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Honorable Robert N. Giaimo
Chairman

Committee on the Budget

U.S. House of Representatives
Washington, D.C. 20515

Dear Bob:

In response to a request by the Task Force on Economic Policy,
two very useful studies have been made of the effect of fiscal and
monetary policy on the economy from-1962 to 1976. Although there are
many theoretical papers on the results of changes in fiscal or monetary
policies, surprisingly no overall investigation has been made, after
the fact, of the actual outcome of the changes over an extended period.

The studies were made on contract by two econometric firms, Data
Resources, Inc., and Wharton Econometric Forecasting Associates; in
addition, Alan Greenspan of Townsend-Greenspan & Co., Inc. and
Arthur Okun of the Brookings Institution have commented on the work.
The contract was jointly funded by the House Budget Committee, the
Joint Economic Committee and the Congressional Research Service of the
Library of Congress. The report is now approaching completion; all
final manuscripts should be on hand by the end of September.

I think the report will be a valuable reference work for future
Budget Committee deliberations and, for other policymakers and students
of fiscal .and monetary policies. I am writing to ask you to put before
the next meeting of the Budget Committee a request that this study be
printed and issued as a joint committee print.

Sincerely,

Thomas L. Ashley
Chairman, Task Force on
Economic Policy
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TO THE MEMBERS OF CONGRESS:

The Task Force on Economic Policy of the House Budget Committee
was set up to undertake special studies of overall Federal economic
and fiscal policies and the effectiveness of measures to achieve full
employment and maintain price stability. It was discovered that,
although there are many theoretical papers on the potential consequences
of changes in fiscal or monetary policies, no sustained examination
has been made of their actual effectiveness afterwards. New data that
was not available at the time throw a different perspective on policies
and actions of previous years.

To fi1l this large gap in our knowledge, the Task Force proposed
that a study be made of the effectiveness of stabilization policies
taken since the early 1960s. Joint funding was agreed on by the House
Budget Committee, the Joint Economic Committee and the Congressional
Research Service of the Library of Congress. A contract was signed
for separate studies by two econometric research firms, Data Resources,
Inc., and Wharton Econometric Forecasting Associates. Alan Greenspan
of Townsend-Greenspan & Co., Inc., and Arthur Okun of the Brookings
Institution have commented on the results of the studies.

The studies provide a useful perspective on the ability of policy-
makers to maintain a stable economic environment. Members of Congress
will find these studies supply valuable assistance in determination of
fiscal policy and of national priorities. They are the source of much
helpful information for the oversight of the economy.

Sincerely yours,

Richard Bolling

Chairman
Joint Economic Committee Research Service

MW eon

Robert N. Giaimo
Chairman

ctor, CongresSional
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ECONOMIU STABILIZATION POLICIES

Introduction and Summary

The Problem

The Congress and the President face frequent policy decisions intended to
influence the path of the economy. Yet, there-has been no satisfactory retrospective
examination of the effectiveness of the policy decisions taken over the past decade
and a half. The Congress, the Administration and the Nation are in urgent need of a
fair appraisal of the current capability--and limits--of economic policy actions.

In the 1960's, it was widely believed that fiscal policy actions were capable
of counteracting cyclical and external shocks to the economy and could be efféctive
in maintaining both stability and growth. By the 1970's, however, there was a
substantial shift in public attitudes and perceptions about policy méking.' The
persistence of inflation and the experience of the deepest post-World Nar II recession
have reduced public confidence in the efficacy of traditional economic policy. Now,
for example, opinions about the stimulative potential of fiscal policy range from
the sceptical to the exuberant--from the view that a tax cut will merely induce a
comparable increase in private saving, with 1ittle effect on the Tevel of activity,
to the view that, if large enough, a tax cut will provide the incentive for a

self-reinforcing acceleration of real growth, without aggravating existing inflation.

The Questions .

It is therefore of the greatest importance that policymakers be aware of the
extent of leverage their fiscal and monetary policy actions can be expected to exert
on the economy. Answers are needed to such questions as:

-- What are the impacts on the rate of growth of the economy, on employment,

on prices and on interest rates of discretionary fiscal actions?

-- How quickly do these actions takeheffect, and how long is it before

their impacts have substantially diminished?

1)



-~ Does the phase of the business cycle have some influence on the efficacy
of policy actions?

-- Is there evidence that the response of the U. S. economy to these actions
has radically changed over the past decade and a half?

-- What Tessons are to be learned about the tradeoff between the growth rate
of real activity and the rate of price inflation?

The Methods of this Study

There is no generally accepted approach to these questions and there are many
difficulties in identifying the consequences of any specific action. The effects on
the economy of fiscal and monetary policy actions are not easily separated from the
impacts of chance events or from the systematic performance of thexeponomy itself.
The starting point, however, has to be the historical record, and the.mass and
complexity of the statistical datarvirtually compel the use of large econometric
models.

There is a real dearth of knowledge about the actual effectiveness, in any but
the short-run, of fiscal and monetary policy changes in the period since the early
1960's. This study is designed as a careful review of several major fiscal actions
in these recent years. As a precaution against possible idiosyncracies of any one
econometric model or of the analytical approaches used in simulations, two major
econometric services, Data Resources, Inc. and Whartbn Econometric Forecasting
Associates Inc., were invited to perform independent studies on their own systems.

In addition, there was close consultation between Congressional staffs and
the analysts of the two services on the methods used to identify the consequences
of the specific actions under investigation. The models allow the analyst to
examine the impact of one event at a time whereas in the real world many events
are occurring simultaneously. This attribute of the models simplified separating

out the effects of many other actions that might have neutralized or amplified the

results. -



For example, great care was taken to define the conditions for a neutral monetary
policy, so that an attempt could be made to offset the simultaneous influence of
monetary conditions on the course of the economy. It was also necessary to define
precisely the meaning of neutral fiscal policy, so that it would be possible to
compare, in retrospect, the actual historical result with what might have happened
under stable framework policy.

The results of these analyses are to be regarded as dependent on the technical
quality of the models, which is high, and on the care with which hypothetical conditions
are applied, which is great. They remain, however, only estimates, but the best
answers that are within present technical capabilities.

Scope of the Analysis

This study was intended to examine major fiscal policy activitiés between 1962
and 1976. A chronology of these events is contained in Appendix I. Both Wharton and
DRI were asked to examine the entire périod and compare it to a neutral Government
policy. In addition, each research team was given certain specific short-
run events tp investigate with both teams exémining the 1964 tax cut. By limiting
the evaluation of specific policy events to a short period (two to three years),
it is possible to compare them to a "no policy change" scenario as well as a "neutral
policy" one. The "no policy change" scenarios'are only useful for two to three
years; beyond this point the simulated economy is so different from the real world
that comparisons deteriorate.

This type of analysis allows one to address questions about the ability of
fiscal policy to influence the economy. For example, we can say that in 1964 fiscal
policy worked because the tax cut increased real gross national product by
2 percent. Fiscal policy worked again in 1968 when the surcharge helped to
restrain personal consumption and business investment. And from 1966 through 1969
fiscal policy was working because the expenditures associated with the Vietnam
war produced a more rapidly growing economy and higher inflation rates than would

have occurred without these expenditures.



Definition of Neutral Policy

However, in order to answer the question, "What if we had not had the tax cut
in 1964"?, we must know what policies would have been pursued in the absence of
the tax cut. The "no policy change" and "neutral policy" scenarios are two alter-
native possibilities. Howgver, providing a precise definition of a neutral policy
proved exceedingly difficult. These difficulties were compounded by the need to
consider both fiscal and monetary policies.

One possible definition states that policies should be consistent wfth the
economy following its long-term growth path. For fiscal policy this was equivalent
to saying the full employment budget deficit should be zero. In the case of
monetary policy, no single standard was suitable over the entire péniod, but in
most instances a stable growth in nonborrowed reserves was consistent.with stable
growth in the overall economy. As explained in more detail in the DRI and Wharton
studies, changes in the economy from 1962 to 1976 required changes in the definition
of neutral monetary policy.

Another definition of neutral policy argues that the economy responds to
both<private . and Government policies. Government policy is neutral when the
total movement of the economy depends only upon private behavior. This means that
if one Government policy would have a positive impact on the economy, it must be
counterbalanced by another poiicy with an equal negative impact.’

This latter definition has a great deal of theoretical appeal but is extreme-
1y difficult to put into practice. The most serious problems result from
two facts: (1) Government po]iéies have impacts which extend over several periods
of time and, (2) it is impossible to choose a starting point for the analysis

without residual effects of earlier policies.



