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b I 

t h e  
A s i g n i f i c a n t  pa r t  of t he  General Accounting O f f i c e ' s  work dea l s  w i th  

Federal  programs and i s s u e s  r e l a t e d  t o  t h e  o v e r a l l  performance of t h e  
U.S. economy, such a s  p roduc t iv i ty ,  c a p i t a l  formation,  employment, h e a l t h ,  
and i n t e r n a t i o n a l  t r a d e  and f inance.  
work involves  reviewing programs t h a t  e i t h e r  i n f luence  o r  are s t rong ly  
inf luenced  by n a t i o n a l  economic a c t i v i t y .  

Another s i g n i f i c a n t  p a r t  of GAO's  

These a reas  a r e  s tud ied  because- to  determine whether a change i n  
t h e  growth of p roduc t iv i ty  has  a c t u a l l y  occurred one needs t o  s e e  how pro- 
d u c t i v i t y  has  t y p i c a l l y  va r i ed  over  t h e  course of t h e  business  cycle .  
Furthermore, t he  performance of t h e  U.S. economy i s  a f f e c t e d  by Federa l  
employment programs, and t h e  s i z e  of those  programs i s  o f t e n  inf luenced by 
t h e  s t a g e  of t h e  business  cyc le  t h e  economy i s  in .  Thus, t h e  r e l a t i o n s h i p  
between these  Federal  programs and t h e  performance of t h e  U.S. economy 
runs i n  two d i r e c t i o n s .  Not only does t h e  need f o r  such programs vary 
with t h e  performance of t h e  economy, but i f  t he  programs are e f f e c t i v e  
t h e  performance of t h e  economy w i l l  improve. 

Other examples of such mutual r e l a t i o n s h i p s  are rates of i n f l a t i o n ,  
unemployment, and c a p i t a l  formation. Changes i n  t h e  average rate of 
c a p i t a l  formation in f luences  t h e  price and output  performance of t h e  
economy. A t  t h e  same time, however, permanent changes i n  average rates 
and v a r i a b i l i t y  of i n f l a t i o n  and unemployment a f f e c t  t h e  r a t e  of capi ta l  
formation. Furthermore, t h e  U.S. i n t e r n a t i o n a l  t r a d e  balance i s  in f lu -  
enced very much by our r a t e  of i n f l a t i o n  and by t h e  c y c l i c a l  p o s i t i o n  
of our economy r e l a t i v e  t o  those  of our  major t r ad ing  pa r tne r s .  

Thus, t o  he lp  analyze i s s u e s  o r  programs where n a t i o n a l  economic 
a c t i v i t y  i s  a s i g n i f i c a n t  f a c t o r ,  GAO has  prepared t h i s  s p e c i a l  s tudy 
t o  provide a background f o r  cons ider ing  cu r ren t  economic developments. 
The s tudy traces t h e  behavior s i n c e  World War I1 of such key macroecono- 

- m i c  v a r i a b l e s  as i n t e r e s t  r a t e s ,  unemployment rates, and growth rates of 
ou tput ,  money supply,  and prices. Also descr ibed  and analyzed i n  some 
d e t a i l  are t h e  f i s c a l  and monetary p o l i c i e s  pursued by t h e  Federa l  
Government . 

The a i m  of t h i s  r e p o r t  is  t o  provide a convenient d a t a  source on a 
l imi t ed  but very important set of macroeconomic va r i ab le s .  Some explana- 
t i o n  i s  provided showing how t h e s e  v a r i a b l e s  helped t o  shape, and were 
shaped by, t h e  Federa l  Government's macroeconomic p o l i c i e s .  The expla- 
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na t ions ,  however, are not  t o  be viewed as our judgments on i s s u e s ,  such as 
the  impact of f i s c a l  and monetary pol icy ,  about  which economic researchers  
d i sagree .  Severa l  of t hese  con t rove r s i e s  are noted i n  t h e  text. 

We hope t h a t  a n a l y s t s  both wi th in  and outs ide  t h e  Federal  Government 
w i l l  f i n d  t h i s  study t o  be a handy and use fu l  re ference  on macroeconomic 
developments i n  t h e  American economy s i n c e  World War 11. 

Direct or ,  
Program Analysis Div is ion  
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CHAPTER ONE 

E U S  ECONOMY 
OM 1946 TO 1960 

This  chapter  d i scusses  macroeconomic developments and p o l i c i e s  from 
t h e  end of World War I1 t o  1960. 
g a t e  output  (measured, as i s  convent ional ,  by real  g ross  n a t i o n a l  prod- 
u c t ) ,  unemployment, i n f l a t i o n ,  t h e  behavior of c a p i t a l  formation,  and 
t h e  n a t i o n ' s  i n t e r n a t i o n a l  accounts ,  are  descr ibed b r i e f l y .  This discus-  
s i o n  sets t h e  s t a g e  f o r  t h e  more ex tens ive  s e c t i o n s  t h a t  fol low on t h e  
conduct of f i s c a l  and monetary pol icy .  

The behavior over t h i s  per iod of aggre- 

OutDut. Unemdovment. and I n f l a t i o n  

A s  World War I1 drew t o  a c lose ,  t h e  Federa l  Government promptly be- 
gan t o  r e l a x  and remove i t s  comprehensive program of c o n t r o l s  on spending 
and prices e s t a b l i s h e d  during t h e  War. These c o n t r o l s  had forced many 
businesses  and households t o  accumulate l a r g e  volumes of both l i q u i d  
assets and u n s a t i s f i e d  wants. During 1946 and 1947, t h e  end of c o n t r o l s  
r e s u l t e d  i n  a spending spree ,  and a r ap id  rise i n  p r i c e s  as r e f l e c t e d  by 
t h e  producer and consumer price indexes and by t h e  g ross  n a t i o n a l  product 
d e f l a t o r .  1/ - 

The consumer p r i c e  index (CPI )  r o s e  by almost 25 percent  during 
t h i s  2-year period. 
t o r ,  a p r i c e  index of t h e  economy's e n t i r e  output  of goods and s e r v i c e s  
( i n  c o n t r a s t  t o  t h e  CPI ,  which i s  a p r i ce  index only  of t h e  economy's 
output  of consumer goods and se rv ices ) .  The s t e e p e s t  rise, however, 
occurred i n  t h e  producer p r i c e  index (PPI) which rose  40.1 percent  i n  
2 years .  (See Table 1.) 

The rise w a s  even s t eepe r  i n  t h e  i m p l i c i t  GNP de f l a -  

I n  c o n t r a s t ,  real GNP f e l l  s i g n i f i c a n t l y  as t h e  Federa l  Government 
cu t  back sha rp ly  on i t s  purchases of goods and se rv ices .  
f e l l  from $264.3 b i l l i o n  i n  1945 t o  $93.1 b i l l i o n  i n  1946 and t o  $75.4 
b i l l i o n  i n  1947. 2/ 

These purchases 

- 
Table 2 p re sen t s  d a t a  on the  unemployment rate and on real  GNP f o r  

1945-1960. 

- 1/The producer p r i c e  index w a s  formerly known as t h e  wholesale p r i c e  
The name-change occurred i n  Apr i l  1978 wi th  t h e  release of index. 

t h e  d a t a  f o r  March of t h a t  year.  

- 2/Economic Report of t h e  P res iden t ,  1978, p. 259. ( A l l  d o l l a r s  are 
cons tan t  1972 d o l l a r s . )  
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Table 1 

Consumer Price Index, 
Producer Price Index and Implicit GNP Deflator 

1945-1 960 

Implicit GN P 
CPI ' Percent PPI Percent Deflator Percent 

(1967 = 100) Change (1967 = 100) Change (1972= 100) Change 

1945 53.9 - 54.6 - 37.99 - 
1946 58.5 8.5 62.3 14.1 43.88 15.7 
1947 66.9 14.3 76.5 22.8 49.70 13.1 
1948 72.1 7.8 82.8 8.2 53.1 3 6.9 
1949 71.4 -1 .o 78.7 -5.0 52.59 -1 .o 
1950 72.1 1 .o 81.8 3.9 53.64 2.0 
1951 77.8 7.9 91.1 11.4 57.27 6.8 
1952 79.5 2.2 88.6 -2.7 58.00 1.3 
1953 80.1 0.8 87.4 -1.4 58.88 1.5 
1954 80.5 0.5 87.6 0.2 59.69 1.4 
1955 80.2 -0.4 87.7 0.2 60.98 2.2 
1956 81.4 1.5 90.7 3.3 62.90 3.2 
1957 84.3 3.6 93.3 2.9 65.02 3.4 
1958 86.6 2.7 94.6 1.4 66.06 1.6 
1959 87.3 0.8 94.8 0.2 67.52 2.2 
1960 88.7 1.6 94.9 0.1 68.67 1.7 

~ ~~~~ ~ ~~~~~ ~~ 

Source: .fconomic Report of the President, 1978. 

The years  1948-1951 s a w  rap id  f l u c t u a t i o n  i n  both the  i n f l a t i o n  
and the  unemployment rates. Although the  annual i n f l a t i o n  rate f o r  1948 
w a s  between 7 and 8 percent ,  prices began t o  dec l ine  i n  September and 
1949 w a s  a recess ion  year  of f a l l i n g  p r i c e s  and an unemployment r a t e  of 
almost 6 percent .  This recess ion ,  however, was short- l ived;  i n  1950 real  
GNP grew a t  an  annual rate of almost 9 percent.  While the  ra te  of i n f l a -  
t i o n  w a s  low, t h e  unemployment rate remained high. Then i n  1951, t he  
unemployment rate dropped sharp ly  and i n f l a t i o n  rates rose even more 
sharp ly  because the  dec i s ion  t o  in te rvene  i n  the  Korean f i g h t i n g  had 
s t imula ted  demand. 
World War 11, consumers rushed i n t o  the  markets t o  g e t  ahead of t h e  
hoarders." - 1/ 

"Remembering t h e  s c a r c i t i e s  and p r i ce  inc reases  of 

- l / L e s t e r  V. Chandler and Stephen M. Goldfeld,  The Economics of Money and 
Banking, Harper and Row, 1977, p. 563. 
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Table 2 

Unemployment Rate'and 
Real Gross National Product 

1945- 1960 

Real GNP Percent Change 
Unemployment (billions of 1972 in Real 

Rate dollars) GNP 

1945 - 559.0 - 
1946 3.9 477.0 -14.7 
1947 3.9 468.3 -1.8 
1948 3.8 487.7 4.1 
1949 5.9 490.7 0.6 
1950 5.3 533.5 8.7 
1951 3.3 576.5 8.1 
1952 3.0 598.5 3.8 
1953 2.9 621.8 3.9 
1954 5.5 613.7 -1.3 
1955 4.4 654.8 6.7 
1956 4.1 668.8 2.1 
1957 4.3 680.9 1.8 
1958 6.8 679.5 -0.2 
1959 5.5 720.4 6.0 
1960 5.5 736.8 2.3 

Sources: Historical Statistics of the Unrted States, Colonial Times to 1970, 1975; Survey of Current Business, 
Aug. 1978, p. 67; Economic Report of the Presrdent, 1978, p. 258. 

The Korean h o s t i l i t i e s  ended i n  1953 and t h e  remainder of t h e  1950s 
w a s  cha rac t e r i zed  by slow economic growth, moderately high unemployment 
r a t e s ,  and ( e s p e c i a l l y  by today ' s  s tandards)  genera l  price s t a b i l i t y .  
Real GNP growth exceeded 4 percent  i n  only 2 yea r s  of t h e  decade, t h e  
unemployment rate never f e l l  below 4 percent  a f t e r  i t s  rise t o  5.5 per- 
cen t  i n  1954, and i n f l a t i o n  rates never exceeded 3 percent  (and were 
o f t e n  below 2 percent) .  Superimposed on t h i s  slow growth was a p a t t e r n  
of mild r eces s ions  and weak recover ies .  
real  GNP of 6.7 percent  i n  1955 and 6.0 percent  i n  1959 appear s u b s t a n t i a l  
following t h e  1954 and 1958 r eces s ions ,  t h e s e  rates were followed by weak 
performances i n  t h e  immediately subsequent years.  

Although t h e  growth rates i n  

During t h i s  decade, t h e  concept of t h e  "GNP gap" was used t o  cri- 
t i c i z e  t h e  Eisenhower Adminis t ra t ion ' s  management of t h e  economy. This  
gap connotes t h e  d i f f e r e n c e  between a c t u a l  output  of goods and s e r v i c e s  
and t h e  output  t h a t  would have been produced had f u l l  employment been 
maintained. 
w a s  a t  a c y c l i c a l  peak, cr i t ics  argued t h a t  real  GNP, wi th  s u f f i c i e n t  

Choosing t h e  middle of 1955 as a poin t  a t  which t h e  economy 
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a g g r e g a t e  demand, could have grown a t  a c o n s t a n t  annual  ra te  of 3-1/2 
percent  from t h a t  p o i n t  on. ( F i g u r e  1 provides  d a t a  on t h e  GNP gap f o r  
t h e  decade of t h e  1950s.) During t h e  7 y e a r s ,  1954 through 1960, owing 
t o  inadequate  t o t a l  demand i n  t h e  economy, $166.8 b i l l i o n  i n  o u t p u t  
of goods and s e r v i c e s  ( e v a l u a t e d  a t  1972 p r i c e  l e v e l s  - 1 / )  were a p p a r e n t l y  
l o s t  t o  t h e  economy. 

Figure 1 

GNP Gap 
(billions of 1972 dollars) 

Actual GNP - 650- 

600- 

1953 54 55 56 57 58 59 60 

Source: Business Conditions Digest. May 1976. p. 61 

C a p i t a l  Formation 

Annual d a t a  on  real  net s t o c k  of f i x e d  n o n r e s i d e n t i a l  c a p i t a l ,  bo th  
f o r  the e n t i r e  economy and f o r  t h e  manufactur ing s e c t o r ,  are shown i n  
Table  3 .  

- l/Estimates of t h e  GNP gap a t  t h e  t i m e  t h e  concept  w a s  i n t r o d u c e d  were 
n o t ,  of course ,  based on 1972 price levels. O r i g i n a l l y  t h e  U . S .  Com- 
merce Department used 1954 p r i c e  l e v e l s  i n  r e p o r t i n g  c o n s t a n t  d o l l a r  
GNP d a t a .  With a major  r e v i s i o n  of t h e  N a t i o n a l  Income Accounts i n  
1965, a swi tch  w a s  made t o  1958 price l e v e l s .  The u s e  of 1972 p r i c e  
l e v e l s  was i n i t i a t e d  by t h e  Commerce Department i n  1976. 
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Table 3 

Real Net Stock of Fixed Nonresidential Capital 

(billions of 1972 dollars) 
1948- 1960 

Percent 
Total Change Manufacturing Change 

Percent 

1948 
1949 
1950 
1951 
1952 
1953 
1954 
1955 
1956 
1957 
1958 
1959 
1960 

334.2 
350.0 
367.5 
385.9 
401.1 
418.3 
432.6 
451.3 
472.2 
492.3 
503.3 
51 7.0 
533.0 

- 
4.7 
5.0 
5.0 
3.9 
4.3 
3.4 
4.3 
4.6 
4.2 
2.2 
2.7 
3.1 

97.2 
100.3 
102.6 
107.4 
111.5 
115.1 
118.6 
121.9 
127.5 
132.7 
133.9 
133.7 
134.7 

- 

3.2 
2.2 
4.6 
3.8 
3.2 
3.0 
2.8 
4.6 
4.1 
0.9 

-0.1 
0.7 

Source: Survey of Current Business. April 1976, p. 49. 

Annual growth rates of both series were reasonably cons tan t  u n t i l  
The low rates of c a p i t a l  formation 1958 when they f e l l  p rec ip i tous ly .  

t h a t  occurred a t  t h e  end of t h e  decade were undoubtedly r e l a t e d  t o  
t h e  inadequate  aggregate  demand t h a t  gave r ise  t o  the  GNP gap of t h e  
per iod.  

Balance of Payments 

Throughout 1946-60, t h e  t r a d e  o r  merchandise balance w a s  i n  surp lus .  
(See Table 4. )  However, t h e  magnitude of t h e  annual su rp lus  and i t s  
d i r e c t i o n  of change from t h e  previous year  va r i ed  a good dea l .  Since,  
as we have seen,  t h e r e  w a s  a l s o  a good d e a l  of c y c l i c a l  movement i n  t h e  
domestic economy, a p l a u s i b l e  hypothesis  i s  t h a t  t h e  t r a d e  su rp lus  w a s  
lower i n  years  of domestic p rospe r i ty ;  i n  those  years ,  U.S. demand f o r  
imports  would be higher.  A crude tes t  of t h i s  hypothesis  sugges ts  t h a t  
whi le  t h e  t r a d e  su rp lus  and t h e  annual  percentage growth ra te  i n  real  
GNP are somewhat a s soc ia t ed ,  t h e  l i n k  i s  c e r t a i n l y  not  very t i g h t .  - 1/ 

- 1/The c o r r e l a t i o n  c o e f f i c i e n t  between t h e  two series i s  -0.54. 
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Table 4 

Merchandise Exports and Imports and 
Various International Balances 

(millions of dollars) 

Overall 
Balance Balance Balance 

on Goods on on 
Merchandise Merchandise Merchandise and Current Liquidity 

Exports Imports Balance Services Account Basis 

1947 
1948 
1949 
1950 
1951 
1952 
1953 
1954 

1946 1 1,764 5,067 6,697 7,807 4,885 993 
6.097 5.973 10,124 11,617 8,992 4,210 
3,265 7,557 5,708 6,518 1,993 81 7 
2,213 6,874 5,339 6,218 580 136 
0,203 9,081 1,112 1,892 -2,125 -3,489 
4,243 11,176 3,067 3,817 302 -8 
3,449 10,838 2,611 2,356 -175 -1,206 
2,412 10,975 1,437 532 -1,949 -2,184 
2.929 10,353 2,576 1,959 -321 -1,541 

1955 141424 11 1527 2,897 2,153 -345 -1,242 

1957 19,562 13,291 6,271 5,901 3,556 -578 
1958 16,414 12,952 3,462 2,356 -5 -3,365 
1959 16,458 15,310 1,148 310 -2,138 -3,870 
1960 19,650 14,758 4.892 4,040 1,732 -3,677 

1956 17,556 12,803 4,753 4,145 1,722 -973 

Sources: Economic Report of the President. 1978, p 368; Business Statistics, Supplement to the Survey of 
Current Business, 1967, p. 12 

Table 4 a l s o  provides  d a t a  on t h e  o v e r a l l  balance on goods and serv- 
ices which, i n  a d d i t i o n  t o  merchandise t r a d e ,  t akes  i n t o  account m i l i t a r y  
expendi tures ,  r e c e i p t s  and payments of income as soc ia t ed  wi th  in te rna-  
t i o n a l  investments,  and expendi tures  on i n t e r n a t i o n a l  t r a n s p o r t a t i o n  and 
t r a v e l .  
balance i n  every year  through 1951, but  w a s  smaller than t h e  t r a d e  balance 
i n  a l l  subsequent years.  
growth of fo re ign  m i l i t a r y  expendi tures  t h a t  occurred a f t e r  1950. 
an  average l e v e l  of $0.6 b i l l i o n  i n  t h e  years  1946-50, t h e s e  expendi tures  
jumped t o  $1.3 b i l l i o n  i n  1951, $2.1 b i l l i o n  i n  1952, $2.6 b i l l i o n  i n  
1953 and 1954, and an average of $3 b i l l i o n  i n  the  next 6 years .  

The su rp lus  i n  t h e  goods and se rv ices  balance exceeded t h e  t r a d e  

The major explanat ion f o r  t h i s  p a t t e r n  was t h e  
From 

The balance on cu r ren t  account adds t o  t h e  o v e r a l l  balance of goods 

The balance on cu r ren t  account was nega- 
and s e r v i c e s  t h e  ne t  balance of p r i v a t e  and government u n i l a t e r a l  t r a n s f e r  
payments t o  fo re ign  coun t r i e s .  
t i v e  i n  most years  a f t e r  1950, i n d i c a t i n g  t h a t  p r i v a t e  and Government 
t r a n s f e r  payments from t h e  United States t o  o the r  coun t r i e s  exceeded such 
payments from o t h e r  coun t r i e s  t o  t h e  U.S. by more than t h e  amount of t h e  
p o s i t i v e  balance on goods and se rv ices .  The (nega t ive)  n e t  balance of 
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t r a n s f e r  payments w a s  l a r g e s t  i n  1949, 1950, and 1951. Presumably 
t h i s  i s  explained by payments a s soc ia t ed  with t h e  Marshall  Plan.  

F i n a l l y ,  t h e  o v e r a l l  balance of payments ( a r r i v e d  a t  by adding t h e  
change i n  U.S. o f f i c i a l  r e se rve  assets t o  t h e  change i n  l i q u i d  l i a b i l i t i e s  
t o  a l l  fo re igne r s  1 / )  w a s  negat ive i n  a l l  yea r s  bu t  one a f t e r  1950, and 
always by a considerably l a r g e r  margin than t h e  cu r ren t  account balance 
i n d i c a t i n g  t h a t  t h e  1950s were years  of l a r g e  ne t  capi ta l  out-flows. 

FISCAL POLICY 1945-1960 

F i s c a l  a c t i o n s  are those which change t h e  Government's o v e r a l l  bud- 
ge t  p o s i t i o n ,  i t s  spending and revenue t o t a l s  and t h e  r e s u l t i n g  s u r p l u s  
o r  d e f i c i t .  Actions which i n c r e a s e  spending r e l a t i v e  t o  revenue have an  
expansionary e f f e c t  on t h e  economy; a c t i o n s  which inc rease  revenue rela- 
t i v e  t o  spending have a con t r ac t iona ry  impact. This  s e c t i o n  begins  wi th  
a d i scuss ion  of two prel iminary cons idera t ions .  The f i r s t - i s  t he  ques t ion  
of how t h e  e f f e c t  of f i s c a l  a c t i o n s  on t h e  economy i s  t o  be measured. It 
is  shown t h a t  t h e  state of t h e  a c t u a l  budget i s  not  a good measure of t h i s  
impact  because t h e  c y c l i c a l  p o s i t i o n  of t h e  economy has more of an  e f f e c t  
on t h e  a c t u a l  budget than  v i ce  versa .  
economists use t h e  concept of t h e  f u l l  employment budget. 

To a b s t r a c t  from t h i s  e f f e c t ,  

The second prel iminary cons ide ra t ion  i s  t o  desc r ibe  t h e  Employment 
A c t  of 1946, which l eg i t imized  t h e  modern r o l e  of f i s c a l  po l i cy  as an  
economic s t a b i l i z e r .  Following t h a t  d e s c r i p t i o n ,  t he  remainder of t h i s  
s e c t i o n  desc r ibes  t h e  a c t u a l  conduct and e f f e c t s  of f i s c a l  po l icy  from 
1947 t o  1960. 

F u l l  Employment Surplus  Is a Better 
Measure of F i s c a l  Pol icy  

F i s c a l  po l icy  can be measured using e i t h e r  t h e  a c t u a l  o r  t h e  f u l l -  
employment budget s u r p l u s  ( o r  d e f i c i t ) .  
both,  a l though t h e  full-employment su rp lus  i s  gene ra l ly  considered t h e  
more a c c u r a t e  measure. 

This r e p o r t  analyzes  d a t a  on 

The a c t u a l  budget su rp lus  o r  d e f i c i t ,  t h e  d i f f e r e n c e  between t o t a l  
Federal  revenues and expendi tures ,  does not  accu ra t e ly  i n d i c a t e  whether 
changes i n  t h e  Federa l  budget are having an expansionary o r  con t r ac t iona ry  
in f luence  on t h e  economy. 
revenues; i t  sets income t a x  rates. Revenues thus  depend on a c t u a l  in- 
come. 

The Government does not determine Federa l  t a x  

So t h e  s t a t e  of t h e  a c t u a l  budget, i n  a d d i t i o n  t o  in f luenc ing  t h e  

- 1/Data are not  a v a i l a b l e  f o r  t h e  pre-1960 per iod on t h r e e  measures of 
t h e  o v e r a l l  balance of payments t h a t  were repor ted  q u a r t e r l y  by t h e  
U.S. Commerce Department between 1971 and 1976: t h e  balance on cu r ren t  
account and long-term c a p i t a l ,  t h e  n e t  l i q u i d i t y  balance,  and t h e  o f f i -  
c i a l  r e se rve  t r a n s a c t i o n s  balance.  
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economy's c y c l i c a l  p o s i t i o n ,  i s  a l s o  determined by it .  This  po in t  
becomes most apparent  i n  recess ions .  For example, t h e  2-year swing of 
$16.4 b i l l i o n  from an  a c t u a l  su rp lus  of $6.1 b i l l i o n  i n  1956 t o  an actual  
d e f i c i t  of $10.3 b i l l i o n  i n  1958 w a s  not  t h e  r e s u l t  of any cu t  i n  taxes; 
r a t h e r ,  i t  was t h e  r e s u l t  of a reduct ion  i n  t a x  revenue caused by t h e  
r e c e s s i o n  of 1957-1958. 

I n  place of t h e  a c t u a l  budget su rp lus ,  t h e  full-employment budget 
s u r p l u s  i s  o f t e n  proposed as an  a l t e r n a t i v e  measure of f i s c a l  po l icy .  
This  su rp lus  i s  computed by e s t ima t ing  what Federal  revenues and expendi- 
t u r e s  would be i f  t h e  economy were opera t ing  a t  f u l l  employment and then 
s u b t r a c t i n g  t h e  expendi tures  from t h e  revenues. Changes i n  t h e  f u l l -  
employment su rp lus  can be a t t r i b u t e d  t o  s h i f t s  i n  d i s c r e t i o n a r y  f i s c a l  
p o l i c y ,  1/ whereas changes i n  t h e  a c t u a l  su rp lus  might i n s t ead  be due p r i -  
m a r i l y  to changes i n  t h e  c y c l i c a l  p o s i t i o n  of t h e  economy. 
changes i n  t h e  full-employment su rp lus  measure more r e l i a b l y  t h e  t h r u s t  
of d i s c r e t i o n a r y  f i s c a l  po l icy  than do changes i n  t h e  a c t u a l  su rp lus .  

As a r e s u l t ,  

Full-employment expendi tures  used i n  t h i s  s tudy d i f f e r  from a c t u a l  
expendi tures  only by t h e  d i f f e r e n c e  between t h e  amount of unemployment 
compensation t h a t  would have been paid a t  f u l l  employment and t h e  amount 
a c t u a l l y  paid.  Since f o r  t h e  per iod 1948-1960, a 4 percent  unemployment 
ra te  was def ined as " f u l l  employment," full-employment expendi tures  are 
g r e a t e r  ( l e s s )  than a c t u a l  expendi tures  i n  years  i n  which t h e  unemployment 
rate w a s  below (above) 4 percent .  I n  c o n t r a s t ,  c a l c u l a t i n g  full-employment 
revenues i s  not  so d i r e c t  and does not  e x p l i c i t l y  de f ine  f u l l  employment 

- 1/The a s s e r t i o n  t h a t  changes i n  t h e  f u l l  employment su rp lus  can unequiv- 
o c a l l y  be a t t r i b u t e d  t o  s h i f t s  i n  d i s c r e t i o n a r y  f i s c a l  po l icy  is  sub- 
ject  t o  numerous q u a l i f i c a t i o n s  discussed i n  Arthur  M. Okun and Nancy 
He Tee te r s ,  "The F u l l  Employment Surplus  Revis i ted ,"  Brookings Papers 
on Economic Ac t iv i ty  #l ,  1970, pp. 77-116, and i n  Alan S. Bl inder  and 
Robert M. Solow, "Analyt ical  Foundation of F isca l  Pol icy,"  i n  - The 
Economics of Publ ic  Finance, Brookings, 1974. For example, t h e  l e v e l  of 
nominal GNP a t  f u l l  employment w i l l  only be cons tan t  from year t o  year 
i f  t h e r e  i s  no real  economic growth and no i n f l a t i o n .  Thus, while  a 
rise i n  f u l l  employment revenues i s  d e f i n i t e l y  not  caused by an upswing 
i n  t h e  bus iness  cyc le ,  i t  i s  not  d e f i n i t e l y  a t t r i b u t a b l e  t o  a change i n  
f i s c a l  pol icy.  
Measures of t h e  f u l l  employment su rp lus  should t h e r e f o r e  be ad jus t ed  f o r  
i n f l a t i o n  and growth (and o the r  f a c t o r s )  i n  o rde r  t o  g e t  a pure measure 
of t h e  s t ance  of f i s c a l  pol icy.  Unfortunately,  while var ious  au tho r s  
( c i t e d  i n  Bl inder  and Solow) have ca l cu la t ed  measures of t he  f u l l  em- 
ployment su rp lus  ad jus t ed  f o r  t hese  problems, none of t hese  au tho r s  has 
updated h i s  c a l c u l a t i o n s ,  The only cont inuously maintained d a t a  s e r i e s  
a v a i l a b l e  i s  a measure of t h e  full-employment su rp lus  unadjusted f o r  
i n f l a t i o n ,  growth, and o the r  f a c t o r s ,  issued by t h e  Federa l  Reserve 
Bank of S t .  Louis, This i s  the series repor ted  and d iscussed  i n  t h e  
t e x t .  

It may be due t o  i n f l a t i o n  o r  t o  real economic growth. 
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as o c c u r r i n g  a t  a 4 p e r c e n t  unemployment rate. T h e r e f o r e ,  full-employment 
r evenues  are  n o t  n e c e s s a r i l y  g r e a t e r  ( l e s s )  t h a n  a c t u a l  r evenues  i n  y e a r s  
i n  which t h e  unemployment rate w a s  above (below) 4 p e r c e n t ,  e x c e p t ,  pre-  
d i c t a b l y ,  when t h e  unemployment ra te  w a s  c o u s i d e r a b l y  above 4 p e r c e n t .  
Furthermore,  i n  y e a r s  i n  which t h e  unemployment ra te  was n e a r  4 p e r c e n t ,  
t h e  a c t u a l  s u r p l u s  arid t h e  f u l l  employment s u r p l u s  shou ld  have been v e r y  
c l o s e ;  i n  f a c t ,  w i t h  t h e  e x c e p t i o n  of 1957,  t hey  were. T a b l e  5 p r e s e n t s  
t h e s e  s u r p l u s e s  f o r  t h e  y e a r s  1947-1960. 

Table 5 

Actual Surplus and Full-employment Surplus 

(billions of dollars) 
1947- 1960 

Full- Full- Full- 
Actual Actual Actual employment employment employment 

Revenues Expenditures Surplus Revenues Expenditures Surplus 

1947 43.2 
1948 43.2 
1949 38.7 
1950 50.0 
1951 64.3 
1952 67.3 
1953 70.0 
1954 63.7 
1955 72.6 
1956 78.0 
1957 81.9 
1958 78.7 
1959 89.8 
196G 96.1 

29.8 
34.9 
41.3 
40.8 
57.8 
71.1 
77.1 
69.8 
68.1 
71.9 
79.6 
88.9 
91 .o 
93.1 

13.4 
8.3 

9.2 
6.5 

-3.7 
-7.1 
-6.0 
4.4 
6.1 
2.3 

-10.3 
-1.1 
3.0 

-2.6 

43.9 
44.5 
43.3 
47.2 
61 .O 
66.7 
69.4 
68.2 
72.2 
78.1 
85.5 
89.8 
97.2 

105.1 

30.0 
35.0 
40.8 
40.5 
58.0 
71.4 
77.5 
69.2 
68.0 
71.9 
79.5 
87.2 
90.3 
92.3 

13.9 
9.5 
2.5 
6.7 
3.0 

-4.7 
-8.1 
-1.0 
4.2 
6.2 
6.0 
2.6 
6.9 

12.8 

Sources: Data on the actual budget are on a National Income Accounts basis and are reported in Economic 
Report of the President, 1979, p. 267. Data on the full-employment budget are annual averages of 
quarterly data reported in Federal Reserve Bank of St Louis, "Data Listings" (Mimeo). 

The Employment A c t  of  1946 

Congress l e g i t i m i z e d  t h e  modern r o l e  of f i s c a l  p o l i c y  as a n  economic 
s t a b i l i z e r  by p a s s i n g  t h e  Employment A c t  of  1946. The decade of t h e  1930s 
had been a t r a u m a t i c  one i n  which t h e  unemployment rate had been above 
10 p e r c e n t  from 1931 through 1940, and above 20 p e r c e n t  f rom'1932 th rough  
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1935. 
caused t h e  unemployment ra te  t o  f a l l  below 2 percent  i n  1943, 1944, and 
1945. It w a s  gene ra l ly  agreed t h a t  a r e t u r n  t o  the  condi t ions  of t he  
1930s w a s  unthinkable ,  but i t  was a l s o  feared  t h a t  t h e  p r i v a t e  economy i n  
peacetime would not  be a b l e  t o  genera te  anywhere near  t h e  number of jobs  
requi red  f o r  f u l l  employment. Thus, i t  w a s  f e l t ,  t h e  Federal  Government 
would have t o  take  r e s p o n s i b i l i t y  f o r  maintaining f u l l  employment, and an 
a c t i v e  f i s c a l  po l icy  would have t o  be a major instrument ,  perhaps t h e  
major ins t rument ,  f o r  d i scharg ing  t h a t  r e s p o n s i b i l i t y .  Although t h e  Em- 
ployment A c t  of 1946 as  f i n a l l y  passed was s u b s t a n t i a l l y  modified and com- 
promised from t h e  o r i g i n a l  b i l l ,  i t  i s  f a i r  t o  s a y  t h a t  t h e  A c t  confirmed 
and i n s t i t u t i o n a l i z e d  t h a t  view. - 2/  

The tremendous w a r t i m e  government purchases of goods and s e r v i c e s  - 1/ 

The Ear lv  Post-War Years 

Because t h e  economy operated near  f u l l  employment i n  1947 and 1948, 
t h e  su rp luses  i n  t h e  a c t u a l  and full-employment budgets were, p red ic t ab ly ,  
q u i t e  c lose .  I n  t h e  r eces s ion  year  of 1949, both su rp luses  dropped very 
sha rp ly  because of t h e  l a r g e  r i s e  i n  Government expendi tures .  Neverthe- 
less, t h e  reduct ion  of $10.9 b i l l i o n  i n  t h e  a c t u a l  budget su rp lus  ex- 
ceeded t h e  reduct ion  of $7 b i l l i o n  i n  t h e  full-employment budget s u r p l u s  
by almost 50 percent .  

A l l  but  $0.5 b i l l i o n  of t h i s  $3.9 b i l l i o n  d i f f e r e n c e  w a s  a t t r i b u t a b l e  
t o  t h e  d i f f e r e n t  ways a c t u a l  and full-employment revenues had behaved. 
Full-employment revenues d id  f a l l  s l i g h t l y ,  by $0.8 
Apr i l  1948 Congress passed a tax cu t  over P res iden t  
a c t u a l  revenues f e l l  by a f u l l  $4.5 b i l l i o n  because 
had reduced GNP and, hence, t o t a l  t axes  c o l l e c t e d .  

b i l l i o n ,  because i n  
Truman's veto.  Yet 
t he  1949 r eces s ion  

l/Measured i n  1972 d o l l a r s ,  real  Federa l  government purchases r o s e  from - 
$26.3 b i l l i o n  i n  1940 t o  over $200 b i l l i o n  i n  1943, 1944, and 1945. 
(They were $100 b i l l i o n  i n  1978.) 

The o r i g i n a l  b i l l  w a s  c a l l e d  t h e  F u l l  Employment Act. It s t a t e d  t h a t  
every American had a r i g h t  t o  employment which i t  w a s  t he  government's 
r e s p o n s i b i l i t y  t o  guarantee.  
t i t l e  of t h e  f i n a l  b i l l ,  and t h e  government was committed t o  maintain 

can. In  h i s  account of t h e  l e g i s l a t i v e  h i s t o r y  of t h e  b i l l ,  Herbert  
S t e i n  observes:  
more than  'maximum,' but i n  t h e  contex t  of t h e  deba te ,  'maximum' was 
a c l e a r l y  less abso lu te  goa l  than f u l l . "  
America, Univers i ty  of Chicago Press, 1969, p. 201.) The o r i g i n a l  
b i l l  was q u i t e  s p e c i f i c  about  t he  pol icy of Federa l  spending t o  be 
u t i l i z e d  i n  achieving f u l l  employment. The f i n a l  b i l l  c a l l s  upon t h e  
government t o  use  " a l l  i t s  p lans ,  func t ions ,  and resources." D e f i c i t  
spending i s  no t  forbidden but i t  i s  given no s p e c i a l  ro l e .  

