster production
and employment in the coming year.
Actual and Potential Real Product

Sou rces: U .S. D ep a rtm e n t of C om m erce , C ou n cil of Econom ic A d vis e rs , a n d F e d e r a l
R es e rv e Ban k of St. Louis
Q _Potential G N P in 1958 d o lla rs, as o r ig in a lly fo rm u lated by the Council of Econ om ic
A d v is e rs . B a s e p e rio d is mid-1955. R ate of g row th from IV/1 95 3 to IV/1962 is 3 .5 % ,
IV / 1962 to IV / 1965 is 3 .7 5 % , IV/1965 to IV/1969 is 4 % , IV/1969 to IV/1 97 0 is 4 .3 % ,
IV/1970 to IV/1971 is 4 .4 % .
l2 A c tu a l G N P in 1958 dollars.
Latest d a ta plotted-. Po te n tial G N P p ro je c te d through 4th q u arter 1971;
A c tu a l G N P , 2 nd q u a rte r 1970 p re lim in a ry
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A resurgence of spending, however, could strongly
affect the degree of downward adjustment in costpush factors two and three years from now. For ex
ample, rapid increases in total spending would alle
viate some of the pressure on corporate profits and
remove some of the incentives for cost-cutting pro
grams currently underway. Increased production
might also decrease some of the employment uncer
tainty in the labor force and contribute to strengthen
ing of wage and salary demands. Thus while a large
budget deficit may appear to be an attractive means
of alleviating some of the current employment and
production pains, the relief could be very expensive
if it caused rapid inflation to last longer than neces
sary, or to actually accelerate in later years.
The budget as proposed by the Administration
would have little, if any, effect on total spending
in the coming year. There is a possibility that the
deficit would be somewhat larger than the Adminis
tration estimated in May, but the larger deficit
would be due to a shortfall of tax revenue, reflecting
a moderate pace of total spending through this win
ter. In contrast, the deficits of the 1965-68 period
were due to rapid expansion of Government spend
ing at a time when the economy was essentially at
full employment. Also a $4 or $5 billion deficit would
not contribute to a rapid expansion of the money
stock. If adopted, it would be a budget consistent
with easing inflationary pressures over the next few
years.
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Current Utilization of Labor
Unemployment has averaged about 5 per cent of the
civilian labor force since May. This rate is up from about
3.5 per cent in late 1968 and 1969, and has been given
much attention as an indication of an underutilization of
labor and accompanying hardship.
Some unemployment is unavoidable when workers
are free to leave jobs in search of better opportunities,
when some positions are seasonal, when some people
are incapable of working, and when businesses are
forced to cut back or close because they are no longer
competitive. Estimates vary as to what level of unem
ployment would develop with total spending rising at
the fastest rate consistent in the long run with price
stability or a constant rate of inflation. Unemployment
has on occasion fallen below such a minimum, but only
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as a temporary effect of an excessive amount of spend
ing which also has caused an acceleration of price
increases.
In evaluating the unemployment situation, some com
parisons with previous periods may be helpful. The
average 5 per cent unemployment rate since May is
slightly below the 5.2 per cent rate in 1964, generally
considered a year of high economic activity and the last
year with a relatively moderate price trend. In the
1962-63 period, the unemployment rate fluctuated be
tween 5.5 and 6 per cent, and in the interval between
the 1958 and 1960 business cycle troughs, the rate fell
to about 5 per cent. During these two periods when
downward pressure was applied to the rise in prices,
unemployment rose to 7 per cent and above.

Total Civilian Employment
Per Cent of Total Population of W orking Force A ge (16-64)

As a measure of hardship or of unemployment condi
tions among those most seriously seeking work, unem
ployment among married men may be better than the
overall unemployment rate. As can be seen in the chart,
the current level of about 2.7 per cent is even more
favorable than the overall rate compared with other
periods since early 1955.

or longer periods from 1958 to early 1965. Unemploy
ment insurance and other benefits reduce the social costs
of such temporary idleness, and may increase the aver
age length of “ hunting” time between jobs as people are
better able to reject less desirable alternatives.
W ith present market restraints and inefficiencies, it is
not a sustainable situation to hold the unemployment
rate at 1969 levels by stimulating total spending, since
price increases are thereby accelerated. A level o f un
employment above 5 per cent may develop temporarily
while spending is restrained to reduce inflation and in
flationary expectations. A fundamental attack on the
unemployment problem might focus on the inefficiencies
and restrictions in this market, by providing better in
formation on job opportunities, increasing mobility of
labor, providing more education, training of skills, and
removing restrictions on employment.

Another measure of utilization o f labor resources re
lates the total number of people actually working to the
civilian population of working force age. The July level
of 64.2 per cent on this measure is down from the peak
but is still higher than at any time between 1952 and
1967.
Another indication o f utilization of labor is the dura
tion of unemployment. In July, the average length of
unemployment was 9.3 weeks. This is up from about 8
weeks in 1969, but down substantially from the 12 week
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