Alternative Approaches of the Two Studies

These difficulties force return to the steady-state approach of the first
definition. In operational terms, the DRI and Wharton studies have interpreted
the definition differently. Both studies begin with an economy groﬁing at
its long-run potentfa] growth rate. In the DRI study fiscal policy variables
are initially assumed to grow at a constant rate, passing through their actual
values at the beginning and end of the time period examined. Minor adjustments
are then made to achieQe the balanced full employment budget condition. The
criterfon used for neutral monetary policy is stable growth in nonborrowed
reserves. |

The Wharton approach assumes Government purchases have a constan£Area1
share in the total gross national product (GNP). This assumption allows
purchases ‘and transfer payments, for examp]é, to grow at different rates

.but does not allow composition of purchases to change. An equivalent
QBLé;éch is used for tax fecefpts. .

Using these alternative approaches both Nhaffon.and DRI have generated.a
) ﬁeutra] baseline against which the actual record of History can be compared.
Al though potential errors caused by differences between the model's results
and actual history have been carefully eliminated, the usefuiness of these

results still depnds upon the model's ability to replicate the economy's response

to a given economic policy.



Comparative Results of 1964 Tax Cut

A critical feature of the study was the two independent analyses of the 1964
tax reduction. Except for joint discussion of the definition of neufra] fiscal
and monetary policies, no constraints were applied to the methods that would be
used by the two different models. Thus, the degree of difference in the estimated
impacts of the 1964 policy would provide a rough guide to the extent to which
the special features of the two models affected the outcome. Although the period
of the mid-1960's was marked by relatively stable economic performance--and hence
the econometric results do not provide evidence of their prospective performance
in more disturbed times--the close comparability of the inferences'of the two studies
yields a well-based and robust estimate of the actual nature of the consequences of the
1964 tax cut. .

The conclusions, however, were not always precisely the same. The Wharton
analysis indicates that the 1964 tax cut increased real GNP by about $8 billion the
first year and $18-$20 billion each of . the following three years. The DRI study
shows an impact of $7 billion the first year, $12-$13 billion the second and

third years, and $9 billion in the fourth year.

In particular, the DRI analysis indicates "quick and sizable" response to
the tax cut, characterized especially by increases in real disposable income,
additional demand for consumer goods (especially durables) and a rapid. improvement

in the unemployment rate. In addition, there was a partial offset to the
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reduction in Federal Government tax revenues by reflows resulting from higher 1e§e1s
of activity. Furthermore, the maximum impact of the tax cut on the economy lasted no
more than two or three years; later effects were, to an increasing degree, no longer
distinguishable from the performance of the private economy as a whole.

The Wharton analysis agrees that much of the benefits accrued to the household
sector in the form of increases in personal disposable income and suggests that
after two years the addition to consumer spending seems to stabilize. The associated
increase  in the desired new stock of capital goods is sustained only so long, but
not indefinitely. The Wharton estimates of the reaction of nonresidential fixed
investment, however, are substantially greater than those of DRI, and the Wharton
estimates of residential fixed investment (a relatively sma]llcompﬁnent of gross
national product) substantially smaller.

In large part, the different Eome§ition of investment can be explained by
the different conventions followed in definihg neutral monetary policy. This
raises questions about the impact of the tax cut on the pattern of interest rates,
which are of primary importance in defermining the course of residential in-
vestment.* ‘But regardless of which study one wishes to rely upon, the broad
conclusion is the same: the tax cut of 1964 provided a significant stimulus to
economic activity for several years. The difference; between the conclusions of
the two research teams are differences of degree, not differences of direction.

A tabulation of the two systems' estimates of the impact of the 1964 tax

reduction follows.

*Again this illustrates the difficulty of defining neutral monetary policy.



Estimated Impacts of the Revenue Act of 1964*

DRI WHARTON
Billions of 1972 $
Real GNP 1964 7.1 8.2
1965 12.4 18.5
1966 13.0 20.2
1967 8.9 19.4
Percent Difference
Real GNP . 1964 0.8 0.7
1965 1.3 1.5
1966 1.3 1.6
1967 0.9 1.5
Real Consumption 1964 1.1 0.8
1965 1.9 1.7
1966 2.1 2.9
1967 1.7 2.1
Real Hon-Residential 1964 3.6 0.9
fixed investment 1965 1.3 3.0
1966 1.5 4.2
1967 1.2 3.8
Real Residential 1964 0.8 0.4
fixed .investment 1965 1.3 0.5
. 1966 2.7 -0.3
1967 2.0 -0.1
Difference in Rate of Growth
Implicit price 1964 0.1 0.0
deflator ) 1965 0.4 0.02
1966 0.5 0.3
1967 0.5 0.5
Wholesale price 1964 0.1 0.0
index 1965 0.4 0.0
1966 0.3 0.0
1967 0.2 0.1
Difference in Rate
Unemployment rate 1964 . ;0.2 ’ 0.4
1965 -0.5 o3
1965 -0.5 2
1967 A 9.2
0.4 -3.9

*The figures_for DRI are extracted from Table 2 of the DRI study; those for
Wharton are calculated on the basis of TablesIII 3, IIT 7, and IIT 6 of the

Wharton study.



A Broad Summary of the Findings

Despite different standards of comparison, different definitions of neutra]ity
and differences in the econometric models, the following conclusions emerge:
\. -- Fiscal policies do work and are effective as countercyclical measures.
-_The stage of the business cycle will influence the magnitude of a policy's
impact.

The short-run impact of a given policy is not necessarily the same as the

long-run impact.

It is important to implement policy promptly after the need is perceived; for

example,the delay in implementing the 1968 surcharge carried a heavy cost.

Some policies work more quickly than others; some last 1dhger than others.
For exaﬁp]e, the 1975 tax cut, whose largest single element was a rebate
of personal tax liabilities, had a more rapid impact than could have been
expected from changes in the withholding schedu]es:‘

i -- Both econometric systems indicate the same ordgr of magnitude for the

impact of the 1964 tax cut.
-- Most discretionary fiscal actions appear to have achieved their major impact
within three years of their implementation.

Even under neutral policy conditions, the hypothetical performance of the

economy appeared to have a cyclical element; merely stabilizing the
government sector is not in jtself enough to ensure overall economic

stability.

Stable policies are not able, in themselves, to make more than a small and

slow improvement in the inflation/unemployment tradeoff.
-- Coordination of fiscal policy measures with monetary conditions was imperfect
on several occasions; fiscal and monetary policies can, and sometimes have,

offset each other. Better policy coordination can iuprove the total

policy impact.
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FISCAL POLICY: The Scorecard Between 1962 and 1976

A Study Prepared For
The Committee on the Budget of the U.S. House of Representatives
The Joint Economic Committee

The Congressional Research Service

by
Data Resources, Inc.*

August, 1978

The decade-and-a-half between the inaugurations of President Kennedy and
President Carter witnessed a dramatic array of modern stabilization policies.
Measures ranged from traditional shifts in tax rates to liberalized depreciation
allowances, an investment tax credit, and the unprecedented peacetime use of
wage and price controls. Monetary measures were also far from dormant. Such an
active pursuit of balanced growth, combined with the lingering fallout of the
economic events of recent years, has long kept public debate over the efficacy of
stabilization policies at center stage.

. Traditional stabilization theory views economic fluctuations as inherent to
the private, capitalist economy, and focuses on measures to counteract them.
One is to believe that without such measures the economy would be far less
“stable.

The opposite view sees the government as a major source of instability. The
private sector is presumed to settle on a stable growth path only if there is a
stable fiscal-monetary framework.

Each diagnosis carries with it different implications. The following study evaluates
these conclusions for selected major Federal fiscal policies implemented between
1962 and 1976, in particular: the 1964 Tax Reduction Act, the 1968 Tax Surcharge,
the 1975 Tax Reduction Act, and a set of expenditure programs enacted in the
early 1960s, including the Housing Act of 1961, the Public Works Acceleration Act
of 1962, and the increase in Social Security benefits in 1965. This is done through
simulations of the Data Resources Model of the U.S. Economy. Each episode is
analyzed from two perspectives. First, what would have resulted if the particular
policy had not occurred? Second, how does the given policy episode compare with
one in which all policy parameters followed a stable path?