The word "Full" w a s  removed from t h e  

maximum" employment r a t h e r  than guarantee employment f o r  every Ameri- 1' 

"It does not  sound as i f  t h e r e  could be anything 

(The Fiscal  Revolution i n  
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T h i s  d i f f e r e n c e  i l l u s t r a t e s  t h e  f a l l a c y  of judging t h e  t h r u s t  of 
f i s c a l  p o l i c y  by examining t h e  s ta te  of t h e  a c t u a l  budget. While t h e  
r e d u c t i o n  i n  t h e  full-employment s u r p l u s  shows t h a t  t h e  proper  f i s c a l  
p o l i c y  f o r  f i g h t i n g  r e c e s s i n g  was fol lowed,  t h e  f a c t  t h a t  a $2.5 b i l l i o n  
s u r p l u s  d i d  remain shows t h a t  t h i s  p o l i c y  was n o t  a p p l i e d  i n  a s t r o n g  
enough dose t o  prevent  t h e  1949 r e c e s s i o n .  The $2.6 b i l l i o n  d e f i c i t  i n  
t h e  a c t u a l  budget,  t h e r e f o r e ,  g i v e s  a mis leading  i n d i c a t i o n  of how expan- 
s i v e  f i s c a l  p o l i c y  a c t u a l l y  was. Rather  t h a n  r e g a r d i n g  t h a t  d e f i c i t  as 
a n  unsuccessfu l  a t tempt  t o  prevent  t h e  r e c e s s i o n ,  i t  i s  more a c c u r a t e  t o  
view t h e  d e f i c i t  as having been caused by t h e  r e c e s s i o n .  

The Korean War Years 

I n  t h e  e a r l y  1950s, tax rates changed f r e q u e n t l y  and t h e s e  changes 
are  r e f l e c t e d  i n  t h e  d i f f e r e n c e  between a c t u a l  and full-employment sur -  
p l u s e s .  I n d i v i d u a l  income tax r a t e s  were r a i s e d  i n  1950, 1951, and 1952, 
and t h e n  reduced i n  1954. Corporate  income t a x  rates were r a i s e d  i n  
1950, 1951, and 1952. A n  e x c e s s  p r o f i t s  t a x  was l e v i e d  i n  1950, and i n  
1951 e x i s t i n g  e x c i s e  t a x e s  were i n c r e a s e d  and new ones were adopted.  
Undoubtedly t h e  need t o  f i n a n c e  t h e  Korean War and n o t  a d e s i r e  t o  use  
t a x e s  as a t o o l  t o  smooth t h e  b u s i n e s s  c y c l e  motivated t h e s e  changes. 
I n  f a c t ,  t h e  1952 i n c r e a s e  i n  i n d i v i d u a l  income tax rates and t h e  1954 
r e d u c t i o n  i n  i n d i v i d u a l  income t a x  rates had been enac ted  i n  1951. - 1/ 

I n  1950, due t o  t h e  modest i n c r e a s e s  i n  tax rates enac ted  t h a t  y e a r ,  
full-employment revenues i n c r e a s e d  $3.9 b i l l i o n .  In c o n t r a s t ,  a c t u a l  
revenues i n c r e a s e d  $11.3 b i l l i o n ,  a n  enormous rise of 29 percent .  The 
d i f f e r e n c e  between t h e  two i n c r e a s e s ,  $7.4 b i l l i o n ,  can be a s c r i b e d  t o  
t h e  recovery  from t h e  1949 r e c e s s i o n .  But j u s t  as i n  1949, t h e  s h i f t  of 
$11.8 b i l l i o n ,  from a $2.6 b i l l i o n  d e f i c i t  t o  a $9.2 b i l l i o n  s u r p l u s  i n  
t h e  a c t u a l  budget,  g r e a t l y  o v e r s t a t e s  t h e  e f f e c t  of p o l i c y  act ions--  
changes i n  t a x  r a t e s  and spending levels--on t h e  s t a t e  of t h e  budget and 
t h e  economy. The 1950 i n c r e a s e  of $4.2 b i l l i o n  i n  t h e  full-employment 
budget s c r p l u s  from $2.5 b i l l i o n  t o  $6.7 b i l l i o n  b e t t e r  i n d i c a t e s  t h a t  
e f f e c t .  

Because of l a r g e  spending i n c r e a s e s  a s s o c i a t e d  w i t h  t h e  Korean War, 
t h e  full-employment s u r p l u s  f e l l  i n  1951. I n  s p i t e  of t h i s ,  t h e  1951 
r ise  i n  t a x  rates r a i s e d  full-employment revenues s u f f i c i e n t l y  t o  prevent  
a n e g a t i v e  s u r p l u s .  S ince  t h e  unemployment ra te  w a s  w e l l  below 4 p e r c e n t ,  
a c t u a l  revenues r o s e  some $3 b i l l i o n  more than full-employment revenues 
and t h e  a c t u a l  s u r p l u s  exceeded t h e  full-employment s u r p l u s  by a l i k e  
amount. The f u r t h e r  i n c r e a s e  of tax rates i n  1952 w a s  n o t  s u f f i c i e n t  

- l /Nonethe less ,  a n  unsuccessfu l  a t tempt  w a s  made i n  Congress t o  change 
t h e  e f f e c t i v e  d a t e  of t h e  r e d u c t i o n  i n  i n d i v i d u a l  income t a x  rates from 
January  1, 1954, t o  some t i m e  i n  1953. The s t a t e d  r a t i o n a l e  of t h i s  
proposal  was t o  a s s u r e  t h a t  j o b s  would be a v a i l a b l e  when m i l i t a r y  
employment dec l ined .  
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t o  prevent  t h e  full-employment su rp lus  from becoming negat ive  i n  1952 
and 1953 i n  t h e  f a c e  of continued l a r g e  inc reases  i n  Korean War spending. 
A s  i n  1951, however, the f a c t  t h a t  t he  unemployment r a t e  w a s  wel l  below 
4 percent  caused a c t u a l  revenues to .exceed full-employment revenues.  
Consequently,  t h e  a c t u a l  d e f i c i t  w a s  $1 b i l l i o n  lower than the  d e f i c i t  
i n  t h e  full-employment budget. 

The Recession of 1953-54 

Although t h e  end of t h e  Korean War brought a r educ t ion  i n  defense  
spending, revenues a l s o  dropped and d e f i c i t s  i n  both t h e  full-employment 
and a c t u a l  budgets cont inued i n  1954. The previous ly  scheduled lowering 
of t ax  rates reduced full-employment revenues by only $1.2 b i l l i o n  and 
t h e  d e f i c i t  i n  t h e  full-employment budget f e l l  d ramat ica l ly .  In c o n t r a s t ,  
t h e  r educ t ion  i n  a c t u a l  revenues was $6.3 b i l l i o n  and t h e  d e f i c i t  i n  
t h e  a c t u a l  budget f e l l  l i t t l e .  

The d i f f e r e n c e  between the  two reduct ions ,  $5.1 b i l l i o n ,  can be 
a t t r i b u t e d  t o  t h e  lower taxes c o l l e c t e d  as t h e  r e s u l t  of t h e  recess ion .  
Thus, j u s t  as i n  1949, a r e c e s s i o n  period was cha rac t e r i zed  by a much 
l a r g e r  d e f i c i t  i n  t h e  a c t u a l  budget t han  i n  t h e  full-employment budget. 
The change i n  t h e  a c t u a l  budget, from a d e f i c i t  of $7.1 b i l l i o n  t o  one 
of $6.0 b i l l i o n ,  however, mis leadingly  sugges ts  that f i s c a l  po l icy  was 
only minimally less s t i m u l a t i v e  i n  1954 than  i n  1953. I n  c o n t r a s t ,  t h e  
change i n  t h e  full-employment budget,  f r a n  a d e f i c i t  of $8.1 b i l l i o n  t o  
one of $1.0 b i l l i o n ,  shows that the  degree t o  which f i s c a l  po l icy  exer ted  
a con t r ac t iona ry  e f f e c t  was a c t u a l l y  much g r e a t e r .  Once aga in ,  r a t h e r  
t han  t h e  r e c e s s i o n  occurr ing i n  s p i t e  of t h e  l a r g e  a c t u a l  d e f i c i t ,  t h e  
r e c e s s i o n  caused t h e  l a r g e  a c t u a l  d e f i c i t .  

The r e c e s s i o n  ended i n  May 1954. Since 1955 and 1956 were years  
i n  which t h e  unemployment rate w a 6  near  4 percent ,  t h e  a c t u a l  and f u l l -  
employment budgets were i n  su rp lus ,  and t h e  va lues  of t h e  two su rp luses  
were very  c lose .  

The Recession of 1957-58 

Because of a slower growth i n  a c t u a l  than i n  full-employment reve- 
nues,  1957 was t h e  only year  i n  t h i s  period i n  which t h e  unemployment 
r a t e  w a s  near t h e  full-employment l e v e l  ( 4  percen t ) ,  and y e t ,  simultane- 
ously,  t h e  a c t u a l  budget s u r p l u s  was much lower than  t h e  full-employment 
budget surp lus .  A r e c e s s i o n  began i n  the  second ha l f  of 1957, even though 
t h e  unemployment ra te  d id  not r i s e  apprec iab ly  above 4 percent  u n t i l  
November. From the  f o u r t h  q u a r t e r  of 1956 t o  the  f o u r t h  quarter of 1957, 
cons t an t -do l l a r  GNP r o s e  only 1.1 percent .  Thus, a c t u a l  revenues grew 
much more s l o w l y  than  full-employment revenues i n  1957, d e s p i t e  an average 
unemployment ra te  near  4 percent .  

This  divergence i n  growth of revenues continued f o r  t he  remainder 
of t h e  decade. It was most s t r i k i n g  i n  1958, a year which perhaps most 
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d r a m a t i c a l l y  i l l u s t r a t e s  t h e  f a l l a c y  of a c c e p t i n g  t h e  s t a t e  o f ,  o r  change 
i n ,  t h e  a c t u a l  budget as a v a l i d  i n d i c a t o r  of t h e  t h r u s t  of t h e  Govern- 
ment ' s  f i s c a l  p o s i t i o n .  A s  Government spending r o s e  and t h e  r e c e s s i o n  
caused incomes, p r o f i t s ,  and t a x  revenues t o  d e c l i n e ,  t h e  a c t u a l  budget 
s u r p l u s  of $2.3 b i l l i o n  i n  1957 became a d e f i c i t  of $10.2 b i l l i o n  i n  
1958, a swing of $12.6 b i l l i o n .  No previous  peacet ime d e f i c i t  i n  h i s -  
t o r y  had been anywhere n e a r l y  as l a r g e .  And y e t ,  t h e  f u l l  employment 
budget remained i n  s u r p l u s ,  t h e  s u r p l u s  f a l l i n g  from $6.0 b i l l i o n  i n  
1957 t o  $2.6 b i l l i o n  i n  1958, a r e d u c t i o n  of $ 3 . 4  b i l l i o n .  Thus, i f  
t h e  unemployment ra te  had averaged 4 p e r c e n t  r a t h e r  t h a n  6.8 p e r c e n t  
i n  1958, t h e r e  would have been a s u r p l u s  of $2.6 b i l l i o n  i n  t h e  a c t u a l  
budget r a t h e r  t h a n  t h e  r e c o r d  d e f i c i t  t h a t  occurred. T h i s  shows t h a t  
t h e  record  d e f i c i t  d i d  not  r e f l e c t  d e l i b e r a t e  f i s c a l  p o l i c y  a c t i o n s .  
It was due,  r a t h e r ,  t o  t h e  d e c l i n e  i n  t a x  revenues caused by t h e  reces- 
s i o n .  The magnitude of f i s c a l  p o l i c y  a c t i o n s  is  b e t t e r  measured by t h e  
$3 .4  b i l l i o n  r e d u c t i o n  i n  t h e  full-employment s u r p l u s  t h a n  by t h e  swing 
of $12.6 b i l l i o n  i n  t h e  a c t u a l  budget. - 1/ 

T i g h t  F i s c a l  P o l i c y  C o n t r i b u t e s  t o  t h e  
Weak Recovery of 1959 

A d e l i b e r a t e l y  t i g h t  f i s c a l  p o l i c y  slowed t h e  growth of e x p e n d i t u r e s  
i n  1959 and 1960, c o n t r i b u t i n g  t o  t h e  weak recovery  f r m  t h e  1957-58 
r e c e s s i o n .  Government purchases  of goods and s e r v i c e s  a c t u a l l y  d e c l i n e d  
because t h e  Eisenhower Adminis t ra t ion  and many i n  Congress wanted a 
l a r g e  a c t u a l  budget s u r p l u s .  

T h e i r  d e s i r e ,  however, was n o t  prompted by any s i m p l i s t i c  n o t i o n s  
t h a t  d e f i c i t s  are always bad and s u r p l u s e s  always good (and t h e  l a r g e r  
t h e  b e t t e r ) .  Rather ,  f o u r  c m p l e x  f a c t o r s  came i n t o  play.  F i r s t ,  i n f l a -  
t i o n  was f e a r e d  and t h i s  f e a r  i n t e n s i f i e d  because,  f o r  t h e  f i r s t  t i m e ,  
p r i c e s  had cont inued  t o  rise d u r i n g  t h e  j u s t - p a s t  r e c e s s i o n .  2/ Second, 

- 1 / I n  t h e  f i r s t  5 months of 1958 a g r e a t  d e a l  of a t t e n t i o n  and d e b a t e ,  
' b o t h  w i t h i n  t h e  a d m i n i s t r a t i o n  of P r e s i d e n t  Eisenhower and i n  t h e  

Congress,  w a s  devoted t o  t h e  p o s s i b i l i t y  of a n  a n t i - r e c e s s i o n a r y  t a x  
cu t .  Although t h e  unemployment r a t e  remained h igh ,  t h e  r e c e s s i o n  
ended o f f i c i a l l y  i n  A p r i l  1958, and a measure proposed by Senator  
P a u l  H. Douglas i n  June  t o  reduce i n d i v i d u a l  income t a x e s  was d e f e a t e d  
65-23. 

- 2/The phenomenon of p r i c e s  c o n t i n u i n g  t o  rise d u r i n g  a r e c e s s i o n  repre-  
s e n t e d  a s h a r p  break  w i t h  t h e  p a s t .  But i t  set  t h e  p a t t e r n  f o r  t h e  
f u t u r e .  There have been t h r e e  r e c e s s i o n s  s i n c e  t h e  one of 1957-58. 
I n  a l l  t h r e e ,  p r i c e s  cont inued  t o  r ise ( though a t  a d iminished  rate). 
Thus, today  t h e r e  i s  no  l o n g e r  any e x p e c t a t i o n  t h a t  a r e c e s s i o n  w i l l  
b r i n g  i n f l a t i o n  t o  a complete  h a l t .  But i n  1959 t h e  f a i l u r e  of reces- 
s i o n  t o  end i n f l a t i o n  was regarded as a novel  and ominous development. 
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economic growth as a n a t i o n a l  ob jec t ive  rece ived  much i n t e r e s t  and many 
f e l t  t h a t  a Government budget su rp lus  f a c i l i t a t e s  t h a t  growth by making 
resources  a v a i l a b l e  f o r  c a p i t a l  formation. Thi rd ,  t h e  d e f i c i t s  i n  t h e  
n a t i o n ' s  i n t e r n a t i o n a l  balance of payments t h a t  had been occurr ing  almost 
cont inuously s i n c e  World War I1 became, f o r  t h e  f i r s t  t i m e ,  a matter of 
r a t h e r  widespread concern and many bel ieved t h a t  a su rp lus  i n  Federa l  
budget would, i n  ways t h a t  were never s p e c i f i e d ,  a l l e v i a t e  t h e  problem. 
Fourth,  many he ld  t h a t  f i s c a l  parameters should be s e t  so as t o  produce 
d e f i c i t s  i n  r eces s ion  and l a r g e  su rp luses  as recovery continued. 

Because t h e  recovery from t h e  1957-58 downturn w a s  very s lugg i sh  
( a  new recess ion  began i n  Apr i l  1960), a c t u a l  revenues d id  not  grow 
s u f f i c i e n t l y  t o  produce t h e  hoped-for l a r g e  surp luses .  The inc reases  
i n  t h e  f u l l  employment su rp lus  between 1958 and 1960, and t h e  huge sur- 
p lus  of $12.8 b i l l i o n  t h a t  would have ex i s t ed  i n  1960 had t h e  unemploy- 
ment rate been around 4 percent  (Table 5 ) ,  make clear how extremely 
t i g h t  f i s c a l  po l icy  was i n  those  years. - 1/ 

MONETARY POLICY 1948-1 960 

During t h i s  per iod ,  t h e  goa l  of t h e  Federa l  Reserve's monetary 
pol icy  was transformed from i t s  wartime t a s k  of maintaining t h e  p r i c e  
of Govermnent s e c u r i t i e s  t o  i t s  cu r ren t  r o l e  of s t a b i l i z i n g  t h e  economy. 
This  t ransformat ion  was guaranteed i n  t h e  Federa l  Reserve-Treasury Accord 
of 1951. By t h e  end of 1953 t h e  t r a n s i t i o n  had taken place and the  Fed- 
e r a l  Reserve was then i n  a p o s i t i o n  t o  in f luence  t h e  expansion o r  contrac-  
t i o n  of t h e  economy. I n  f a c t ,  as wi th  f i s c a l  po l i cy ,  a t i g h t  monetary 
po l i cy  con t r ibu ted  t o  t h e  weak recovery of 1959. 

Money Stock and Government S e c u r i t i e s  

The s tock  of money, f o r  our purposes,  can be def ined simply as 
currency owned by t h e  nonbank pub l i c  and a l l  demand depos i t  l i a b i l i t i e s  
of commercial banks, except those  due t o  t h e  U.S. Government and t o  o the r  
commercial banks. The Federa l  Reserve System does not  immediately o r  
d i r e c t l y  c o n t r o l  t h e  quan t i ty  of money. It can at tempt  t o  in f luence  
t h i s  quan t i ty  by varying t h e  d iscount  ra te  on loans  t o  i t s  member banks 
o r  by varying t h e  r e se rve  r a t i o s  aga ins t  t h e  depos i t s  t hese  banks must 
m a  i n  t a in .  

- 1 / I n  February 1960, Arthur F. Burns, who had served as Chairman of t h e  
Council  of Economic Advisers from 1953 through 1956, advised Vice 
P res iden t  Richard M. Nixon t h a t  another  r eces s ion  w a s  imminent and 
urged on him t h e  need f o r  f i s c a l  expansion. Nixon was unsuccessfu l  
i n  d i v e r t i n g  t h e  Adminis t ra t ion from i t s  d r i v e  f o r  a huge surp lus .  
The unemployment rate was 6.1 percent  i n  Novemer 1960 when Nixon l o s t  
t h e  p r e s i d e n t i a l  e l ec t ion .  But when Nixon won a p r e s i d e n t i a l  e l e c t i o n  
8 yea r s  l a t e r ,  Burns was appointed a p r e s i d e n t i a l  counselor ,  and i n  
1970, Chairman of t h e  Board of Governors of t h e  Federa l  Reserve System. 
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I n  f a c t ,  t h e  term "monetary policy" b a s i c a l l y  r e f e r s  t o  t h e  d a i l y  
buying and s e l l i n g  a c t i v i t y  of t h e  Federa l  Reserve System i n  t h e  U.S. Gov- 
ernment s e c u r i t i e s  market, so-cal led "open-market operat ions."  The System 
both in f luences  the  money supply and a f f e c t s  t he  l e v e l  of i n t e r e s t  rates 
by engaging i n  t h i s  a c t i v i t y .  When the  System buys s e c u r i t i e s ,  bank re- 
se rves  inc rease  and t h e  overwhelmingly l i k e l y  consequence is t h a t  banks 
w i l l  use  t h e i r  increased r e se rves  t o  make loans.  I f  so ,  demand d e p o s i t s  
w i l l  a l s o  increase .  
t h e i r  i n t e r e s t  y i e lds .  When the  System sel ls  s e c u r i t i e s ,  bank r e se rves  
decrease and demand d e p o s i t s  may f a l l ,  o r  more l i k e l y  inc rease  a t  a re- 
duced pace. Also, bond p r i ces  w i l l  f a l l  and i n t e r e s t  rates w i l l  rise. 

The e f f e c t  is  a l s o  t o  raise s e c u r i t y  prices and lower 

When f e a r s  of recess ion  a r e  dominant, expansionary monetary po l i cy  
c o n s i s t s  of Federa l  Reserve purchases of U.S. Government s e c u r i t i e s .  When 
t h e  System wishes t o  f i g h t  i n f l a t i o n ,  t i g h t  monetary pol icy  c o n s i s t s  of 
Federa l  Reserve sales of t hese  s e c u r i t i e s .  

Table 6 g ives  da t a  on money s tock  and s e c u r i t i e s  f o r  t h e  years  i n  
ques t ion ,  toge ther  wi th  t h e i r  percentage changes. It a l s o  shows one 
short-term i n t e r e s t  ra te  (on 90 day  U.S. Treasury b i l l s )  and one long- 
term i n t e r e s t  rate (Moody's average r a t e  f o r  Aaa-rated corpora te  bonds). 

Table 6 

Monetary and Financial Variables* 

90 Day Moody's 
Money Percent FR Holdings Percent Treasury Aaa 
Stock Change of Securities Change Bill Bonds 

1946 110.0 - 23.8 - 0.375 2.53 
1947 113.1 2.8 21.9 -8.5 0.594 2.61 
1948 
1949 
1950 
1951 
1952 
1953 
1954 
1955 

111.5 -1.4 
111.2 -0.3 
116.2 4.5 
122.7 5.6 
127.4 3.8 
128.8 1.1 
132.3 2.7 
135.2 2.2 

23.0 
18.3 
20.3 
23.4 
24.4 
25.6 
24.9 
24.6 

5.0 
-20.4 
10.9 
15.3 
4.3 
4.9 
-2.7 
-1.2 

.040 2.82 

.lo2 2.66 

.218 2.62 

.552 2.86 

.766 2.96 

.931 3.20 

.953 2.90 

.753 3.06 
1956 136.9 1.3 24.8 0.8 2.658 3.36 
1957 135.9 -0.7 24.0 -3.2 3.267 3.89 
1958 141.1 3.8 26.3 9.6 1.839 3.79 
1959 143.4 1.6 27.0 2.7 3.405 4.38 
1960 144.2 0.6 27.2 0.7 2.928 4.41 

'Data on money stock and Federal Reserve (FR) holdings of U S .  Government securities are in billions of dollars 
and are daily averages for the month of December of each year. Data on interest rates are daily averages for the 
entire year. 

Source: Economic Report of the President, 1979. 



C o n s t r a i n t s  on Monetary P o l i c y  
i n  t h e  Aftermath of World War I1 

During World War I1 t h e  F e d e r a l  Reserve System's a c t i v i t i e s  i n  t h e  
Government s e c u r i t i e s  market were n o t  determined by t h e  f e a r  of r e c e s s i o n  
o r  t h e  d e s i r e  t o  f i g h t  i n f l a t i o n ,  bu t  t o  m a i n t a i n  t h e  prices of U.S. 
Government s e c u r i t i e s .  I n  g e n e r a l ,  t h i s  market i s  l i k e  any a u c t i o n  mar- l 

k e t :  as r e l a t i v e  buyer demands and se l le r  s u p p l i e s  i n t e r a c t ,  p r i c e s  (and 
t h e r e f  o r e  e f f e c t i v e  i n t e r e s t  r a t e s )  I /  change d a i l y ,  i f  not  cont inuous ly .  
But i n  1942 t h e  U.S. Treasury  and Federal Reserve had agreed  t h a t  d u r i n g  
t h e  War i n t e r e s t  rates on Government s e c u r i t i e s  of v a r i o u s  m a t u r i t i e s  
should  n o t  be al lowed t o  rise above c e r t a i n  predetermined maximums. The 
purpose was t o  minimize i n t e r e s t  c o s t s  t o  t h e  Treasury and t o  p r o t e c t  
t h o s e  who bought n e g o t i a b l e  war bonds from s u f f e r i n g  f u t u r e  c a p i t a l  
l o s s e s .  To implement t h i s  p o l i c y ,  t h e  F e d e r a l  Reserve was t o  buy whatever  
q u a n t i t y  of s e c u r i t i e s  w a s  necessary  t o  prevent  t h e i r  p r i ce  from f a l l i n g  
below (and,  t h u s ,  t h e i r  i n t e r e s t  ra te  from r i s i n g  above)  t h e  predetermined 
l e v e l .  Because of t h i s  p o l i c y ,  independent  judgment had no p l a c e  i n  t h e  
conduct of open-market o p e r a t i o n s  . 

1 

The p o l i c y  a l s o  p e r v e r s e l y  a f f e c t e d  t h e  b u s i n e s s  cyc le .  Banks and 
o t h e r  b u s i n e s s e s  and i n d i v i d u a l s  h e l d  b i l l i o n s  of d o l l a r s  worth of Govern- 
ment d e b t  i s s u e d  t o  f i n a n c e  t h e  War. I n  i n f l a t i o n a r y  p e r i o d s  when t h e s e  
d e b t  h o l d e r s  would s e l l  t o  make l o a n s  and meet e x p e n d i t u r e s ,  t h e  F e d e r a l  
Reserve would buy t h e  s e c u r i t i e s  t o  keep t h e i r  p r i c e s  from f a l l i n g .  T h i s  
p r a c t i c e  i n c r e a s e d  bank r e s e r v e s  and meant . t h a t  l o a n s  and t h e  money s t o c k  
could  f u r t h e r  expand. Thus, i n  a n  i n f l a t i o n ,  t h e  F e d e r a l  Reserve not  

- l /Changes i n  bond p r i c e s  are i n v e r s e l y  r e l a t e d  t o  changes i n  market 
i n t e r e s t  rates. This  p r o p o s i t i o n  can  b e s t  be expla ined  us ing  a numeri- 
ca l  example. The example i s  s i m p l e s t  i n  t h e  case of a p e r p e t u i t y ,  
a bond promising t o  pay some amount, s a y  $X,  f o r e v e r .  It can  b e  v e r i -  
f i e d  i n  any mathematics  of f i n a n c e  textbook t h a t  t h e  c u r r e n t  price of 
a p e r p e t u i t y  is t h e  product  of t h e  amount X and t h e  i n v e r s e  of t h e  
c u r r e n t  i n t e r e s t  rate. I f  supply and demand i n t e r a c t  i n  t h e  s e c u r i t i e s  
market t o  produce a n  i n t e r e s t  ra te  of 6 p e r c e n t ,  a bond promising t o  
pay $60 a y e a r  f o r e v e r  w i l l  be p r i c e d  a t  $1000. 
t h a t  a t  a l a te r  t i m e  supply and demand i n t e r a c t  t o  raise t h e  i n t e r e s t  
ra te  t o  8 percent .  I n  t h e s e  c i rcumstances ,  $1000 w i l l  buy a p e r p e t u i t y  
promising t o  pay - $80 a year .  Obviously,  no one w i l l  be  w i l l i n g  t o  
pay t h e  h o l d e r  of a p e r p e t u i t y  promising t o  pay only $60 a y e a r  as 
much as  $1000 f o r  i t .  No more t h a n  $750 would be o f f e r e d  f o r  t h e  l a t t e r  
p e r p e t u i t y  ( s i n c e  $60 x (1/.08) = $750.). The rise i n  the i n t e r e s t  
ra te  from 6 t o  8 p e r c e n t  i s  thus  accompanied by a f a l l  i n  t h e  p r i c e  
of a p e r p e t u i t y  paying $60 a year  from $1000 t o  $750. T h i s  i n v e r s e  
r e l a t i o n  between i n t e r e s t  ra tes  and bond p r i c e s  h o l d s  f o r  t h e  case of 
bonds w i t h  f i n i t e  m a t u r i t i e s .  Numerical examples a re  messier, however, 
s i n c e  t h e  time remaining t o  m a t u r i t y  of such a bond must be t a k e n  i n t o  
account  i n  c a l c u l a t i n g  t h e  change i n  i t s  price as i n t e r e s t  rates change. 

($60/.06) Suppose 



only could not  r e s t r a i n  t h e  growth of t h e  money supply but  was a c t u a l l y  
f o r c e d  t o  create new money. 
s l a c k  

The r e v e r s e  happened i n  times of economic 

The E a r l y  Post-War Years - 

While t h e  F e d e r a l  Reserve had had s e r i o u s  misg iv ings  d u r i n g  t h e  
War, i t s  p a s s i v e  open-market p o l i c y  w a s  p o t e n t i a l l y  f a r  more dangerous 
i n  t h e  postwar p e r i o d  when d i r e c t  c o n t r o l s  on spending were removed. 
A s  a r e s u l t ,  t h e  F e d e r a l  Reserve announced i n  J u l y  1947 t h a t  i t  would no 
l o n g e r  prevent  i n t e r e s t  ra tes  on Treasury b i l l s ,  t h e  s e c u r i t i e s  of 
s h o r t e s t  m a t u r i t y ,  from r i s i n g .  A s  can  be s e e n  i n  Table  6 ,  t o t a l  F e d e r a l  
Reserve h o l d i n g s  of F e d e r a l  s e c u r i t i e s  d e c l i n e d  by $1.9 b i l l i o n  o r  8 
p e r c e n t  i n  1947. The p o l i c y  of s u p p o r t i n g  t h e  p r i c e s  of l o n g e r  term 
s e c u r i t i e s  ob l iged  t h e  System t o  add t o  i t s  h o l d i n g s  of t h e s e  s e c u r i t i e s  
dur ing  t h e  year .  Thus, t o t a l  h o l d i n g s  were only reduced by s e l l i n g  a 
g r e a t e r  volume of b i l l s ,  which was made p o s s i b l e  by t h e  J u l y  d e c i s i o n  t o  
s t o p  s u p p o r t i n g  t h e i r  p r i c e .  The y i e l d  on 90 day b i l l s ,  which had h e l d  
a t  i t s  pegged w a r t i m e  rate of 0.375 p e r c e n t  u n t i l  J u l y  1947, began r i s i n g  
as soon as t h e  F e d e r a l  Reserve began t o  se l l  t h e  b i l l s .  The y i e l d  rose 
t o  0.95 p e r c e n t  by y e a r ' s  end and averaged 0.594 p e r c e n t  f o r  t h e  year.  

Why d i d  t h e  money s t o c k  i n c r e a s e  by 3 p e r c e n t  i n  1947 w h i l e  Federa l  
Reserve System h o l d i n g s  of Government s e c u r i t i e s  were d e c r e a s i n g  by 8 per- 
c e n t ?  A s  noted ear l ier ,  t h e  System does not  immediately o r  completely 
c o n t r o l  t h e  behavior  of t h e  money s tock.  Two f a c t o r s  overwhelmed t h e  
r e d u c t i o n  i n  System h o l d i n g s  of Government s e c u r i t i e s :  f i r s t ,  Treasury  
g o l d  hold ings  i n c r e a s e d  by $2.2 b i l l i o n ;  and, second, t h e  r a t i o  of cur- 
rency t o  demand d e p o s i t s  was reduced by 6.25 p e r c e n t  as t h e  abnormal 
wartime demand f o r  cur rency  receded. l /  - 

In 1948 t h e  q u a n t i t y  of money and F e d e r a l  Reserve System h o l d i n g s  
of Government s e c u r i t i e s  a g a i n  moved i n  o p p o s i t e  d i r e c t i o n s .  T h i s  i s  
p a r t l y  a s t a t i s t i c a l  q u i r k .  Columns 1 and 3 of T a b l e  6 g i v e  d a i l y  a v e r a g e  

- 1/The sum of cur rency  and bank r e s e r v e s  c o n s t i t u t e s  a "monetary base" 
t h e  scurce of which is  accumulated purchases  of U.S. Government s e c u r i -  
t ies  by F e d e r a l  Reserve Banks, l o a n s  t o  members by F e d e r a l  Reserve 
Banks, o f f i c i a l  U.S. gold  h o l d i n g s ,  and s e v e r a l  minor sources .  The 
canmercial banking system u s e s  t h i s  monetary base  t o  create demand 
d e p o s i t s ,  and t h u s  t o  expand t h e  money supply ( t h e  t e x t b o d s  d e p o s i t  
expans ion  mechanism) i n  t h e  p r o c e s s  of making loans.  Currency used 
by t h e  p u b l i c  i s  n o t  a v a i l a b l e  t o  t h e  banking system for t h i s  purpose.  
Thus a r e d u c t i o n  i n  t h e  p r o p o r t i o n  of t h e  money t h a t  t h e  p u b l i c  wishes  
t o  h o l d  as cur rency  means t h a t  more of t h e  monetary b a s e  c a n  be used by 
t h e  banks t o  create demand d e p o s i t s  and i n c r e a s e  t h e  q u a n t i t y  of money. 
And a n  i n c r e a s e  i n  Treasury  gold h o l d i n g s ,  o t h e r  t h i n g s  h e l d  c o n s t a n t ,  
i n c r e a s e s  t h e  s i z e  of t h e  monetary base  a v a i l a b l e  t o  t h e  banks f o r  t h i s  
pu r p  os e. 
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f i g u r e s  f o r  t h e  month of December of each year.  Actua l ly ,  i n  1948 System 
hold ings  of s e c u r i t i e s  continued t o  d e c l i n e  i n  t h e  ear ly  par t  of t h e  year 
and by September were no g r e a t e r  than i n  December 1947. 
months of t h e  yea r ,  however, t hese .ho ld ings  rose  t o  $23 b i l l i o n .  More- 
over,  t h e  money supply s t e a d i l y  f e l l  during 1948 because t h e  requi red  
r e s e r v e  r a t i o  a g a i n s t  demand d e p o s i t s  f o r  member banks loca ted  i n  New 
York C i ty  and Chicago w a s  r a i s e d  i n  t h r e e  s t e p s ,  from 0.20 t o  0.26, an  
enormous i n c r e a s e  of 30  percent  1 / ,  and because of a s m a l l  i n c r e a s e  i n  
t h e  r a t i o  of time d e p o s i t s  t o  demand d e p o s i t s  2/ .  
money supply undoubtedly con t r ibu ted  t o  t h e  r eces s ion  of 1949. 

In t h e  last  3 

This  r educ t ion  i n  the  

In 1949, a l though t h e  money s tock  and Federa l  Reserve System holdings 
of Government s e c u r i t i e s  bo th  decreased,  t h e  f a l l  i n  t h e  former w a s  minus- 
c u l e  whi le  t h e  la t ter  f e l l  by 20 percent .  
of t h i s  massive r educ t ion  i n  System s e c u r i t y  holdings w a s  l a r g e l y  o f f s e t  
by success ive  r educ t ions  i n  requi red  r e se rve  r a t i o s  a t  member banks i n  
New York Ci ty  and Chicago from 0.26 t o  0.22, a r educ t ion  of 15 percent .  - 3 /  

The e f f e c t  on t h e  money supply 

I n  t h e  r eces s iona ry  cond i t ions  of 1949, c o r r e c t  a n t i - c y c l i c a l  mone- 
t a r y  po l i cy  would a l s o  have c a l l e d  f o r  an inc rease  i n  System hold ings  of 
s e c u r i t i e s .  Those cond i t ions  c rea t ed  an  excess demand f o r  long-term 
Government bonds a t  an  i n t e r e s t  ra te  of 2.5 percent ,  demand which could 
only be e l imina ted  by al lowing bond p r i c e s  t o  rise and t h e i r  i n t e r e s t  
y i e l d s  t o  f a l l .  Nothing i n  i t s  agreement wi th  t h e  Treasury c m m i t t e d  
t h e  Federa l  Reserve t o  prevent  t h i s ;  t h e  System was only obliged t o  keep 
long-term i n t e r e s t  rates f r m  r i s i n g  above 2.5 percent .  And y e t  i t  chose 
t o  prevent  t h e  y i e l d  from f a l l i n g  below 2.5 percent  by reducing i t s  hold- 
i ngs  of s e c u r i t i e s ,  t h e  very  oppos i te  of t h e  inc rease  t h e  r e c e s s i o n  c a l l e d  
for .  

- l / I n c r e a s e s  i n  t h e  r equ i r ed  r e se rve  r a t i o  reduce t h e  q u a n t i t y  of money 
t o  be produced from a g iven  monetary base because they  reduce t h e  
p ropor t ion  of t h a t  base t h a t  can be used by banks t o  c r e a t e  demand 
depos i t s .  

- 2/Since  demand d e p o s i t s  are  counted i n  t h e  (narrow) measure of t h e  money 
s t o c k  repor ted  i n  Table  6 ,  and t i m e  d e p o s i t s  are no t ,  i f  banks use a 
g r e a t e r  p ropor t ion  of a g iven  monetary base t o  create t i m e  d e p o s i t s  
and a smaller propor t ion  t o  c r e a t e  demand d e p o s i t s ,  t h e r e  w i l l  be a 
r educ t ion  i n  t h e  money supply.  