* This study was carried out by Dr. Robert A. Gough, Jr., Associate Director,
National Economic Forecasting, Rosemary D. Marcuss, Managing Consultant,
Washington Consulting Office, Stephen H. Brooks, Senior Economist, National

g]cc:?pomic Forecasting, and Sarah M. Cleaver, Consultant, Washington Consulting
ice,

lSee Appendix A.
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The results show that the policies were potent as countercyclical devices, achieving
at least part of the macroeconomic goals set for them, but that timing, permanent
effects on aggregate output, and coordination with monetary measures were often
less than desirable. ’

. The 1964 tax cut helped to restore the economy to full employment in less
than a year-and-a-half with only a moderate rise in prices. One year after
enactment, real GNP was up 1.3% over what would have been the case
without the cut, and 1.4% after two years. Increases in consumer prices
averaged an extra 0.3% by the end of 1965. The fiscal drag of a $10 billion
full-employment budget surplus in late 1963 was thus eliminated by late 1964.

. The acceleration in nondefense spending between 1962 and 1965 helped ease

the impact of a slowdown in other Federal expenditures. The net result was a
mildly stimulative effect, with the rate of growth of real GNP up 0.6% in
1962 over what would have occurred had spending growth continued at trend
rates, and an average 0.1% between 1963 and 1965. The unemployment rate
would have been an average 0.3 percentage point higher over the period
without the expenditure buildup.
The 1968 surcharge helped to restrain excess demand pressures, though by
less than was expected. The impact on consumer and business spending was
particularly disappointing, with the rate of growth of real consumption lower
by 1.1% after the first year compared to a path without the surcharge;
business fixed investment was slowed by 0.9% after one year. The belated
enactment of the program and eased credit conditions in the second half of
1968 did not help.

The 1975 tax cut helped to speed the recent recovery, raising real GNP by
1.0% in the first year over a no-tax-cut case, and an average |.2% through
1977. The temporary nature of the largest single element of the cut, a rebate
on personal tax liabilities, proved effective, contrary to the warnings of
permanent income and life-cycle critics.

Comparing results with stable framework policies, however, shows that serious
miscalculations were made. The long over-expansionary posture of fiscal policy
after the 1964 tax cut contributed to the excess demand pressures of the mid-
1960s: under the stable framework path, the unemployment rate dips below its
full-employment equivalent between 1966 and 1968, but the drop is smaller than
actually occurred. The excessively restrictive fiscal and monetary policies in the
late 1960s were also a costly mistake: the run-up in the unemployment rate in the
1970 recession is less severe under stable framework policies. Finally, the 1974-
1975 recession would not have been as painful had policy neutralized the inflation-
induced surges in effective personal and corporate tax rates. The unemployment
rate would have peaked at 7.2% compared to the actual peak of 8.8%.

The implications of the findings are clear. While most of the policies produced
desirable short-term effects, a long-run perspective was lacking. Countercyclical
stabilization policies have a role to play in maintaining an orderly macroeconomic
environment. However, developing successful policies involves more than meeting
traditional short-run criteria. It involves coordination of policies and a greater eye
toward the long-term. Not to recognize these requirements is naive and seif-
defeating, reducing stabilization policies to brush-fire tcols. The opposite view
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that the economy is better off left to its own, is equally naive, and not supported
by the present evidence. The stable framework path suggests that economic
instability will not be solved by simply stabilizing the government sector.

A SHORT-RUN FRAMEWORK

The impact of each of the selected policies was initially assessed by simulating the
DRI model for each episode on two alternative assumptions. First, actual values of
the fiscal and monetary policy parameters were entered, including actual military
purchases of goods and services, civilian purchases of goods and services, high
employment social insurance payments, grants-in-aid to state and local
governments, rates for the major types of taxes and the volume of nonborrowed
bank reserves. The model estimates actual taxes and transfers, the revenues and
expenditures of state and local governments, the actual money supply, interest
rates and other monetary variables. Second, the model was solved again for each
episode substituting "no policy" values for the actual policy record. "No policy”
parameters were constructed for each episode by reversing the policies put into
effect. For instance, in the period from 1964 to 1967, the first simulation used the
actual tax rates that resulted from the Kennedy-Johnson tax cut. The second "no
policy" simulation used the higher tax rates that would have resulted had the tax
cut not taken place (see Appendix A). Results were also generated under varying
monetary policy assumptions. Table | summarizes the expenditure and revenue
implications of each policy measure.

TABLE 1

Revenue and Expenditure Implications

of Selected Fiscal Policies, 1962 to 1977

(billions of dollars)

— -

1964 1965 1966
1. Revenue Act of 1964

Personal Tax Receipts 7.1 9.3 10.5
Corporate Tax Receipts 1.2 3.0 3.4
Total Receipts 8.3 12.3 13.9
(% of GNP) (1.3) (1.8) (1.8)

1962 1963 1964

2. Expenditure Growth,
1962 to 1965
Nondefense Purchases 1.8 2.5 3.3
(% of GNP) (0.3) (0.4) (0.5)

1968 1969 1970

3. Revenue and Expenditure
Control Act of 1968

Personal Tax Receipts 6.6 9.0 4.7
Corporate Tax Receipts 3.9 3.9 1.0
Total Receipts 10.5 12.9 5.7
(% of GNP) (1.2) (1.4) (0.6)

1975 1976 1977

4, Tax Reduction Act of 1975
Personal Tax Receipts ‘20
Corporate Tax Receipts 2
Expenditure Change 2.
Total Impact 25
(% of GNP) (1

—~ )
O Ny
. . .
Lt Mo Ve I N ]
~—
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THE IMPACT PATTERNS

The results of the tax cuts in 1964 and 1975 and the expenditure buildup in the
early 1960s are little different from what would have been expected. In each case,
the initial response was a rise in personal disposable income and aftertax corporate
profits, raising personal consumption, saving and investment. The increased
demands, depleting inventories and speeding up production schedules to replenish
them, provided an added increment to income through additional wage payments.
The enhanced demands and lower corporate tax rates increasedthe profitability of
prospective investment projects. This generated a secondary stimulus through new
capital spending financed by- the additional private savings. In the early stages
after each policy was enacted, interest rates relevant to capital formation
responded sluggishly; capital cost increases were therefore not an immediate
deterrent.

After a while, however—typically six to eight quarters later—effects began to
reverse themselves. Inventory investment declined as inventories adjusted to the
new level of demand, and capital expenditure growth slowed in response to higher
interest rates. The 1968 tax increasel showed analogous but opposite effects.
Detail of the individual policies point up some interesting contrasts.

The 1964 Tax Reduction

The Revenue Act of 1964 provided for both corporate and personal tax reductions.
The act was proposed during a period of moderate economic expansion, but high
residual unemployment. Real GNP grew at an annual rate of 4% in 1963 but
unemployment averaged 5.6%, high by standards of the time. With the boom of the
late 1950s a relatively weak one, and the effects of the mild recession in 1961 still
being felt, the economy was operating substantially below capacity. The rate of
expansion was not rapid enough to achieve a significant drop in the unemployment
rate.

In March of 1964, the withholding rate for personal taxes was cut from 8 to 14%.
The corporate tax rate was reduced from 52 to 50%, and to 48% in the following
year. These provisions reduced tax payments by approximately $8.3 billion in 1964
and $|2.32 billion in 1965. Table 2 and Chart | summarize the impact on the
economy.” The response is both quick and sizable. At the end of 1964, total real
output is up by $11.6 billion over the no-tax-cut path and by $13.2 billion at the end
of 1965, a multiplier of 0.8 in the first year and |.4 in the second. The lion's share
is derived from additional consumer demand, fed by the increases in real disposable
income of $12.1 billion in 1964 and $18.7 billion in 1965. Of the consumption
categories, durable goods were affected the most (Table 3). )

2The results are consistent with those of earlier studies. For representative
discussions, see Arthur M. Okun, "Measuring the Impact of the 1964 Tax
Reduction," in Warren L. Smith and Ronald L. Teigen, Eds., Readings in Money,
. National Income, and Stabilization Policy, Richard D. lrwin, Inc., Homewood, lll.,
1970, pp. 345-358; Lawrence R. Klein, "Econometric Analysis of the Tax Cut of
1964," in J. S. Duesenberry, et al, eds., The Brookings Model: Some Further
Results, Rand McNally, Chicago, 1969, pp. 459-472.




Table 2

The Impact of the Revenue Act of 1964
(Difference from Base Simulation)

1964

1965 1966 1967

Real Consumption......cocouvne
Real Nonres. Fixéd Investment.
Real Res. Fixed Investment...

Housing Starts (mil. units)...
Automobile Sales (mil. units).
Real Net Exports (billion §)..
Savings Rate (%)....ceeveeennns

Inflation and Unemployment

Implicit Price Deflator.......
Wholesale Price Index.........
Unemployment Rate*............

Incomes

Real Disposable Income........
Compensation Per Manhour**....
Real Aftertax Profits.........

Interest Rates

--------------

3-Month Treasury Bill.........
Federal Funds Rate.....cceenvn.
Prime Rate..cveiiereensonccnns
New High-Grade Corp. Bond Rate

Federal Government
Receipts
Personal TaxeS..esesesoeeens
Corporate TaxeS...ecveeavnns
Expenditures...c.cceveencanen
Fed. Budget Surplus (NIA)...

*Difference in rate
**Difference in rate of growth

(Difference in Level)

0.025 0.053 0.042
0.3 - 0.1 -0.2
-1.1 -2.0 -2.2
1.1 1.3 1.5

0.4 0.5 0.5
0.4 0.3 0.2
-0.5 -0.5 -0.4
(Percent Difference)
3.1 3.4 3.2
0.4 0.5 0.6
9.7 8.0 5.9
(Difference in Rate)
0.47 0.65 0.72
0.55 0.76 0.94
0.33 0.41 0.64
0.28 0.55 0.80
(Difference in Level)
-7.6 -7.8 -8.1
-1.9 -2.5 -3.0
0.1 0.6 1.5
-8.8 -9.7 -11.3
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Impact of the Revenue Act of 1964
on Selected Consumption Categories

(% difference from the no-tax-cut case)

1964 1965 1966 1976
Total Consumption 1.1 1.9 2.1 1.7
Durables 2.5 3.6 2.8 1.5
Motor Vehicles and Parts 2.7 3.0 0.4 -2.5
Furniture 2.0 3.5. 4.6 4:?
Nondurables 1.2 2.1 2.4 2.1
~Clothing and Shoes 2.2 3.0 2.4 1.4
Services 0.6 1.3 1.6 1.3
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The personal and corporate cuts each trace out different patterns of effect on final
demand (Table 4). The corporate cuts took longer to have an impact than did the
personal cuts, with nonresidential equipment expenditures in late 1966 and early
1967 only 0.6% above the no-tax-cut case, and expenditures on nonresidential
structures 1.4% dabove. In the case of the personal tax cut, consumption
expenditures peaked in 1966:1, 2.1% higher.

Table 4
The Impact of the 1964 Corporate and Personal
Tax Reductions (billions of 1972 $).

Increase in Real GNP 1964 1965 1966 1967
Combined Impact 7.1 12.4 13.0 8.9
(% change from no-tax cut case) (0.8) (1.3) (1.3) (0.9)
Personal 6.9 11.7 11.6 7.4
(% change from no-tax-cut case) (0.8 (1.3) (1.2) (0.7)
Corporate 0.4 1.5 2.1 1.6
(% change from no-tax-cut case) (=) (0.2) (0.2) (0.2)
Interaction -0.2 -0.8 -0.7 0.1

Additional highlights include:

The unemployment rate improved rapidly. Within four quarters of the tax
cut, the unemployment rate was 0.4 percentage point lower than it would
have been without the cut, and averaged 0.5 percentage point lower in 1965
and 1966. By the end of 1966, an estimated 600,000 new jobs were created.

Prices responded to the increased demand pressures. However, the inflation-
unemployment tradeoff was quite favorable, due to the slack in labor and
product markets. By early 1965, the reduction in the unemployment rate was
about 1.5 times as large as the increase in the rate of inflation. There was no
tendency toward accelerating inflation, with the increment to the inflation
rate, measured by the consumer price index, peaking at 0.4% in early 1966,
two years after the initial cut.

The tax reduction reduced Federal government revenues by an average $11.5
billion between 1964 and 1966. However, part of this was offset with revenue
reflows coming from higher levels of activity.

The improved performance of the economy increased pressure in the financial
markets. With no change in monetary policy, short-term money markets
experience the impact immediately and significantly. The Federal Funds rate
is 55 basis points above the no-tax-cut case by early 1965. By 1967, the
spread widens to 94 basis points. Long-term rates are also higher as they
reflect not only demand for funds but, on the supply side, the expected levels
of future short-term rates.
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These results assume that monetary authorities allowed the increase in demand
following the tax cut to raise interest rates and tighten credit markets. But what
if the actual path of interest rates reflected an easing of monetary policy in
coordination with the expansionary fiscal policy? The movement in interest rates
would not have been as great. Appendix Table B.! presents results under the
assumption of accommodating monetary policy. The easing of monetary policy
fuels additional investment and consumer credit demands. The overall results are
more robust, with all final demands, overall output and inflation showing stronger
responses.

The Expenditure Buildup of the Early 1960s

The impact of the expenditure buildup in the early 1960s is similar to that of the
964 tax cut. Between 1960 and [965, the growth in nondefense expenditures
accelerated to an average 14.9% a year, after growing by only 8.6% per year
between 1955 and 1960. Total civilian Federal employment increased by 143,000
jobs between 1960 and 1965 compared to an increase of 71,000 jobs in the previous:
five years. This came at a time when total expenditures, excluding nondefense
purchases, decelerated from 5.9% a year between 1955 and 1960 to 5.6% per year
between 1960 and 1965 (Table 5). : ,

Table 5
Federal Government Expenditures, 1955-1965
(Percentage rates of growth)

1955-1960 1960-1965
Total ' 6.2 6.6
Total (excluding nondefense purchases) 5.9 5.6
Defense purchases 2.8 3.4
Nondefense purchases 8.6 14.9
Domestic transfers 11.5 7.5
Foreign transfers -3.0 3.7
Grants-in-Aid 14.7 11.5
Interest 6.3 3.8
Net Subsidies 15.7 13.6

Table 6 and Chart 2 summarize the impact on the ecpnomy of the acceleration in
nondefense expenditures between 1962 and [965. The impact on GNP is
significant. Real GNP was $4.5 billion higher in 1962 than it would have been
without the expenditure buildup, and the real rate of growth was up 0.6 percentage
point. Over the next three years, growth in real GNP averaged 0.2 percentage
point higher, and the unemployment rate 0.3 percentage point higher. The
combined relative tightness in both labor and capital markets increased the rate of

3ln the "no policy”" path, nondefense expenditures were reduced to their trend
levels, assumed to be the growth rates observed between 1955 and 1960.
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inflation. By 1965, the GNP deflator is growing at an annual rate 0.3 percentac
point faster than would have been the case with lower expenditures. With tF
normal multiplier process at work, the Federal deficit was increased by less thc
the expenditure buildup: transfers are lower and tax receipts greater under
stronger economy. Federal employment gains resulting from the acceleration tot:
nearly 40,000 jobs by 1965.

Table 6
The Impact of the Expenditure Buildup
Between 1962 and 1965

1962 1963 1964 1965
Economy
------- (Percent Difference)
Real GNP....vvveeenann.s eaeen 0.6 0.8 0.8 0.7
Real Consumption.......c.eu... 0.2 0.4 0.5 0.3
Real Nonres. Fixed Investment. 0.3 0.7 0.7 . 0.3
Real Res. Fixed Investment.... 0.2 -0.2 -0.9 -1.1
(Difference in Level)
Housing Starts (mil. units)... 0.002 -0.009 -0.019. -0.020
Automobile Sales (mil. units). 0.1 0.1 0.0 -0.1
Real Net Exports (billion $).. -0.1 -0.3 -0.5 -0.6
Savings Rate (%).......... veen 0.2 0.2 0.3 0.4
Inflation and Unemployment
-------------------------- (Difference in Rate of Growth)
Implicit Price Deflator....... 0.0 0.2 0.2 0.3
Wholesale Price Index......... 0.0 0.1 0.2 0.2
Unemp loyment Rate*........... . -0.1 -0.3 -0.3 -0.2
Incomes
------- (Percent Difference)
Real Disposable Income........ 0.4 0.7 0.8 0.7
Compensation Per Manhour**.... 0.1 0.2 0.3 0.3
Real Aftertax Profits......... 1.4 1.2 0.5 -0.3
Interest Rates
.............. (Difference in Rate)
3-Month Treasury 8ill......... 0.06 0.18 0.25  0.28
Federal Funds Rate....... ceese 0.06 0.26 0.38 0.42
Prime Rate..ccveereacrocoannns 0.03 0.17 0.27 0.32
New High-Grade Corp. Bond Rate -0.03 0.06 0.12 0.21
Federal Government
------------------ ) (Difference in Level)
Receipts .
Personal Taxes...... ceeeeenn 0.4 0.8 1.1 k.3
Corporate Taxes............. 0.3 0.3 0.2 0.1
Expenditures.......coceeeune. 1.8 2.5 3.4 4.2
Fed. Budget Surplus (NIA)... -0.9 -1.0 -1.7 -2.3
*Difference in rate
**0ifference in rate of growth
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Chart 2
The Impact of the Expenditure Buildup
Between 1962 and 1965
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Comparison with the 1964 tax cuts offer some interesting highlights. The relative
sizes of the programs were quite different. The 1964 tax cut was worth about 1.4%
of GNP a year, whereas the expenditure change averaged less than 0.5%. The
multipliers from both exercises also reflect different patterns.(Table 7), but of
opposite weight: the expenditure buildup shows the greater relative effect. The
Manpower Development and Training Act .of 1962, the Public Works Acceleration
Act of 1962, and others proved effective policy measures. This is not surprising as
an expenditure change increases demand directly through changes in purchases of
goods and services; @ tax cut works indirectly through increases in disposable
income and oftertax profits.
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Table 7