- 3/During t h i s  per iod t h e  requi red  r e se rve  r a t i o s  a p p l i c a b l e  t o  Federal  
Reserve System member bank d e p o s i t s  depended on t h e  s i z e  of t h e  c i t y  
i n  which t h e  member bank w a s  loca ted .  Member banks i n  New York and 
Chicago were s u b j e c t  t o  t h e  h ighes t  r a t i o s ,  and t h e r e  were two o the r  
s i z e  ca t egor i e s .  Throughout t h i s  d i scuss ion ,  i n  order  t o  avoid an end- 
less l i s t i n g  of changes i n  requi red  r e se rve  r a t i o s ,  only changes i n  t h e  
r a t i o s  f o r  New York and Chicago member banks w i l l  be mentioned. But 
i t  should be understood t h a t  t h e s e  changes were o f t e n  accompanied by 
similar changes i n  t h e  requi red  r e se rve  r a t i o s  f o r  other  member banks. 



I 

Table  6 sugges t s  a ques t ion  about t h e  growth ra te  of t h e  money s tock  
from December 1949 t o  December 1950. 
grew a t  a ra te  of only 4.5 percent  i n  t h a t  year while  Federa l  Reserve 
System hold ings  of Government s e c u r i t i e s  rose  10.9 percent .  
t o  a $1.5 b i l l i o n  d e c l i n e  i n  the  U.S. gold s tock  i n  1950 a s  imports i r r  
creased rap id ly .  A s  a r e s u l t ,  t h e  sum of t h e  gold s tock  and System 
holdings of s e c u r i t i e s  grew by only 1.1 percent  i n  1950. 
t i o n ,  then ,  i s  not why t h e  money s tock  grew a t  as  slow a r a t e  as 4.5 per- 
c e n t ,  but  why i t  grew a t  s o  f a s t  a rate. This  growth r e s u l t e d  from the  
d e c l i n e  of t h e  r a t i o s  of currency t o  demand d e p o s i t s  ( 6  percent )  and of 
time d e p o s i t s  t o  demand d e p o s i t s  ( 5  percent ) .  

One might ask  why t h e  money s t o c k  

This  w a s  due 

The b e t t e r  ques- 

The Federa l  Reserve-Treasury Accord of 1951 

The Federa l  Reserve-Treasury Accord of 1951 s i g n a l l e d  a major change 
i n  American monetary pol icy .  This  accord s h i f t e d  t h e  ob jec t ives  of t h e  
Federa l  Reserve System from support ing bond prices t o  economic s t a b i l i z a -  
t i on .  Frm a pass ive  open-market po l icy ,  monetary po l i cy  now became a n  
a c t i v e  t o o l  i n  combatting i n f l a t i o n  and recession.  The outbreak of t h e  
Korean War made t h e  r e e v a l u a t i o n  of monetary po l i cy  i n e v i t a b l e .  

From t h e  poin t  of view of f i g h t i n g  the  r eces s ion ,  t h e  i n c o r r e c t  
po l i cy  had been followed i n  1949, 
conduct open-market opera t ions  t o  support  bond p r i c e s  and i n t e r e s t  r a t e s  
r a t h e r  t han  t o  f i g h t  i n f l a t i o n  and r eces s ion ,  and s t a b i l i z e  t h e  bus iness  
cycle .  A t  t h e  end of June  1949, t h e  Federal  Reserve s t a t e d  t h a t  hence- 
f o r t h  open-market opera t ions  would be  conducted "with primary regard  t o  
t h e  gene ra l  bus iness  and c r e d i t  s i tua t ion ."  The Treasury d id  not ,  how- 
ever ,  g ive  any s i g n  t h a t  i t  recognized or sanct ioned any change i n  pol icy.  
I n  e a r l y  1950 a subcommittee of t h e  J o i n t  Economic Committee of Congress 
repor ted  on t h e  s p l i t  between t h e  Treasury and t h e  Federa l  Reserve and 
c l e a r l y  s ided  wi th  t h e  la t ter .  Both s i d e s  p re fe r r ed  t o  avoid a c o n f r o r  
t a t i o n  and u n t i l  t h e  middle of 1950 no occasion a rose  t o  f o r c e  t h e  matter. 

The Federal  Reserve had continued t o  

The outbreak of t h e  Korean War i n  June,  however, meant t h a t  they 
could no longer  avoid the c r i t i c a l  i s sue .  The War r a i s e d  t h e  prospec ts  
of l a r g e  new budget d e f i c i t s  and of Treasury ' s  d e s i r e  t o  f inance  those 
d e f i c i t s  by borrowing a t  a r t i f i c a l l y  low i n t e r e s t  rates. But i t  a l s o  
set  i n  motion a l a r g e  wave of buying by ind iv idua l s  and bus inesses ,  a 
r ap id  upsurge i n  p r i c e s ,  and a Federa l  Reserve d e s i r e  t o  f i g h t  i n f l a t i o n .  
A t  a meeting between t h e  Secretary of t h e  Treasury and t h e  Chairman of 
t h e  Federa l  Reserve Board on August 10 ,  1950, n e i t h e r  s i d e  backed down. 

Shor t ly  t h e r e a f t e r ,  t h e  Federa l  Reserve took a number of a c t i o n s  
which forced a c o n f r o n t a t i o n  w i t h  t h e  Treasury. The Federa l  (Reserve) 
OpenMarket Committee decided t o  peg t h e  i n t e r e s t  ra te  on one year  Treas- 
ury  c e r t i f i c a t e s  a t  1.375 percent .  Soon a f t e r ,  t h e  Treasury announced 
a n  i s s u e  of c e r t i f i c a t e s  bear ing  a r a t e  of 1.25 percent .  The Federa l  Re- 
s e rve  d id  not f l i n c h .  The r a t e  w a s  held a t  1.375 percent  a l though i t  
meant that  p r i v a t e  i n v e s t o r s  would not purchase t h e  new Treasury i s sue .  
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L 1 

The F e d e r a l  Reserve then  bought most of t h e  Treasu ry  c e r t i f i c a t e s  
and p a r t l y  o f f s e t  t h e  e f f ec t  of i t s  purchases  on t h e  money supp ly  by 
s e l l i n g  o t h e r  s e c u r i t i e s  o u t  of i t s  own p o r t f o l i o  a t  e x i s t i n g  i n t e r e s t  
rates. T h i s  r a i s e d  a f u r o r  i n  f i n a n c i a l  c i rc les .  It  meant t h a t  t h e  Fed- 
eral  Reserve had t aken  over  management of t h e  F e d e r a l  d e b t .  
money f o r  t h e  F e d e r a l  Government a t  i n t e r e s t s  rates i t  d e t e r m z e d .  

It borrowed 
- 

A f t e r  t h i s  e p i s o d e  t h e  o n l y  remaining q u e s t i o n  was whether t h e  
F e d e r a l  Reserve would d a r e  t o  b reak  t h e  2.5 p e r c e n t  c e i l i n g  on long-term 
bonds. I n  t h e  autumn t h e  System t o l d  t h e  Treasu ry  t h a t  under c u r r e n t  
c o n d i t i o n s  i t  had no such  i n t e n t i o n  bu t  i t  was u n w i l l i n g  t o  make a n  un- 
e q u i v o c a l  p u b l i c  s t a t e n e n t .  The f i n a n c i a l  press was f u l l  of s p e c u l a t i o n  
abou t  t h e  matter. On Janua ry  18, 1951, t h e  S e c r e t a r y  of t h e  Treasu ry  
announced p u b l i c l y  t h a t  t h e  F e d e r a l  Reserve  would honor t h e  2.5 p e r c e n t  
c e i l i n g .  I n  t h e  nex t  week s e v e r a l  members of t h e  F e d e r a l  Open Market Com- 
mi t tee  spoke o u t  a g a i n s t  the s u p p o r t  po l i cy .  On Janua ry  31,  t h e  e n t i r e  
Committee m e t  w i t h  P r e s i d e n t  Truman a t  t h e  White House a t  h i s  r e q u e s t .  

"The meeting was a m a s t e r p i e c e  of d e l i b e r a t e  misunderstanding.  
N e i t h e r  p a r t y  [ t h e  P r e s i d e n t  and t h e  Chairman of t h e  F e d e r a l  
Rese rve ]  s a i d  what he r e a l l y  meant,  y e t  each  understood what 
t h e  o t h e r  meant but  p r e f e r r e d  t o  respond as i f  he d i d n ' t  and 
so  l e f t  t h e  o t h e r  f r e e  t o  i n t e r p r e t  t h e  r e sponse  as he 
wished. 'I 1 / - 

On Februa ry  1, t h e  White House s t a t e d  i n  a p r e s s  release t h a t  t h e  F e d e r a l  
Reserve had pledged t o  s u p p o r t  t h e  Government bond market f o r  t h e  dura- 
t i o n  of t h e  f i g h t i n g  i n  Korea. On Februa ry  2 ,  a l e t t e r  from t h e  P r e s i d e n t  I 

t o  t h e  F e d e r a l  Reserve Chairman thanked him f o r  t h e  Committee 's  e x p l i c i t  
commitment t o  n a i n t a i n  long-term bond p r i c e s .  On Februa ry  3 ,  Mariner 
Eccles, former F e d e r a l  Reserve Chairman and s t i l l  a nenber  of t h e  Board, 
r e l e a s e d  t o  t h e  press  t h e  o f f i c i a l  r e p o r t  of t h e  Janua ry  31 White House 
meet ing.  With t h e  i s s u e  o u t  i n  t h e  open, p u b l i c  suppor t  f o r  t h e  F e d e r a l  
Reserve p o s i t i o n  was e v i d e n t .  Congres s iona l  r e a c t i o n  made it  clear t o  t h e  
A d m i n i s t r a t i o n  t h a t  t h e  F e d e r a l  Reserve had won. 

The Accord of 1951, as i t  came t o  be known, was reached i n  March and 
s t a n d s  as a landmark i n  Anerican monetary p o l i c y .  
F e d e r a l  Reserve and Treasu ry  worked o u t  t h e  d e t a i l s  of an arrangement  pro- 
v i d i n g  f o r  t h e  l a t t e r  t o  o f f e r  a new long-term s e c u r i t y  f o r  which e x i s t i n g  
bonds cou ld  be exchanged a t  an a t t r a c t i v e  i n t e r e s t  rate. On March 3 a 
b r i e f  bu t  momentous s t a t e m e n t  announced t h e  Accord: "The Treasu ry  and 
t h e  F e d e r a l  Reserve Sys t en  have reached f u l l  accord wi th  r e s p e c t  t o  debt-  
management and monetary po l i c i e s . ' '  While i t  was understood t h a t  a f t e r  
such  a long  pe r iod  of s u p p o r t i n g  bond p r i c e s  a n  a b r u p t  change w a s  undes i r -  
a b l e ,  bo th  par t ies  agreed t h a t  t h e  F e d e r a l  Reserve should work toward 

During Februa ry  t h e  

- l / H e r b e r t  S t e i n ,  The F i s c a l  Revo lu t ion  i n  America, U n i v e r s i t y  of Chicago 
Press,  1969, p.  272. 
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shaping i t s  open-market p o l i c i e s  a lmost  e x c l u s i v e l y  f o r  t h e  sake of 
a c h i e v i n g  economic s t a b i l i t y .  Monetary p o l i c y  t h u s  jo ined  f i s c a l  p o l i c y  
as an  a c t i v e  t o o l  t o  be used i n  a t t a i n i n g  t h e  g o a l s  enuncia ted  i n  t h e  
Enployment A c t  of 1946. 

Monetary P o l i c y  i n  t h e  Korean War Years 
and t h e  1954 Recession 

In t h e  y e a r s  1951-54, t h e  Federa l  Reserve undertook t h e  t r a n s i t i o n  
t o  t h e  p o l i c y  o b j e c t i v e s  of t h e  Accord of 1951. By t h e  end of 1953, t h e  
System w a s  no longer  a s s i s t i n g  i n  Treasury  r e f i n a n c i n g  and had e s t a b l i s h e d  
i t s  “ b i l l s - o n l y ”  p o l i c y  of conduct ing open market o p e r a t i o n s  o n l y  i n  
short- term U.S. Government s e c u r i t i e s .  

Because groundwork f o r  t h i s  t r a n s i t i o n  had t o  be prepared ,  System 
hold ings  of s e c u r i t i e s  i n c r e a s e d  mass ive ly  i n  1951. The Board sought  t o  
o f f s e t  t h e  money supply e f f e c t s  of t h i s  i n c r e a s e  by r a i s i n g ,  i n  two s t e p s  
i n  January ,  t h e  r e q u i r e d  r e s e r v e  r a t i o s  f o r  raember banks i n  New York and 
Chicago, from 0.22 t o  0.24, an i n c r e a s e  of 9.1 percent .  Thus, d e s p i t e  
t h e  i n c r e a s e  of 15.3 percent  i n  System s e c u r i t y  hold ings  t h e  money s t o c k  
i n c r e a s e d  only  by 5.6 percent .  

I n  e a r l y  1953 t h e  Federa l  Reserve System became concerned about  t h e  
t h r e a t  of i n f l a t i o n .  It i n c r e a s e d  t h e  d i s c o u n t  rate from 1.75 t o  2 per- 
c e n t  and urged member banks t o  reduce t h e i r  borrowings. The n o n e t a r y  
growth ra te ,  which had f a l l e n  by one- th i rd  from 5.6 t o  3 . 8  p e r c e n t  i n  
1952, p l u m e t e d  t o  1.1 p e r c e n t  i n  1953, c o n t r i b u t i n g  t o ,  i f  n o t  p r e c i p i -  
t a t i n g ,  t h e  r e c e s s i o n  t h a t  began t h a t  year .  - 1/ 

I n  March 1953, t h e  Federa l  Open Market Coumittee decided t h a t  t h e  
t i m e  had come t o  announce t h a t  open-narket o p e r a t i o n s  would h e n c e f o r t h  be 
used o n l y  t o  achieve  t h e  o b j e c t i v e s  of economic s t a b i l i z a t i o n  as envi -  
s ioned i n  t h e  1951 Accord. I n  a d d i t i o n ,  t h e  Committee announced t h a t  i t  
would n o t  buy newly i s s u e d  s e c u r i t i e s  from t h e  Treasury o r  e x i s t i n g  s e c u r i -  
t i e s  of comparable m a t u r i t y ,  and t h a t  open-market o p e r a t i o n s  would be con- 
ducted only  i n  s h o r t  t e r m  U.S. s e c u r i t i e s .  In May t h e  i n t e r e s t  rates on 
mortgages i n s u r e d  by t h e  F e d e r a l  Housing Adminis t ra t ion  and guaranteed  by 
t h e  Veterans Adminis t ra t ion  were r a i s e d  t o  4.5 percent .  P a r t i c i p a n t s  i n  
t h e  s e c u r i t i e s  market i n t e r p r e t e d  t h e s e  developments as s i g n s  of g r e a t e r  
r e s t r a i n t  t o  come. A s  a r e s u l t ,  massive s e l l i n g  of government s e c u r i t i e s  
brought t h e i r  p r i c e s  t o  new lows and i n t e r e s t  rates rose .  

The System r e a l i z e d  i t  had achieved more t i g h t n e s s  than  in tended .  
I n  June i t  withdrew i t s  previous  announcements t h a t  i t  would n o t  assist 

- l /While  Table  4 shows t h a t  F e d e r a l  Reserve hold ings  of U.S. Government 
s e c u r i t i e s  r o s e  4 . 9  p e r c e n t  i n  1953, t h e  sum of such  hold ings  and U.S. 
o f f i c i a l  gold hold ings  w a s  v i r t u a l l y  unchanged, t h u s  e x p l a i n i n g  t h e  
nonetary  growth ra te  of only  1.1 percent .  



w i t h  Treasury  r e f i n a n c i n g  o p e r a t i o n s  and t h a t  i t  would only  o p e r a t e  i n  
t h e  short-end of t h e  Government s e c u r i t i e s  market.  I t  began purchas ing  
s e c u r i t i e s  and, i n  J u l y ,  lowered r e s e r v e  requirements .  The System's pur- 
c h a s e s  were n o t  s u f f i c i e n t ,  however, t o  o f f s e t  t h e  n e g a t i v e  e f f e c t s  on 
iuoney s t o c k  growth of a recession-induced r e d u c t i o n  of $1.2 b i l l i o n  i n  
rilember bank borrowings,  a r e d u c t i o n  of $1.2 b i l l i o n  i n  t h e  g o l d  s t o c k ,  
and a n  i n c r e a s e  of 7 p e r c e n t  i n  t h e  r a t i o  of t ine  d e p o s i t s  t o  demand 
d e p o s i t s .  The consequence, as shown i n  Table  b, was t h a t  t h e  cloney s t o c k  
brew much uore  s lowly  t h a n  System hold ings  of s e c u r i t i e s .  

I I n  September 1953, t h e  Open Market Committee r e i n s t a t e d  t h e  announce- 
ments uade i n  March and withdrawn i n  June  t h a t  i t  would asist  w i t h  
Treasury  r e f i n a n c i n g s ,  and t h a t  open-market o p e r a t i o n s  would be conducted 
o n l y  i n  shor t - te rm s e c u r i t i e s .  The l a t te r  p o l i c y ,  which came t o  be known 
as "b i l l s -only , ' '  was j u s t i f i e d  on t h e  ground t h a t  as l o n g  as p a r t i c i p a n t s  
i n  t h e  market f o r  long-term s e c u r i t i e s  expected F e d e r a l  Reserve i n t e r v e n -  
t i o n ,  they  would n o t  perform t h e  o r d i n a r y  s e c u r i t y  market f u n c t i o n s  of 
t a k i n g  s p e c u l a t i v e  p o s i t i o n s :  buying when t h e y  thought  p r i c e s  were t o o  
low, s e l l i n g  s h o r t  when t h e y  thought  p r i c e s  were t o o  h i g h ,  and a r b i t r a g i n g  
among t h e  v a r i o u s  i s s u e s  t o  e s t a b l i s h  reasonable  y i e l d  r e l a t i o n s h i p s .  It 
was hoped t h a t  a f t e r  t h e  F e d e r a l  Reserve withdrew from t h e  long-term mar- 
k e t ,  p r i v a t e  o p e r a t o r s  would themselves  develop a broad,  deep, r e s i l i e n t  
market.  With o n l y  two e x c e p t i o n s ,  t h e  b i l l s - o n l y  p o l i c y  w a s  fo l lowed 
u n t i l  l a t e  1960 when, as w i l l  be d i s c u s s e d  i n  Chapter  2 ,  i n t e r n a t i o n a l  
c o n d i t i o n s  f o r c e d  t h e  System t o  abandon i t .  

Monetary P o l i c y  Between Recessions 

The recession ended i n  t h e  second q u a r t e r  of 1954 and t h e  ensuing  
upswing cont inued  through August 1957. System h o l d i n g s  of s e c u r i t i e s  
v a r i e d  l i t t l e  and t h e  money supply  grew slowly.  I n t e r e s t  rates r o s e  
s t e a d i l y  t o  t h e i r  h i g h e s t  l e v e l s  i n  25 y e a r s .  
q u a r t e r  percentage  p o i n t  i n c r e a s e s  i n  t h e  d i s c o u n t  ra te  i n  1955 and two 
11.1 195b. E f f e c t i v e  January  1, 1957, t h e  F e d e r a l  Keserve Board, f o r  t h e  
f i r s t  t i m e  i n  2U y e a r s ,  r a i s e d  i t s  Kegulat ion (2 c e i l i n g  on t h e  i n t e re s t  
ra te  payable  on s a v i n g s  d e p o s i t s  a t  cocunercial banks from 2.5 t o  3 per-  
c e n t .  t i s  a r e s u l t  t h e  r a t i o  of time d e p o s i t s  t o  demand d e p o s i t s  r o s e  12 
p e r c e n t  i n  1957, and t h i s  rise, combined w i t h  a decrease i n  System 
h o l d i n g s  of s e c u r i t i e s ,  produced a n  a c t u a l  d e c r e a s e  i n  t h e  money s t o c k  
i n  t h a t  y e a r ,  a g a i n  c o n t r i b u t i n g  t o ,  i f  n o t  p r e c i p i t a t i n g ,  a r e c e s s i o n .  

There were f o u r  one- 

The Recess ion  of 1957-58 

Although i t  was l a t e r  determined t h a t  t h e  peak of t h e  b u s i n e s s  c y c l e  
w a s  reached i n  August 1957, and i n  h i n d s i g h t ,  a c t i o n  t o  f i g h t  a r e c e s s i o n  
w a s  c a l l e d  f o r ,  t h e  F e d e r a l  Reserve r a i s e d  t h e  d i s c o u n t  ra te  one-half 
p e r c e n t a g e  p o i n t  i n  t h a t  nonth t o  3.5 percent .  Four months l a t e r  t h e  er- 
r o r  was apparent  and t h e  d i s c o u n t  rate was lowered t o  3 percent .  By A p r i l  
1958 f o u r  more r e d u c t i o n s  brought t h e  r a t e  down t o  1.75 p e r c e n t .  I n  t h i s  
same p e r i o d ,  r e q u i r e d  r e s e r v e  r a t i o s  a t  member banks i n  New York and 
Chicago were reduced i n  f o u r  s t e p s ,  from 0.20 t o  0.18. 
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While a p o l i c y  of open-market purchases  was fo l lowed,  t h e  f i g u r e  

The f i g u r e  was $25.7 b i l l i o n  i n  
of $26.3 b i l l i o n  g i v e n  i n  Table  6 f o r  System h o l d i n g s  of s e c u r i t i e s  i n  
December 1958 i s  m i s l e a d i n g l y  l a r g e .  
November 1958, and $25.8 b i l l i o n  i n  Januar-y 1959. 
c e n t a g e  i n c r e a s e  of 7.0 over  December 1957, r a t h e r  t h a n  t h e  i n c r e a s e  of 
9.6 p e r c e n t  g i v e n  i n  Table  6. Two f a c t o r s  worked a g a i n s t  t h e  7 p e r c e n t  
i n c r e a s e  i n  System h o l d i n g s  of s e c u r i t i e s  and a g a i n s t  t h e  10 p e r c e n t  
r e d u c t i o n  i n  r e q u i r e d  r e s e r v e  r a t i o s :  (1)  a r e d u c t i o n  i n  Treasury  g o l d  
h o l d i n g s  of 9.7 p e r c e n t  from $22.8 b i l l i o n  t o  $20.6 b i l l i o n ;  and ( 2 )  a 
f u r t h e r  i n c r e a s e  of 8.9 p e r c e n t  i n  t h e  r a t i o  of t i m e  d e p o s i t s  t o  demand 
i n  t h e  R e g u l a t i o n  Q c e i l i n g .  The n e t  e f f e c t  was a n  annual  i n c r e a s e  of 
3.8 p e r c e n t  i n  t h e  money s tock .  

T h i s  r e p r e s e n t s  a p e r  

C o n t r i b u t i o n  of T i g h t  Monetary P o l i c y  
t o  t h e  Weak Recovery of 1959 

T i g h t  monetary p o l i c y  c o n t r i b u t e d  t o  t h e  weakness of t h e  1959 
recovery.  D e s p i t e  open-market purchases  i n  1959, t h e  i n c r e a s e  i n  t h e  
System's h o l d i n g  of s e c u r i t i e s  w a s  n o t  enough t o  b a l a n c e  t h e  gold  outflow. 
I n  a d d i t i o n ,  t h e  d i s c o u n t  ra te  was r a i s e d  and i n t e r e s t  ra tes  fol lowed.  
A t i g h t  p o l i c y  cont inued  i n t o  1960. 

The t rough of t h e  r e c e s s i o n  had been reached i n  A p r i l  1958. Al -  
though System h o l d i n g s  of s e c u r i t i e s  r o s e  throughout  t h e  y e a r ,  shor t -  
and medium-term i n t e r e s t  rates r o s e  v e r y  s h a r p l y  between J u l y  and 
September, and, i n  t h e  l a t t e r  month t h e  d i s c o u n t  ra te  w a s  r a i s e d .  

The f a c t  that open-market purchases  cont inued  d u r i n g  1959, as evi- 
denced by t h e  2.7 p e r c e n t  i n c r e a s e  i n  System h o l d i n g s  of s e c u r i t i e s ,  
might l e a d  one t o  q u e s t i o n  whether a t i g h t  money p o l i c y  was be ing  fol-  
lowed. But d e c l i n e s  i n  t h e  T r e a s u r y ' s  g o l d  s t o c k  were c o n t i n u i n g  due t o  
t h e  b a l a n c e  of payments d e f i c i t .  The sum of System hold ings  of s e c u r i t i e s  
and gold  a c t u a l l y  d e c l i n e d  s l i g h t l y ,  by $350 m i l l i o n .  S i n c e  t h e  i n c r e a s e  
i n  System s e c u r i t y  h o l d i n g s  was n o t  s u f f i c i e n t  t o  o f f s e t  t h e  gold  outf low,  
i t  i s  c e r t a i n l y  f a i r  t o  say  t h a t  a t i g h t  money p o l i c y  was being fol lowed.  
Furthermore,  t h e  d i s c o u n t  rate was r a i s e d  i n  November 1958, and i n  March, 
May, and September 1959, i n  h a l f  percentage  p o i n t  increments  t o  a leve l  
of 4 percent .  While Table  6 shows t h a t  t h e  money s t o c k  i n  December 1959 
was 1.6 p e r c e n t  above i t s  December 1958 l e v e l ,  i t  a c t u a l l y  reached a peak 
of $144.9 b i l l i o n  i n  J u l y ,  and f e l l  cont inuous ly  a u r i n g  t h e  rest of t h e  
year .  By t h e  end of 1959 i n t e r e s t  ra tes  had r i s e n  t o  t h e i r  h i g h e s t  l eve ls  
i n  30 y e a r s .  

The t i g h t n e s s  i n  open-market o p e r a t i o n s  cont inued  i n  1960. I n  t h e  
f i rs t  q u a r t e r ,  a p o l i c y  of s u b s t a n t i a l  open-market sales w a s  fol lowed.  
System h o l d i n g s  of s e c u r i t i e s  f e l l  6 p e r c e n t  i n  only  3 months,  The rest 
of t h e  y e a r  modest purchases  were engaged i n  b u t ,  as shown i n  Table  6 ,  
System h o l d i n g s  i n  December were only 0.7 p e r c e n t  above t h e i r  December 
1959 level  and, s i n c e  t h e  g o l d  out f low cont inued  unabated,  t h e  sum of 
System h o l d i n g s  of s e c u r i t i e s  and g o l d  d e c l i n e d  2.8 p e r c e n t .  Further-  
more, t h e  r a t i o  of t i m e  d e p o s i t s  t o  demand d e p o s i t s  r o s e  7.5 p e r c e n t  and 
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Federa l  Reserve loans  t o  member banks decl ined by 90 percent ,  from $911 
m i l l i o n  t o  $94 mi l l i on .  I n  l i g h t  of a l l  t h i s ,  t he  increase  i n  t h e  money 
s tock ,  even though very small, w a s  su rp r i s ing .  Presumably i t  w a s  ac- 
counted f o r  by t h e  r educ t ion  i n  required r e se rve  r a t i o s  a t  New York and 
Chicago member banks from 0.18 t o  0.165, a reduct ion  of 8 . 3  percent  
which occurred i n  t h e  f o u r t h  q u a r t e r  of 1960. 

As was shown ear l ier  i n  t h i s  chapter ,  t i g h t  f i s c a l  po l icy  i n  1959 
and 1960 cont r ibu ted  t o  t h e  weak recovery from t h e  recess ion .  When com- 
bined wi th  t h e  t i g h t  monetary po l i cy  i n  those years ,  i t  i s  l i t t l e  wonder 
t h a t  t h e  recovery from t h e  1957-58 downturn was by f a r  t h e  s h o r t e s t  and 
weakest s i n c e  World War 11, and t h a t  another  downturn began i n  A p r i l  1960. 
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TER T 

T h i s  c h a p t e r  a n a l y z e s  macroeconomic developments and p o l i c i e s  i n  t h e  
1961-68 per iod .  The o r d e r  of d i s c u s s i o n  of t h e  t o p i c s  is t h e  same as i n  
Chapter 1. Analys is  of t h e  behavior  of o u t p u t  and unemployment, and 
i n f l a t i o n  i s  followed by a b r i e f  d e s c r i p t i o n  of c a p i t a l  formation.  Next 
comes a d i s c u s s i o n  of t h e  n a t i o n ' s  i n t e r n a t i o n a l  accounts .  The c h a p t e r  
concludes w i t h  a n a l y s e s  of f i s c a l  and monetary p o l i c y  dur ing  t h i s  per iod .  

Output and Unemployment 

The members of P r e s i d e n t  Kennedy's Counci l  of Economic Advisers  
f i r m l y  b e l i e v e d  t h a t  e l i m i n a t i n g  t h e  GNP gap should have h i g h  p r i o r i t y .  
A s  Table  7 shows, t h e  growth ra te  of real  GNP was remarkably h i g h  and 
s t a b l e  f o r  t h e  5 y e a r s  1962-1966. However, t h e  unemployment rate s t a y e d  
f a r  above t h e  d e s i r e d  i n t e r i m  t a r g e t  of 4 p e r c e n t  f o r  a long  time. The 
GNP gap w a s  no t  e l i m i n a t e d  u n t i l  t h e  second h a l f  of 1965. Throughout t h e  
next  3 y e a r s ,  t h e  unenployment rate remained below 4 p e r c e n t ,  though i n  a 
few i s o l a t e d  months i t  r o s e  above t h i s  p o i n t .  

Table 7 

Unemployment Rate and Real Gross National Product 
1961-1968 

Real GMP Percent Change 
U nern ploy men t (billions of in Real 

Rete 1972 dollars) GNP 

1961 6.7 755.3 2.5 
1962 5.5 799.1 5.8 
1963 5.7 830.7 4.0 
1964 5.2 874.4 5.3 
1965 4.5 925.9 5.9 
1966 3.8 981 .O 5.9 
1967 3.8 1007.0 2.7 
1968 3.6 1051.8 4.4 

Source: Economic Report of the President, 1978, pp. 291, 258-59. 

Various e x p l a n a t i o n s  have been o f f e r e d  f o r  t h e  fact  t h a t  t h e  GNP gap  
w a s  f i n a l l y  c losed .  Depending on how t h e  f a c t s  and d a t a  are r e a d ,  the 
c l o s i n g  of t h e  gap could be a t t r i b u t e d  t o  a 1964 c u t  i n  F e d e r a l  income tax 
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rates, o r  t o  t h e  l a r g e  inc rease  i n  Federa l  expendi tures  i n  1965 and 
1966 due t o  t h e  Vietnam War, o r  t o  t h e  inc reases  i n  t h e  r a t e s  of money 
growth t h a t  occurred from 1963 t o  1965 and aga in  i n  1967 t o  68. 

Teenage unemployment rates p e r s i s t e n t l y  above those  of t h e  mid-1950s 
were a major problem even i n  t h e  1966-68 period. 
f o r  a l l  teenagers  was 12.6 percent  i n  1954, a year i n  which t h e  unemploy- 
ment rate f o r  a l l  workers w a s  a ( then)  high 5.5 percent .  But i n  t h e  years 
1966 to 68, with o v e r a l l  unemployment rates below 4 percent ,  t h e  unemploy- 
ment rate f o r  teenagers  remained s l i g h t l y  above i t s  1954 l e v e l .  The 
unemployment d a t a  from 1954 t o  1968 a r e  d isp layed  i n  Table 8. 

The unemployment ra te  

Table 8 

Unemployment Rates for All Workers 
and Teenagers 

1954- 1968 

Teenaged Workers 

All All White White Black Black 
Workers Teens Males Females Males Females 

1954 5.5 12.6 13.4 10.4 14.4 20.6 
1955 4.4 11.0 11.3 9.1 13.4 19.2 
1956 4.1 11.1 10.5 9.7 15.0 22.8 
1957 4.3 11.6 11.5 9.5 18.4 20.2 
1958 6.8 15.9 15.7 12.7 26.8 28.4 
1959 5.5 14.6 14.0 12.0 25.2 27.7 
1960 5.5 14.7 14.0 12.7 24.0 24.8 
1961 6.7 16.8 15.7 14.8 26.8 29.2 
1962 5.5 14.7 13.7 12.8 22.0 30.2 
1963 5.7 17.2 15.9 15.1 27.3 34.7 
1964 5.2 16.2 14.7 14.9 24.3 31.6 
1965 4.5 14.8 12.9 14.0 23.3 31.7 
1966 3.8 12.8 10.5 12.1 21.3 31.3 
1967 3.8 12.8 10.7 11.5 23.9 29.6 
1968 3.6 12.7 10.1 12.1 22.1 28.7 

Source: Economic Report of the President. 1978. pp. 291-92. 

The problem appeared t o  be concentrated among whi te  females and 
teenaged b lacks  of both sexes.  The unemployment rate f o r  white m a l e  
t e ens  w a s  s i g n i f i c a n t l y  below i t s  1954 l e v e l  i n  the  l a t e  1960s. But t h e  
r a t e s  f o r  white female and black t eens  remained w e l l  above t h e i r  1954 
l e v e l s .  The black male teenage unemployment rate i n  1968 w a s  53 percent  
h ighe r  than i n  1954; t h e  black female teenage unemployment rate w a s  40 
percent  higher .  



I 1 

I n f l a t i o n  

* Viewed from t o d a y ' s  p e r s p e c t i v e ,  i n f l a t i o n  cont inued  t o  be n e g l i -  
b i b l e  through Giuch of this per iod;  t h e  rates of p r i c e  i n c r e a s e  through 
lYb5, as ueasured by a l l  t h r e e  p r i c e  indexes ,  were t r u l y  minuscule  ( s e e  
T a b l e  9 ) .  One writer h a s  r e c e n t l y  observed: "The f a c t  t h a t  government 
a t  t h e  t i m e  could be  concerned w i t h  i n f l a t i o n  a t  a l l  i n  r e t r o s p e c t  seems 
a s t o n i s h i u g . "  1/ And y e t  throughout  t h e  p e r i o d ,  Government w a s  g r e a t l y  
concerned w i t  h i  n f l a  t i on. 

Table 9 

Consumer Price Index, 
Producer Price Index, 

and GNP Deflator 
1961 -1968 

implicit QMP 
CPI Percent PPI Percent Deflator Percent 

(1967= 100) Change (4967=lOQ) Change (1972= 100) Change 

1961 89.6 1 .o 94.5 -0.4 69.28 0.9 
1962 90.6 1.1 94.8 0.3 70.55 1.8 
1963 91.7 1.2 94.5 -0.2 71.59 1.5 
1964 92.9 1.3 94.7 0.2 72.71 1.6 
1965 94.5 1.7 96.6 2.0 74.32 2.2 
1966 97.2 2.9 99.8 3.3 76.76 3.3 
1967 100.0 2.9 100.0 0.2 79.02 2.9 
1968 104.2 4.2 102.5 2.5 82.57 4.5 

Source: Economic Report of the President, 1978. 

The 1962 Annual Keport of t h e  Counci l  of Economic Advisers  p r e s e n t e d  
a set  of "Guideposts f o r  N o n i n f l a t i o n a r y  Wage and P r i c e  Behavior." 
l y i n g  t h e s e  b u i d e p o s t s  was t h e  p r i n c i p l e  t h a t  i f  t h e  s h a r e s  of wages and 
p r o f i t s  i n  real  GNP are t o  remain c o n s t a n t ,  wages should  rise a t  t h e  same 
percentage  ra te  as p r o d u c t i v i t y ,  and p r i c e s  should  remain c o n s t a n t .  S i n c e  
t h e  Counci l  b e l i e v e d  t h a t  t h e  averabe  annual  rate of p r o d u c t i v i t y  i n c r e a s e  
i n  t h e  econouy was 3.2 p e r c e n t ,  accord ing  t o  t h e i r  wage g u i d e p o s t ,  wages 
i n  a l l  i n d u s t r i e s  should  have i n c r e a s e d  by 3.2 p e r c e n t  a year .  
f i r m s  i n  a l l  i n d u s t r i e s  fol lowed t h i s  r u l e ,  l a b o r  c o s t s  p e r  u n i t  of o u t p u t  
would remain unchanged f o r  f i r m s  i n  i n d u s t r i e s  whose ra te  of i n c r e a s e  i n  
l a b o r  p r o d u c t i v i t y  w a s  e q u a l  t o  3.2 percent ;  would f a l l  f o r  f i r m s  i n  i n -  
d u s t r i e s  whose rate of i n c r e a s e  i n  l a b o r  p r o d u c t i v i t y  w a s  g r e a t e r  t h a n  
3.2 percent ;  and would r ise f o r  f i r m s  i n  i n d u s t r i e s  whose ra te  of i n c r e a s e  
i n  l a b o r  p r o d u c t i v i t y  was less t h a n  3.2 percent .  

Under- 

I f  a l l  

- l / L i n d l e y  H. C l a r k ,  Jr., "The Outlook," Wall S t r e e t  J o u r n a l ,  September 18, 
1978, p.  1. 
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The Counci l ' s  p r i c e  guidepost  s t a t e d  t h a t  p r i c e s  of f i rms  i n  each 
i n d u s t r y  should change by a percentage equal  t o  t h e  annual percentage 
change of u n i t  l a b o r  c o s t s  i n  t h a t  indus t ry .  Thus, i f  t h e  wage guidepost  
had been followed, and i f  t h e  economy-wide average annual ra te  of i nc rease  
i n  l a b o r  p roduc t iv i ty  were i n  f a c t  3,2 percent ,  adherence t o  t h e  p r i c e  
guidepost  would r e s u l t  i n  unchanged p r i c e s  where t h e  r i s e  of l abor  produc- 
t i v i t y  was equal  t o  the  n a t i o n a l  average, i n  r i s i n g  p r i c e s  where t h e  rise 
was less than  t h e  n a t i o n a l  average, and i n  f a l l i n g  p r i c e s  where the  rise 
of p roduc t iv i ty  was above t h e  n a t i o n a l  average. 