Comparison of the "Multiplier" between the
1964 Tax Cut and the Expenditure Buildup
Period, 1962 to 1965

Years After Policy Change
1 2 3 T4

Relative Impact on
Real GNP

Expenditure Increase 1.6 1.8 2.0 1.7
Tax Cut -0.8 -1.4 -1.5 -1.2

These results assume that the Federal Reserve would have allowed the average 30
basis point increase in short-term interest rates over the period to have occurred.
Appendix Table B.2 presents results from a simulation in which the Fed
accommodates all but the inflation-induced changes in interest rates. Similar to
the case with the 1964 tax cut, all results are more robust.

Of separate interest is the 7% increase in Social Security benefits in 1965. The
. benefit increases plus the minor expansion of eligibility amounted to $1.5 to $2
billion. To assess the impact of the benefit increase, changes in Social Security tax
rates in 1966—in part to pay for the additional benefits—must also be taken into
account. It is difficult to calculate how much of the 1966 Social Security tax
increase was earmarked for the benefit changes, particularly since tax rates were
also increased in 1966 to pay for the new health insurance benefits under Medicare.

A separate simulation was thus performed which captures the impact of a $2 billion
change in Social Security benefits financed by a $2 billion change in social
insurance taxes. In the near term, the increase in transfers provided a mild
stimulus to the economy, due largely to the benefit increases preceding the new
taxes. Ultimately, however, the required increase in payroll taxes more than wipes
out what small gains occurred. The upward pressure on prices plus the reduction in
both disposable income and corporate profits are the causes of this mildly negative
impact. On balance, the economy is little changed from these two offsetting
changes.

The 1968 Surcharge

With the achievement of the long-sought 4% unemployment rate by the end of
{965, the first half of the 1960s marked the apparent triumph of discretionary
stabilization policy. However, the rapid buildup of military expenditures in 1966
and 1967, and the failure of the Johnson Administration to control inflation,
tarnished this new-found reputation. Restrictive tax policy measures were called
for in 1968 for the first time in over a decade.
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The Revenue and Expenditure Control Act of 1968 was the prescription offered.
Passed in June, it provided for a 10% income tax surcharge retroactive to January
| for corporations and April | for individuals. The withholding rates for personal
taxes were increased on July |5, necessitating additional tax payments in early
1969 to cover the retroactive portion. Tax receipts from the personal and
corporate income taxes increased by an estimated $10.5 billion in 1968 and $12.9
billion in 1969 due to the surcharge. The Act also placed constraints on Federal
spending for fiscal year 1969. Expenditures were to be reduced $6 billion from the
levels in the January budget. Vietnam expenditures, interest on the public debt,
veterans' services and Social Security were exciuded from the limitations.

Despite the imp%siﬁon of the surcharge, economic activity expanded relatively
strongly in 1968." Table 8 and Chart 3 summarize the impact patterns. In 1968,
real growth was 0.3 percentage point below the no-surcharge rate, and 0.8
percentage point below in 1969. Although the surcharge reduced real disposable
income by $18.4 billion after the first four quarters, real consumption was lower by
only $9.6 billion, or 1.5%, as the high savings balances built up over the strong
years of the mid-1960s were sufficient to sustain consumption patterns for several

quarters. The announced temporary nature of the tax cut also delayed adjustment
of consumption to the reduced disposable income.

The rate of growth of real business fixed investment was lower by 0.3% in 1968 and
0.9% in 1969, with a cumulative loss of $1.7 billion. Lower investment than in the
no-surcharge case is attributable to the lower level of final demand and aftertax
profits. Reduced costs of capital due to lower interest rates, however, partially
offset these factors. The Federal funds rate peaked at 8.99% in 1969:3, 40 basis
point beiow what it would have been without the surcharge. By 1970:4, the spread
between the Federal Funds rate in the two simulations is 63 basis points. The new
issue rate followed a similar pattern, peaking in 1970:2 at 8.88% compared to
9.20% without the surcharge. '

In 1968, the unemployment rate is essentially unchanged, and rises from the no-
surcharge value by an average 0.3 percentage point through 1969. Until 1970, the
unemployment rate remains below its full-employment benchmark of 4%. As a
result, inflation was not affected as much as anticipated. The rate of growth of the
GNP deflator is lower by 0.3 percentage point by early 1969.

These results show the direct impact of the surcharge assuming that monetary
policy would have been the same whether or not a tax surcharge had been enacted.
The pattern of money supply growth during the last three quarters of 1968 suggests

the literature on this topic is vast. Important references include: Arthur M.
Okun, "The Personal Tax Surcharge and Consumer Demand, 1968-1970," Brookings
Papers on Economic Activity (1:1971), pp. 167-212; William L. Springer, "Did the
1968 Surcharge Really Work?," American Economic Review, September 1975, Vol.
65, pp. 644-652; Arthur M. Okun, "Did the 1968 Surcharge Really Work?: Reply,"
American Economic Review, March 1977, Vol. 67, pp. 166-169; William L. Springer,
"Did the 1968 Surcharge Really Work?: Reply," American Economic Review, March
1977, Vol. 67, pp. 170-172; Lawrence R. Klein, "An Econometric Analysis of the
Revenue and Expenditure Control Act of 1968-1969," in Warren L. Smith and John
M. Colbertson, eds., Public Finance and Stebilization Policy, North Holland
Publishing Co., Amsterdam, 1974, pp. 333-355.




Table 8

The Impact of the Revenue and
Expenditure Control Act of 1968
(Difference from Base Simulation)

1968

1969 1970

D R D L W v S D > D A D P = = = D - - — - - = = . " -

Real GNP .. vviriiiiinennnnnnnnn
Real Consumption..............
Real Nonres. Fixed Investment.
Real Res. Fixed Investment....

Housing Starts (mil. units)...
Automobile Sales (mil. units).
Real Net Exports (billion §)..
Savings Rate (%)...ccvuuunn...

Inflation and Unemployment

Implicit Price Def]ator....;..
Wholesale Price Index.........
Unemployment Rate*............

Incomes

Real Disposable Income........
Compensation Per Manhour**. ...
Real Aftertax Profits.........

Interest Rates

3-Month Treasury Bill.........
Federal Funds Rate............
Prime Rate..vivviiinnennennn.
New High-Grade Corp. Bond Rate

Federal Government
Receipts
Personal TaxeS.....eevvunnn.
Corporate TaxeS....veveeun..
Expenditures....c.cvvevuvnnn.
Fed. Budget Surplus (NIA)...

*Difference in rate
**Difference in rate of growth

-0.006
-0.1
0.1
-0.4

-1.0 -0.6
-1.3 -0.9
-1.2 -1.5
-0.6 1.5

(Difference in Level)

-0.008 0.029
-0.3 0.0
0.9 1.6
-0.9 -0.2

(Difference in Rate of Growth)

0.0
0.0
0.1

-0.7
0.0
-10.5

-0.08
-0.03
0.03
-0.02

ANADO Ww
« 4 e .
DO NO

-0.2 -0.3
-0.3 -0.3
0.3 0.3

(Percent Difference)

-2.3 -1.1
-0.3 -0.3
-12.6 -2.1

(Difference in Rate)

-0.36 -0.40
-0.34 -0.57
-0.03 + -0.29
-0.17 -0.32

(Difference in Level)

7.2 0.8
2.9 0.8
-0.4 -1.5
9.7 2.1
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The Impact of the Revenue and
Expenditure Control Act of 1968
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that monetary policy may have neutralized some of the restrictive fiscal policy.
The money supply, which had grown at an average 4.3% between 1966 and 1967,
grew at 7.6% in the four quarters ending 1968:4. Not until mid-1969 did money
growth slow considerably, supporting the original policy goals.

To assess the implications of an offsetting monetary posture during this period,
another simulation was performed in which history is compared to a world in which
the tax surcharge and the four-quarter acceleration in monetary policy were both
removed. The results indicate that the expansionary monetary position neutralized
approximately 25% of the fiscal policy effects in late 1968 and early 1969: in the
fourth quarter of 1968, the surcharge alone reduced real GNP by $7.2 biilion, but
the acceleration in monetary policy added $1.8 billion; in the first quarter of 1969,
a $10 billion reduction in GNP was offset by $2.5 billion. However, by late 1963,
monetary policy worked in. coordination with fiscal policy, and no additional -
perverse effects were found.

5The implications of accommodating monetary policy throughout the period are
summarized in Appendix Table B.3.
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The 1975 Tax Reduction

In response to the worst economic setback since the early 1930s, fiscal policy
turned stimulative again in 1975. The [975 Tax Reduction Act cut both personal
and corporate taxes. The largest single element was a personal tax rebate of 10%
of 1974 tax liabilities up to a $200 ceiling, payable in the second quarter. An
increase in the minimum standard deduction and a $30 credit against 1975 taxes for
each taxpayer and dependent were reflected in lower withholding rates effective
May 1. Other provisions affecting personal taxes included a 5% credit against
taxes for the purchase of a new house, a credit for child care, and an earned
income credit. The impact in the first year was an estimated $20.8 billion.
Personal transfer payments were also increased due to the extension of the
eligibility for unemployment benefits for thirteen weeks, an earned income credit
for nontaxpayers and a $50 payment to Social Security recipients.

Corporate tax changes included an increase in the investment tax credit from 7 to
10% (from &4 to 10% for utilities), and an increase in the corporate surcharge
exemption from $25,000 to $50,000. A 20% rate was applied to the first $25,000 of
income and a 22% rate to the next $25,000. The repeal of the Qil Depletion
Allowance and the limitation of foreign tax credits partially offset these elements.
The net impact on corporate liabilities in the first year was estimated to be $2.2
billion. The combined corporate and personal incogne tax revenue reductions
amounted to 1.7% of GNP in 1975 and 1.1% thereafter.

Table 9 and Chart 4 display the impacts. The lower taxes increased real disposable
income by $19.0 billion, or 2.3% in 1975, and by $21.1 billion or 2.4% in 1976. The
peak effect of the tax change on consumption came quickly due to the tax rebate.
Real consumption growth was up 6.7% at an annual rate in the second quarter, with
durable goods affected the most. By almost any criteria, the rebate proved
effective, with ;6% spent by the end of the first quarter and 68% by the end of the
second quarter.

Strong end-market growth and improved investment incentives also boosted
business expenditures. Growth in real business fixed investment was 1.2% higher in
1975 than under the no-tax-cut case. This difference increased to 4.5% in 1976 and
5.6% in 1977, pushing the ratio of investment to GNP to 9.5% in 1977, 0.4
percentage point higher than would have been the case without the cut. Investment
in both structures and equipment were affected; investment in equipment rose
substantially more due to the increased credit for equipment expenditures. In 1976,
investment in producers' durable equipment was up $4.3 billion, or 5.7%, over the
no-tax-cut case, and 7.3% in 1977. In contrast, investment in structures peaked at
2.2% above the no-tax-cut value in 1976,

With the tax cuts, the unemployment rate is 0.3 percentage point lower in 1975
than without them, and 0.5 percentage point lower in 1976: a gain of 300,000 jobs
in 1975 and 500,000 in 1976. Over the four quarters ending in 1976:2, the
unemployment rate averaged 0.5 percentage point lower than without the tax cuts.

6This assumes extension of the provisions of the 1975 act that were scheduled to
expire on December 31, 1975: the general tax credit and the increase in the
standard deduction.

7For an alternative view, see: Franco Modigliani and Charles Steindel, "is a Tax
Rebate an Effective Tool for Stabilization Policy?" Brookings Papers on Economic
Activity (1:1977), pp. 175-209.
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Table 9

The Impact of the Tax Reduction Act of 1975

(Difference from Base Simulation)

Real GNP..vvverrenneennennnnns
Real Consumption........c.....
Real Nonres. Fixed Investment.
Real Res. Fixed Investment....

Housing Starts (mil. units)...
Automobile Sales (mil. units).
Real Net Exports (billion §)..
Savings Rate (%).ceeeeeineanns

Inflation and Unemployment

Implicit Price Deflator.......
Wholesale Price Index.........
Unemployment Rate*............

Incomes

Real Disposable Income........
Compensation Per Manhour**,.,
Real Aftertax Profits.........

Interest Rates

3-Month Treasury Bill.........
Federal Funds Rate............
Prime Rate....civviiviinenanss
New High-Grade Corp. Bond Rate

Federal Goverrmment
Receipts
Personal TaxeS.eeeeevrennsnn
Corporate Tax€S..ueeevuronsan
Expenditures...cieeeececeens
Fed. Budget Surplus (NIA)...

*Difference in rate
**Difference in rate of growth

1975 1976 1977

(Percent Difference)

1.0 1.2 1.3
1.2 1.3 1.6
1.1 4.3 5.3
1.4 1.0 0.3
(Difference in Level)
0.023 0.009 0.000
0.3 0.2 0.1
-0.9 -2.1 -3.4
0.9 1.0 0.8

(Difference in Rate of Growth)

0.1 0.3 0.5

0.2 0.4 0.5

-0.3 -0.5 -0.6
(Percent Difference)

2.2 2.4 2.5

0.1 0.4 0.5

6.2 4.9 4.4

(Difference in Rate)

0.28 0.50 0.71

0.29 0.71  1.11
0.13 0.49 0.88
0.15 0.45 0.70
(Difference in Level)

-13.8 -12.9 -12.0

-0.6 0.7 0.4

1.7 1.9 3.1
-14.9 -12.2 -11.6
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Chart 4
The Impact of the Tax Reduction Act of 1975
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The inflation-unemployment tradeoff proved not to be unreasonable: the implicit
price deflator for GNP rises 0.1% faster in 1975 and 0.4% faster thereafter, about
a one-for-one tradeoff. With events of the early 1970s still close at hand, the price
expectations factor in the inflation process is more severe than was true in the

early 1960s. Consequently, the impact of tax and expenditure changes on inflation -

has become more of a policy constraint.

The faster pace of the recovery also resulted in higher levels of interest rates. The
Federal Funds rate is 66 basis points higher after four quarters and |26 basis points
by the end of 1977. As was true in other episodes, long-term rates are less
affected by the changed economic activity. By 1977, the new issue rate is 70 basis
points higher.

Under the assumption that monetary policy accommodated the interest rate
increases, the impact of the package is larger. The interest sensitive demand
sectors, notably investment spending and consumption of durables, show the largest
increases (Appendix Table B.4).
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Comparing the tax packages of 1964 and 1975 shows that both exert a similar first
year impact on economic activity; a comparison of later effects and of the two

Acts' componenfs, however, reveals some noteworthy differences. The permanent
reduction in personal taxes in 1964 equaled approximately 1.4% of GNP per year.
In contrast, the initial reduction in 1975 of 1.7% of GNP falls to |.1% in 1976 and
1977. A comparison of results shows similar effects in percentage terms on
consumption and GNP in the first year. However, the impact of the [964 tax cut
increases in 1965 and 1966, while the effect of the 1975 reduction essentially stays
the same (Toble 10).

Table 10 2

Comparison of the 1964 and 1975
Tax Reductions (% difference from
the no-tax-cut case)

Years After Tax Cut
1 2 3
Impact of the Personal
Tax Reductions
Real GNP
1964 0.8 1.3 1.2
1975 0.9 0.9 1.0
Real Consumption |
1964 1.1 1.9 2.0
1975 1.2 1.2 1.5
Impact of the Corporate
Tax Reductions
Real GNP -
1964 - 0.2 0.2
1975 0.1 0.4 0.5
Real Business Fixed Investment
1964 0.1 0.3 0.7
1975 0.6 3.1 i 4.4

The relative strength of the corporate tax reductions is also different. The
corporate tax cut in 1964 is 0.2% of GNP, rising to 0.4%. The 1975 revenue loss is
0.1% of GNP. Despite the relative differences, the [975 corporate cut had a larger
impact on investment and GNP than its 1964 counterpart. The 1964 Act lowered
the corporate rate. The increased cash flow had a limited effect on investment as
corporations made, adjustments in other balance sheet items as well. More of the
1975 cut, however, was reflected in immediate increases in investment largely
because of the investment tax credit.
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A LONGER-RUN PERSPECTIVE

What if we now step back and view the entire |é-year period 1962-1977? Were
activist fiscal and monetary policies on balance stabilizing, or were these policies
themselves responsible for some of the instability experienced over the period? A
glance at one measure of discretionary fiscal policy, the full-employment budget,
shows that while policy tended to move countercyc!ically, the timing was often
wrong and there were some obvious and serious mlscolculqhons (Chart 5). Several
episodes suggest such errors.