Unfortunately,  t he  Counci l ' s  estimate of t h e  annual  rate of produc- 
t i v i t y  i n c r e a s e  was too  low. P roduc t iv i ty  grew a t  an annual ra te  of 4 
percent .  With wages rising an average 3.2 percent, average unit l abo r  
c o s t s  were no t  unchanged, they were f a l l i n g .  And ye t  price decreases  were 
v i r t u a l l y  nonexis tent .  Thus, t h e  share  of p r o f i t s  i n  output  rose  from 
10.2 percent  i n  1961 t o  13.4 percent  i n  1965. 
f e l l  from 50.5 percent  of output  i n  1961 t o  49.7 percent  i n  1965. 1/ The 
guidepos ts  co l lapsed  i n  1966 when many l abor  l e a d e r s  f launted  the  Tact 
t h a t  t h e  latest  c o n t r a c t  s e t t l emen t s  v i o l a t e d  them. 

Compensation of employees 

After 1964 t h e  rate of i n f l a t i o n ,  as measured by a l l  t h r e e  indexes,  
d id  quicken. 
on t h e  macroeconomy explained t h e  h igher  i n f l a t i o n  ra te  i n  terms of a 
1964 t a x  c u t  and a 1965-66 surge i n  defense spending. 
aggregate  demand above t h e  economy's capac i ty  t o  produce goods and serv- 
ices. Those who p r e f e r  a monetar i s t  i n t e r p r e t a t i o n  of economic events  
would argue t h a t  t h e  h igher  rates of i n f l a t i o n  were due t o  inc reases  i n  
t h e  rate of money growth, such as occurred from 1963 through 1965 (and 
aga in  i n  1967-68). 

Those who be l i eve  f i s c a l  a c t i o n s  are t h e  dominant i n f luence  

These r a i s e d  

C a D i t a l  Formation 

The rate of growth of t o t a l  c a p i t a l  w a s ,  by h i s t o r i c a l  s tandards ,  
adequate i n  t h e  f i r s t  p a r t  of t h e  decade and q u i t e  high i n  t h e  l a te r  p a r t ,  
as shown by t h e  d a t a  i n  Table 10. The ra te  of growth of c a p i t a l  i n  t h e  
manufacturing s e c t o r  w a s  as s lugg i sh  i n  t h e  f i r s t  4 years  of t h e  1960s 
as i t  had been i n  t h e  las t  2 years  of t h e  1950s. 
t h e  GNP gap a t  t h e  end of 1965, t h e  rate of growth of manufacturing 
c a p i t a l  increased  s i g n i f i c a n t l y .  The higher  rates of c a p i t a l  formation 
f o r  both t h e  t o t a l  economy and t h e  manufacturing s e c t o r ,  a f t e r  1964, are 
evidence of increased demand f o r  phys ica l  c a p i t a l .  This r e i n f o r c e s  t h e  
earlier observa t ion  t h a t  aggregate  demand exceeded t h e  economy's capac i ty  
t o  produce goods and s e r v i c e s  during t h i s  per iod.  

With t h e  c los ing  of 

- l/Economic Report of the President, 1978, p. 271. 
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Table 10 

Real Net Stock of Fixed Nonresidential Capital 

(billions of 1972 dollars) 
1961 - 1968 

Percent Percent 
Total Change Manufacturing Change 

1961 
1962 
1963 
1964 
1965 
1966 
1967 
1968 

547.1 
565.3 
584.5 
609.5 
645.9 
689.2 
725.6 
763.2 

3.3 
3.4 
3.4 
4.3 
6.0 
6.7 
5.3 
5.2 

135.1 
135.9 
137.6 
141.1 
148.3 
158.5 
168.3 
175.3 

0.3 
0.6 
1.3 
2.5 
5.1 
6.9 
6.2 
4.2 

~~ ~~ ~~ 

Source: Survey of Current Business, April 1976, p. 49. 

Balance of Payments 

In the 1960s in general, the merchandise balance and the balance 
on current account showed very large surpluses, due both to strong ex- 
port performance and to a substantial increase in income from foreign 
investments. Annual data on the U.S. balance of payments position are 
displayed in Table 11. 

Table 11 

U S .  International Transactions 

(millions of dollars) 
1961 -1968 

Balance on Official Reserve 
Merchandise Merchandise Merchandise Current Transactions 

Exports Imports Balance Account Balance 

1961 
1962 
1963 
1964 
1965 
1966 
1967 
1968 

20,108 
20,781 
22,272 
25,501 
26,461 
29,310 
30,666 
33,626 

14,537 
16,260 
17,048 
18,700 
21,510 
25,493 
26,866 
32,911 

5,571 
4,521 
5,224 
6,801 
4,951 
3,871 
3,800 
635 

3,005 
2,404 
3,143 
5,718 
4,251 
1,582 
1,270 
-1,331 

- 1,348 
-2,650 
-1,934 
-1,534 
- 1,290. 

-3,418 
219 

1,641 

Source: Economic Report of the President, 1978, p. 368. 
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From t h e  viewpoint  of pol icymakers ,  however, t h e  dominant f e a t u r e  
of t h i s  pe r iod  was no t  t h e  l a r g e  s u r p l u s  i n  t h e  t r a d e  ba l ance  and t h e  
b a l a n c e  on c u r r e n t  accoun t ,  bu t  t h e  l a r g e  d e f i c i t  i n  t h e  o v e r a l l  ba l ance  
of payments. T a b l e  11 r e p o r t s  t h e  ba l ance  of payments c a l c u l a t e d  on t h e  
o f f i c i a l  r e s e r v e  t r a n s a c t i o n s  b a s i s  ( t h e  sum of changes i n  h o l d i n g s  of 
U.S. o f f i c i a l  r e s e r v e  assets and changes i n  U.S. l i a b i l i t i e s  t o  f o r e i g n  
monetary a u t h o r i t i e s ) .  Other methods of c a l c u l a t i n g  t h e  o v e r a l l  ba l ance  
y i e l d e d  d i f f e r e n t  f i g u r e s  b u t  t h e s e  methods always showed a d e f i c i t ,  
o f t e n  l a r g e r  t han  t h e  one o b t a i n e d  u s i n g  t h e  o f f i c i a l  r e s e r v e  t r a n s a c -  
t i o n s  method. 

I n  t h e  1950s,  t h e  U.S. ba l ance  of payments d e f i c i t  had been r ega rded  
as d e s i r a b l e .  A f t e r  World War 11, t h e  United S t a t e s  owned an overwhelning 
p r o p o r t i o n  of t h e  wor ld ' s  monetary go ld  r e s e r v e s ,  and so t h e  d e f i c i t s  
were viewed as a means of even ly  d i s p e r s i n g  t h i s  gold.  Not a l l  of o u r  
d e f i c i t s  were f inanced  by go ld  movements, however. To a l a r g e  e x t e n t ,  
f o r e i g n  governments were w i l l i n g  t o  a c c e p t  U.S. Government i n t e r e s t -  
b e a r i n g  s e c u r i t i e s  i n s t e a d  of go ld .  But t h i s  could go on o n l y  as long  
as t h e s e  governments were a b s o l u t e l y  c o n f i d e n t  t h a t  t h e  s e c u r i t i e s  were 
i n s t a n t l y  c o n v e r t i b l e  t o  go ld  a t  a rate of $35 p e r  ounce. The ear l ie r  
conce rn  about  a " d o l l a r  shortage ' '  changed t o  concern about  a " d o l l a r  
g l u t .  I1 

While g e n e r a l  monetary and f i s c a l  p o l i c i e s  were no t  determined p r i -  
m a r i l y  by t h e i r  e f f e c t  on t h e  ba l ance  of paynents ,  i n  t h e  l a t e  1960s a 
wide v a r i e t y  of measures were t aken  t o  improve t h e  balance.  S e v e r a l  
w e s t e r n  European governments w e r e  persuaded t o  prepay some of their d e b t  
t o  the United S t a t e s ,  t o  buy m i l i t a r y  s u p p l i e s  i n  t h e  U.S., t o  bea r  a 
l a r g e r  p a r t  of t h e  burden of p r o v i d i n g  f o r e i g n  a i d ,  and t o  a l l o w  t h e  U.S. 
Treasu ry  t o  i s s u e  bonds denominated i n  t h e i r  c u r r e n c i e s .  The amount of 
d u t y - f r e e  impor t s  t o u r i s t s  could b r i n g  back and t h e  freedom of m i l i t a r y  
p e r s o n n e l  t o  m a i n t a i n  t h e i r  f a m i l i e s  abroad were reduced. P r e f e r e n c e s  
were g i v e n  t o  American s u p p l i e s  i n  t h e  Government's own purchases ,  and 
Government f o r e i g n  l o a n s  were " t i e d "  t o  t h e  purchase of Anerican p roduc t s .  
I n  1964 an i n t e r e s t  e q u a l i z a t i o n  tax,  an -- ad hoc t a r i f f  on imported secu- 
r i t i es  add ing  about  1 pe rcen tage  p o i n t  t o  the annual  i n t e r e s t  rate paid 
by f o r e i g n  borrowers ,  was imposed. In  1965 a " v o l u n t a r y - r e s t r a i n t "  pro- 
gram w a s  i n t r o d u c e d  under which banks and o t h e r  f i n a n c i a l  i n s t i t u t i o n s  
were asked t o  l i m i t  t h e i r  f o r e i g n  loans .  And i n  1968 d i r e c t  r e s t r i c t i o n s  
on American c o r p o r a t e  inves tmen t s  i n  Europe were in t roduced .  

FISCAL POLICY 1961-1 968 

In  g e n e r a l ,  f i s c a l  and monetary a c t i o n s  fo l lowing  t h e  r e c e s s i o n  of 
1957-58 were e x t r e u e l y  r e s t r a i n e d .  The degree  of f i s c a l  t i g h t n e s s  i s  
h idden  by t h e  f a c t  t h a t  t h e  unemployment rate never came back down any- 
where n e a r  4 p e r c e n t  i n  t h e  subsequent  per iod.  Fo r ,  wh i l e  t h e  f u l l -  
employment s u r p l u s  w a s  a s u b s t a n t i a l  $12.8 b i l l i o n  i n  1960, t h e  h i g h  
unemployment rate meant a c t u a l  revenues were $9 b i l l i o n  below what t h e y  
would have been a t  f u l l  employnent; t h u s ,  t h e  a c t u a l  s u r p l u s  was o n l y  
$3 b i l l i o n .  The extreme t i g h t n e s s  of both f i s c a l  and n o n e t a r y  p o l i c y  



insured  that t h e  recovery from t h e  1957-58 downturn was by f a r  t h e  
s h o r t e s t  and weakest i n  t h e  post-World War I1 period. 
another  r eces s ion ,  which began i n  Apr i l  1960, may have determined t h e  
r e s u l t s  of t h e  p r e s i d e n t i a l  e l e c t i o n  i n  November. 

A s  a r e s u l t ,  

F i s c a l  po l i cy  remained very  t i g h t  through 1963. The full-employment 
budget s u r p l u s  was l a r g e  i n  1961, 1962, and 1963, Of course ,  t h e  ex- 
treme t i g h t n e s s  of f i s c a l  po l i cy  would not have been apparent  t o  those  
who looked a t  t h e  a c t u a l  budget f i gu res .  l-/ 
ment t h a t  p reva i l ed ,  d e s p i t e  t he  absence of recess ion ,  caused a c t u a l  
revenues t o  be wel l  below t h e i r  full-employment l e v e l s .  This  r e s u l t e d  
i n  d e f i c i t s  i n  t h e  a c t u a l  budget i n  1961 and 1962, and only a t i n y  
s u r p l u s  i n  1963. 

The h igh  rates of unemploy- 

Although t h e  r e c e s s i o n  t h a t  began i n  Apr i l  1960, ended i n  February 
1961,  s h o r t l y  a f t e r  P res iden t  John F. Kennedy took o f f i c e ,  h i s  economic 
a d v i s e r s  f e l t  that t h e  economy's performance had been u n s a t i s f a c t o r y  s i n c e  
t h e  second ha l f  of 1955. They argued t h a t  t h e  economy had operated w e l l  
below i t s  p o t e n t i a l  throughout t h i s  period even though r eces s ion  had not  
preva i led  during most of it. 
Kennedy sa id :  

I n  h i s  1961 S t a t e  of t h e  Union Message, 

The present  s ta te  of our economy i s  d i s tu rb ing .  We t ake  o f f i c e  II 

i n  t h e  wake of sevenmonths  of r eces s ion ,  t h r e e  and one-half 
yea r s  of s l a c k ,  seven years  of diminished economic growth, and 
n ine  yea r s  of f a l l i n g  farm prices." 

It was not  enough t h a t  t h e  l a t e s t  r e c e s s i o n  had ended s h o r t l y  a f t e r  
Kennedy took o f f i ce .  P o s i t i v e  a c t i o n  w a s  needed t o  lower t h e  unemploy- 
ment r a t e  t o  4 percent .  

General  t a x  r educ t ion  was not ,  i n i t i a l l y ,  p a r t  of t h e  p lan  of such 
ac t ion .  In s t ead ,  t h e  Adminis t ra t ion  envisioned a po l i cy  of s u b s t a n t i a l  
cont inuing i n c r e a s e s  i n  expendi tures  wi th  a small budget su rp lus  a t  f u l l  
employment. The l a t t e r  would p e r m i t  a mi ld ly  expans ionis t  monetary 
pol icy  without causing i n f l a t i o n .  I n t e r e s t  rates would be low, encour- 
aging investment and a s s i s t i n g  economic g r m t h .  

The Adminis t ra t ion ' s  q u i t e  modest expendi ture  proposals  t o  Congress 
i n  1961 and 1962, however, d id  not  completely r e f l e c t  t h i s  agenda. Be- 
cause t h e  A d n i n i s t r a t i o n  f e l t  that major i nc reases  i n  Federa l  spending f o r  
educat ion,  h e a l t h  care, and urban redevelopment would not be approved by 

- 1/The members of t h e  Council  of Economic Advisers were w e l l  aware t h a t  
t h e  appropr i a t e  gauge of f i s c a l  po l i cy  i s  t h e  full-employment budget 
su rp lus .  They considered educat ing t h e  publ ic  t o  be p a r t  of t h e i r  
mission. "The main ing red ien t  of [ t h e i r ]  argument was t h e  concept 
of t h e  f u l l  employment su rp lus  as t h e  s i g n i f i c a n t  measure of t h e  
budget posi t ion."  S t e i n ,  op. c i t .  p. 397. 



Congress,  i t  d i d  not  propose such i n c r e a s e s .  It d i d ,  however, propose 
a t a x  reform package t h a t  i nc luded  an 8 pe rcen t  t a x  c r e d i t  f o r  ne t  bus i -  
n e s s  i n v e s t m e n t ,  t a x a t i o n  of income ea rned  by U.S. c o r p o r a t i o n s  abroad 
bu t  not  r e p a t r i a t e d ,  and wi thho ld ing  of income tax on i n t e r e s t s  and 
d i v i d e n d s .  S t rong  o p p o s i t i o n  a r o s e  ' immediately t o  t h e  e n t i r e  p l a n  and 
none of i t  became l a w  i n  1961. In 1962 Congress enacted the investment 
t a x  c r e d i t  a lone .  V a r i a t i o n s  i n  t h e  l e v e l  of t h e  c r e d i t  were t o  become 
a n  o c c a s i o n a l l y  used t o o l  of f i s c a l  p o l i c y  i n  subsequent  yea r s .  

Although t h e  unemployment ra te ,  s t u c k  between 6.8 and 6.9 pe rcen t  
from February t o  Oc tobe r ,  had dropped t o  6.1 pe rcen t  i n  November 1961, 
t h e  Counci l  of Economic Adv i se r s  f e l t  s t r o n g l y  t h a t  v igo rous  a c t i o n  was 
needed t o  b r i n g  t h e  rate down t o  4 p e r c e n t .  11 D e s p i t e  t h i s ,  i n  J anua ry  
1962, P r e s i d e n t  Kennedy proposed a balanced T a c t u a l )  budget f o r  f i s c a l  
y e a r  1963, which would have nean t  an i n c r e a s e  i n  t h e  s u r p l u s  i n  t h e  f u l l -  
employment budget. In l a t e  Februa ry  1962, Kennedy t o l d  a press confe rence  
t h a t  t h e r e  w a s  no chance f o r  income t a x  r e d u c t i o n  i n  t h e  f o r e s e e a b l e  
f u t u r e  e 

Three non ths  l a t e r  a change i n  economic c o n d i t i o n s  and p r o s p e c t s  
caused an a b r u p t  r e v e r s a l .  Kennedy announced t h a t  h i s  n e x t  budget would 
propose an across- the-board r e d u c t i o n  i n  p e r s o n a l  and c o r p o r a t e  income 
t a x  rates. The d rop  i n  t h e  unemployment ra te  had ended i n  l larch a t  5.5 
p e r c e n t ,  t o t a l  o u t p u t  i n  t h e  second q u a r t e r  grew a t  a s lower ra te  than 
i n  t h e  p rev ious  y e a r ,  and Kennedy's e c o n o n i s t s  t o l d  h i n  t h a t  the  odds  
f o r  a "Kennedy r eces s ion ' '  were no l o n g e r  n e g l i g i b l e .  The p o l i t i c a l  
i m p l i c a t i o n  of a Kennedy r e c e s s i o n  would have been p a r t i c u l a r l y  damaging 
s i n c e  r e l a t i o n s  between t h e  P r e s i d e n t  and t h e  b u s i n e s s  community were, 
p a r t l y  as a r e s u l t  of a n o i s y  c o n f r o n t a t i o n  w i t h  s tee l  companies over  
p r i c e  i n c r e a s e s ,  ve ry  s t r a i n e d .  In a d d i t i o n ,  nany l i n k e d  t h i s  c o n f r o n t a -  
t i o n  t o  t h e  c o l l a p s e  of s tock  p r i ces  a t  t h e  end of May 1962. 

T h i s  d e c i s i o n  t o  recommend t a x  r e d u c t i o n  t o  s t i m u l a t e  economic growth 
wh i l e  t h e  a c t u a l  budget was i n  d e f i c i t  h a s  been h a i l e d  as "a major e v e n t  
i n  t h e  h i s t o r y  of f i s c a l  pol icy."  21 I n  J anua ry  1963, t h e  Kennedy Admin- 
i s t r a t i o n  submi t t ed  a program c a l l i n g  f o r  a $13.6 b i l l i o n  r e d u c t i o n  i n  
revenues and t a x  reforms amounting t o  a $3.4 b i l l i o n  i n c r e a s e  i n  revenues.  
The program's n e t  r e d u c t i o n  of abou t  $10 b i l l i o n  was t h e  f i g u r e  recom- 
mended by t h e  Counci l  of Economic Adv i se r s  as necessa ry  t o  reduce t h e  
unemployment ra te  t o  4 pe rcen t .  The c u t  was t o  occur  i n  s t a g e s  beg inn ing  
i n  J u l y  1963, and would not  b e  completed u n t i l  1966. Th i s  was t h e  o n l y  
way t o  hold t h e  planned d e f i c i t s  i n  t h e  a c t u a l  budget below t h e  $12.4 
b i l l i o n  d e f i c i t  r e a l i z e d  i n  f i s c a l  y e a r  1359 under Eisenhower,  a f i g u r e  
t h a t ,  f o r  p o l i t i c a l  r e a s o n s ,  Kennedy f e l t  could not  be breached. 

- l / S t e i n ,  op. c i t .  pp. 404-405. 

- 2 / S t e i n ,  op. c i t .  p. 413. 
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The tax reduct ion  provis ions  found l i t t l e  disagreement,  bu t  t h e  
proposed tax reforms m e t  s t rong  oppos i t ion  and much debate.  
of Representa t ives  passed t h e  b i l l  i n  September, wi th  most of t h e  reforms 
e l imina ted .  

The House 

From GNP Gap t o  Excess 
Aggregate Demand: 1964-66 

The yea r s  1964-66 s a w  ( 1 )  a drop i n  both full-employment and a c t u a l  
revenues because of Kennedy's t a x  cu t  b i l l ;  (2 )  a c los ing  i n  1965 of t h e  
GNP gap; and (3)  an  inc rease  i n  Vietnam War expendi tures  i n  1966 without  
a genera l  t a x  ra te  inc rease .  I n  1966 t h e  economy experienced excess  
aggregate  demand. 

The t a x  b i l l ,  which i n i t i a l l y  reduced tax rates i n  1964, reduced 
them f u r t h e r  i n  1965. The 1964 reduct ion  reduced full-employment reve- 
nues. Combined wi th  t h e  rise i n  expendi tures ,  t h e  full-employment su rp lus  
f e l l  by almost $7 b i l l i o n ,  f a r  below i ts  l e v e l  of t he  previous 4 years .  
Also ,  actual revenues ba re ly  rose  i n  1964. I n  f a c t ,  as a r e s u l t  of t h e  
t a x  c u t ,  personal  income tax revenues a c t u a l l y  f e l l ,  from $49.2 b i l l i o n  
i n  1963 t o  $46.0 b i l l i o n  i n  1964. 
reduced i n  1964, corpora te  p r o f i t s  t a x  revenues rose  by $1.5 b i l l i o n .  

Although corpora te  t a x  r a t e s  were a l s o  

I n  t h e  second ha l f  of 1965, t h e  GNP gap was f i n a l l y  c losed  and t h e  
unemployment r a t e  f e l l  t o  4 percent .  Actual revenues grew by almost $10 
b i l l i o n ,  d e s p i t e  t h e  f u r t h e r  c u t  i n  t a x  r a t e s ,  because real income growth 
and i n f l a t i o n  combined t o  raise nominal incomes very rap id ly .  
v ious  yea r ' s  a c t u a l  d e f i c i t  was e l imina ted  and the  a c t u a l  budget was j u s t  
about balanced. Since t h e  economy was a c t u a l l y  opera t ing  a t  t h e  l e v e l  a t  
which t h e  full-employment budget i s  ca l cu la t ed ,  t h e  a c t u a l  budget and the  
full-employment budget w e r e  very similar. Real income growth had r a i s e d  
full-employment revenue back t o  i t s  1963 l e v e l  d e s p i t e  t h e  c u t  i n  tax 
r a t e s .  1/ 
t h e  d e f i c i t  but  would reduce unemployment, c l o s e  t h e  GNP gap, and u l t i -  
m a t e l y  produce a su rp lus  appeared t o  be v indica ted .  

The pre- 

Those who had argued t h a t  a t a x  cu t  would temporar i ly  i n c r e a s e  

A l a r g e  bui ldup of Vietnau War o rde r s  and expendi tures  began i n  t h e  
second h a l f  of 1965. Actual  Federa l  Government expendi tures ,  which had 
r i s e n  only $21.9 b i l l i o n  i n  t h e  4 years 1962 t o  65, r o s e  almost as much 
($19.8 b i l l i o n )  i n  t h e  s i n g l e  year  1966. 
1963-65 per iod had been s l i g h t l y  below t h e  amount spent  i n  1962, r o s e  $11 
b i l l i o n .  To o f f s e t  t hese  expendi tures ,  Pres ident  Lyndon B. Johnson's ad- 
v i s e r s  recommended a genera l  t a x  inc rease  e a r l y  i n  1966 but  t h e  P res iden t  
made no such reques t  of Congress. 1/ H e  merely asked f o r  and rece ived  
a r e v e r s a l  of c e r t a i n  scheduled excise tax r educ t ions ,  a new graduated 
withholding system on ind iv idua l  income taxes, and a speedier  c o l l e c t i o n  

Defense spending, which i n  t h e  

- l /Ar thur  M. Okun, The P o l i t i c a l  Economy of P rospe r i ty ,  New York: W.W. 
Norton, Inc. ,  1970, pp. 70-71. 
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of corpora te  p r o f i t  taxes .  These measures were est imated t o  have in-  
creased revenues by $2.5 b i l l i o n .  Then, i n  September he requested t h a t  
t he  investment t a x  c r e d i t  enacted i n  1962 be suspended. Congress enacted 
t h e  suspension i n  October. 

Even though t a x  rates d id  not  genera l ly  inc rease ,  t h e  growth of 
a c t u a l  revenues i n  1966 almost covered t h e  growth of a c t u a l  expendi tures  
( r e f e r  t o  Table 12). 
percent  produced a $10 b i l l i o n  inc rease  i n  revenues from the  personal  
income and corpora te  p r o f i t s  taxes. Soc ia l  Secur i ty  revenues grew by 
$8.1 b i l l i o n  as both the  ra te  and t h e  base of t h e  Soc ia l  Secur i ty  t a x  
were increased.  The rate increased from 7.25 t o  8.8 percent (combined 
employer and employee sha re )  and the  base increased  from the  f i r s t  
$4,800 of earnings t o  the  f i r s t  $6,600 of .earnings. Thus, t he  a c t u a l  
budget d e f i c i t  was only $1.8 b i l l i o n .  

The rap id  growth of nominal GNP a t  a rate of 9.4 

The s i z e  of t h e  1966 full-employment d e f i c i t ,  $5.4 b i l l i o n ,  i s  a 
b e t t e r  i n d i c a t o r  t h a t  f i s c a l  pol icy w a s  much more expansionary than appro- 
p r i a t e  a t  a t i m e  when the  unemployment rate w a s  below 4 percent.  Full-  
employment revenues were $3.2 b i l l i o n  below a c t u a l  revenues because t h e  
unemployment r a t e  was below 4 percent .  Moreover, t he  a c t u a l  growth rate 
of real  GNP of 5.9 percent--much above the  4 percent growth rate of po- 
t e n t i a l  GNP--at a time when no GNP gap e x i s t e d ,  meant t h a t  a c t u a l  GNP 
was above the  na t ion ' s  t h e o r e t i c a l  p o t e n t i a l  GNP. 

The Near Recession of 1967 
and t h e  Recovery of 1968 

Since Pres ident  Johnson proposed no genera l  i nc rease  i n  income 
taxes  i n  1966, monetary pol icy  bore the  brunt  of coping with excess  
aggregate  demand. Federal  Reserve a c t i o n s  did reduce aggregate  demand 
i n  t h e  second ha l f  of 1966 (but  no t  without some trauma i n  c r e d i t  mar- 
k e t s ) .  Thus, i n  t h e  fou r th  qua r t e r  i nven to r i e s  b u i l t  up, and i n  t h e  
f i r s t  ha l f  of 1967 a massive l i q u i d a t i o n  of inventory occurred. A boom 
i n  c a p i t a l  goods spending, which had begun i n  1964, came t o  an  end as 
w e l l .  (Consequently, i n  March t h e  Congress r e s to red  the  investment t a x  
c r e d i t . )  Nonetheless,  another  $20 b i l l i o n  increase  i n  Federal  expendi- 
t u r e s  prevented any drop i n  real GNP. A s  i n  1966, $11 b i l l i o n  of t h i s  
i n c r e a s e  represented an inc rease  i n  defense spending. Transfer  payments 
rose  by $10 b i l l i o n  over t h e  2 years  1966 and 1967, about $6 b i l l i o n  of 
which w a s  connected wi th  the  advent of Medicare. 

The massive inventory l i q u i d a t i o n  and t h e  end of t he  investment 
boom slowed growth i n  both real  and nominal GNP i n  1967. 
had not  been increased ,  t he  slower growth i n  nominal GNP reduced t h e  
i n c r e a s e  i n  t a x  revenues. This  increase  d id  not come c l o s e  t o  covering 
t h e  inc rease  i n  Government spending, as i t  had i n  1966. An a c t u a l  d e f i c i t  
of $13.2 b i l l i o n  w a s  r ea l i zed .  And s ince ,  d e s p i t e  t h e  slowdown, the  

Since t a x  rates 
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Table 12 

Actual Surplus and Full-employment Surplus 

(billions of dollars) 
1960- 1968 

Full- Full- Full- 
Actual Actual Actual employment employment employment 

Revenues Expenditures Surplus Revenues Expenditures Su rp I us 

1960 96.1 
1961 98.1 
1962 106.2 
1963 114.4 
1964 114.9 
1965 124.3 
1966 141.8 

93.1 3.0 105.1 
01.9 -3.9 110.5 
10.4 -4.2 11 7.5 
14.2 0.3 123.7 
18.2 -3.3 121.0 
23.8 0.5 123.6 
43.6 -1.8 138.6 

92.3 
100.3 
109.6 
113.4 
117.6 
123.8 
144.0 

12.8 
10.2 
7.9 

10.3 
3.4 

-0.2 
-5.4 

1967 150.5 163.7 -13.2 150.6 164.0 -14.0 
1968 174.7 180.6 5.8 171.5 181.1 -9.6 

Sources: Data on the actual budget are on a National Income Accounts basis and are reported in Economic Report of the President, 1979, p. 267. 
Data on the full-employment budget are annual averages of quarterly data reported in Federal Reserve Bank of St. Louis, “Data 
Listings” (M imeo). 
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economy w a s  o p e r a t i n g  near  i t s  p o t e n t i a l ,  a similar full-employment d e f i -  
c i t  of $14 b i l l i o n  r e s u l t e d .  Massive f i s c a l  s t i m u l u s  w a s  being a p p l i e d  a t  
a t i m e  when t h e  unemployment ra te  w a s  below 4 percent .  - 1/ 

D e f i c i t s  f o r  1968 were reduced , through a temporary surcharge  and a 
l i m i t  on spending. I n  January 1967, P r e s i d e n t  Johnson proposed a tempo- 
r a r y  6 percent  surcharge  on i n d i v i d u a l  income and c o r p o r a t e  p r o f i t  taxes. 
I n  August, a s  i t  became c l e a r  t h a t  t h e  inventory  l i q u i d a t i o n  had r u n  i t s  
c o u r s e ,  he r e v i s e d  t h e  proposa l  and reques ted  t h a t  Congress e n a c t  a 
temporary 10 p e r c e n t  t a x  surcharge .  An act  embodying t h i s  r e q u e s t  w a s  
f i n a l l y  s i g n e d  i n t o  l a w  a t  t h e  end of June 1968. This  ac t  a l s o  e s t a b -  
l i s h e d  s p e c i f i c  l i m i t a t i o n s  on F e d e r a l  budget o u t l a y s  f o r  f i s c a l  y e a r  
1969, which began J u l y  1, 1968. (Spending f o r  Vietnam and f o r  c e r t a i n  
o t h e r  purposes  was exempt from t h e s e  l i m i t a t i o n s . )  
f i s c a l  a c t i o n s ,  and a l s o  of t h e  much s t r o n g e r  growth rates of real  and 
nominal GNP i n  1968 t h a n  i n  1967, t h e  a c t u a l  and full-employment d e f i -  
c i t s  were reduced c o n s i d e r a b l y .  I n  f a c t  t h e  a c t u a l  d e f i c i t  was a t  a n  
annual  l e v e l  of o n l y  $1 b i l l i o n  i n  t h e  second h a l f  of 1968. 

A s  a r e s u l t  of t h e s e  

MONETARY POLICY 1961-1968 

Table  13 g i v e s  t h e  monetary and f i n a n c i a l  v a r i a b l e s  f o r  t h e  y e a r s  
1960 t o  68. P a r t l y  because of l a r g e  g o l d  out f lows  a s s o c i a t e d  with t h e  
c o n t i n u i n g  ba lance  of payments d e f i c i t ,  which had begun t o  be a matter 
of concern  i n  1958, percentage  growth rates of t h e  money s t o c k  were much 
smaller t h a n  t h o s e  of t h e  s e c u r i t i e s  ho ld ings  i n  1960-63. The sm of 
Treasury  g o l d  hold ings  and F e d e r a l  Reserve s e c u r i t y  hold ings  f e l l  by 2.8 
p e r c e n t  i n  1960, and r o s e  by only 1.8 p e r c e n t  i n  1961 and 1.1 p e r c e n t  
i n  1962. I n  a d d i t i o n ,  t h e  r a t i o  of t i m e  d e p o s i t s  t o  demand d e p o s i t s  
r o s e  by more t h a n  7 p e r c e n t  i n  each of t h o s e  3 years .  I n  f a c t ,  l a r g e  
annual  percentage growth rates i n  t h i s  r a t i o  cont inued throughout t h e  
decade. 

Fear  of worsening t h e  gold  out f lows  w a s  one reason  why F e d e r a l  
Reserve hold ings  of government s e c u r i t i e s  d i d  n o t  i n c r e a s e  any  more t h a n  
t h e y  d i d  i n  t h e  e a r l y  1960s. The balance of payments d e f i c i t  combined 
w i t h  a s l a c k  domest ic  economy posed a dilemma f o r  policymakers.  One pro- 
p o s a l  f o r  improving b o t h  t h e  balance of payments and domestic b u s i n e s s  
was s imul taneous ly  t o  raise short- term i n t e r e s t  rates t o  a t t r ac t  c a p i t a l  
i n f l o w s  from abroad and t o  lower long-term r a t e s  t o  s t i m u l a t e  domest ic  

- l/While i t  i s  t r u e  t h a t  t h e  P r e s i d e n t ' s  economic a d v i s e r s  had recommended 
e a r l y  i n  1966 t h a t  t h e  P r e s i d e n t  a s k  Congress f o r  a t a x  increase--a 
recommendation t h a t  was n o t  followed--these a d v i s e r s  were c o n s i s t e n t l y  
hampered by having t o  g i v e  advice  based on g r o s s  underes t imates  of t h e  
d e f e n s e  budget. (See C h a r l e s  E. McLure, Jr., " F i s c a l  F a i l u r e :  Lessons 
of t h e  S i x t i e s , "  i n  W i l l i a m  F e l l n e r ,  ed. ,  Economic P o l i c y  and I n f l a t i o n  
i n  t h e  S i x t i e s ,  Washington, D.C.: American E n t e r p r i s e  I n s t i t u t e  f o r  
P u b l i c  P o l i c y  Research,  1972, pp. 46-47.) 
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capi ta l -goods  spending. This  was t o  be accomplished through F e d e r a l  Re- 
s e r v e  open-market purchases  of long-term s e c u r i t i e s  and open market sales 
o f , s h o r t - t e r m  s e c u r i t i e s .  

fable 13 - 

Monetary and Financial Variables* 
1960- 1968 

~~ ___ 

Interest Rates 

Money Percent FW Holdings Percent 90 Bay Moody's 
Stock Change of Securities Change Treasury Bill Aaa Bonds 

1960 144.2 0.6 27.2 0.7 2.928 4.41 
1961 148.7 3.1 29.1 7.0 2.378 4.35 
1962 150.9 1.5 30.5 4.8 2.778 4.33 
1963 156.5 3.7 33.7 10.5 3.157 4.26 
1964 163.7 4.6 37.1 10.1 3.549 4.40 
1965 171.4 4.7 40.9 10.2 3.954 4.49 
1966 175.8 2.6 43.8 7.1 4.881 5.13 
1967 187.4 6.6 48.9 11.6 4.321 5.51 
1968 202.5 8.1 52.5 7.3 5.339 6.18 

'Data on money stock and Federal Reserve (FR) holdings of U S .  Government securities are in billions of dollars 
and are daily averages for the month of December of each year. Data on interest rates are daily averages for the 
entire year. 

Source: Economic Report of the President, 1979. 

Such a proposa l ,  of c o u r s e ,  meant an  end t o  t h e  b i l l s - o n l y  p o l i c y  
i n  e f f e c t  s i n c e  1953. The F e d e r a l  Open Market Committee t e n t a t i v e l y  
moved i n  t h i s  d i r e c t i o n  i n  October 1960 when i t  bought some s e c u r i t i e s  
w i t h  m a t u r i t i e s  of up t o  15 months. On February 20, 1961, t h e  F e d e r a l  
Reserve System formal ly  abandoned i t s  b i l l s - o n l y  p o l i c y :  

"The System Open-Market Account i s  purchasing i n  t h e  open mar- 
k e t  U.S. government [ s i c ]  bonds and n o t e s  of vary ing  m a t u r i t i e s  
some of which w i l l  exceed f i v e  years." 

Since such purchases  turned  out  t o  be q u i t e  modest, t h e y  probably d i d  
n o t  p lay  an  important  r o l e  i n  widening t h e  spread  between short- term 
and long-term i n t e r e s t  rates t h a t  ensued over  t h e  n e x t  4 years .  