In 1964, the sharp drop in the full-employment surplus indicates the
stimulative impact of personal and corporate tax cuts in that year. The
unemployment rate dropped steadily following the policy change, dipping
below its full employment equivalent by late 1965. However, fiscal policy
continued an expansionary posture well into 1968, in spite of accelerating
prices.

Fiscal policy remained tight into (970, despite the significant rise in
unemployment during the previous year.

Chart 5

Fiscal Policy and the Economy, 1962-1977:
The Full-Employment Surplus or Deficit (-)
As a Percent of GNP Compared with the
Unemployment Rate Gap*

Full-employment surplus/
deficit (=)

*The full-employment unemp1oyment rate is based on the recantly revised esti-
mates of potential GNP from the Council of Economic Advisers. See Peter K.
Clark "A Mew £stimate of Potential GNP," January 27, 1977 (Mimeo) and Peter
K. Clark, "Potential GNP in the United States, 1948-1980" in "U.S. Productive
Capacity: Estimating the Utilization Gap," Center for the Study of American
Business, Working Paper #23, Washington University, St. Louis, December 1577.
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. In the 8 quarters from the end of 1972 to the end of 1974, at the onset of the
worst recession since 1930, the full-employment budget swung toward surplus
by $33 billion, the most pronounced contractionary swing ever registered.

.  Monetary policy was also far from perfect over the last two decades. The
last two recession periods were both preceded by a significant run-up in
interest rates (Chart é).

Chart 6 .

Monetary Policy and the Economy, 1962-1977:
The Federal Funds Rate Compared with the
Unemployment Rate Gap
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Though the evidence suggests that activist fiscal and monetary policy could have
been improved, the precise degree to which policy succeeded or failed is difficult
to quantify. Some insights can be gained by comparing the actual performance of
the economy with what would have occurred if fiscal and monetary policy had
provided a stable framework. To do this, the DRI| model was solved once using
actual fiscal and monetary resuits (see Appendix A) over the period 1962 to 1977,
and a second time introducing stable policies.
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A Stable Policy Framework

Fiscal Policy

Stable fiscal policy can be defined in several ways. [t is defined here as balance in
the full-employment budget. Although the concept is crude, sharp swings in the
full-employment budget help to identify the direction of discretionary fiscal policy.
The DRI full-employment budget model is, used to calculate full-employment
budget values in the stable policy simulation.” The basic procedure was to calculate
a constant growth rate for each of the fiscal policy variables, subject to the
constraint that each variable pass through its actual values at the beginning and
end of the interval. Each series was inspected to ensure that the choice of the end
points did not seriously bias the path of the smoothed variable.

The buildup of defense expenditures during the Vietnam War required special
attention. It would be unreasonable to assume that a stable policy framework
would have pacifying ramifications sufficient’ to prevent the war. Therefore,
military spending was assumed to take on its actual values for the years |966-1972,
but smoothed values in the years 1962-1965 and 1973-1977. It was also assumed
that the additional spending during the war period was paid for by increased taxes
. spread two-thirds personal and one-third corporate. The 1968 surcharge was thus
. ignored.

Other adjustments were less troublesome. The run-up in the effective social
insurance tax rate between 1973 and 1974 was allowed to occur, but its path was
smoothed. Since the increase in the tax rate was itself the result of increases in
benefits that had occurred earlier, the run-up in benefits was-also allowed to occur.
All other transfer payments were smoothed along their trend line. The effective
personal and corporate tax rates were smoothed along their trend paths, with
appropriate adjustments for Vietnam War expenditures. The ratio of indirect
business taxes to GNP was allowed to decline smoothly following historical
experience. Finally, the real value of grants was adjusted to grow at an average
annual rate of 8.4%, the average growth over the |6 year period. Since the model
includes a behavioral state and local sector in which grants play an important role
in determining expenditures and tax rates, no special changes were required. The
sector responds endogenously to the changed pattern of grants.

With this preliminary set of stable policy variables, the model was solved for the
period 1962-1977. At this point, the full-employment budget deficit was typically
within $2 to $3 billion of the desired level for each year. To. get the rest of the
way to the balance criterion, personal taxes were adjusted. )

" Monetary Policy
Proper measurement of the impact of monetary policy is also ambiguous. Neutral

monetary policy is often defined as steady interest rates. With inflationary
expectations affecting interest rates, however, a neutral approach tends to produce

8sce "Measuring Fiscal Policy: The DRI Full-Employment Budget Model," DRI
Technical Documentation, (Mimeo).
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a totally accommodating monetary policy, with unreasonable variations in the rate
of increase of the money supply. Neutral policy can also be defined in terms of
controlling the rate of growth of various monetary aggregates. As no one measure
can be said to be truly exogenous, both measures were employed.

The policy instrument chosen for the period 1962 to 1973 was nonborrowed
reserves, a variable corresponding quite closely to the direct instrument of open
market policy. During the first 6 years, 1962 to 1967, reserves were forced to grow
“at 3.8% a year, avoiding the stagnation of reserves in 1962 and 1963 and the
tightness in 1966. Between 1968 and 1972, reserves were forced to grow at 5.4% a
year, consistent with the rapid growth of reserves between 1966 and 1968 but
avoiding the stringencies of 1969. Had nonborrowed reserves grown smoothly
between 1973 and 1977, interest rates would have behaved much more erratically
than they actually did. Therefore, during this final period, a policy of attempting
to stabilize interest rates was followed. Appendix Table A.2 shows money and
reserve growth rates as well as the path for the Federal funds rate under both the
actual and stable policy paths. :

The Scorecard

Chart 7, comparing the actual and stable policy levels of real GNP, shows that the
growth in real GNP is much less volatile under the stable policy framework, and
that some of the worst cyclical episodes are, if not avoided, made less severe.
Between 1966 and 1968, the unemployment rate still dips below its full-employment
equivalent under the stable policy framework, but the drop is smaller, indicating
less tightness in labor markets and reduced price pressures. The big macro event of
the period, the 1974-1975 recession, would have been much less severe, with peak

Chart 7
Gross National Product
(Billions of 1972 dollars)
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unemployment rates just over 7% instead of nearly 9%. Annual real GNP growth is
{.5% in 1974 and -0.1% in 1975 as opposed to the recorded growth rates of —1.4%
and -{.3%. Getting out of the 1974-1975 recession wouid also have been a much
less costly enterprise. Over the 3 years, 1975-1977, the cumulative Federal deficit
under stable policies would have been $49.3 billion less than actually occurred, a
7% reduction in the 1977 Federal debt.

Table 11 and Charts 8-12 summarize the important differences between the stable
and actual policy paths.
h 3
. Under stable policies, the growth in final demand over the pericd shows
smaller variations around trend than actually occurred. The saving rate is
considerably less volatile. The swings in disposable income are less severe,
since rebates, surcharges and personal tax cuts are smoothed out. Interest
rates also follow a more stable path; credit extensions and liquidations over
the cycle are less severe and the carrying cost of consumer debt is far less
destabilizing.

Chart 8
Savings Rate
(Percent)

10
History
N

Stable fiscal and
monetary policies

The investment share of GNP under stable policies remains an average 0.2
percentage point above the historical share. During the period from 1969 to
1977, it exceeds the historical share by a full 0.3 percentage point. The stable
path for interest rates, reduced Federal financing needs and more stable
consumption patterns combine to produce this result. By 1977, the capital
stock is 2.2% higher, increasing potential GNP by 0.6%.
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Chart 9
Real Business Fixed Investment
(Percent of real GNP)
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A smooth policy framework would have reduced the problems of bottlenecks
in manufacturing. In 1966, during the Vietnam buildup, utilization rates
average 3 percentage points below the actual peaks, and 2 percentage points
below in 1973, the peak utilization rate year. Vendor performance, the
percent of purchasing agents experiencing delivery delays, never reaches its
1973 highs of 90%.

~ The price level would have risen close to 1% less under stable framework

policies. Although the average rate of increase over the period is cut only
0.2%, from 4.7% to 4.5%, inflation rates from the mid-1960s to the early
970s would have been over 0.5% a year lower. By the mid-1970s, however,
the gap narrows fast, with inflation rates slightly worse under the stable
policy path between 1975 and 1977. This is attributable to the stronger
economy during 1974 and 1975.