Some members of t h e  Open Market Committee were more concerned w i t h  
t h e  ba lance  of payments d e f i c i t ;  o t h e r s  wi th  t h e  f a i l u r e  of unemployment 
t o  d e c l i n e .  As a r e s u l t ,  throughout  1961, 1962, and t h e  f irst  h a l f  of 
1963, t h e y  compromised by d e c i d i n g  t h a t  p o l i c y  should be s l i g h t l y  ex- 
pansionary.  Moreover, t h e  Committee i n t e r p r e t e d  t h e  s l i g h t  d e c l i n e  i n  
long-term i n t e r e s t  rates and t h e  f a c t  t h a t  free reserves (excess reserves 
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of member banks iiiinus t h e i r  borrowings from F e d e r a l  Reserve Banks),  
a l t h o u g h  d e c l i n i n g ,  remained s u b s t a n t i a l l y  p o s i t i v e ,  as s i g n s  t h a t  t h e  
t h r u s t  of Lionetary p o l i c y  was b a s i c a l l y  c o n s t a n t  i n  a s l i g h t l y  expansion-  
a r y  d i r e c t i o n .  

On t h e  c o n t r a r y ,  monetary p o l i c y  w a s  n e i t h e r  c o n s t a n t  n o r  expan- 
s i o n a r y .  The 3.1 p e r c e n t  Monetary growth ra te  of 1961 c a n  be f a i r l y  
c h a r a c t e r i z e d  as slow. The f a c t  t h a t  t h i s  growth rate f e l l  by h a l f  i n  
1902 shows t h a t  monetary p o l i c y  became much more r e s t r i c t i v e  i n  t h a t  yea r .  
i h u s ,  t i g h t  idoney b e a r s  some of t h e  r e s p o n s i b i l i t y  f o r  t h e  l e t h a r g i c  re- 
cove ry  from t h e  r e c e s s i o n  of 1960-61, a s l u g b i s h n e s s  t o  which t i g h t  f i s c a l  
p o l i c y  had a l s o  c o n t r i b u t e d .  I n  p a r t i c u l a r ,  t h e  temporary end ( i n  March 
1962) t o  t h e  d e c l i n e  i n  t h e  unemployment ra te  t h a t  had begun 5 months 
earlier w a s  a lmos t  c e r t a i n l y  r e l a t e d  t o  t h e  h a l v i n g  of t h e  monetary growth 
rate i n  e a r l y  1962. 

r, 

Treasu ry  b i l l  rates r o s e  s h a r p l y  i n  t h e  second h a l f  of 1963. A f t e r  
h o v e r i n g  around 2.9 p e r c e n t  from January th rough  May, t h e y  r o s e  s t e a d i l y  
t o  3.5 p e r c e n t  i n  December. F ree  r e s e r v e s  of member banks d e c l i n e d .  But 
i n  f a c t ,  monetary p o l i c y  had become easier. F e d e r a l  Reserve h o l d i n g s  of 
s e c u r i t i e s  r o s e  by 10.5 p e r c e n t  i n  1963. And s i n c e  t h e  d e c l i n e  of  t h e  
g o l d  s t o c k  slowed a p p r e c i a b l y ,  t h e  sum of Treasu ry  go ld  h o l d i n g s  and Fed- 
e ra l  Reserve s e c u r i t y  h o l d i n g s  r o s e  by 6 p e r c e n t .  The monetary growth 
ra te  w a s  o n l y  3.7 p e r c e n t  because t h e  r a t i o  of c u r r e n c y  t o  demand d e p o s i t s  
r o s e  by 3 p e r c e n t  and t h e  r a t i o  of t i m e  d e p o s i t s  t o  demand d e p o s i t s  r o s e  
by 11 p e r c e n t .  

Monetary P o l i c y  During t h e  
C l o s i n g  of t h e  GNP Gap 

Monetary ease con t inued  th rough  1964 and 1965, as evidenced by t h e  
a n n u a l  i n c r e a s e s  of 10 p e r c e n t  i n  t h e  F e d e r a l  Rese rve ' s  s e c u r i t y  ho ld ings .  
Monetary growth rates were w e l l  above t h o s e  of t h e  f i r s t  4 y e a r s  of t h e  
1YbUs. S i n c e ,  however, w h o l e s a l e  p r i c e s  and t h e  GNP d e f l a t o r  had r i s e n  
n o t i c e a b l y  beg inn ing  i n  early 1965, t h i s  conduct of p o l i c y  seems t o  have 
been i n a p p r o p r i a t e .  Ear l ie r ,  f a l l i n g  long-term i n t e r e s t  ra tes  and a pos i -  
t i v e  l e v e l  of f r e e  r e s e r v e s  had deluded t h e  members of t h e  F e d e r a l  Open 
Market Committee i n t o  t h i n k i n g  t h a t  monetary p o l i c y  w a s  easy.  
1965 r i s i n g  interest  rates and n e g a t i v e  f ree  r e s e r v e s ,  l e v e l s  of which 
had been p o s i t i v e  f o r  many y e a r s ,  deluded t h e  Committee i n t o  t h i n k i n g  
t h a t  monetary p o l i c y  was e x e r t i n g  a c o n t r a c t i o n a r y  i n f l u e n c e .  
i n t e r e s t  rates and n e g a t i v e  f r e e  r e s e r v e s ,  of c o u r s e ,  i n d i c a t e d  a r ise  
i n  t h e  demand f o r  c r e d i t ,  no t  a t i g h t e r  monetary p o l i c y .  By i n c r e a s i n g  
i t s  h o l d i n g s  of s e c u r i t i e s ,  t h e  F e d e r a l  Reserve w a s  h e l p i n g  t o  s a t i s f y  
t h a t  i n c r e a s e d  demand f o r  c r e d i t ,  r a t h e r  t h a n  dampening i t .  

So  now i n  

The r i s i n g  

A t  t h e  end of 1965, t h e  F e d e r a l  Reserve dec ided  t h a t  monetary 
p o l i c y  c l e a r l y  needed t o  be t i g h t e n e d .  
i n c r e a s i n g  r a p i d l y ,  t h e  n a t i o n  was i n  t h e  mids t  of a c a p i t a l  spending 
boom, i n f l a t i o n  w a s  qu icken ing ,  and e x c e s s  a g g r e g a t e  demand was a s e r i o u s  
t h r e a t .  

F e d e r a l  Government spend ing  w a s  

Gold o u t f l o w s ,  which had been reduced t o  v i r t u a l  i n s i g n i f i c a n c e  



i n  1963 and 1964, had increased  dramat ica l ly  during 1965. 1/  Moreover, 
t h e  Federa l  Reserve f e l t  t h a t  a t  least  p a r t  of t h e  t i gh ten ing  needed t o  
be pub l i c ly  dramatic. Thus, e a r l y  i n  December t h e  Board increased  t h e  
discount  r a t e  from 4 t o  4.5 percent ;  i t  increased  t h e  l e g a l  maximum rate 
of i n t e r e s t  banks could pay on funds deposi ted f o r  a f i x e d  per iod of 30 
t o  89 days from 4 t o  5 percent  and on funds depos i ted  f o r  a f i x e d  per iod 
of 90 days o r  more from 4.5 t o  5 e 5  percent .  
u res  would be welcomed by fo re ign  c e n t r a l  bankers and would give domest ic  
banks t h e  courage t o  raise t h e i r  pr ime lending rates, which p res su re  from 
Pres ident  Johnson had kept  a r t i f i c a l l y  low. 2/ 
touched o f f  a f u r o r  of cri t icism, marked by Zarely concealed p r e s i d e n t i a l  
outrage and by congress iona l  hear ings  on t h e  breach between t h e  Adminis- 
t r a t i o n  and the  Federa l  Reserve. 

It was hoped t h a t  t hese  meas- 

These modest i n c r e a s e s  

Dis in te rmedia t ion  and t h e  
Credi t  Crunch of 1966 

Nineteen s ix ty-s ix  w a s  an important year  i n  t h e  h i s t o r y  of f i n a n c i a l  
markets and i t  witnessesd ex t r ao rd ina ry  c r e d i t  demands and i n c r e a s e s  i n  
i n t e r e s t  rates t o  l e v e l s  t h a t  dumbfounded observers .  Since t h i s  experi-  
ence was t o  be repeated fou r  times i n  t h e  next  12 years ,  i t  i s  worth 
desc r ib ing  i n  some d e t a i l .  

The December 1965 i n c r e a s e  i n  l e g a l  maximum i n t e r e s t  rates payable 
on bank t i m e  d e p o s i t s  c r ea t ed  seve re  problems f o r  nonbank f i n a n c i a l  
i n s t i t u t i o n s  and, i n  tu rn ,  a f f e c t e d  r e s i d e n t i a l  cons t ruc t ion .  These 
r a t e s  were h igher  than those paid on savings and loan  sha res  and mutual 
savings bank depos i t s .  Savings and loan a s s o c i a t i o n s ,  accustomed t o  
s t eady  monthly growth i n  t o t a l  sha res  outs tanding ,  found t h i s  growth 
much c u r t a i l e d .  A s  market i n t e r e s t  rates rose ,  l i f e  insurance companies 
found t h a t  po l icyholders  were g r e a t l y  inc reas ing  t h e i r  demand f o r  po l i cy  
loans ,  which had t o  be extended a t  i n t e r e s t  rates w e l l  below cu r ren t  
market r a t e s .  These two types of i n s t i t u t i o n s ,  t h e  major sources  of 
f inanc ing  f o r  t he  r e s i d e n t i a l  cons t ruc t ion  indus t ry ,  had t o  restrict 
t h i s  f inancing.  A s  a r e s u l t ,  t oge the r  with t h e  rise i n  mortgage i n t e r e s t  
rates, r e s i d e n t i a l  cons t ruc t ion  dropped sharp ly .  Housing starts f e l l  by 
50 percent  from December 1965 t o  October 1966, and i n  many areas a 
major i ty  of b u i l d e r s  and subcont rac tors  went ou t  of business .  

Most sav ings  and loan  a s s o c i a t i o n s  and insurance  companies had no 
t roub le  opera t ing  wi th  depos i t s  and loans growing a t  a reduced rate. 

- 1/The gold s tock  had dec l ined  by only $0.56 b i l l i o n  (3.5 pe rcen t )  from 
December 1962 t o  December 1964, but dec l ined  by $1.59 b i l l i o n  (10.3 
percent )  from December 1964 t o  December 1965. 

- 2/Sherman J. Maisel, Managing t h e  Do l l a r ,  New York: W.W. Norton, 1973, 
p. 76. Professor  Maisel was one of t h e  members of t h e  Board of 
Governors of t h e  Federa l  Reserve System a t  t h i s  t i m e .  



But some l a r g e r  savings and loans  i n  C a l i f o r n i a  and New York, and a few 
insurance  companies, were los ing  funds a t  a r a t e  t h a t  th rea tened  t h e i r  
solvency. I n  J u l y  1966, t h e  Federa l  Reserve d i s t ingu i shed  between s ingle-  
matur i ty  time deposits--not au tomat ica l ly  renewable a t  matur i ty  without 
a c t i o n  by t h e  depositor--and mult iple-maturi ty  t i m e  depos i t s .  It r e t a ined  
t h e  5.5 percent  i n t e r e s t  rate c e i l i n g  on the  former,  but reduced t h e  
c e i l i n g  rate on mul t ip le -matur i ty  d e p o s i t s  of 30 t o  89 days t o  4 percent  
and t o  5 percent  on those  of 90 days o r  more. It w a s  hoped t h a t  t h i s  
a c t i o n  would stem t h e  outf low of funds from savings  and loan  a s s o c i a t i o n s .  

Open-market opera t ions  were a l s o  used t o  r e s t r a i n  t h e  economy. 
t h e  f i r s t  4 months of 1966, Federa l  Reserve holdings of s e c u r i t i e s  w e r e  
he ld  a t  a l e v e l  of $40.6 b i l l i o n ,  $0.3 b i l l i o n  below t h e  December 1965 
l e v e l  shown i n  Table 13. Then, over t h e  next  4 months, holdings r o s e  
t o  $42.3 b i l l i o n ,  which meant they were r i s i n g  a t  an annual  rate of 12  
percent .  
t h e  consequent i nc rease  i n  t h e i r  reserves  w a s  nowhere near  s u f f i c i e n t  
t o  s a t i s f y  t h e  tremendous loan demand they faced. They could not  a t t r a c t  
funds i n t o  t i m e  d e p o s i t s  because i n t e r e s t  rates on open-market s e c u r i t i e s  
had r i s e n  above t h e  c e i l i n g s  imposed by t h e  Federa l  Reserve. To raise 
l endab le  funds they so ld  Federa l ,  S t a t e ,  and municipal s e c u r i t i e s  a t  
l a r g e  l o s s e s ,  and paid unprecedented i n t e r e s t  rates t o  ob ta in  r e se rves  
from o t h e r  banks ( t h e  Federa l  funds market) and t o  borrow i n  the  Euro- 
d o l l a r  market. Even s o ,  many banks were unable t o  accommodate a l l  who 
wanted t o  borrow a t  t h e  i n t e r e s t  rates they charged on loans.  The e n t i r e  
episode has  come t o  be c a l l e d  t h e  "1966 credit-crunch." I n  these  circum- 
s t ances ,  hard as i t  i s  t o  be l i eve ,  t h e  1 2  percent  annual  rate of i n c r e a s e  
i n  Federa l  Reserve holdings of s e c u r i t i e s  c o n s t i t u t e d  a very t i g h t  mone- 
t a r y  pol icy.  

For 

Although t h i s  may seem very expansive,  banks were f ind ing  t h a t  

The banks' method of r a i s i n g  lendable  funds by s e l l i n g  s e c u r i t i e s  
a t  l a r g e  l o s s e s  caused concern. The Federa l  Reserve worried t h a t  s e c u r i t y  
markets  would co l l apse ,  t h a t  bondholders who might need t o  l i q u i d a t e  would 
f i n d  no buyers a t  anything but d i s a s t r o u s l y  low p r i c e s ,  and t h a t  wide- 
spread bankruptcies  might r e s u l t .  A September 1 le t te r  from t h e  Board 
t o  t h e  member banks urged an end t o  t h e  p a t t e r n  of expanding bus iness  
loans  f inanced by s e c u r i t y  sales. I n  speeches t h e  governors ind ica t ed  
t h a t  loans  t o  member banks on unusual ly  easy terms of repayment would be 
a v a i l a b l e  f o r  a l l  purposes except expansion of bus iness  loans.  Secur i ty  
markets f e l t  r e l i e f .  While short-term open market i n t e r e s t  rates con- 
t inued t o  r ise f o r  1 more month--the r a t e  on 90 day Treasury b i l l s  peaked 
a t  5.54 percent  t h e  l a s t  week i n  September--rates on S t a t e  and l o c a l  bonds 
turned  down immediately, and Moody's index of Aaa-rated corpora te  bonds 
peaked a t  5.52 percent  i n  t h e  second week of September. 

A s  p rev ious ly  mentioned, i n  September t h e  investment tax c r e d i t  
w a s  suspended which helped t o  diminish the  c a p i t a l  goods boom. Also 
i n  September, Congress gave t h e  Federa l  Reserve Board t h e  a u t h o r i t y  t o  
vary l e g a l  m a x i m u m  i n t e r e s t  rates on bank t i m e  depos i t s  according t o  
t h e i r  s i z e  as w e l l  as t h e i r  dura t ion .  The day t h e  Board received t h i s  
a u t h o r i t y  i t  reduced t h e  c e i l i n g  on s ingle-maturi ty  t i m e  d e p o s i t s  of 



under $100,000 t o  5 percent.  A t  the  same t i m e  t h e  Federal  Deposit In- 
surance corpora t ion  and t h e  Federal  Home Loan Bank Board i n s t i t u t e d  l e g a l  
maximum rates t h a t  mutual savings banks and loan a s soc ia t ions  could pay 
on t h e i r  depos i t s .  The same ca tegor i e s  of depos i t s  as de l inea ted  by t h e  
Federal  Reserve were u t i l i z e d .  These i n s t i t u t i o n s  w e r e  allowed t o  pay 
0.25 percentage po in t s  more on each type of depos i t  than were commercial 
banks, a d i f f e r e n t i a l  which cont inues t o  e x i s t .  

The hope was t h a t  t h i s  d i f f e r e n t i a l  would prevent t hese  i n s t i t u t i o n s  
from los ing  funds t o  banks. It has  become clear, however, t h a t  when open- 
market i n t e r e s t  rates rise above t h e  depos i t  rate c e i l i n g s ,  both banks 
and t h r i f t  i n s t i t u t i o n s  experience a slowdown i n  depos i t  growth a t  b e s t ,  
and a reduct ion i n  depos i t  l e v e l s  a t  worst. 
w a s  coined i n  1966 t o  desc r ibe  t h i s  phenomenon which has  occurred on four  
subsequent occasions.  (See Chapter 3 . )  

The word "dis intermediat ion" 

Monetary Pol icy i n  t h e  Near Recession of 1967 
and Recovery of 1968 

By October 1966 t h e  economy w a s  c l e a r l y  fac ing  a slowdown. 
t a r y  pol icy  eased. In  t h e  l as t  4 months of 1966, Federal  Reserve hold ings  
of Government s e c u r i t i e s  r o s e  from $ 4 2 . 3  b i l l i o n  t o  $ 4 3 . 8  b i l l i o n ,  o r  a t  
an annual rate of 14 percent.  This ra te  of i nc rease  did not  slow down 
much i n  1967. In  t h a t  year ,  System holdings of s e c u r i t i e s  increased  11.6 
percent .  
ha l f  as rap id  (owing mainly t o  an 8.5 percent  i nc rease  i n  t h e  r a t i o  of 
t i m e  depos i t s  t o  demand depos i t s ,  but a l s o  t o  a dec l ine  i n  member bank 
borrowings and t o  a 6 percent  dec l ine  i n  the  gold s tock ) ,  the- 6.6 percent  
ra te  of i nc rease  w a s  c l e a r l y  ex t raord inary .  

Mone- 

While monetary growth i n  1967 w a s  "only" a l i t t l e  more than  

Short-term i n t e r e s t  rates,  averaged o v e r a l l  f o r  1967, were below 
t h e i r  record 1966 l e v e l  while  long-term rates were above. This i s  because 
short-term r a t e s  f o r  t h e  f i r s t  ha l f  of 1967 continued t o  f a l l  from t h e i r  
September 1966 high, before  they began t o  climb. Long-term rates rose  
because the  i n f l a t i o n  rates of 1966, although very low by today 's  stand- 
a rds ,  represented a sharp break with the  pas t  and were regarded as d is -  
a s t r o u s l y  high. The loosening of monetary pol icy  gave rise t o  expecta- 
t i o n s  of f u r t h e r  p r i c e  increases .  Long-term i n t e r e s t  rates were thus  
r i s i n g  t o  compensate f o r  a n t i c i p a t e d  i n f l a t i o n ,  and real i n t e r e s t  rates 
( a c t u a l  i n t e r e s t  rates minus a n t i c i p a t e d  rates of i n f l a t i o n )  were not  
p a r t i c u l a r l y  high and i n  f a c t ,  may have been f a l l i n g .  

In  t h e  f i r s t  half  of 1967 i t  was q u i t e  unce r t a in  whether the  economy 
w a s  headed f o r  recession.  Even a t  midyear t h e  s t r e n g t h  of t h e  recovery 
was not  clear. Other reasons a l s o  account f o r  t h e  very expansionary 
monetary pol icy  t h a t  continued: 
h i s  January proposal f o r  an income t a x  surcharge from 6 percent  t o  10 per- 
cent  t o  t ake  e f f e c t  i n  October, ( 2 )  t he  high and r i s i n g  l e v e l  of long-term 
i n t e r e s t  rates suggested t h a t  monetary pol icy  must be t i g h t  d e s p i t e  t h e  
6.6 percent  i nc rease  i n  t h e  money s tock.  

( 1 )  i n  August Pres ident  Johnson r ev i sed  
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F i n a l l y ,  i n  December 1967 t h e  F e d e r a l  Reserve c a l l e d  f o r  " s l i g h t l y  
firrner" raonetary c o n d i t i o n s .  I t  r a i s e d  r e q u i r e d  r e s e r v e  r a t i o s  by 0.5 
percentage  p o i n t s  f o r  a l l  nember banks. Thus, monetary p o l i c y  w a s  re- 
s t r i c t i v e  i n  t h e  f i r s t  h a l f  of 1968. 
u n a d j u s t e d  f o r  s e a s o n a l  v a r i a t i o n s  showed no growth a t  all i n  t h o s e  6 
uonths .  L/ 
Expendi ture  C o n t r o l  A c t ,  which provided f o r  a 10 p e r c e n t  s u r t a x  on per-  
s o n a l  and c o r p o r a t e  incomes, and a r e d u c t i o n  by $6 b i l l i o n  i n  o r i g i n a l l y  
planned F e d e r a l  o u t l a y s .  The n e a r l y  unanimous o p i n i o n  was t h a t  t h i s  
f i s c a l  a c t i o n  would e f f e c t i v e l y  r e s t r i c t  t h e  growth of a g g r e g a t e  demand 
and i n f l a t i o n ,  and lower i n t e r e s t  rates. Many were concerned t h a t  u n l e s s  
monetary p o l i c y  w a s  r e l a x e d ,  t h e s e  f i s c a l  a c t i o n s  would l e a d  t o  r e c e s s i o n .  
I n  f a c t ,  t h e  F e d e r a l  Reserve d i d  f o l l o w  a more expansionary p o l i c y  from 
J u n e  through November of 1968. With Treasury  g o l d  h o l d i n g s  a b s o l u t e l y  
unchanged, F e d e r a l  Reserve h o l d i n g s  of Government s e c u r i t i e s  r o s e  a t  a n  
a n n u a l  r a t e  of 9.8 p e r c e n t .  The noney s t o c k  r o s e  a t  a n  a n n u a l  ra te  of 
7.8 percent .  

The f i g u r e s  on t h e  money s t o c k  

l n  J u n e  1Ybd Congress f i n a l l y  passed t h e  Revenue ana 

- 1/This  i s  t h e  only  i n s t a n c e  i n  t h i s  r e p o r t  i n  which t h e  t h r u s t  of monetary 
p o l i c y  h a s  been judged by t h e  behavior  of t h e  s e a s o n a l l y  unadjus ted  
money s t o c k  d a t a .  The d a t a  i n  Table  13 r e p o r t  t h e  money s t o c k  on a sea- 
s o n a l l y  a d j u s t e d  b a s i s ,  and i n  e v e r y  i n s t a n c e  but  t h i s  one t h e  t h r u s t  
of monetary p o l i c y  has  been judged on t h e  b a s i s  of t h e  l a t te r  da ta .  Why 
have s e a s o n a l l y  unadjus ted  d a t a  been used h e r e ?  

The f i r s t  h a l f  of 1968 i s  g e n e r a l l y  regarded by c r i t i c s  of t h e  F e d e r a l  
Reserve as a n o t h e r  of t h o s e  p e r i o d s ,  s e v e r a l  of which have been noted  
above, i n  which F e d e r a l  Reserve a t t e n t i o n  t o  t h e  behavior  of in te res t  
rates and f r e e  r e s e r v e s  l e d  i t  t o  i n c o r r e c t  c o n c l u s i o n s  about  t h e  
t h r u s t  of c u r r e n t  monetary pol icy .  The F e d e r a l  Keserve poin ted  t o  r i s i n g  
i n t e r e s t  rates and f a l l i n g  f r e e  r e s e r v e s  as i n d i c a t i v e  of a t i g h t  mone- 
t a r y  p o l i c y .  Crit ics assert t h a t  t h e  F e d e r a l  Reserve was looking  a t  
t h e  wrong v a r i a b l e s  and t h a t  t h e  f a c t  t h a t  t h e  ( s e a s o n a l l y  a d j u s t e d )  
noney s t o c k  r o s e  from $187.3 b i l l i o n  i n  December, 19b7 t o  $194.5 b i l -  
l i o n  i n  June,  196%, a n  annual  ra te  of 7.9 percent ,  shows t h a t  monetary 
p o l i c y  w a s  very  easy. T h i s  i s  a n  a p p e a l i n g  argument. But when one 
s e a r c h e s  f o r  t h e  s o u r c e  of t h i s  $7  b i l l i o n  i n c r e a s e  i n  t h e  money s t o c k ,  
one i s  stymied. While F e d e r a l  Reserve hold ings  of s e c u r i t i e s  r o s e  by 
$2.4 b i l l i o n ,  Treasury  g o l d  h o l d i n g s  f e l l  by $1.9 b i l l i o n ,  s o  t h e  sum 
of t h e  two r o s e  by only  $0.5 b i l l i o n ,  a n  annual  ra te  of i n c r e a s e  of on ly  
1 . 6  percent .  A s  noted i n  t h e  t e x t ,  r e q u i r e d  r e s e r v e  r a t i o s  were r a i s e d  
i n  January.  The r a t i o s  of cur rency  t o  demand d e p o s i t s  and of t i m e  de- 
p o s i t s  t o  demand d e p o s i t s  rose .  A l l  of  t h e s e  work i n  t h e  d i r e c t i o n  of 
reducing  t h e  money supply.  So what i s  t h e  source  of t h e  $7 b i l l i o n  
i n c r e a s e ?  The answer i s  t o  be found i n  t h e  procedure used t o  a d j u s t  
d a t a  on t h e  money s t o c k  f o r  s e a s o n a l  v a r i a t i o n .  The d a t a  on F e d e r a l  
Reserve h o l d i n g s  of s e c u r i t i e s ,  go ld  out f lows ,  and t h e  v a r i o u s  r e l e v a n t  
r a t i o s ,  a l l  sugges t  t h e r e  should have been v i r t u a l l y  no growth i n  t h e  
money s t o c k .  And s u r e  enough, t h i s  i s  what t h e  raw d a t a ,  n o t  a d j u s t e d  
f o r  s e a s o n a l  v a r i a t i o n  show. Thus, i n  t h i s  case t h e  t h r u s t  of monetary 
p o l i c y  must be judged by t h e  unadjus ted  d a t a .  
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CHAPTER 

This  chapter  analyzes  macroeconomic developments and p o l i c i e s  i n  the 
per iod from 1969 t o  1978, 
t h e  previous chapters .  Sec t ions  descr ib ing  t h e  behavior of ou tput  and 
employment, i n f l a t i o n ,  c a p i t a l  formation,  and the  na t ion ' s  i n t e r n a t i o n a l  
accounts  are followed by more ex tens ive  d e s c r i p t i o n s  of t he  f i s c a l  and 
monetary p o l i c i e s  t h a t  both helped t o  produce, and were produced by, t h i s  
behavior.  

Topics are discussed i n  t h e  same order  as i n  

The c y c l i c a l  behavior of t h e  economy i n  t h e  1970s was very d i f f e r e n t  
from i ts  behavior i n  e i t h e r  of t h e  previous two decades. The 1950s,  as 
shown i n  Chapter 1, had been cha rac t e r i zed  by a p a t t e r n  of mild bus iness  
cyc le s  superimposed on a weak growth t r end ,  a t rend  considered much too  
weak by t h e  economic adv i se r s  of P res iden t s  Kennedy and Johnson. A s  d i s -  
cussed i n  Chapter 2 ,  they advocated f i s c a l  and monetary p o l i c i e s  which 
they bel ieved would raise t h e  growth rate and prevent recess ions .  

And indeed, t h e  per iod from 1961 through 1968 w a s  one of cont inuous,  
g e n e r a l l y  s t rong ,  expansion. Although t h e  r a t e  of t h i s  expansion was not  
cons tan t  from year t o  year  ( s t a r t i n g  slowly i n  1961, and f a l l i n g  appre- 
c i a b l y  i n  1967),  not  a s i n g l e  ca lendar  qua r t e r ,  l e t  a lone  year, of nega- 
t i v e  growth w a s  experienced i n  those  e i g h t  yea r s ,  by f a r  t h e  longes t  
per iod without  such a d e c l i n e  i n  t h e  na t ion ' s  h i s t o r y .  
1968, t h e  unemployment rate was below i t s  previous i n t e r i m  t a r g e t  of 4 
percent .  Furthermore, t h i s  record was accomplished wi th  very low rates 
of i nc rease  i n  prices through 1967 and e s p e c i a l l y  through 1965. A ra te  
of i n f l a t i o n  above 4 percent  d id  not  occur u n t i l  1968. A l l  i n  a l l ,  t h e  
economic policymakers of t h e  era f e l t  t h a t  t h e r e  was much reason f o r  s e l f -  
congra tu la t ion .  They regarded t h e  prolonged economic expansion as t h e  
triumph of Keynesian economics. 
s e r i o u s l y  asked quest ion.  The per iod d is -  
cussed i n  t h i s  chapter  witnessed two recess ions ,  t h e  l a t te r  of which w a s  
t h e  worst  downturn s ince  t h e  1930s. Occurring s imultaneously wi th  t h a t  
l a t t e r  r eces s ion ,  were some of t h e  h ighes t  rates of i n f l a t i o n  thus  f a r  
i n  t h i s  century.  

From 1966 through 

"Is t h e  business  cyc le  dead?" was a 
And then t h e  bubble burs t .  

Output and Employment 

Table 14 provides d a t a  on t h e  annual  rate of growth of GNP and on 
t h e  unemployment rate from 1967 through 1978: 



* 1 

Table 14 

Unemployment Rate and Real Gross National Product 
1968- 1978 

Unemployment Real GNP (billions Percent Change 
Rate of 5972 dollars) in Real GNP 

1967 
1968 
1969 
1970 
1971 
1972 
1973 
1974 
1975 
1976 
1977 
1978 

3.8 
3.6 
3.5 
4.9 
5.9 
5.6 
4.9 
5.6 
8.5 
7.7 
7.0 
6.0 

1007.7 
1051.8 
1078.8 
1075.3 
1107.5 
1171.1 
1235.0 
1217.8 
1202.3 
1271 .O 
1332.7 
1385.7 

2.7 
4.4 
2.6 

-0.3 
3.0 
5.7 
5.5 

-1.4 
-1.3 
5.7 
4.9 
4.0 

Sources: Economic Report of the President, 1978, pp. 291, 258-59; Survey of Current Business, Aprll 1979, 
pp. 10, S-13. 

The d a t a  i n  Table 14 r e f l e c t  t h e  e f f e c t s  of such t h i n g s  as t h e  t i g h t  
monetary and f i s c a l  p o l i c i e s  which, as w i l l  be d i s c u s s e d  i n  subsequent  
s e c t i o n s ,  were imposed i n  1969 i n  a n  a t t e m p t  t o  reduce i n f l a t i o n .  The l a s t  
q u a r t e r  of t h a t  year  witnessed a d e c l i n e  i n  real GNP, t h e  f i r s t  such de- 
c l i n e  s i n c e  1960, and a mild r e c e s s i o n  occurred i n  1970. The unemployment 
rate r o s e  from 3.5 p e r c e n t  i n  December 1969 t o  6.1 percent  i n  December 
1970. Although t h e  r e c e s s i o n  had ended t h e  prev ious  month, t h e  unemploy- 
ment ra te  hovered very  c l o s e  t o  6 percent  throughout  1971, and averaged 
5.7 p e r c e n t  i n  t h e  f i r s t  10 months of 1972. It was only i n  November t h a t  
i t  f e l l  a b r u p t l y  t o  5.2 p e r c e n t ,  responding t o  t h e  s t r o n g  5.7 p e r c e n t  
annual  growth ra te  of real  GNP. 

Table  14 i n d i c a t e s  t h a t  real  GNP grew a t  t h e  c o n s i d e r a b l e  (annual)  
rate of 5.5 p e r c e n t  i n  1973. 
i n  t h e  f irst  q u a r t e r  of t h a t  y e a r  dur ing  which real  GNP grew a t  a n  annual  
rate of 8.8 percent .  I n  t h e  fo l lowing  t h r e e  q u a r t e r s ,  t h i s  growth f e l l  
t o  annual  rates of 0.2, 2.7, and 1.4 percent  r e s p e c t i v e l y .  The slowdown 
i n  output  growth w a s  caused p a r t l y  by a s h i f t  t o  f i s c a l  t i g h t n e s s  imple- 
mented t o  combat a worsening i n f l a t i o n .  
exper ience  of most b u s i n e s s  c y c l e  a n a l y s t s ,  was a s h o r t a g e  of i n t e r m e d i a t e  
goods. 
of r e s o u r c e s  genera ted  by t h e  p r i c e  and wage c o n t r o l s  t o  be d i s c u s s e d  i n  
t h e  next  s e c t i o n .  l-1 
d e c l i n e d  s l i g h t l y  t o  4 . 6  p e r c e n t  i n  October,  b e f o r e  r e t u r n i n g  t o  4.9 per- 
c e n t  a t  y e a r ' s  end. 

A c t u a l l y ,  much of t h i s  growth w a s  ach ieved  

A second cause,  new i n  t h e  

T h i s  s h o r t a g e  r e f l e c t e d  c a p a c i t y  c o n s t r a i n t s  and m i s a l l o c a t i o n  

D e s p i t e  t h e  slowdown, t h e  unemployment ra te  a c t u a l l y  

- 1/See  A l f r e d  E. Kahn's s ta tement  b e f o r e  t h e  Subcommittee on Economic Sta- 
b i l i z a t i o n ,  Committee on Banking, Finance,  and Urban A f f a i r s ,  House 
of R e p r e s e n t a t i v e s .  November 22, 1978, pp. 7-8. 
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But w h i l e  t h e  slowing i n  output  growth d i d  n o t  a d v e r s e l y  a f f e c t  t h e  
unemployment r a t e ,  i t  f a i l e d  t o  h a l t  t h e  worsening rates of i n f l a t i o n .  
A s  a result, r e s t r i c t i v e  p o l i c y  cont inued  i n  t h e  f i r s t  h a l f  of 1974. Real 
GNP growth was n e g a t i v e  i n  a l l  f o u r  q u a r t e r s  of that year .  N e v e r t h e l e s s ,  
t h e  unemployment rate cont inued  t o  b e  s t i c k y  through t h e  f i r s t  h a l f  of 
1974, r i s i n g  only  from 5 p e r c e n t  i n  January  t o  5.5 p e r c e n t  i n  August. 
And s i n c e  i n f l a t i o n  rates cont inued  t o  worsen, P r e s i d e n t  Ford unvei led  
h i s  W I N  (Whip I n f l a t i o n  Now) campaign i n  October of 1974. S h o r t l y  there-  
a f t e r ,  t h e  unemployment rate became unstuck,  r i s i n g  t o  6 .1  p e r c e n t  i n  
October ,  7.2 p e r c e n t  i n  December, 8 p e r c e n t  i n  February 1975, and 8.9 
p e r c e n t  i n  May. It d e c l i n e d  s l i g h t l y  d u r i n g  t h e  remainder of t h e  y e a r ,  
f a l l i n g  t o  8.3 p e r c e n t  i n  December 1975--averaging 8.5 p e r c e n t  f o r  t h e  
year .  The d r o p  i n  real GNP ended between t h e  f i r s t  and second q u a r t e r s  
of 1975. Although f o r  t h e  y e a r  a s  a whole t h e  a v e r a g e  ra te  of growth of 
ou tput  was n e g a t i v e ,  q u a r t e r l y  ra tes  were p o s i t i v e  i n  t h e  second through 
f o u r t h  q u a r t e r s  of t h e  year .  

The downturn had been, by f a r ,  t h e  most s e v e r e  s i n c e  t h e  Great De- 
p r e s s i o n  of t h e  1930s and t h e  annual  ra te  of growth of real GNP of 5.7 
p e r c e n t  i n  1976 d i d  n o t  r e p r e s e n t  a p a r t i c u l a r l y  s t r o n g  recovery.  
t e r l y  i n c r e a s e s ,  expressed a s  annual  growth rates,  d e c l i n e d  from 9.0 per- 
c e n t  i n  t h e  f i r s t  q u a r t e r  t o  a weak 2.4 p e r c e n t  i n  t h e  f o u r t h .  1/ This 
d e c l i n e  e x p l a i n s  t h e  behavior  of t h e  unemployment ra te  i n  1976. 
from 7 -9 p e r c e n t  i n  J a n u a r y  t o  7.5 p e r c e n t  i n  J u n e ,  but  s t a y e d  a t  7.7 
p e r c e n t  throughout  t h e  second h a l f  of t h e  y e a r - a  most d i s a p p o i n t i n g  
performance i n  t h e  f i r s t  f u l l  year  of a n  economic recovery.  

Quar- 

- 
It f e l l  

The g r m t h  of output  was lower i n  1977 and t h e  unemployment ra te  
g r a d u a l l y  f e l l .  For  the y e a r ,  real  GNP grew a t  a rate 9f 4.9 p e r c e n t .  
However, d i f f e r e n c e s  i n  q u a r t e r l y  changes (expressed  as  a n  annual  growth 
rate) were n o t  a s  s h a r p  as i n  1976, though such changes a g a i n  d e c l i n e d  
throughout  t h e  y e a r ,  from 7.1 p e r c e n t  i n  t h e  f i r s t  q u a r t e r  t o  3.2 p e r c e n t  
i n  t h e  f o u r t h .  The unemployment ra te  f e l l  s t e a d i l y  from 7.8 p e r c e n t  i n  
December 1976 t o  7.1 p e r c e n t  i n  A p r i l  1977. It remained s t u c k  around 7 
p e r c e n t  through November, bu t  d e c l i n e d  t o  6.4 p e r c e n t  i n  December. Dur- 
i n g  1978, i t  f l u c t u a t e d  narrowly around 6.2 percent .  

I f  used i n s t e a d  of t h e  unemployment rate,  t o t a l  employment d a t a  g i v e  
a somewhat more s a l u t o r y  view of t h e  o p e r a t i o n  of t h e  l a b o r  market i n  t h e  
post-1975 economic recovery.  
ended i n  A p r i l  1975. 
10 m i l l i o n  new j o b s  were c r e a t e d ,  a n  i n c r e a s e  from J u n e  1975 t o  J u n e  1978 
of 12 p e r c e n t  i n  t o t a l  employment. 21 By c o n t r a s t ,  i n  t h e  3 o v e r - f u l l  
employment y e a r s  of 1967-69, a v e r a g e  t o t a l  employment grew from 72.9 

The c y c l i c a l  d e c l i n e  i n  t o t a l  employment 
I n  t h e  subsequent  3 y e a r s  and 3 months, more t h a n  

- 11Calcula ted  from d a t a  i n  Survey of Curren t  Bus iness ,  J u l y  1978, p. 26. 

- 2/Monthly d a t a  are  r e p o r t e d  i n  t h e  Appendix t o  t h e  February 1978 i s s u e  
Data f o r  subsequent  months are  from t h e  of Employment and Earn ings .  

J u l y  1978 i s s u e  of t h a t  p u b l i c a t i o n .  



m i l l i o n  i n  1966 t o  77.9 m i l l i o n  i n  1969, an inc rease  of 6.9 percent .  
Thus, from t h e  perspec t ive  of t o t a l  employment d a t a ,  t he  performance 
of t he  economy from mid-1975 t o  mid-1978 seems h i s t o r i c a l l y  unexcelled-- 
ye t  t h e  unemployment ra te  remained high by h i s t o r i c a l  s tandards .  

A t  least t h r e e  f a c t o r s  c o n t r i b u t e  t o  t h i s  paradox. Two are t h e  
growth o f ,  and changes i n  t h e  composition o f ,  t he  l abor  force .  The 
t h i r d  i s  t h e  high rate of unemployment of blacks i n  genera l ,  and black 
t eens  i n  p a r t i c u l a r .  

A s  shown i n  F igure  2 ,  t h e  c i v i l i a n  l abor  f o r c e  grew almost as f a s t  
a s  t o t a l  employment from 1975 through 1978 so  the  d i f f e r e n c e  between t h e  
two, t o t a l  unemployment, ha rd ly  f e l l .  Figure 2 a l s o  shows some of t h e  
f a c t o r s  underlying t h e  growth of t h e  labor  force .  The 25-year t rend  of a 
dec l in ing  l abor  fo rce  p a r t i c i p a t i o n  rate of a d u l t  males seemed t o  end, a t  
least temporar i ly .  The 25-year t rend  of a r i s i n g  l abor  fo rce  pa r t i c ipa -  
t i o n  rate of a d u l t  females seemed t o  accelerate s l i g h t l y o  The l a b o r  
f o r c e  p a r t i c i p a t i o n  rate of t eens  rose  above 55 percent  f o r  t h e  f i r s t  
t i m e .  Thus, on balance,  t h e  t r end  toward a l a r g e r  propor t ion  of women 
and t eens  i n  t h e  t o t a l  f o r c e  seemed t o  accelerate. But teenagers  and 
a d u l t  females tend t o  be less permanently a t tached  t o  t h e  l abor  f o r c e  
than  do a d u l t  males; hence, t h e s e  groups have h igher  unemployment r a t e s .  
( A  period of unemployment o f t e n  accompanies new e n t r y  o r  r e e n t r y  i n t o  t h e  
l a b o r  force . )  Thus, when a l a r g e r  propor t ion  of t h e  t o t a l  l abo r  fo rce  
i s  composed of groups who have h igher  unemployment rates, t h e  o v e r a l l  
unemployment ra te  tends  t o  be s t i c k y .  

Unemployment rates among b lacks  ( e s p e c i a l l y  teenagers ) ,  however, 
are a major s t r u c t u r a l  problem t h a t  d i f f e r i n g  turnover  rates of a d u l t  
and teenage workers cannot explain.  While the  unemployment rate f o r  
whi tes  rose  d rama t i ca l ly  i n  t h e  1974-75 recess ion ,  from 4.5 percent  i n  
January 1974 (12.9 percent  f o r  teenagers )  t o  8.4 percent  i n  May 1975 
(18.4 percent  f o r  t e e n s ) ,  i t  dec l ined  s t e a d i l y  during the  subsequent re- 
covery f a l l i n g  t o  5.5 percent  (12.7 percent  f o r  t eens )  i n  December 1977. 
I n  c o n t r a s t ,  t h e  unemployment rate f o r  blacks rose  from 9.3 percent  i n  
January 1974 (29.9 percent  f o r  black t eens )  t o  15.4 percent  i n  September 
1975 (40.1 percent  f o r  black t eens ) .  By December 1977, t h e  unemployment 
ra te  f o r  a l l  blacks had f a l l e n  only t o  13.7 percent  and t h e  rate f o r  
b lack  t eens  s tood a t  40.3 percent .  1/ Since black workers c o n s t i t u t e  
about  10 percent  of t h e  l abor  force, t he  f a i l u r e  of t h e i r  unemployment 
rates t o  f a l l  i n  t h e  recovery he lps  t o  expla in ,  i n  p a r t ,  why t h e  over- 
a l l  unemployment rate w a s  so  s t i cky .  

I n f l a t i o n  

The fol lowing t a b l e  shows both price indexes and the  GNP d e f l a t o r  
f o r  1967-78. 

l / I b i d . ,  pp. 156, 158. -- 
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Figure 2 

t 
Civilian Labor Force, Total Employment, and Labor Force Participation Rates for 

Males, Females, and Teenagers 
1955-1 978 

(Dec.) (Nov.) (Nov.) (Mar.) 

P T  P T  

1955' 56 57 58 59 60 61 62 63 64 65 66 67 68 69 70 71 72 73 74 75 76 77 78 1979 

Source: Business Conditions Digest. July 1978. p. 51 



Table 15 

Consumer Price Index 
Producer Price Index 

and GNP Deflator 
1967-1978 

Implicit GN P 
CPI Percent PPI Percent Deflator Percent 

(1967 = 100) Change (1967 = 100) Change (1972 = 100) Change 

1967 
1968 
1969 
1970 
1971 
1972 
1973 
1974 
1975 
1976 
1977 
1978 

100.0 
104.2 
109.8 
116.3 
121.3 
125.3 
133.1 
147.7 
161.2 
170.5 
181.5 
195.4 

2.9 
4.2 
5.4 
5.9 
4.3 
3.3 
6.2 

11.0 
9.1 
5.8 
6.5 
7.7 

100.0 
102.5 
106.5 
110.4 
114.0 
119.1 
134.7 
160.1 
174.9 
183.0 
194.2 
209.3 

0.2 
2.5 
3.9 
3.7 
3.3 
4.5 

13.1 
18.9 
9.2 
4.6 
6.1 
7.8 

79.02 
82.57 
86.72 
91.36 
96.02 

100.00 
105.80 
1 16.02 
127.15 
133.71 
141.70 
152.05 

2.9 
4.5 
5.0 
5.4 
5.1 
4.1 
5.8 
9.7 
9.6 
5.2 
6.0 
7.3 

Sources: Economic Report of the President, 1978. 1980; Producer Prices and Price Indexes, Supplement, 1979. 

D i s s a t i s f a c t i o n  wi th  t h e  i n f l a t i o n  rates of 1967 and 1968 induced 
t i g h t  monetary and f i s c a l  p o l i c i e s  i n  1969. 
icies l e d  t o  increased  unemployment and a dec l ine  i n  real output ,  they  
d i d  not  reduce i n f l a t i o n  rates. Debate w a s  l i v e l y  as t o  why i n f l a t i o n  
rates f a i l e d  t o  drop as unemployment r a t e s  worsened: Was i t  due p r imar i ly  
t o  an  at tempt  by wage earners both t o  "catch up" t o  previous unant ic ipa ted  
i n f l a t i o n  and t o  p r o t e c t  aga ins t  f u t u r e  expected i n f l a t i o n ,  o r  w a s  i t  due 
t o  monopoly p r i c ing  behavior  by bus inesses?  

While these  r e s t r i c t i v e  pol-  

The s t i m u l a t i v e  p o l i c i e s  followed i n  1970 and t h e  f i r s t  ha l f  of 1971 
succeeded i n  h a l t i n g  t h e  r eces s ion ,  but they worsened the  economy's p r i c e  
performance. 
(an implied annual  rate of 6 . 2  percen t ) ,  and t h e  P P I  rose  by 0.4 percent  
i n  June  ( an  implied annual  r a t e  of 4.9 percent ) .  
c l e a r l y  not  f a l l i n g  . 

I n  May and June, t he  CPI  r o s e  by one-half percent  each month 

Rates of i n f l a t i o n  were 

A t  t h e  same time, t h e  U.S. was incu r r ing  a d e f i c i t  i n  i t s  balance of 
t r a d e  f o r  t h e  f i r s t  time i n  t h i s  century.  
view t h a t  t h e  d o l l a r  was s e r i o u s l y  overvalued i n  terms of o the r  major cur- 
r enc ie s .  Speculat ion was r i f e  t h a t  t h e  d o l l a r  would have t o  be revalued 

This  re inforced  a p e r s i s t e n t  



i n  terms of gold. 1/ 
German, Dutch, Swiss, Austr ian,  and Belgian funds. 
e a r l y  August, 3-7 b i l l i o n  U.S. d o l l a r s  flowed i n t o  fore ign  c e n t r a l  banks. 

Hundreds of mi l l i ons  of d o l l a r s  were exchanged f o r  
In  a s i n g l e  week i n  

The f a i l u r e  of i n f l a t i o n  t o  aba te  and t h e  massive d o l l a r  outf low l e d  
t o  a new pol icy t h a t  included domestic wage and p r i c e  con t ro l s .  On Au- 
gus t  15 ,  1971, Pres ident  Nixon appeared on nationwide t e l e v i s i o n  t o  an- 
nounce "the most comprehensive new economic pol icy t o  be undertaken by 
t h i s  country i n  four  decades." 
reduct ions  and sweeping changes i n  the  i n t e r n a t i o n a l  sphere,  but  by f a r  
t he  most dramatic announcement w a s  t h e  imposi t ion of domestic wage and 
price cont ro ls .  A 3-month f r eeze ,  l abe led  Phase I, w a s  imposed on p r i c e s  
and wage rates,  This was  followed by Phase 11, a regime of s e l e c t i v e  
p r i c e  and wage cont ro ls .  Rates of i n f l a t i o n  d id  f a l l  i n  1971 and 1972. 
Sharp disagreement cont inues ,  however, between economists who be l i eve  t h i s  
reduct ion  was due t o  the  c o n t r o l s ,  and those who be l ieve  t h a t  t he  e f f e c t  
on p r i c e s  of t h e  ear l ie r  t i g h t  f i s c a l  and monetary p o l i c i e s  made i t s e l f  
f e l t  only with a long lag .  

H i s  po l icy  included some domestic t a x  

I n  a market economy, changes i n  r e l a t i v e  p r i c e s  are a s igna l ing  and 
market coordinat ing mechanism, and t h a t  mechanism is  i n t e r f e r e d  with by 
wage and p r i c e  cont ro ls .  The i n t e r f e r e n c e  i s  least  severe  when economic 
a c t i v i t y  i s  s luggish ,  as i n  1971, and most severe  when economic a c t i v i t y  
i s  buoyant, as i n  the  f o u r t h  qua r t e r  of 1972 and f i r s t  qua r t e r  of 1973 
when real GNP rose  a t  an annual ra te  of b e t t e r  than  8 percent .  Since t h e  
rate of i n f l a t i o n  had dropped and s ince  the  economy was c l e a r l y  i n  a 
period when wage and p r i c e  c o n t r o l s  p o t e n t i a l l y  do t h e i r  worst harm, Phase 
I1 of t h e  con t ro l s  program ended. It w a s  replaced by Phase 111, which 
genera l ly  reduced c o n t r o l s  and r e l i e d  on self-enforcement. 

Policymakers d id  no t ,  however, a n t i c i p a t e  t h a t  economic a c t i v i t y  
would be as buoyant as i t  w a s ,  both i n  t h e  U.S. and i n  t h e  rest of t h e  
developed world. The r e s u l t  of t h i s  i n t e r n a t i o n a l  surge of a c t i v i t y  
was a rap id  r i s e  i n  p r i c e s  of i n d u s t r i a l  commodities. 
p r i c e s  of bas i c  i n d u s t r i a l  commodities o the r  than o i l  more than doubled 
between mid-1972 and mid-1974. Prices of in te rmedia te  products such 
as primary metals and chemicals a l s o  rose  sharp ly  i n  response t o  world- 
wide demand. Food p r i c e s  surged i n  1973 as a consequence of condi t ions  
t h a t  had been evolving slowly but were brought i n t o  prominence by a 
series of poor world ha rves t s  beginning i n  1972. In  t h e  f i r s t  f i v e  
months of 1973, t h e  o v e r a l l  CPI rose  3.2 percent  and t h e  food component 
r o s e  8.5 percent .  Popular pressure  t o  "do something" was rampant, so  
i n  June, Pres ident  Nixon announced another  60-day f r e e z e  on p r i c e s  t o  
be followed by a new set of Phase I V  c o n t r o l s  which were stricter than  
t h e  Phase I1 con t ro l s .  

On world markets, 

- 1/This  s i t u a t i o n  i s  discussed i n  more d e t a i l  i n  t h e  s e c t i o n  on t h e  balance 
of payments t h a t  follows. 



Towards t h e  end of 1973, however, came t h e  s t e e p  rise i n  crude o i l  
p r i c e s ,  mandated by t h e  Organizat ion of Petroleum Exporting Countr ies  
(OPEC). The tax-paid f.0.b. c o s t  of a b a r r e l  of "Saudi Arabian Light"  
r o s e  from $1.62 i n  January 1973, t o  $3.15 i n  October 1973,  t o  $7.11 i n  
January 1974, b e t t e r  than  a quadrupl ing of t h e  p r i c e  i n  a year.  No 
p r i c e  c o n t r o l  system could be e f f e c t i v e  a g a i n s t  t h a t  s o r t  of shock. 
1974 would be a year  of some of t h e  worst  annual rates of i n f l a t i o n  i n  
t h i s  count ry ' s  h i s t o r y  was assured.  
and t h e  P P I  r o s e  18.9 percent .  

That 

For t h e  year  t h e  C P I  r o s e  11 percent  

All phases of Nixon's c o n t r o l  program der ived  t h e i r  l e g a l  a u t h o r i t y  
from t h e  Economic S t a b i l i z a t i o n  A c t  of 1970 as amended. 
A p r i l  30 ,  1974, and t h e r e  was  l i t t l e  sent iment  i n  Congress, and less i n  
t h e  Nixon Adminis t ra t ion ,  t o  extend it. Thus ended t h i s  count ry ' s  most 
ex tens ive  peacetime experience wi th  wage and p r i c e  c o n t r o l s ,  

This  l a w  expi red  

I n  t h e  next  3 yea r s ,  i n f l a t i o n  moderated s u b s t a n t i a l l y  from i t s  1974 
rates. Prices of food, energy, and bas i c  materials rose  much less ra- 
p i d l y  i n  these  yea r s  than i n  1974. Together w i th  t h e  s e v e r i t y  of t h e  
1974-75 r eces s ion ,  t h e  slowing of p r i c e  rises i n  t h e s e  areas l e d  t o  a 
r educ t ion  of rates of i n c r e a s e  i n  o the r  p r i c e s  and i n  wages. 
of i n c r e a s e  i n  compensation per  hour f e l l  from 11 percent  i n  1974 t o  
around 8 percent  i n  t h e  next  3 years .  The annual  rate of i n c r e a s e  of 
p r i c e s  of a l l  items i n  t h e  CPI, o t h e r  than food and energy, was a uni- 
form 6 t o  6-1/2 percent  during t h e  period. - 1/ 

The r a t e  

While t h i s  represented  some improvement from 1974, by h i s t o r i c a l  
s t anda rds  t h e s e  rates were s t i l l  very high. 
f l a t i o n a r y  pressures  exist  i n  t h e  economy even during per iods  of sub- 
s t a n t i a l  economic s lack .  
n a t u r e  and implementation of Government p o l i c i e s ,  o r  t o  a c t i o n s  and events  
occur r ing  i n  t h e  p r i v a t e  s e c t o r ,  cont inues  t o  be a sha rp ly  d isputed  mat- 
ter .  

It i s  c l e a r  t h a t  s t rong  in- 

Whether t h e s e  f o r c e s  are due p r imar i ly  t o  t h e  

I n  1978 t h e  s i t u a t i o n  worsened and once aga in  e f f o r t s  were made t o  
moderate wages and p r i ces .  
of t h e  three p r i c e  i n d i c e s  f o r  1978 were about 7.5 percent  above t h e i r  
1977 levels. 
t i v e l y  9.0 and 9.5 percent  above t h e i r  December 1977 l e v e l s .  I n  October 
1978, P res iden t  Carter announced a program of wage and p r i c e  gu ide l ines .  
Wage i n c r e a s e s  were to  be he ld  t o  7 percent ,  and p r i c e  inc reases  t o  one- 
h a l f  percentage poin t  below t h e  average of such inc reases  i n  1976 and 
1977. 
ment c o n t r a c t  s. 

Table 15  shows t h a t  t h e  annual  average va lues  

But t h e  December 1978 l e v e l s  of t h e  CPI and P P I  were respec- 

V io la to r s  were s u b j e c t  t o  adverse  p u b l i c i t y  and t o  l o s s  of Govern- 

I 

- l/Economic Report of t h e  P res iden t ,  1978, p. 142 

50 



C a p i t a l  Formation 

I During t h e  pas t  d sde the  a ? 

f ixed  c a p i t a l  i n  t h e  manufacturing 
rage annual  r a t e  of growth of real  n e t  
s e c t o r  was only 2.2 percent ,  i n  con- 

trast  t o  i t s  long-term h i s t o r i c a l  average of 3 percent .  Also i n  t h e  p a s t  
decade, t h e  average annual rate of growth of p roduc t iv i ty  was only  1 .6  
percent ,  down from 2.5 percent  i n  t h e  1950-68 period. The two changes are 
not  unre la ted .  Undoubtedly, a l a r g e  p a r t  of t h e  explana t ion  f o r  t h e  slow- 
down i n  p roduc t iv i ty  growth l i e s  i n  t h e  slow growth of c a p i t a l .  From 1947 
t o  1968 t h e  economy's cap i t a l - l abor  f o r c e  r a t i o  grew a t  an annual  rate of 
about 3 percent .  Since then i t  has  appa ren t ly  grown more s lowly,  by about 
1 percent  a year.  Adjusted f o r  t he  propor t ion  of c a p i t a l  requi red  t o  meet 
p o l l u t i o n  abatement and s a f e t y  r egu la t ions ,  t h e  c a p i t a l  l a b o r  r a t i o  would 
show even l e s s  growth. - 1/ 

Table 16 shows t h e  r e a l  ne t  s tock  of f i x e d  nonres iden t i a l  capi ta l  
f o r  t h e  period. 

Table 16 

Real Net Stock of Fixed Nonresidential Capital 

(billions of dollars) 
1968-1973 

Percent 
~~ 

Percent 
Total Change Manufacturing Change 

1969 
1970 
1971 
1972 
1973 
1974 
1975 
1976 
1977 

802.5 
833.7 
859.5 
889.8 
929.5 
963.7 
981.2 
999.0 

1,024.3 

5.1 
3.9 
3.1 
3.5 
4.5 
3.8 
1.8 
1.8 
2.5 

182.1 
186.5 
187.9 
190.0 
195.3 
201.6 
202.2 
206.8 
212.8 

3.9 
2.4 
0.7 
1.1 
2.8 
3.2 
0.3 
2.3 
2.9 

> 

~~ 

Source: Survey of Current Business, April and August 1976; August 1977; September 1978. 

The slowdown i n  p roduc t iv i ty  growth, caused, i n  p a r t ,  by t h e  slow 
growth of t h e  c a p i t a l  s tock ,  he lps  t o  expla in  s e v e r a l  economic develop- 
ments of t h e  pas t  decade. F i r s t ,  i t  he lps  t o  expla in  why real  n a t i o n a l  
income grew at  an annual  rate of 3.9 percent  from 1950 t o  1968, but  has  

- l/Economic Report of t h e  P res iden t ,  1968, pp. 147-148. 
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grown o n l y  a t  a rate of  2.3 p e r c e n t  s i n c e  1968. 1/ Second, s low produc- 
t i v i t y  growth h e l p s  t o  e x p l a i n  why i t  h a s  been ST d i f f i c u l t  t o  lower t h e  
ra te  of  i n f l a t i o n  i n  t h e  p a s t  decade. Wage i n c r e a s e s  i n  a g i v e n  i n d u s t r y  
t o  some e x t e n t  are determined by i n f l a t i o n a r y  e x p e c t a t i o n s  and by wage 
increases won i n  o t h e r  i n d u s t r i e s .  * T o  t h e  e x t e n t  t h a t  t h e s e  h i g h e r  wages 
are n o t  o f f s e t  by i n c r e a s e s  i n  p r o d u c t i v i t y ,  u n i t  l a b o r  c o s t s  r ise and 
p r i c e s  must go up. (The s u b s t a n t i a l  growth i n  p r o d u c t i v i t y  was a major 
f a c t o r  i n  t h e  s t a b l e  p r i c e  environment of t h e  1950s and 1960s.) T h i r d ,  
t h e  above e x p l a n a t i o n  f o r  t h e  d i f f i c u l t y  i n  lowering i n f l a t i o n  rates-- 
t h a t  s low growth i n  p r o d u c t i v i t y  c a u s e s  u n i t  l a b o r  c o s t s  t o  rise--nay 
a l s o  h e l p  i n t e r p r e t  t h e  ra tes  of  growth of o u t p u t  and t h e  h i g h  unemploy- 
ment ra tes  i n  t h i s  decade. Higher u n i t  l a b o r  c o s t s  may m a n i f e s t  themselves  
o n l y  p a r t l y  i n  h i g h e r  p r i c e s .  Part  of t h e  e f f e c t  may be lower o u t p u t  and 
h i g h e r  unemployment rates. 

Thus, t h e  s low growth of  c a p i t a l ,  t o  the e x t e n t  t h a t  i t  i s  respon- 
s i b l e  f o r  t h e  slowdown i n  t h e  ra te  of p r o d u c t i v i t y  growth,  h e l p s  t o  ex- 
p l a i n  some of t h e  prominent f e a t u r e s  of macroeconomic performance i n  t h i s  
decade.  And t h e  economic o u t l o o k  f o r  t h e  n e x t  decade depends i n  l a r g e  
measure on t h e  growth rate of c a p i t a l  i n  t h e  nex t  few y e a r s .  A f a s t e r  
rate of c a p i t a l  f o r m a t i o n  would improve p r o d u c t i v i t y  and d i n i n i s h  t h e  
t e n d e n c i e s  toward s lower real  income growth and h i g h e r  i n f l a t i o n  and 
unemployment rates.  

Balance o f  Payments 

The p e r i o d  s i n c e  1968 h a s  been a t u r b u l e n t  one,  b o t h  f o r  t h e  wor ld ' s  
i n t e r n a t i o n a l  payment system and f o r  t h e  p a t t e r n  o f  U.S. i n t e r n a t i o n a l  
t r a n s a c t i o n s .  Tab le  17 i l l u s t r a t e s  t h i s  p a t t e r n  f o r  t h e  decade. 

I n  6 of t h e  1 0  y e a r s  under  c o n s i d e r a t i o n ,  t h e  United S t a t e s  had a 
d e f i c i t  of  merchandise  e x p o r t s  ove r  merchandise  impor t s .  When t h i s  f i r s t  
occu r red  i n  1971, i t  marked t h e  f i r s t  t i m e  i n  t h i s  c e n t u r y  t h a t  the 
Uni t ed  S t a t e s  had i n c u r r e d  a d e f i c i t  i n  i t s  t r a d e  ba l ance .  

The d e f i c i t  w a s  g e n e r a l l y  exp la ined  by a s s e r t i n g  t h a t  t h e  poor wage- 
p r i c e - p r o d u c t i v i t y  performance of  t h e  U.S. economy between 1965 and 1969, 
compared w i t h  t h a t  of i t s  t r a d i n g  p a r t n e r s ,  had s i g n i f i c a n t l y  lowered 
the c o m p e t i t i v e n e s s  of U.S. goods i n  domest ic  and f o r e i g n  markets .  The 
g r e a t l y  reduced t r a d e  s u r p l u s e s  of 1968 and 1969 were o f f e r e d  as ev idence  
of  t h i s  a s s e r t i o n .  According t o  t h i s  view, t h e  inproved t r a d e  ba l ance  
i n  1970 w a s  p u r e l y  t r a n s i t o r y  and cou ld  be a s c r i b e d  t o  t h e  c y c l i c a l  down- 
t u r n ,  b u t  a s  soon as t h e  domes t i c  econony began t o  r ecove r  from t h e  1970 
r e c e s s i o n ,  t h e  t r a d e  s u r p l u s  i n e v i t a b l y  tu rned  t o  a d e f i c i t .  

- l / B a s e d  on d a t a  r e p o r t e d  i n  Survey of Cur ren t  Bus iness ,  Jan.  1976, 
P a r t  11, pp. 16-17 and J u l y  1978, p. 29. 
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Table 17 

Various Components of the Current Account Balance 

(millions of dollars) 
1969-1978 

Balance on Balance on 
Merchandise Merchandise Merchandise Goods and Current 

Exports Imports Balance Services" Account" 

1969 36,414 35,807 607 1,002 -1,992 
1970 42,469 39,866 2,603 2,912 -382 
1971 43,319 45,579 -2,260 -340 -4,041 
1972 49,381 55,797 -6,416 -6,088 -9,942 
1973 71,410 70,499 91 1 3,518 -363 
1974 98,306 103,649 -5,343 2,193 -4,993 
1975 107,088 98,041 9,047 16,201 11,586 
1976 1 14,694 124,047 -9,353 3,324 -1,698 
1977 120,585 151,644 -31,059 -1 6,254 -20,962 
1978 141,844 175,988 -34,144 - 1 9,483 -24,559 

'Excludes reinvested earnings of incorporated foreign subsidiaries of U S. firms, and reinvested earnings of 
incorporated U S .  subsidiaries of foreign firms. 

Source: Survey of Current Business, June 1978. Part IO pp. 16-17, and March 1979, pp. 44-45. 

The appearance of t h e  t r a d e  d e f i c i t  l e d  t o  a massive specu la t ive  run 
on t h e  d o l l a r  culminating i n  Pres ident  Nixon's announcement of sweeping 
pol icy  changes on August 15, 1971. 
t r y  t o  induce t h i s  country 's  major t rad ing  pa r tne r s  t o  revalue t h e i r  
cur renc ies .  F i r s t ,  and most dramatic ,  d o l l a r  holdings of fore ign  cen- 
t ra l  banks would no longer  be redeemable i n  gold by t h e  United S ta t e s .  
Second, a 10 percentage point t a r i f f  surcharge w a s  imposed on imports 
i n t o  the  U.S. An unstated impl ica t ion  w a s  t h a t  the  surcharge would be 
removed i n  exchange f o r  fo re ign  currency reva lua t ion .  Third,  t he  
fo re ign  a i d  program t o  developing coun t r i e s  w a s  reduced by 10 percent.  

A series of a c t i o n s  were taken t o  

Following Pres ident  Nixon's announcement, t h e  group of t e n  major 
t r ad ing  na t ions  held a meeting a t  the  Smithsonian I n s t i t u t i o n ,  December 
17-18, 1971. A new set  of exchange rates w a s  agreed upon, and t h e  U.S. 
agreed t o  increase  the  o f f i c i a l  p r i ce  of gold 8.5 percent ,  from $35 t o  
$38 an ounce. (As p a r t  of t h i s  agreement, t h e  August 15 t a r i f f  sur- 
charge w a s  l i f t e d . )  This  i nc rease  became e f f e c t i v e  March 31, 1972. 

The s i g n i f i c a n t  worsening of t h e  t r a d e  balance i n  1972 w a s  a t t r i b u t e d  
t o  c y c l i c a l  f a c t o r s .  
major t rad ing  pa r tne r s  i n  t h a t  year.  
i n  t h e  t r a d e  balance 's  r eve r t ing  t o  su rp lus  i n  1973. 
fo re ign  crops played a major p a r t  i n  increas ing  a g r i c u l t u r a l  expor t s  ( 4 0  

U.S. real  GNP grew f a s t e r  than t h a t  of many of i t s  
A number of f a c t o r s  were involved 

S h o r t f a l l s  i n  
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percent of the increase in exports during the first three quarters of 
1973 caue from agricultural products). In addition, the rise of world 
prices of  U.S.-produced, internationally traded cowodities above their 
domestically controlled prices helped stimulate exports. On the other 
hand, the quantity and value of oil imports rose dramatically, preventing 
the trade surplus from being larger than it was. 

Another factor in the surplus was the drop in the dollar's value 
relative to the currencies of some of our mjor trading partners, en- 
couraging exports and discouraging imports. In early 1973, there were 
uassive flows of Italian lira to Switzerland. The Swiss authorities 
were obliged to float the franc. This development strengthened expecta- 
tions that other exchange rate adjustments were inevitable, and led to 
massive purchases of German marks and Japanese yen for dollars. In mid- 
February, the foreign exchanges closed, and the Administration announced 
it would ask Congress to approve a further devaluation of the dollar, 
which would raise the official price of gold to $42.22. When the foreign 
exchange markets reopened on March 19, the Common Market countries decided 
to let their currencies float jointly vis-a-vis the dollar and other 
currencies. 

Oil imports increased again in 1974, which largely explains the slide 
of the trade balance back into deficit that year. The balance of exports 
over imports of manufactured goods improved dramatically, from an approxi- 
Mate balance in 1973 to a $7-billion surplus in 1974; this, however, was 
no luatch for a $14 billion increase in imports of petroleum and associ- 
ated products. 

The large trade surplus of 1975 is yet another instance of an im- 
provemerit in the trade balance linked to a cyclical downturn. Although 
the severe U.S. recession technically ended in the first half of 1975, 
most of the year was characterized by inventory decumulation. This ex- 
plains the drop in the voluue of imports at an annual rate of 13.8 per- 
cent between the fourth quarter of 1974 and the third quarter of 1975. 
The drop would have been even steeper if petroleum imports had not in- 
creased slightly during the year. U.S. export volume remained stable 
because agricultural exports rose and exports of capital goods to oil 
producing countries increased. 

Our large trade deficits in 1976 through 1978 were attributable 
to a faster increase in oil imports, and to our more vigorous domestic 
inflation, and greater real growth than that of our major trading 
partners--conditions that stimulated imports and discouraged exports. 

Nineteen seventy-eight also witnessed a crisis in the dollar's 
international value. 
change rate against ten major currencies (March 1973 = lOO), which had 
been falling very gradually from a high of 107.05 in July 1976 to a level 
of 103.77 in September 1977, fell nore sharply to 96.73 in January 1978. 
Still at 96.31 in May, the index then dropped steadily to 89.51 in 

The index of the dollar's weighted average ex- 



beptember. I/ C e n t r a l  bankers ,  i n  Washington a t  t h e  end of t h a t  uonth  
f o r  t h e  annLal neetirib of t h e  I n t e r n a t i o n a l  Monetary Fund, seemed t o  gen- 
e r a l l y  abree t h a t  i n f l a t i o n ,  economic growth, and t h e  t r a d e  d e f i c i t  would 
f a l l  i n  t h e  United S t a t e s  and rise abroad,  and t h a t  t h e  d o l l a r  would 
s t r e n s t h e n .  The d o l l a r  cont inued  t o  f a l l  d u r i n g  October ,  however, and t h e  
d e c l i n e s  were s h a r p e s t  i n  t h e  f i n a l  week of t h e  month, a f t e r  P r e s i d e n t  
Carter had announced h i s  p l a n s  f o r  v o l u n t a r y  wage and p r i c e  g u i d e l i n e s  
and f o r  rea l  wage insurance .  Record lows a g a i n s t  most major c u r r e n c i e s  
were reached on October 30. 

t h e  yen, and 26 p e r c e n t  a g a i n s t  t h e  mark. 

I n  t h e  1 3  months p r i o r  t o  t h a t  d a t e ,  t h e  dol- 
l 

l a r  had dropped 38 p e r c e n t  a g a i n s t  t h e  S w i s s  f r a n c ,  34 p e r c e n t  a g a i n s t  

The s t a g e ,  then ,  w a s  set f o r  P r e s i d e n t  Carter ' s  dramat ic  announce- 
ment on November 1 t h a t  t h e  U.S. would mobi l ize  $30 b i l l i o n  f o r  t h e  pur- 
pose of i n t e r v e n i n g  i n  f o r e i g n  exchange markets  t o  s t a b i l i z e  t h e  d o l l a r .  
The F e d e r a l  Reserve d i s c o u n t  ra te  w a s  r a i s e d  a f u l l  percentage  p o i n t  from 
8.5 t o  9.5 p e r c e n t ,  i n  c o n t r a s t  t o  t h e  u s u a l  q u a r t e r  p o i n t  changes,  and 
r e s e r v e  requirements  on c e r t a i n  c a t e g o r i e s  of d e p o s i t s  were i n c r e a s e d .  
The f o r e i g n  exchange markets  r e a c t e d  p o s i t i v e l y .  Three weeks a f t e r  
IJovenber 1, t h e  d o l l a r  had recouped as much as one- th i rd  of i t s  l o s s e s  
a g a i n s t  t h e  S w i s s  f r a n c ,  yen, and mark, but  i n  t h e  f i n a l  weeks of 1978 
h a l f  t h i s  g a i n  was sur rendered .  E a r l y  i n  1979, as t h e  d o l l a r  cont inued  
t o  f a l l ,  doubts  were voiced as t o  how long  t h e  p o l i c y  of i n t e r v e n t i o n  
would remain v i a b l e .  Reasonable s t a b i l i t y  i n  f o r e i g n  exchange markets  
w i l l  b e  achieved i n  t h e  l o n g  run  only  i f  t h e  U.S. ra te  of i n f l a t i o n  i s  
lowered t o  about  t h a t  of i t s  major t r a d i n g  p a r t n e r s .  

FISCAL POLICY 1969-1978 

The Nixon A d m i n i s t r a t i o n  viewed i n f l a t i o n  as t h e  n a t i o n ' s  wors t  
economic problem arid soubht  a f i s c a l  p o l i c y  which would r e s t r a i n  i t .  
This  s e a r c h  l e d  f i r s t  t o  wage and p r i c e  c o n t r o l s  and e v e n t u a l l y  t o  a 
r e q u e s t  t h a t  Congress impose a spending c e i l i n g  w i t h  p r e s i d e n t i a l  d i s -  
c r e t i o n  t o  d e c i d e  where budget c u t s  would be made. T h i s  i n t e r e s t  i n  a 
spending c e i l i n g  l e d  t o  two impor tan t  economic developments: 
g r e s s i o n a l  budget p r o c e s s ,  and a c o n f r o n t a t i o n  over  p r e s i d e n t i a l  impound- 
ment of funds.  
ments and g r a n t s  t o  S ta te  and l o c a l  governments. The a c t u a l  and f u l l  
employment s u r p l u s  d a t a  f o r  t h i s  decade are d i s p l a y e d  i n  T a b l e  18. 

a new Con- 

The decade a l s o  s a w  a dramat ic  i n c r e a s e  i n  t r a n s f e r  pay- 

F i s c a l  P o l i c y  as a C o n t r i b u t o r  t o  t h e  
Downturn of 1969-1970 

A 10 p e r c e n t  income t a x  surcharge  w a s  t h e  main f e a t u r e  of t h e  Revenue 
I n  t h e  ensuing  months, however, and Expendi ture  Cont ro l  A c t  of June  1968. 

many f e l t  t h a t  t h e  t a x  surcharge  was n o t ,  as i n t e n d e d ,  reducing  consumer 
demand. Although some s t i l l  d i s a g r e e ,  most economists  now b e l i e v e  t h a t  

- l / F e d e r a l  Reserve B u l l e t i n ,  August 1978, p.  700; November 1978, p a  A68. 
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Table 18 

Actual Surplus and Full-employment Surplus 

(billions of dollars) 
1967- 1978 

Full- Full- Full- 
Actual Actual Actual employment employment employment 

Revenues Expenditures Surplus Revenues Expenditures Surplus 

1967 150.5 163.7 -13.2 150 0 164 0 -14.0 
1968 174.7 180.6 -5.8 171.5 181.1 -9.6 
1969 197.0 188.4 8.5 196.3 189.1 7.2 
1970 192 1 204.2 -12.1 205.9 203.9 2.0 
1971 198 6 220.6 -22 0 211.5 219.5 -7 8 
1972 227.5 244.7 -17.3 228.3 244.0 -15 7 
1973 258.3 265.0 -6 7 260.4 265.1 -4 7 
1974 288 6 299.3 -10.7 299.4 298.6 0 9  
1975 286.2 356.8 -70.6 325.0 349.9 -24.3 
1976 331.4 385.2 -53.8 361.1 380.1 -19 0 
1977 374.5 422.6 -48.1 394.3 419.2 -24.9 
1978 431.6 461 .O -29.4 449.8 459.6 -9.9 

Sources Data on the actual budget are on a National Income Accounts basis and are reported in Economic Report of t h e  President 1979. p 267 
(Data for 1978 are preliminary and subject to revision ) Data on the full-employment budget are annual averages of unpublished 
quarterly data provided by the Federal Reserve Bank of St Louis 

t h e  s u r c h a r g e  had o n l y  a minimal e f f e c t .  Some s t r i k i n g  evidence s u p p o r t s  
t h i s  view. I n  p a r t i c u l a r ,  d i s p o s a b l e  income saved v a r i e d  between 7.0 and 
7.8 p e r c e n t  from t h e  f i r s t  q u a r t e r  of 1967 through t h e  second q u a r t e r  of 
1968, but  f e l l  d r a m a t i c a l l y  t o  6 percent  i n  t h e  second h a l f  of 1968 af ter  
t h e  surcharge  took e f f e c t .  Consumer spending cont inued  unabated as d i d  
t h e  annual  rate of i n c r e a s e  of over  4 percent  i n  t h e  CPI. 

When P r e s i d e n t  Nixon took o f f i c e  i n  1969, t h e  unemployment rate 
w a s  o n l y  3.4 percent .  The Adminis t ra t ion  t h e r e f o r e  decided t h a t  f i s c a l  
p o l i c y  should  be devoted e x c l u s i v e l y  t o  reducing t h e  i n f l a t i o n  rate. It 
a l s o  f e l t  t h a t  t h e  f a s t e r  i n f l a t i o n  w a s  reduced,  t h e  l a r g e r  t h e  (hope- 
f u l l y  temporary) i n c r e a s e  i n  unemployment would have t o  be. The a i m  w a s  
t o  s lowly b u t  s u r e l y  reduce t h e  i n f l a t i o n  rate wi thout  p r e c i p i t a t i n g  a 
recession. 

A s  a r e s u l t ,  f i sca l  p o l i c y  became extremely r e s t r i c t i v e .  Although 
t h e  s u r t a x  had o r i g i n a l l y  been scheduled t o  e x p i r e  on June  30,  1969, 
Nixon recommended i n  A p r i l  t h a t  i t  be extended a t  a 10 p e r c e n t  ra te  f o r  
t h e  l a s t  6 months of 1969 and t h a t  i t  be l e v i e d  a t  5 percent  f o r  t h e  
f i r s t  6 months of 1970. Furthermore,  as p a r t  of t h e  Tax Reform A c t  



of 1969, - 1/ Congress repealed t h e  1962 investment t ax  c r e d i t ,  e f f e c t i v e  
A p r i l  18. Soc ia l  Secur i ty  t a x  rates (combined employer and employee 
r a t e s )  ro se  from 8.8 t o  9.6 percent  as a r e s u l t  of e a r l i e r  l e g i s l a t i o n .  

On the  expendi ture  s i d e ,  t he  increase  i n  Federal  spending w a s  he ld  
t o  $7.8 b i l l i o n ,  less than ha l f  t he  inc rease  t h a t  occurred between 1967 
and 1968. Government purchases of goods and se rv ices  both i n  the  defense 
and nondefense ca t egor i e s  were a c t u a l l y  lower i n  1969 than i n  1968. A s  a 
r e s u l t  of a l l  t h i s ,  t he  full-employment budget d e f i c i t  w a s  sharply reduced 
by $16.8 b i l l i o n .  A $9.6 b i l l i o n  d e f i c i t  i n  1968 became a $7.2 b i l l i o n  
su rp lus  i n  1969. 

This extreme f i s c a l  r e s t r i c t i o n ,  along wi th  an extreme monetary 
r e s t r i c t i o n ,  markedly reduced t h e  growth rate of real  GNP. During each 
of t h e  f i r s t  3 q u a r t e r s  of 1968, r e a l  GNP increased between 1 and 2 per- 
cen t .  I n  t h e  second and t h i r d  q u a r t e r s  of 1969, however, t h i s  rate of 
i nc rease  f e l l  t o  0.4 percent .  And i n  the  fou r th  qua r t e r  of 1969, real 
GNP w a s  below i t s  l e v e l  of t he  t h i r d  qua r t e r ,  the  f i r s t  such q u a r t e r l y  

- 1/The A c t  r a i sed  ind iv idua l  income t a x  exemptions (from $600 t o  $650 i n  
J u l y ,  1970, t o  $700 i n  1972, and t o  $750 t h e r e a f t e r ) ;  r a i s e d  the  s tand-  
a r d  deduction (from t h e  lesser of 10 percent  of ad jus ted  g ross  income 
(AGI) o r  $1,000 t o  t h e  lesser of 13 percent  of AGI o r  $1500 i n  1971, t o  
t h e  l e s s e r  of 1 4  percent  of A G I  o r  $2000 i n  1972, and t o  the  lesser of 
15 percent  of A G I  o r  $2,000 t h e r e a f t e r ) ;  c r ea t ed  a "low-income allow- 
ance,  "a kind of minimum standard deduction (wi th  a va lue  of $1100 i n  
1970, $1050 i n  1971, and $1000 t h e r e a f t e r ,  t h e  dec l ines  being o f f s e t  by 
t h e  inc rease  i n  t h e  va lue  of personal  exemptions); changed t h e  t a x  rate 
schedule f o r  s i n g l e  persons,  e f f e c t i v e  1971,  t o  prevent them from paying 
more than 20 percent more t a x  than married couples with t h e  same t axab le  
income; drew a d i s t i n c t i o n  between "earned" income (wages, salaries, 
p ro fes s iona l  f e e s ,  self-employment income) and ''unearned'' income ( a l l  
o t h e r  forms) and set  a maximum tax rate  (60 percent  i n  1971, 50 percent  
t h e r e a f t e r )  on ''earned'' income; c rea ted  a l i s t  of types of " tax  pre- 
fe r red"  income, appl ied  a minimum t a x  (10 percent )  on t h a t  por t ion  of 
such income exceeding $30,000, and provided t h a t  only t h a t  por t ion  of 
"earned" income exceeding a taxpayer '  s "tax-pref erred" income could 
b e n e f i t  from t axa t ion  a t  t h e  maximum rate  on "earned" income; reduced 
dep le t ion  allowances f o r  mining i n d u s t r i e s ;  r a i sed  t h e  rate of t a x  on 
c a p i t a l  gains  exceeding $50,000 (from 25 percent  t o  ha l f  t he  marginal 
ra te  on t h e  taxpayer 's  ordinary income) and included the  formerly un- 
taxed ha l f  of c a p i t a l  gains  i n  t h e  l i s t  of types of "tax-preferred" in- 
come; changed t h e  t a x  t reatment  of foundat ions;  lowered deprec i a t ion  
rates al lowable f o r  t a x  purposes on r e s i d e n t i a l  bui ldings;  repealed t h e  
1962 investment t a x  c r e d i t  r e t r o a c t i v e l y  t o  Apr i l  18, 1969; lowered t h e  
degree of annual v a r i a t i o n  i n  AGI requi red  t o  a l low income averaging; 
allowed c e r t a i n  unreimbursed moving expenses t o  be deducted from g ross  
income; and increased Soc ia l  Secur i ty  b e n e f i t s  by 15 percent ,  e f f e c t i v e  
January 1, 1970. 
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drop since the fourth quarter of 1960. Although the unemployment rate 
rose only very slightly during the year, the reduction in real GNP sig- 
naled to policymakers that they had achieved more restriction than in- 
tended and so they strove for a more expansionary fiscal policy in 1970. 

If judged, inappropriately, by the change in the actual budget defi- 
cit, 1970 fiscal policy would appear to have been extremely expansion- 
ary. Federal expenditures grew by $15.8 billion, more than twice the 
1969 growth. 
actual budget of $20.6 billion, from a 1969 surplus of $8.5 billion to 
a 1970 deficit of $12.1 billion. 
measured by the $5.2 billion reduction in the full-employment surplus, 
was only about one-quarter as expansionary. 

Revenue declined by $4.9 billion, producing a swing in the 

In fact, fiscal policy, more accurately 

The huge swing in the actual budget resulted from a reduction in 
revenues caused both by tax cuts enacted earlier and by the continuing 
decline of the economy. The Council of Economic Advisers estimated that 
the drop in 1970 tax collections attributable to reduction and elimina- 
tion of the surcharge was $8.3 billion, and the drop attributable to 
various features of the 1969 Tax Reform Act was $0.6 billion. Due to 
the recession, taxable income in 1970 grew only fast enough to offset 
less than half of this $8.9 billion reduction, and actual revenues fell 
by $4.9 billion. - 1/ 
Fiscal Policy in the Recovery of 1971-73 

As 1971 began, the Nixon Administration formally embraced the 
notion that actual expenditures should not exceed full-employment reve- 
nues. It was not able to follow this dictum, however, either for the 
calendar years or for the fiscal years 1971 and 1972. Although develop- 
ments in the first quarter of 1971 gave grounds for optimism that in- 
flation was abating and that real GhT would grow at a satisfactory rate, 
these hopes were disappointed in the months that followed. A s  a result, 
a decisive change of policy, which involved a wage and price freeze and 
some momentous changes in U.S. international economic and financial re- 
lations, was announced on August 15. 

- 1/By contrast, the growth of taxable income in 1966, 1968, and 1969 was 
so rapid that if reductions in tax rates sufficient to reduce total 
revenues by the same $8.9 billion had been enacted in those years, 
actual revenues still would have increased. Tables 12 and 18 show that 
actual revenues grew by $17.5 million in 1966, $24.2 billion in 1968, 
and $22.3 billion in 1969. Thus, if tax reductions causing a drop in 
actual revenues of $8.9 billion had occurred in 1966, 1968, or 1969 
revenues would still have grown by $8.6 billion, $15.3 billion, and 
$13.4 billion respectively. 



A set  of proposed f i s c a l  changes was included i n  t h i s  po l icy  pack- 
age. The b i l l  u l t ima te ly  passed by Congress on December 9, 1971, made 
some changes i n  these  proposals ,  but  var ious  provis ions  a f f e c t e d  1971 
revenues. 

--The personal  exemption w a s  increased from $650 t o  $675; 

--The t a x  t a b l e s  were changed t o  give somewhat more tax r e l i e f  t o  
persons j u s t  above t h e  1969 poverty l e v e l .  

--A new deduction was introduced f o r  day care and household help.  

--A 7 percent  Federa l  exc i se  t a x  on automobiles w a s  repea led ,  e f fec-  
t i v e  August 15. 

--A 10 percent  Federal  exc i se  t a x  on s m a l l  t r ucks  and buses w a s  a l s o  
repea led ,  e f f e c t i v e  September 22. 

--The 7 percent  investment t a x  c r e d i t  w a s  r e i n s t a t e d ,  e f f e c t i v e  
Apr i l  1. 

--More l i b e r a l i z e d  deprec i a t ion  of bus iness  assets w a s  provided fo r .  

--Tax c r e d i t s  t o  employers us ing  workers from t h e  Labor Department's 
Work Incent ive  Program were extended. 

Separa te ly ,  t h e  Soc ia l  Secur i ty  (combined employers and employees) t a x  
ra te  rose  from 9.6 t o  10.4 percent.  

A s  a r e s u l t  of t hese  measures, f u l l  employment revenues aga in  grew 
very slowly i n  1971, by only $5.6 b i l l i o n .  
f a s t  enough t o  do more than .keep t h e  unemployment rate hovering narrowly 
around 6 percent  throughout t h e  year ,  a c t u a l  revenues grew only  s l i g h t l y  
f a s t e r .  F i s c a l  po l icy  was c l e a r l y  expansionary. The $9.9 b i l l i o n  in- 
crease i n  the  a c t u a l  budget d e f i c i t  was matched by the  $9.8 b i l l i o n  s h i f t  
i n  t h e  full-employment budget from a $2 b i l l i o n  su rp lus  t o  a $7.8 b i l l i o n  
d e f i c i t .  

And s i n c e  GNP d id  not  grow 

I n  1972 a c t u a l  revenues grew by $28.9 b i l l i o n .  Real GNP grew a t  a 
ra te  of 5.7 percent ,  and t h e  unemployment r a t e  dec l ined  s l i g h t l y .  Also, 
t h e  base on which t h e  Soc ia l  Secur i ty  tax was l ev ied  rose  from t h e  f i r s t  
$7,800 t o  t h e  f i r s t  $9,000 of earnings.  The a c t u a l  d e f i c i t  f e l l  from 
$22 b i l l i o n  i n  1971 t o  $17.3 b i l l i o n .  But f i s c a l  po l icy  continued t o  be 
expansionary. The full-employment d e f i c i t  increased  by $7.9 b i l l i o n ,  
p a r t l y  because full-employment expendi tures  increased  by $24.5 b i l l i o n .  
But i n  add i t ion  c e r t a i n  provis ions  of t h e  1971 t a x  b i l l  on ly  became 
e f f e c t i v e  i n  1972. These included inc reases  i n  t h e  personal  exemption t o  
$750, i n  t h e  s tandard  deduct ion t o  t h e  lesser of 15  percent  of ad jus t ed  
g r o s s  income o r  $2,000, and i n  t h e  low-income allowance t o  $1,300. (The 
f i r s t  two of t hese  inc reases  had been scheduled t o  t ake  e f f e c t  i n  1973 
by t h e  Tax Reform A c t  of 1969.) The expansionary e f f e c t  of t h e  l a r g e  
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deficit in the full-employment budget, however, may have been dampened 
to some extent because the 1971 tax bill also changed the tax withholding 
system in a way which resulted in significant aggregate over-withholding. 

It was noted in previous sections of this chapter that early 1973 
was marked by both an extremely rapid growth rate of real G N P ,  and a 
significant worsening of inflation rates. A policy of fiscal tightness 
was therefore followed. A s  shown in Table 18, the full employment budget 
deficit was reduced by $11 billion, and as was observed on page 3-4,  the 
growth rate of real GNP was greatly reduced in the last three quarters 
of the year. 

Inflation, however, increases taxable incomes just as effectively 
as does a change in real income, And the CPI, which had risen by 3.3 
percent ip 1972, rose by 6.2 percent in 1973. Taxable income, thus, rose 
rapidly. In addition, the social security tax (combined employer and 
employee) rate rose from 10.4 to 11.7 percent, and the base of the tax 
rose from the first $9,000 to the first $10,800 of earnings. A s  shown 
in Table 18, the effect of the rise in taxable incomes, and in the base 
and rate of the social security tax was t o  increase actual revenues by 
$30.8 billion, despite the slow growth of real income in the last nine 
months of the year. 

Presidential Impoundment of Funds; 
the New Congressional Budget Procedure 

In 1972 President Nixon's desire to set a ceiling on Federal expendi- 
tures was the initial impetus for two major new changes in the conduct 
of fiscal policy, One of these was an entirely new Congressional process 
for determining total Federal revenue and expenditures. The other was 
presidential impoundments "unprecedented in their scope and severity" - 1/ 
of funds appropriated by Congress. 
priorities been so altered and jeopardized." - 2/ 

"Never before had congressional 

In the second half of 1972, President Nixon asked Congress to enact 
a ceiling of $250 billion on expenditures for fiscal year 1973, which 
began July 1, 1972. Nixon sought a bill that would give him unrestricted 
discretion about where to make cuts in the budget so as not to breach this 
ceiling. A House-Senate conference committee produced a bill that would 
have given him wide but not unrestricted discretion. The bill was accept- 
able to Nixon but died in the Senate. 

- l/Louis Fisher, Presidential Spending Power, Princeton; Princeton 
University Press, 1975, p .  176. 
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Although the  Senate refused t o  vo te  a $250 b i l l i o n  spending c e i l i n g  
f o r  f i s c a l  year 1973, i t  d id  agree t o  create a J o i n t  Study Committee on 
t h e  Budget. This  committee w a s  t o  explore  the  p o s s i b i l i t y  of e s t a b l i s h i n g  
a procedure f o r  Congress t o  set  budget t o t a l s  and t o  restrict  i t s  spending 
t o  these  t o t a l s .  Although t h e  Federa l  Government cannot raise o r  spend 
money unless  Congress approves,  Congress had never had any mechanism f o r  
coordinat ing t o t a l  revenues wi th  t o t a l  expendi tures .  That coord ina t ion  
had always been t h e  province of t h e  execut ive branch. 
tees of Congress always made s u b s t a n t i a l  changes i n  the  budgets submitted 
by Pres idents ,  
e r i n g  how these  changes would a l t e r  the  amount of t he  t o t a l  su rp lus  o r  
d e f i c i t  i n  t he  P res iden t ' s  budget. I n t e l l i g e n t  f i s c a l  po l icy  r equ i r e s ,  
i n  c o n t r a s t ,  t h a t  a l l  t he  funds appropr ia ted  by Congress through t h e  
independent d e l i b e r a t i o n s  of var ious  committees add up t o  a t o t a l  judged 
t o  be appropr ia te .  

Y e t  var ious  commit- 

They d id  s o  i n  an uncoordinated fash ion ,  without consid- 

To reso lve  t h i s  coord ina t ion  problem, the  J o i n t  Study Committee on 

The act e s t ab l i shed  House and Senate 
t h e  Budget began i t s  hear ings  i n  February 1973; i n  June 1974 t h e  Con- 
g r e s s i o n a l  Budget A c t  was passed. 
Budget Committees and the  following procedure f o r  s e t t i n g  budget t o t a l s .  
Early i n  each se s s ion  the  Budget Committees independently recommend over- 
a l l  spending l e v e l s .  By May 15, Congress must adopt a r e s o l u t i o n  s t a t i n g  
o v e r a l l  spending and revenue t a r g e t s ,  and spending t a r g e t s  f o r  major pro- 
gram ca tegor i e s .  To take  i n t o  account changing economic condi t ions ,  a 
second r e so lu t ion ,  poss ib ly  with amended budget t o t a l s ,  must be passed 
by September 15. I f  t h e  sum of Government spending i n  the  var ious  b i l l s  
passed by Congress exceeds t h e  f i g u r e  set  i n  t h e  second r e so lu t ion ,  a 
f i n a l  " r econc i l i a t ion  b i l l "  must be passed which c u t s  spending, raises 
t axes ,  o r  raises the  spending c e i l i n g  above t h e  l e v e l  set  i n  t h e  second 
reso lu t ion .  To f a c i l i t a t e  t h i s  procedure, t h e  Government's f i s c a l  year  
was changed t o  begin on October 1 ,  r a t h e r  than J u l y  1, s t a r t i n g  wi th  
f i s c a l  year 1977. Although t h e  House and Senate Budget Committees have 
t h e i r  own s t a f f s ,  t he  b i l l  a l s o  c rea t ed  a new agency, t h e  Congressional 
Budget Off ice ,  t o  se rve  t h e  e n t i r e  Congress. 

Imooundment 

When i n  October 1972, t h e  Senate  f a i l e d  t o  pass Nixon's reques t  
f o r  a $250 b i l l i o n  spending c e i l i n g  f o r  f i s c a l  year 1973, Nixon 
pocket-vetoed n ine  b i l l s  t o  hold spending below $250 b i l l i o n .  But 
h i s  a i d e s  acknowledged t h a t  t h i s  would not  be s u f f i c i e n t  and t o l d  
r e p o r t e r s  t h a t  ways would be found t o  impound appropriated funds. A t  
t h e  end of November Nixon s t a t e d  t h a t  he would spend only ha l f  of t h e  
$18 b i l l i o n  voted by Congress, over h i s  ve to ,  f o r  water po l lu t ion  con- 
t r o l .  New York City immediately mounted a l e g a l  challenge. 

A s  1973 began, Nixon's cr i t ics  were arguing t h a t  impoundment w a s  
uncons t i t u t iona l ,  while he was vigorously defending the  p rac t i ce .  I n  
February Caspar Weinberger, t h e  outgoing head of t h e  Off ice  of Manage- 
ment and Budget, t o l d  t h e  Congress t h a t  an  amount "considerably under 



$9 b i l l i o n "  had been impounded. 
water p o l l u t i o n  impounded, bu t  so  were funds f o r  var ious  cons t ruc t ion ,  
h e a l t h ,  and environmental  programs. 

Not only were funds f o r  a l l e v i a t i n g  

Obviously, a very important i s s u e  i n  conducting f i s c a l  po l icy  w a s  
a t  s take .  A half-dozen l a w  s u i t s  were f i l e d  t o  win r e l e a s e  of t h e  water 
p o l l u t i o n  funds and t h e  lower c o u r t s  ru l ed  aga ins t  Nixon i n  a l l  but  one 
of them. F ina l ly ,  i n  February 1975, a f t e r  he w a s  no longer  i n  o f f i c e ,  
t h e  U.S. Supreme Court held t h a t  t he  Federa l  Water P o l l u t i o n  Control  
A c t  amendments of 1972 requi red  f u l l  a l lo tment  of t h e  funds provided i n  
t h a t  b i l l .  

Congress, c l e a r l y  unhappy about impoundment, d e a l t  wi th  the  i s s u e  
i n  t h e  1974 l a w  t h a t  c r ea t ed  i t s  new budget procedure. That l a w ,  i n  f a c t ,  
w a s  named t h e  Congressional Budget and Impoundment Control  A c t .  The act 
d i s t ingu i shed  between an impoundment t h a t  merely de lays  t h e  spending of 
appropr ia ted  funds and one t h a t ,  i n  e f f e c t ,  cance ls  a program. The f i r s t  
type  of impoundment is  permit ted unless  e i t h e r  house of Congress s p e c i f i -  
c a l l y  vo te s  t o  fo rb id  delay.  The second r equ i r e s  t h e  s p e c i f i c  approval  
of Congress. In  e i t h e r  case, t h e  Comptroller General of t h e  United S t a t e s  
can br ing  s u i t  i f  t h e  Pres ident  f a i l s  t o  comply. 

The Growth of Transfer  Payments 
and Grants  t o  S t a t e  and Local Governments 

Even though t h e  year  1974 w i l l  bes t  be remembered f o r  t h e  exception- 
a l l y  d i f f i c u l t  inflation-unemployment-energy problems i t  posed f o r  pol icy-  
makers, i t  a l s o  marked t h e  f i r s t  year i n  which t h e  Federa l  Government's 
t r a n s f e r  payments ($117.6 b i l l i o n )  a c t u a l l y  exceeded i t s  purchases of 
goods and s e r v i c e s  ($111.1 b i l l i o n ) .  To understand how s i g n i f i c a n t  t h i s  
event  is ,  we must note  t h e  dimensions of t h e  explos ive  growth i n  t r a n s f e r  
payments, and a l s o  examine t h e  growth of Federal  g r a n t s  t o  S t a t e  and l o c a l  
governments. 

I n  1964, t r a n s f e r  payments t o t a l e d  $30.1 b i l l i o n ,  while  Government 
purchases  were $65.2 b i l l i o n .  By 1969, t r a n s f e r  payments had grown 
75 percent  ( t o  $52.7 b i l l i o n )  while  purchases had grown 50 percent  ( t o  
$97.5 b i l l i o n ) ,  no t  a stupendous d i s p a r i t y  i n  growth rates. I n  t h e  next  
4 years ,  however, t r a n s f e r  payments grew about $10 b i l l i o n  a year ( t o  
$95.8 b i l l i o n  i n  1973) while purchases grew, on average,  about $1.2 b i l -  
Zion a year  ( t o  $102.2 b i l l i o n ) .  
b i l l i o n ,  t r a n s f e r  payments grew $21.8, and t o t a l  t r a n s f e r s  exceeded t o t a l  
purchases f o r  t h e  f i r s t  t i m e .  

F i n a l l y ,  i n  1974 purchases grew $8.9 

Various changes i n  programs accounted f o r  some of t h e  1974 inc rease  
i n  t r a n s f e r  payments. About one-third occurred because a 7 percent  
i n c r e a s e  i n  Soc ia l  Secur i ty  b e n e f i t s  took e f f e c t  i n  Apr i l ,  a f u r t h e r  4 
percent  i nc rease  took e f f e c t  i n  Ju ly ,  and the  number of d i sab led  bene- 
f i c i a r i e s  r o s e  by 9 percent .  I n  add i t ion ,  i n  1972 Congress had enacted 
a supplemental  s e c u r i t y  income (SSI) program, e f f e c t i v e  1974, t o  replace 
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f e d e r a l l y  a i d e d  S t a t e  programs of a s s i s t a n c e  t o  t h e  aged, b l i n d ,  and d i s -  
ab led .  I n  1974 t h i s  program i n c r e a s e d  t r a n s f e r  payments by $4 b i l l i o n  
( b u t  reduced g r a n t s  t o  S t a t e  and l o c a l  governments by $1.5 b i l l i o n ) .  

While t h e  annual  growth of F e d e r a l  Government purchases  s i n c e  1974 
h a s  f a r  exceeded t h a t  of t h e  e a r l y  1970s, averaging  $10.7 b i l l i o n ,  t h e  
annual  growth of t r a n s f e r  payments h a s  cont inued  t o  o u t s t r i p  i t ,  aver- 
ag ing  $16.9 b i l l i o n .  

I n  1974 F e d e r a l  g r a n t s  t o  S t a t e  and l o c a l  governments t o t a l e d  $43.9 
b i l l i o n ,  up 1,414 percent  from t h e i r  1954 level  of $2.9 b i l l i o n .  I n  t h e  
same per iod ,  t o t a l  F e d e r a l  e x p e n d i t u r e s  r o s e  only  329 p e r c e n t ,  from $69.8 
b i l l i o n  t o  $299.3 b i l l i o n .  The s h a r e  of t o t a l  F e d e r a l  spending f o r  g r a n t s  
t o  S t a t e  and l o c a l  governments r o s e  from 4.1 p e r c e n t  i n  1954 t o  14.7 per- 
c e n t  i n  1974. S ince  1974 t h e s e  g r a n t s  have cont inued  t o  grow faster  t h a n  
t o t a l  spending,  b u t  t h e  d i s p a r i t y  i n  growth rates has  been much reduced. 
Between 1974 and 1978 g r a n t s  r o s e  75 percent  while  t o t a l  F e d e r a l  spending 
r o s e  54 percent .  Grants  t o t a l e d  $76.6 b i l l i o n ,  one-s ix th  of t o t a l  F e d e r a l  
spending,  i n  1978. Because of t h i s  growth some members of Congress 
responded t o  numerous r e s o l u t i o n s  from S t a t e  l e g i s l a t u r e s  demanding a bal-  
anced F e d e r a l  budget by observ ing  t h a t  t h e  budget could  e a s i l y  be ba lanced  
by e l i m i n a t i n g  t h e  g r a n t s .  

F i s c a l  P o l i c y  i n  t h e  Severe Recession of 1974-75 

A t  t h e  end of 1973 t h e  O r g a n i z a t i o n  of Petroleum Expor t ing  C o u n t r i e s  
(OPEC) ca r t e l  quadrupled o i l  p r i c e s ,  and some of i t s  members placed a n  
embargo on o i l  e x p o r t s .  
1974, t h e  unemployment ra te  hovered around 5 percent  f o r  t h e  f i r s t  6 
months of t h e  year .  And s i n c e  t h e  ra te  of i n c r e a s e  i n  t h e  CPI i n  1973 
was almost  double t h e  1972 ra te ,  and a l s o  s i n c e  i t  became clear very  e a r l y  
i n  1974 t h a t  t h e  ra te  was doubl ing a g a i n ,  pol icymakers  aimed f o r  restric- 
t i o n .  There w a s  a swing of $5.6 b i l l i o n  i n  t h e  full-employment budget ,  
from a $4.7 b i l l i o n  d e f i c i t  t o  a $0.9 b i l l i o n  s u r p l u s .  The d e c l i n e s . i n  
real GNP should have reduced a c t u a l  t ax  revenues--and u l t i m a t e l y  t h e y  
d i d .  However, s i n c e  t a x e s  are  l e v i e d  on nominal incomes, f o r  9 months 
t h e  high i n f l a t i o n  rate n u l l i f i e d  t h e  e f f e c t s  of t h e  d e c l i n e  i n  real  GNP, 
and t h e  a c t u a l  d e f i c i t  showed no tendency t o  rise. Only i n  t h e  f o u r t h  
q u a r t e r ,  when real GNP d e c l i n e d  a t  a n  annual  rate of 5.8 p e r c e n t  and t h e  
unemployment ra te  r o s e  p r e c i p i t o u s l y ,  d i d  t h e  a c t u a l  d e f i c i t  begin  i n -  
c r e a s i n g .  Actual  revenues f o r  t h e  y e a r  were reduced $10.8 b i l l i o n  below 
t h e i r  full-employment l e v e l .  

Although real GNP d e c l i n e d  i n  every  q u a r t e r  of 

Although real GNP d e c l i n e d  throughout  1974, t h e  s e v e r i t y  of t h e  
downturn d i d  n o t  become apparent  u n t i l  t h e  end of t h e  year.  In h i s  1975 
S t a t e  of t h e  Union message, P r e s i d e n t  Gerald R. Ford proposed a series of 
tax c u t s  t o  d e a l  w i t h  t h e  s i t u a t i o n .  By t h e  end of March, Congress had 
passed a b i l l  t h a t ,  accord ing  t o  l a t e r  estimates of t h e  Counci l  of 
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Economic Advisers ,  would have reduced 1975 a c t u a l  revenues by $ 2 1  b i l -  
l i o n .  l /  (Of f se t t i ng  t h i s  s l i g h t l y ,  t he  base on which Soc ia l  Secur i ty  
t axes  are lev ied ,  which had r i s e n  from the  f i r s t  $10,800 of earn ings  t o  
t h e  f i r s t  $13,200 i n  1974, ro se  f u r t h e r  t o  the  f i r s t  $14,100 i n  1975.) 
A s  a r e s u l t ,  t h e  full-employment budget had an unprecedented $24.3 b i l l i o n  
d e f i c i t  . 

The economy, of course ,  was f a r t h e r  from full-employment i n  1975 
than i t  had been s i n c e  before  World War 11. 
a brea th tak ing  $70.6 b i l l i o n ,  was much g r e a t e r  than t h e  full-employment 
d e f i c i t  because actual revenues were $38.8 b i l l i o n  below f u l l  employment 
revenues,  and massive unemployment compensation payments caused a c t u a l  
expendi tures  t o  exceed full-employment expendi tures  by $7 b i l l i o n  r a t h e r  
than by t h e  customary $0.5 t o  $2 b i l l i o n .  

Thus, t h e  a c t u a l  d e f i c i t ,  

F i s c a l  Po l i cy  i n  t h e  Recovery of 1976-78 

I n  October 1975 Pres ident  Ford proposed f u r t h e r  t ax  c u t s  and expendi- 
t u r e  c u t s  f o r  1976 and t h e r e a f t e r ,  but he s t a t e d  on numerous occasions 
t h a t  he would ve to  any tax reduct ion  b i l l  t h a t  d id  not  se t  a $395 b i l l i o n  
c e i l i n g  on Federa l  expendi tures  f o r  t h e  1977 f i s c a l  year.  Even many 
Republicans i n  Congress were annoyed wi th  t h i s  d i s r ega rd  f o r  t he  new Con- 
g r e s s i o n a l  budget procedure. A b i l l  was passed i n  mid-December extending 
t h e  tax c u t s  enacted i n  March, but  s ince  i t  d id  not  p lace  a c e i l i n g  on 
expendi tures ,  t h e  P res iden t ,  as promised, vetoed i t .  The Senate overrode 
t h e  v e t o  but  t he  House d id  not .  Both s i d e s  were eager  t o  prevent t he  
e x p i r a t i o n  of those tax c u t s  t h a t  app l i ed  only t o  incomes earned i n  1975. 

- 1/The b i l l  provided f o r  a r eba te  of up t o  $200 of 1974 ind iv idua l  in- 
come taxes; f o r  1975, on ly ,  r a i s e d  t h e  s tandard  deduct ion t o  t h e  lesser 
of 16 percent  of ad jus t ed  g ross  income o r  $2,300 f o r  s i n g l e  persons 
and $2,600 f o r  married couples ,  r a i sed  t h e  low-income allowance to 
$1,600 f o r  s i n g l e  persons and t o  $1,900 f o r  married couples ,  provided 
a negat ive  income tax by providing t h a t  working persons earn ing  up 
t o  $4,000 would rece ive  a c r e d i t  of 10 percent  of income wi th  the  
c r e d i t  dec l in ing  as income rose  u n t i l  i t  vanished f o r  those  with 
incomes of $8,000 o r  more; granted a t ax  c r e d i t  of 5 percent  (up 
t o  $2,000) of t h e  cos t  of a new home, b u i l t  o r  under cons t ruc t ion  as 
of March 25, and purchased between March 13 and December 31, 1976; ex- 
tended a special payment of $50 t o  a l l  r e c i p i e n t s  of Soc ia l  Secur i ty ,  
r a i l r o a d  re t i rement  o r  S S I ;  granted an e x t r a  13  weeks of unemploy- 
ment pay t o  those  who had received such b e n e f i t s  f o r  52 weeks, i n  
s ta tes  wi th  high unemployment; ended t h e  o i l  and and gas  dep le t ion  
allowance f o r  l a r g e  companies, r a i sed  t h e  investment t ax  c r e d i t  from 
7 t o  10 percent  f o r  1975 and 1976; and lowered the  corpora te  p r o f i t  
t a x  on the  f i r s t  $25,000 t o  20 percent  and on t h e  next  $25,000 t o  2 2  
pe rcen t ,  f o r  1975 only. 
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A quick compromise extended these  c u t s  f o r  t h e  f i r s t  ha l f  of 1976. I /  
Congress promised t h a t  i f  t h e  c u t s  were extended beyond June 30, a n 2  "if 
economic condi t ions  warrant," spending f o r  f i s c a l  year  1977 would be re- 
duced below t h e  l e v e l  t h a t  "would otherwise occur" by t h e  amount of t h e  
reduct ion  i n  taxes from 1974 t a x  rate l e v e l s .  

I n  September 1976, a massive tax b i l l  of more than a thousand pages 
w a s  passed. 2/ It made permanent and i n q e a s e d  t h e  changes i n  t h e  minimum 
s tandard  dedGction and t h e  s tandard  deduct ion enacted i n  December 1975. 
It a l s o  extended t h e  earned income c r e d i t ,  t h e  gene ra l  tax c r e d i t  f o r  
i nd iv idua l s ,  and t h e  reduct ion  i n  corpora te  t ax  rates through 1977; and 
extended t h e  inc rease  from 7 t o  10 percent  i n  t h e  investment tax c r e d i t  
through 1980. 

Policymakers i n  1976 intended t o  hold t h e  va lue  of t h e  f u l l -  
employment budget d e f i c i t  cons tan t  a t  about $25 b i l l i o n  t o  maintain t h e  
recovery t h a t  had begun i n  t h e  second q u a r t e r  of 1975. But d e s p i t e  t h e  
t ax  reduct ions ,  f u l l  employment revenues rose  by about $36.1 b i l l i o n  and 
f u l l  employment expendi tures  d id  not  rise t o  match. The q u a r t e r l y  rise 
i n  t h e  annual  l e v e l s  of such expendi tures  had ranged from $9.9 b i l l i o n  
t o  $17.1 b i l l i o n  i n  1975. But  i n  t he  f i r s t  q u a r t e r  of 1976 t h e  inc rease  
was only  $ 3 . 4  b i l l i o n  and i n  t h e  second qua r t e r  i t  was a minuscule $0.5 
b i l l i o n .  Although t h e  inc rease  exceeded $10 b i l l i o n  i n  each of t h e  t h i r d  
and f o u r t h  q u a r t e r s ,  t h e  full-employment d e f i c i t ,  averaged over t h e  year ,  
f e l l  by $5.3 b i l l i o n .  

The slow growth i n  full-employment expendi tures  over t h e  f i r s t  h a l f  
of t h e  year occurred,  t o  a l a r g e  e x t e n t ,  d e s p i t e  t h e  wishes of policy- 
makers. For t h e  e n t i r e  year ,  a c t u a l  spending f e l l  s h o r t  of t h e  budgeted 
amount by $6.4 b i l l i o n .  I f  t h e  budgeted amount had a c t u a l l y  been spent ,  
t h e  full-employment budget would have been v i r t u a l l y  unchanged. Though 
the  growth r a t e  of r e a l  GNP i n  t h e  last  two q u a r t e r s  w a s  below 3 percent ,  
r e f l e c t i n g  a t  least  i n  p a r t ,  t h e  slow growth i n  full-employment expendi- 
t u r e s  during t h e  f i r s t  ha l f  of t h e  year ,  t h e  recovery continued. As a 

- 1/For  t h e  f i r s t  ha l f  of 1976, t h e  b i l l  continued t h e  earned income 
c r e d i t  and t h e  corpora te  t a x  rate reduct ions  as passed i n  March, 
f u r t h e r  r a i s e d  t h e  minimum s tandard  deduct ion t o  $1,700 f o r  a s i n g l e  
person and $2,100 f o r  a married couple ,  r a i s e d  the  maximum s tandard  
deduct ion t o  $2,400 f o r  a s i n g l e  person and t o  $2,800 f o r  a couple ,  
and changed the  $30 per  exemption t a x  c r e d i t  t o  a c r e d i t  equa l  t o  
t h e  g r e a t e r  of $35 p e r  exemption o r  2 percent  of t h e  f i r s t  $9,000 
of t axab le  income. 

- 2 / I t  i s  impossible t o  provide a s h o r t  d e s c r i p t i o n  of t h e  con ten t s  of 
t h i s  b i l l .  
Congress, J o i n t  Committee on Taxation, General Explanat ion of t h e  
Tax Reform Act of 1976, 94th Congress, December 29, 1976. 

A good summary is  contained i n  Chapter I of t h e  U.S. 
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r e s u l t ,  g iven  t h e  s h o r t f a l l  i n  spending, a c t u a l  revenues rose  s u f f i c i e n t l y  
t o  reduce t h e  a c t u a l  d e f i c i t  by $17 b i l l i o n .  I f  t h e  s h o r t f a l l  had not  
occur red ,  t h e  growth i n  a c t u a l  revenues would have only produced a $10 
b i l l i o n  reduct ion  i n  t h e  d e f i c i t .  
base from t h e  f i r s t  $14,100 of earnings t o  t h e  f i r s t  $15,300 con t r ibu ted  
t o  t h e  growth of both a c t u a l  and full-employment revenues). 

(A rise i n  t h e  s o c i a l  s e c u r i t y  t a x  

The growth rate of real  GNP,in t h e  t h i r d  and f o u r t h  q u a r t e r s  of 
1976 was below 3 percent .  Furthermore, i n  those  6 months t h e  unemploy- 
ment rate hovered j u s t  under 8 percent ,  a f t e r  having f a l l e n  t o  around 
7.5 percent  i n  t h e  second qua r t e r .  So, when t h e  Carter Adminis t ra t ion 
took o f f i c e  i n  1977, i t  was convinced t h a t  new s t imula tory  measures were 
needed. Among o t h e r  proposals ,  t h e  Pres ident  recommended t h a t  i nd iv idua l s  
r ece ive  a $50 r eba te  of t h e i r  1976 income taxes. The House of Representa- 
t i v e s  voted t o  extend such a r eba te  t o  those  with g ross  annual  incomes 
under $25,000, and t h e  proposal  passed the  Senate Finance Committee, but  
t h e r e  was much h o s t i l i t y  t o  i t  i n  the  Senate. Some opposed i t  because 
they f ea red  s t imu la t ion ,  while  o t h e r s  opposed i t  because they f e l t  a per- 
manent t a x  c u t  would provide more s t imula t ion .  Meanwhile, real  GNP r o s e  
7.1 percent  ( a t  an annual  r a t e )  i n  t h e  f i r s t  q u a r t e r  of 1977, and t h e  
CPI  was r i s i n g  twice as f a s t  as i n  t h e  second ha l f  of 1976. So i n  t h e  
middle of Apr i l ,  t h e  Adminis t ra t ion withdrew t h e  r eba te  proposal.  I n  May 
Congress passed a b i l l  t h a t  set  a s i n g l e  f i g u r e  f o r  t h e  s tandard deduct ion 
f o r  a l l  e l e c t i n g  t o  use it-$2,200 f o r  s i n g l e  persons and $3,200 f o r  mar- 
r i e d  couples;  extended through 1978 t h e  gene ra l  income tax c r e d i t ,  t h e  
10 percent  earned-income c r e d i t ,  and the  reduct ion  i n  the  corpora te  t a x  
rate ( a l l  of which had been enacted i n  1975); and i n s t i t u t e d  f o r  1977 
and 1978 a new employment tax c r e d i t  f o r  business .  The la t te r  was in-  
tended as a s t imulus t o  job c r e a t i o n  analogous t o  the  investment t a x  
c r e d i t  . 

Although Federa l  expendi tures  i n  1977 f e l l  s h o r t  of budgeted 
spending t o  a much g r e a t e r  ex ten t  than i n  ear l ier  years  (by $13.7 b i l -  
l i o n  o r  3 . 3  percen t ) ,  neve r the l e s s ,  beginning i n  the  second q u a r t e r ,  real  
Federa l  purchases of goods and s e r v i c e s  grew a t  t h e i r  f a s t e s t  ra te  i n  a 
decade. A s  a r e s u l t ,  t h e  full-employment d e f i c i t  f o r  t he  y e a r  increased  
t o  i t s  1975 l e v e l  of $25 b i l l i o n .  A s  t h e  recovery cont inued,  t h e  growth 
of a c t u a l  revenues exceeded t h e  growth i n  expendi tures ,  and the  a c t u a l  
d e f i c i t  dec l ined  by $5.7 bil l ion--about as much as t h e  full-employment 
d e f i c i t  rose.  ( A  rise i n  t h e  s o c i a l  s e c u r i t y  t a x  base from t h e  f i r s t  
$15,300 of earn ings  t o  the  f i r s t  $16,500 cont r ibu ted  t o  t h e  growth of 
both f u l l  employment revenues and a c t u a l  revenues.) 

I n  1978 no f u r t h e r  changes i n  t a x  r a t e s  f o r  t h a t  year were enacted 
(though a b i l l  involving a reduct ion  i n  t ax  rates, p a r t i c u l a r l y  those 
on income from r e a l i z e d  c a p i t a l  ga ins ,  i n  1979 and t h e r e a f t e r  became 
law). Federa l  spending aga in  rose  less r ap id ly  than a n t i c i p a t e d ,  but  
t h i s  w a s  welcomed because i t  was becoming clear t h a t  f i s c a l  r e s t r a i n t  
was needed. The e a r l y  months of t h e  year had gone by and t h e  unemploy- 
ment rate remained a t  j u s t  over 6 percent  The a c c e l e r a t i o n  i n  rates of 



i n c r e a s e  i n  t h e  CPI showed no s i g n s  of aba t ing .  The f i s c a l  restraint  
appl ied  as t h e  year unfolded is r e f l e c t e d  i n  a $15 b i l l i o n  reduct ion  i n  
t h e  f u l l  employment budget d e f i c i t .  

MONETARY POLICY 1969-1978 

Monetary Pol icy  i n  t h e  Credi t  Crunch 
of 1969 and t h e  Downturn of 1970 

I 

Monetary pol icy  from 1969 t o  1978 w a s  a f f e c t e d  by v o l a t i l e  f l uc tu -  
a t i o n s  i n  t h e  economy. Credi t  crunches and d i s in t e rmed ia t ion  took p lace  
on a t  least  t h r e e  occasions.  

I n  1969 t h e  f e a r  of i n f l a t i o n  s h i f t e d  monetary pol icy  from ease t o  
t i g h t n e s s .  Due t o  t h e  expected cont rac t ionary  e f f e c t  of t h e  temporary 
tax surcharge enacted i n  June 1968, monetary pol icy  was very easy i n  t h e  
second ha l f  of t h e  year.  However, t h e  hoped-for-contractionary e f f e c t  
of t he  surcharge d id  not  m a t e r i a l i z e  and, with t h e  unemployment ra te  below 
4 percent ,  policymakers i n  1969 were exc lus ive ly  concerned w i t h  i n f l a t i o n .  
I n  A p r i l  requi red  r e se rve  r a t i o s  on a l l  classes of d e p o s i t s  a t  member 
banks were raised by one-half percentage point .  The annual  growth rate 
of t h e  money s tock ,  as shown i n  Table 19, f e l l  from 8.1 percent  i n  1968 
t o  3.2 percent  i n  1969. 

The 9.5 percent  growth rate of Federa l  Reserve holdings of U.S. 
Government s e c u r i t i e s  i n  1969 i s  very  misleading because i t  sugges ts  t h a t  
monetary pol icy  became more, no t  less expansionary. Through October 1969, 
however, t hese  holdings had r i s e n  only 4.1 percent ,  while  t h e  money s t o c k  
had r i s e n  3 percent .  Only i n  November and December d id  t h e  Federa l  Re- 
s e r v e  System purchase massive amounts of s e c u r i t i e s .  S p e c i f i c  events  
( r e v a l u a t i o n  of t h e  German mark and record high y i e l d s  on Treasury b i l l s )  
forced t h e  Federa l  Reserve t o  make t h e  purchases ,  d e s p i t e  i t s  d e s i r e  
t o  cont inue a t i g h t  money pol icy.  

I n  1969 and e a r l y  1970 a c r e d i t  crunch and in s t ance  of d i s i n t e r -  
mediat ion occurred f o r  t he  second t i m e .  Demand f o r  c r e d i t  w a s  unusually 
s t rong  both because of t h e  high l e v e l  of economic a c t i v i t y  and because 
of widespread awareness of i n f l a t i o n ' s  e f f e c t  on purchasing power. There 
was  a d e s i r e  t o  borrow t o  f inance  t h e  purchase of assets whose nominal 
va lue  would rise wi th  i n f l a t i o n ,  and t o  repay t h e  loan  wi th  less va luab le  
d o l l a r s .  This demand i n t e r a c t e d  with t h e  t i g h t  money pol icy  t o  produce 
t h e  h ighes t  i n t e r e s t  rates i n  more than a century.  Three-month Treasury 
b i l l  rates rose  from 5.1 percent  i n  August 1968, t o  around 6 percent  
throughout t he  f i r s t  5 months of 1969, t o  6.5 percent  i n  June, t o  around 
7 percent  i n  Ju ly  through most of November, and t o  a peak of 8.1 percent  
i n  t h e  f i r s t  week of 1970. Legal c e i l i n g s  on t h e  rates of i n t e r e s t  f i -  
nanc ia l  i n s t i t u t i o n s  could pay on insured  d e p o s i t s  were, of course,  far 
below these  rates, and d i s in t e rmed ia t ion  occurred. N e t  in f lows  of funds 
i n t o  sav ings  and loan  a s s o c i a t i o n s  f e l l  from a seasona l ly  ad jus t ed  annual  

67 



, 

Table 19 

Monetary and Financial Variables* 
1968-1978 

Interest Rates 

Money Percent FR Holdings Percent 90 Day Moody's 
Stbck Change of Securities Change Treasury Bill Aaa Bonds 

1968 
1969 
1970 
1971 
1972 
1973 
1974 
1975 
1976 
1977 
1978 

202.5 
209.0 
219.7 
234.0 
255.3 
270.5 
282.9 
295.2 
313.5 
338.5 
361.1 

8.1 
3.2 
5.1 
6.5 
9.1 
6.0 
4.6 
4.3 
6.2 
8.0 
6.7 

52.5 
57.5 
61.7 
69.2 
71.1 
79.7 
86.7 
92.1 

100.3 
107.9 
117.3 

7.3 
9.5 
7.3 

12.2 
2.7 

1.2.1 
8.8 
6.2 
8.9 
7.5 
8.7 

~~ 

5.339 
6.677 
6.458 
4.348 
4.071 
7.041 
7.886 
5.838 
4.989 
5.265 
7.221 

~ ~~ 

6.18 
7.03 
8.04 
7.39 
7.21 
7.44 
8.57 
8.83 
8.43 
8.02 
8.73 

'Data on money stock and Federal Reserve (FR) holdings of US. Government securities are in billions of dollars 
and are daily averages for the month of December of each year. Data on interest rates are daily averages for the 
entire year. 

Source: Economic Report of the President, 1979. 

rate of $8 billion in the first quarter of 1969 to one of $0.5 billion 
in the fourth. Housing starts declined throughout the year as a con- 
sequence. - 1/ 

Savings and loan associations were not the only financial institu- 
tions to experience disintermediation. The volume of large denomination 
($100,000 or greater) negotiable certificates of deposit at commercial 
banks fell from $22.8 billion at the end of 1968 to $14.7 billion at the 
end of June 1969, and to $10.8 billion at the end of 1969. Banks tried 
to replace these funds by borrowing from each other and from the Federal 
Reserve Banks, by selling securities they held (which raised the yields 
of those securities and thus contributed to the general rise in interest 
rates), by having their subsidiaries and affiliates issue commercial paper 

- 1/The drop in housing starts was not as drastic as in 1966, thanks to the 
efforts of two federally sponsored agencies, the Federal National Asso- 
ciation and the Federal Home Loan Banks. They tapped the open market to 
find the funds no longer available through private financial intermedia- 
ries, and their volume of support to the mortgage market increased from 
$3 billion in 1968 to a $10.3 billion annual rate in the second half of 
1969. 
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arid make the proceeds available to them, and by massive borrowing of Euro- 
dollars {dollars held abroad) which they could engage in, unhindered by 
legal ceilings on the interest rate to be paid on such borrowings. Never- 
theless, banks were unable to satisfy the demand for credit. Many bor- 
rowers, especially small businesses, could no-t be accommodated. The 
term "credit crunch," first used in 1966,  accurately describes this 1969 
experience as well. As 1970 began, credit tightness had clearly affected 
real economic activity, if not the rate of inflation. 

In February, when Arthur F .  Burns replaced William McChesney Martin 
as Chairman of the Board of Governors, monetary policy became less re- 
strictive. At the second meeting of the Federal Open Market Committee 
under Burns' chairmanship, in March, the Committee's directive called 
for "moderate growth in money and bank credit.'' 
holdings of U.S. Government securities rose 7.3 percent in 1970,  they 
had, in fact, fallen fron $57.5 billion in December 1969,  to $55.8 billion 
in Plarch 1976,  before rising to $61.7 billion in December 1970. So in 
the last three quarters of the year, holdings rose at an annual rate of 
14.1 percent, twice the rate shown in Table 1 9  for the year. The much 
slower rise in the money stock is presumably explained by a 6 percent 
rise in the ratio of tiue deposits to demand deposits. L/ 

Although Federal Reserve 

The rise in the tine deposit ratio is, in turn, explained by the 
fact that, in January 197U, naxirnum interest rates payable on various 
categories of deposits at financial institutions were raised anywhere 
from one-quarter to three-quarters of a percentage point, and by the 
sharp drop in short-term narket interest rates which occurred in that 
year. Despite the appearance of little apparent change in these rates 
conveyed by the annual average data on the 3-nonth Treasury bill rate, 
this rate actually fell drastically, from 8 percent at the beginning of 
the year to 4.75 percent at the end. 
90 days in a financial institution earned a higher yield than did funds 
invested in a 3-month Treasury bill. 

At that point funds left on deposit 

The behavior of long-term interest rates in 1970 was another story. 
Moody's Aaa-bond rate had risen steadily from 6 .5  percent in January 1969 
to 7.3 percent in November, and then jumped 40 basis points (four-tenths 
of a percentage point) in December and another 20 points in January 1970,  
to 7.9 percent. In contrast with short-term rates, 'Moody's Aaa-bond rate 
did not begin to decline, despite the easy noney policy initiated at that 
point. Instead, it hovered around 8 percent through May, rose rapidly to 
8.6 percent at the end of June when the bankruptcy of the Penn Central 
unsettled financial markets, and then by the end of August fell back to 
around b percent where it remained through November 1970. 

- l/See footnote 1, p. 42 for an explanation of how changes in this ratio 
affect the relation between the money stock and Federal Reserve holdings 
of Government securities. 



This  f a i l u r e  of long-term r a t e s  t o  f a l l  w a s  explained by very s t r o n g  
borrower demand f o r  long-term funds,  and by cont inuing ,  s t rong  expecta- 
t i o n s  of i n f l a t i o n .  With t h e  s t e e p  r ise i n  i n t e r e s t  rates i n  1969, f i rms  
had r e l i e d  on short-term deb t ,  hoping t o  convert  i t  i n t o  long-term debt  
a t  lower i n t e r e s t  rates i n  1970. 
t o  many f i rms  t h i s  conversion became necessary  due t o  recess ion- leve l  
p r o f i t s  . 

Even though rates d id  not drop as hoped, 

Demand from S t a t e  and l o c a l  governments a l s o  manifested i t s e l f .  
Many of t h e s e  had been forced  t o  postpone s e c u r i t y  i s s u e s  i n  1969 when 
market ra tes  r o s e  above s t a t u t o r y  c e i l i n g s .  Such i s s u e s  had dec l ined  
from a l e v e l  of $16.4 b i l l i o n  i n  1968 t o  $11.5 b i l l i o n  i n  1969. When t h e  
s t a t u t o r y  l i m i t a t i o n s  w e r e  l i b e r a l i z e d  i n  1970, S t a t e  and l o c a l  government 
bond i s s u e s  r o s e  t o  $17.8 b i l l i o n .  

Monetary Po l i cy  i n  t h e  Recovery of 1971-73 

Monetary po l i cy  cont inued t o  be easy i n  1971. Federa l  Reserve 
hold ings  of s e c u r i t i e s  rose  12.2 pe rcen t ,  a rise which occurred s t e a d i l y  
throughout t h e  year.  The money s t o c k ,  however, ro se  "only1' ha l f  as f a s t  
because t h e  U.S. gold  s tock  dropped by 8.8 percent  while  t h e  r a t i o  of t i m e  
d e p o s i t s  t o  demand d e p o s i t s  r o s e  9.5 percent .  The rise i n  t h i s  l a t t e r  
r a t i o  was a t t r i b u t a b l e  t o  t h e  cont inuing  low l e v e l  of short-term, market 
i n t e r e s t  rates. 
3.307 percent ,  reached i n  t h e  middle of March 1971. 
5.554 percent  a t  t h e  end of Ju ly .  This  i n c r e a s e  of 220 b a s i s  po in t s  i n  
4-1/2 months was caused by money market j i t ters over  t h e  U.S. i n t e rna -  
t i o n a l  payments s i t u a t i o n  i n  mid-1971. By y e a r ' s  end t h e  rate had aga in  
f a l l e n  below 4 percent .  I n t e r e s t  rates on long-term s e c u r i t i e s  a l s o  
dec l ined  through much of 1971. 
from September through November 1970, t h e  ra te  on Moody's Aaa s e c u r i t i e s  
f e l l  t o  7.5 percent  a t  t h e  end of t h e  year.  It f e l l  f u r t h e r  t o  7.1 per- 
c e n t  i n  February 1971, r o s e  f o r  t h e  next 3 months, peaking a t  7.7 percent  
where i t  hovered through mid-August, then f e l l  g radua l ly  t o  7.25 percent  
a t  y e a r ' s  end. 

The lowest weekly ra te  on 3-month Treasury b i l l s  w a s  
The h ighes t  rate was 

Af ter  holding s teady  around 8 percent  

The d i f f e r e n c e  i n  1972 growth rates of t h e  money s tock  and Federa l  
Reserve hold ings  of s e c u r i t i e s ,  9.1 percent  versus  2.7 percent ,  i s  q u i t e  
misleading.  These d a t a  are averages of d a i l y  f i g u r e s  f o r  t h e  month of 
December. 
does not  always c l o s e l y  r e f l e c t  t h e  behavior of t hese  v a r i a b l e s  over  t he  
previous 11 months. Examining t h e i r  behavior  over  6-month i n t e r v a l s  i s  
h e l p f u l  i n  analyzing t h e  1972 experience.  

Thei r  percentage change from the  previous December average 

In  t h e  f irst  6 months of t h e  year  money grew a t  an annual  rate of 
7.7 percent .  Monthly movements i n  Federa l  Reserve s e c u r i t i e s  holdings 
were q u i t e  e r r a t i c ,  but i n  June 1972 they were 7.1 percent  (annual  r a t e )  
above t h e i r  va lue  of December 1971. These two growth r a t e s  a r e  q u i t e  
c lose .  The divergence occurred i n  t h e  second h a l f  of t h e  year  when Fed- 
e r a l  Reserve s e c u r i t i e s  holdings changed very l i t t l e  and were a c t u a l l y  
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s l i g h t l y  lower i n  December than they had been i n  June. The money s tock ,  
i n  c o n t r a s t ,  grew a t  an annual  rate of 10.2 percent .  An unchanged volume 
of s e c u r i t i e s  was support ing a l a r g e r  money s tock.  This  was made pos- 
s i b l e  by a s l i g h t  decrease  i n  t h e  r a t i o s  of currency,  and of t i m e  d e p o s i t s  
t o  demand depos i t s ,  and by a fundamental change i n  t h e  c l a s s i f i c a t i o n  
scheme of member banks f o r  purposes of c a l c u l a t i n g  requi red  r e se rves ,  
which reduced t h e  average requi red  r e se rve  r a t i o  by 7.5 percent .  - 1/ 

Despi te  t h e  l ack  of growth of Federa l  Reserve s e c u r i t i e s  holdings 
i n  t h e  second ha l f  of 1972, t h e  money s tock  had grown 50 percent  f a s t e r  
i n  t h a t  year  than i n  1971. For t h i s  and o the r  reasons t h e  economy was 
s t r a i n i n g  aga ins t  capac i ty  l i m i t a t i o n s  i n  e a r l y  1973. With i n f l a t i o n  
t ak ing  a s e r i o u s  t u r n  f o r  t h e  worse, t h e  Federa l  Open Market Committee 
expressed, throughout t h e  yea r ,  a d e s i r e  f o r  slower monetary growth. The 
growth ra te  of 12 percent  i n  Federa l  Reserve holdings of s e c u r i t i e s  shown 
i n  Table 19 might seem an odd way of a t tempt ing  t o  achieve monetary re- 
s t r a i n t  bu t ,  i n  f a c t ,  as a l s o  shown i n  t h a t  t a b l e ,  t h e  growth rate of 
money d id  f a l l  back t o  6 percent .  This  divergence i s  explained p a r t l y  
by a 3 percent  i nc rease  i n  t h e  r a t i o  of currency t o  demand d e p o s i t s  but  
mainly by an inc rease  of 10 percent  i n  the  r a t i o  of t i m e  d e p o s i t s  t o  
demand depos i t s .  

This  l a t te r  inc rease ,  i n  t u r n ,  was a t t r i b u t e d  t o  a spec tacu la r  
rise i n  short-term i n t e r e s t  rates. The 90-day Treasury b i l l  ra te  had 
r i s e n  from 3.1 percent  i n  February 1972 t o  5.1 percent  a t  t h e  end of 
t h a t  year.  Due t o  t h e  overheated s ta te  of t h e  economy i n  t h e  f i r s t  
ha l f  of 1973, t he  rate continued t o  r i s e  s t e a d i l y ,  reaching a record  
l e v e l  of 9 percent  i n  mid-September. (Kith short-term i n t e r e s t  rates 
achiev ing  new highs,  t h e  percept ion  was widespread t h a t  monetary pol icy  
was extremely t i g h t ,  d e s p i t e  t h e  1 2  percent  growth ra te  of Federa l  
Reserve s e c u r i t i e s  ho ld ings) .  

I n  view of t h e  s t rong  demand f o r  short-term c r e d i t ,  t h e  s t a b i l i t y  
of long-term i n t e r e s t  r a t e s  i n  1973 was su rp r i s ing .  While t h e  90-day 
Treasury b i l l  rate rose  from 5.1 t o  9 percent ,  t h e  rate on Moody's 
Aaa-rated bonds rose  only from 7 . 1  t o  7.7 percent .  

A s  i t  had i n  1966 and 1969, t h e  s t e e p  rise i n  short-term, open- 
market i n t e r e s t  rates l e d  t o  d is in te rmedia t ion .  I n  J u l y  c e i l i n g  rates 
of i n t e r e s t  payable on d e p o s i t s  of f i n a n c i a l  i n s t i t u t i o n s  were r a i s e d ,  
and, u n t i l  November, c e i l i n g s  were e l imina ted  on depos i t s  of a t  l eas t  
$1,000 with a matur i ty  of a t  l eas t  4 yea r s  ( sub jec t  t o  t h e  proviso t h a t  
such d e p o s i t s  did not  comprise more than 5 percent  of an i n s t i t u t i o n ' s  
t o t a l  depos i t s ) .  Mortgage markets a l s o  received s u b s t a n t i a l  support  from 

- 1/Ever s i n c e  t h e  passage of t h e  Nat ional  Banking A c t  i n  1864, banks 
i n  c e r t a i n  c i t i es ,  designated "reserve cit ies," had been sub jec t  t o  
h igher  required r e se rve  r a t i o s  than o t h e r  banks. I n  November 1972 
t h i s  was  changed. A l l  member banks were hencefor th  sub jec t  t o  t h e  
same r a t i o s ,  which increased  progress ive ly  on incremental  depos i t s .  
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f e d e r a l l y  sponsored housing agencies .  Never the less ,  housing starts f e l l  
from a s e a s o n a l l y  a d j u s t e d  annual  r a t e  of 2-4 m i l l i o n  u n i t s  i n  t h e  f i r s t  
q u a r t e r  of 1973 t o  a ra te  of 1.6 m i l l i o n  u n i t s  i n  t h e  f o u r t h  q u a r t e r .  

Monetary P o l i c y  i n  t h e  1974-75 Downturn 

Even though real  GNP had grown v e r y  s lowly i n  t h e  l a s t  9 months 
of 1973, monetary policymakers s t r o v e  f o r  r e s t r i c t i o n  i n  1974 because 
i n f l a t i o n  cont inued  t o  worsen and t h e  unemployment rate remained below 
5 p e r c e n t .  A s  w a s  t h e  case f o r  1972 and 1973, t h e  d a i l y  averages  of 
December 1974 f i g u r e s  show a s h a r p  d ivergence  i n  year-to-year growth 
ra tes  of money and of F e d e r a l  Reserve hold ings  of Government s e c u r i t i e s .  
However, t h e  December f i g u r e  i s  a qui rk .  I n  t h e  f i r s t  11 months of 1974 
t h e  growth rate of money was 4.4 p e r c e n t ,  and t h a t  of F e d e r a l  s e c u r i t y  
h o l d i n g s  w a s  5.4 percent .  Monetary p o l i c y  was c l e a r l y  t i g h t e r  t h a n  i n  
t h e  prev ious  2 years .  

Although they  remained h igh  throughout  1974, short- term i n t e r e s t  
rates experienced ex t remely  v o l a t i l e  f l u c t u a t i o n s .  The 90-day Treasury  
b i l l  rate v a r i e d  from a peak of 9.9 p e r c e n t  a t  t h e  end of August t o  a 
l o w  of 6.4 p e r c e n t  i n  e a r l y  October. Long-term rates, whose rise of o n l y  
60 b a s i s  p o i n t s  i n  1973 had been remarkably moderate,  r o s e  s t e a d i l y  and 
more s t e e p l y  through t h e  f i r s t  10 months of 1974. The rate on Moody's 
Aaa-rated bonds r o s e  from 7.7 p e r c e n t  a t  t h e  beginning of t h e  y e a r  t o  
9.4 p e r c e n t  i n  e a r l y  October,  and t h e n  f e l l  t o  8.9 percent  by y e a r ' s  end. 

Housing starts had f a l l e n  d r a m a t i c a l l y  i n  1973 t o  a n  annual  rate of 
1.6 m i l l i o n  units i n  t h e  f o u r t h  q u a r t e r ,  d e s p i t e  a t t e m p t s  t o  m i t i g a t e  t h e  
e f f e c t  of t h e  record  h i g h  i n t e r e s t  r a t e s  reached i n  t h e  summer of t h a t  
year .  The annual  ra te  of s tar ts  s t a b i l i z e d  a t  1.6 m i l l i o n  i n  t h e  f i r s t  
h a l f  of 1974. It was hoped t h a t  t h e  rate would t u r n  up dur ing  t h e  second 
h a l f ,  b u t  t h e  prev ious  summer's record  l e v e l s  of i n t e r e s t  rates were sha t -  
t e r e d  i n  t h e  summer of 1974, s t i m u l a t i n g  s u b s t a n t i a l  d i s i n t e r m e d i a t i o n .  
D e s p i t e  an  unprecedented scale of a i d  t o  mortgage marke ts  from f e d e r a l l y  
sponsored c r e d i t  a g e n c i e s ,  housing starts d e c l i n e d  t o  an  annual  rate of 
j u s t  under 1 m i l l i o n  u n i t s  i n  t h e  f o u r t h  q u a r t e r .  Housing accounted f o r  
h a l f  t h e  d e c l i n e  i n  real  output  from 1973 t o  1974, and was t h e  only  major  
s e c t o r  t o  d e c l i n e  throughout  t h e  year .  

The 1975 year-to-year growth r a t e s  i n  t h 2  December average  of d a i l y  
f i g u r e s  on money s t o c k ,  4.3 p e r c e n t ,  and F e d e r a l  Reserve s e c u r i t y  hold- 
i n g s ,  6.2 p e r c e n t ,  a g a i n  poorly convey t h e  t h r u s t  of monetary p o l i c y .  
Month-to-month v a r i a t i o n  i n  both ser ies ,  p a r t i c u l a r l y  i n  s e c u r i t y  h o l d i n g s  
was v o l a t i l e  and erratic. 
money had r i s e n  4.6 percent  above i t s  December 1974 average ,  while  t h e  
d a i l y  average  f i g u r e  f o r  F e d e r a l  s e c u r i t y  hold ings  had r i s e n  4.9 percent .  
On ba lance  t h e n ,  d e s p i t e  t h e  record  h igh  l e v e l  of t h e  unemployment rate 
i n  1975, monetary p o l i c y  w a s  n o t  p a r t i c u l a r l y  expansionary.  However, mem- 
b e r  bank r e q u i r e d  r e s e r v e  r a t i o s  on a l l  demand d e p o s i t s  w e r e  reduced one- 
h a l f  a percentage  p o i n t  i n  February.  

But i n  November, t h e  d a i l y  average  f i g u r e  f o r  



I n  1975 short-term i n t e r e s t  rates f e l l  considerably below t h e i r  
record l e v e l s  of t he  previous year ,  but remained high by h i s t o r i c a l  s tand-  
a rds .  
4.8 percent  i n  mid-June, but ro se  t o  6 percent  2 weeks later.  It remained 
between 6 and 6.5 percent  u n t i l  November, f a l l i n g  t o  5.3 percent  a t  y e a r ' s  
end. Long-term rates f e l l  on ly  very s l i g h t l y  during t h e  year from t h e i r  
1974 peaks. 
h igh  of 9.38 percent  i n  October 1974. By yea r ' s  end t h e  rate had f a l l e n  
t o  8.9 percent .  It continued i t s  descent  i n  t h e  f i r s t  2 months of 1975, 
f a l l i n g  t o  8.75 percent ,  but then rose  t o  9 percent  i n  e a r l y  May and 
f l u c t u a t e d  between 8.7 and 9 percent  t h e  rest of t h e  year .  

The 90-day Treasury b i l l  ra te  f e l l  s t e a d i l y  from 7.1 percent  t o  

The rate on Moody's Aaa-rated bonds had reached a record 

Monetary Pol icy  i n  t h e  Recovery of 1976-78 

Monetary pol icy  i n  1976 w a s  c l e a r l y  more expansive than  i n  1974 o r  
1975. The ra te  of growth of money, 6.2 percent ,  was cons iderably  less 
than  t h a t  of Federa l  holdings of s e c u r i t i e s ,  8.9 percent ,  due t o  in- 
c r eases  of 10 percent  and 4.2 percent ,  i n  t he  r a t i o s  of t i m e  d e p o s i t s  
t o  demand d e p o s i t s  and of currency t o  demand depos i t s .  On December 30 
requi red  r e se rve  r a t i o s  were reduced by one-half percentage poin t  on t h e  
f i r s t  $10 m i l l i o n  of each member bank's demand depos i t s ,  and by one- 
q u a r t e r  percentage point  on t h e  remaining demand depos i t s .  

The i n t e r e s t  rate on 90-day Treasury b i l l s  f l u c t u a t e d  between 4.8 
and 5.2 percent  from January through mid-May, 1976. It then  f l u c t u a t e d  
narrowly around 5.4 percent  u n t i l  mid-July when i t  f e l l  t o  5.2 percent .  
By mid-October t h e  rate had slowly f a l l e n  t o  4.9 percent ,  where i t  re- 
mained f o r  a month only t o  f a l l  sharp ly  i n  t h e  next month t o  4.3 per- 
c e n t ,  where i t  ended t h e  year.  The ra te  on Moody's Aaa-rated bonds f e l l  
from 8.7 percent  a t  t h e  beginning of t h e  year t o  8.35 percent  i n  mid- 
A p r i l .  It rose  u n t i l  t h e  end of May, peaking a t  8.65 percent ,  and then  
f e l l  s t e a d i l y  reaching a l e v e l  of 7.9 percent  a t  year-end. The r educ t ion  
i n  i n t e r e s t  rates i n  t h e  second h a l f  of 1976 w a s  c r e d i t e d  t o  both t h e  
slowdown i n  t h e  rate of growth of real  GNP, and t o  reduced i n f l a t i o n a r y  
expec ta t ions  as i n f l a t i o n  performance improved f o r  t h e  second year i n  
a row. 

Monetary pol icy  continued t o  be expansive i n  1977. The money s tock  
and Federa l  Reserve holding of s e c u r i t i e s  grew by around 8 percent ,  
a l though month-to-month v a r i a t i o n  i n  t h e  l a t t e r  v a r i a b l e  was extremely 
errat ic .  The i n t e r e s t  rate on 90-day Treasury b i l l s  f l uc tua ted  between 
4.5 and 4.7 percent  through A p r i l .  It rose  t o  5 percent  a t  t h e  end of 
May and s tayed a t  t h a t  l e v e l  u n t i l  e a r l y  August when i t  increased  
ab rup t ly  t o  5.4 percent .  
6.3 percent  i n  e a r l y  November. 
6.1 percent .  
a range of 7.9 and 8.1 percent  u n t i l  December when i t  rose  t o  8 . 3  percent  
by year's end. 

A f u r t h e r  s teady  rise ensued w i t h  a peak a t  
A t  year ' s  end, t h e  rate had f a l l e n  t o  

The i n t e r e s t  rate on Moody's Aaa-rated bonds va r i ed  w i t h i n  

I n t e r e s t  rates continued t o  rise i n  1978. The rate on Moody's Aaa- 
r a t e d  bonds climbed s t e a d i l y  and w a s  a t  9.3 percent  as t h e  1978 ended. 
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The rate on 90-day Treasury b i l l s  f l u c t u a t e d  narrowly around 6.4 percent  
through May, rose  d rama t i ca l ly  t h e  rest of t h e  year ,  and w a s  a t  9.4 per- 
c e n t  a t  y e a r s ' s  end. 
terest movements, t h i s  s t r i k i n g  rise i n  rates s igna led  a much t i g h t e r  
monetary pol icy.  However, t h i s  rise could have been caused by a massive 
i n c r e a s e  i n  t h e  demand f o r  c r e d i t .  
t u a l l y  no growth i n  t h e  f o u r t h  q u a r t e r  of 1978, whether Federa l  Reserve 
a c t i o n s  w e r e  respons ib le  i s  a mat ter  of controversy.  Recent important 
changes i n  co rpora t e  cash management p r a c t i c e s  have made a s ses s ing  t h e  
s i g n i f i c a n c e  of money supply changes more d i f f i c u l t .  In  add i t ion ,  when 
ad jus t ed  f o r  i n f l a t i o n ,  long-term i n t e r e s t  rates a c t u a l l y  f e l l  i n  1978, 
and short-term rates r o s e  about one percentage po in t ,  no t  th ree .  

I f  t h e  t h r u s t  of monetary pol icy i s  judged by in- 

For while  t h e  money s tock  showed v i r -  

In  t h e  f i r s t  ha l f  of 1978 d i s in t e rmed ia t ion  began t o  appear ,  even 
w i t h  Treasury b i l l  rates holding between 6 and 7 percent .  
June 1, banks and o t h e r  depos i t  i n s t i t u t i o n s  were au thor ized  t o  i s s u e  
6-month "money market c e r t i f i c a t e s , "  which c a r r i e d  a r a t e  of i n t e r e s t  
equal  t o  (o r ,  i n  t h e  case of nonbank i n s t i t u t i o n s ,  one q u a r t e r  percentage 
po in t  above) t h e  rate on G-month Treasury b i l l s .  I n  view of t h e  subse- 
quent spec tacu la r  rise i n  t h e  l a t t e r ,  t h i s  innovat ion  undoubtedly delayed 
d i s in t e rmed ia t ion  on a massive scale, and thus made t h e  a v a i l a b i l i t y  of 
mortgage c r e d i t  less s e n s i t i v e  t o  upward movements i n  i n t e r e s t  rates.  
However, t h i s  decreased s e n s i t i v i t y  also meant (and means) that a given 
l e v e l  of c r e d i t  r e s t r a i n t  now r e q u i r e s  h igher  i n t e r e s t  rates than i n  t h e  
pas t .  

So, e f f e c t i v e  
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