Chart 11
Implicit Price Deflator
(Annual percent change)
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Stable policies would have produced about the same cumulative
unemployment over the period but a far more stable pattern. Easier money
and less fiscal restraint between 1962 and 1964 would have produced a quick
drop in the unemployment rate from 5.6% in the first quarter of 1962 to 4.6%
in the first quarter of 1964, 0.8 percentage point below the actual rate. From
1966 to 1969, major tax increases to pay for the war and smaller increases of
bank reserves would have caused the unemployment rate to average 4.3%, 0.6
percentage point above the actual rate. In the early 1970s, both stable and
actual policy paths produced rising unemployment because the reductions in
defense spending have larger short-term muitipliers than the associated
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personal tax reductions. In most recent years, the actual swing toward fiscal
restraint during 1973 and 1974 is avoided with stable policies. As a
consequence, the 1974-1975 recession is much less severe than actually
incurred: the unemployment rate peaks at 7.2% in the second quarter of
1975, 1.6 percentage points less than the actual peak.

Chart 12
The Unemployment Rate
(Percent)

History

Stable fisca1 and
monetary policies

‘—

The stable policy framework also shows little evidence for the view that lack of
coordination between fiscal and monetary authorities is often responsible for poor
policy performance. Chart |3 presents two indices of policy direction: fiscal
policy is summarized by changes in the full-employment budget, monetary policy by
changes in nonborrowed reserves. In each case, values less than zero indicate a
more stimulative position relative to the position of the previous year. In only two
years can fiscal and monetary policies be said to have worked at cross purposes:
1968 and 1976. In both years, fiscal policy became more" contractionary while
monetary policy became more stimulative.

ALL THINGS CONSIDERED

The present analysis shows that stabilization policies over the last decade and a
half have been potent as countercyclical measures, but that mistakes in timing and
policy coordination were occasionally made. As a result, effects were often less
than hoped for. The history of the period shows fiscal and monetary policy drifting
away from the path defined by a stable policy framework. Although each of the
episodes studied represents a sharp correction to this drift, it is suggested that
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Chart 13
Index of Monetary and Fiscal Policy Coordination*
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Monetary policy = negative of the change
in nonborrowed reserves from its stable
policies path (billions of dollars).

better results could have been achieved with the stable framework policies than
with the actual policies. While average unemployment would have been the same,
the variations would have been milder. Real growth would have been smoother and
the rate of inflation would have been less. The investment share of GNP would
have been higher, and by the end of the period, manufacturing capacity would have
begn nearly 3% higher, providing a stronger base for continued growth through the
1980s.

Actual policies, however, cannot be entirely blamed for the cycles of the last 16
years. Even under the stable policy framework, considerable economic variation
remained. The twin problems of inflation and unemployment would not disappear
easily under stable policy rules. Even if they would, such policies are difficult to
administer: they require precise information of political and economic conditions
and meticulous variation of numerous policy instruments, a tall order even for the
vigilant. The challenge for policymakers in the 1980s is not to produce a perfectly
stable policy path, but to improve upon the policy record of the last 16 years.
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APPENDIX A: Methodology

Two approaches were followed in analyzing the impact of each policy episode. The
actual history of each episode was compared, first, with a dynamic simulation in
which the policy in question had been removed, and second, with a stable policy
simulation spanning the entire period. '

l Analyzing the Individual Episodes

In analyzing the individual episcdes, the basic procedure was to remove the
relevant policy from an historical simulation of the model, and to solve the model
under the new assumptions. The results of the solution without the policy ‘were
compared with history to assess the impact of the policy change.

An historical solution of the model does not duplicate history exactly, since the
model is not a perfect representation of the economy. When policy parameters are
changed and the model re-solved, the observed differences between the model
results and history reflect two influences: the impact of the policy change as well
as the residual error of each equation. [t would therefore be misleading to
attribute the entire observed change to the policy in question.

To get around this problem, a null solution of the mode! was prepared for the
interval 1962 to 1977. This consists of a solution of the mode! using actual values
for the independent variables in each equation. The predicted values for each
equation were subtracted from the actual values to calculate the residual errors.
These residuals were then cdciled back to the predicted values of the equations by
adjusting the constant terms.’ With this modification, the predicted values of the
variables equal the historical values when the model is solved, and the simulation in
which policy parameters are changed can then be compared directly to history to
assess the impact of the policy change.

IRe_siduc:l errors for selected variables are shown in Table A.l below.

l. The Revenue Estimates

The procedure employed to derive the first-round revenue estimates for the
personal tax reductions in 1964 and 1975 consisted of estimating a personal income
tax equation for each episode, using a variety of plausible patterns for the timing
of the revenue impact. The equation with the best econometric results was chosen
in each case.

Equation |, estimated over the period from 1960 to 1977, was employed to generate
the revenue estimates for the 964 tax reduction.

Equation |

TPGF2 = AGI * (1+REBSUR) * EXP[ -3.0 + .49 * log (AGI/EHH) - .15% Dé4
(-36.2) (10.7) (-9.8)

-.080 * D69 - .116 *D75 +.045 * D77 +.036 * DUMMY7273 + .017 * YSURNW]
(-4.3) (-6.8) (3.0) (4.7) (4.9)

2 Equation estimated in logarithmic form.
t-statistics appear in parentheses below each coefficient
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Estimation Interval: [960-1977

2. 92
SEE = .017
DW = .64

Autocorrelation coefficient = .57

Abbreviations

AGl = Personal income - other labor income - govérnment transfers + the
. employee share of social insurance contributions (billions of dollars)

REBSUR = The value of rebates and surcharges (percent)-

TPGF = Personal tax and nontax payments (billions of dollars)

EHH = Household employment (miilions)

Dé4 = Dummy for the Revenue Act of 1964

D69 = Dummy for the Tax Reduction Act of 1969

D75 = Dummy for the Tax Reduction Act of 1975

D77 = Dummy for the acceleration in gift tax payments in 1977:1

DUMMY7273 = Dummy to reflect the timing of tax payments in 1972 and 1973.

YSURNW = Nonwithheld personal income tax surcharge

Equation 2 was employed to generate the revenue estimates for 1975. It was
estimated over the shorter interval 1965-1977.

Equation 2

TPGF® = AGI * (I + REBSUR) * EXP[-2.97 + .400 * log (AGI/EHH)
(-26.0) (7.2)

-.081 * D69 + .036 * D71 -.101 * D75+ .045 * D77+ .032 * DUMMY7273

(-4.3) (2.3) (-6.2) (2.9) (3.9)
+.018 * YSURNW]
4.9)

Estimation Interval: 1965-1977

R2-. .9
SEE - .017
DW = 1.77

Autocorrelation coefficient = .49

3Equclfion estimated in logarithmic form.
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The revenue change was calculated as the difference between the value predicted
by the equation (with the timing dummy equal to the value used in estimating the
equation) minus the predlcfed value with the dummy set equal to zero. The tax
base used in both cases is the same. The no-tax-cut revenue estimates are based
upon the level of income which actually occurred. They do not reflect the fact
that the tax base as well as the tax rates would have been different if the tax cut
had not occurred. However, the ultimate change in taxes calculated from the full
model simulation reflects both the direct revenue impact as well as the indirect
impact of the changes in the tax base.

The revenue impact of changes in the statutory corporate tax rate and in the
investment tax credit were treated in a similar manner. In each case, the revenue
impact was equal to the change in the fcx rate multiplied by ccfucl corporate
profits before taxes.

The first round estimates for the 1968 surcharge were not derived from the same
methodology as 1964 and 1975. The numbers presented in Table | of the text are
those estimated by the Bureau of Economic Analysis.

1. Defining Accommodating Monetary Policy
Monetary Policy

The response of the economy to alternative fiscal policies depends in part upon the
reaction of monetary authorities. Both accommodating and nonaccommodating
monetary policy positions were considered4 For the purpose of this study,
accommodation was assumed to mean the maintenance of real interest rates at
their base level. The real rate of interest was defined as the nominal rate minus
the expected rate of inflation. The expected rate of inflation was calculated as a
function of past and recent changes in consumer prices. The Federal funds rate
‘was used as the target of monetary adjustments.

AResults from the accommodating monetary policy exercises are contained in
Appendix B.

V. The Stable Policy Methodology

The stable policy simulation captured what would have happened if fiscal and
monetary policies had followed smooth growth rules and if their net impact on the
economy had been roughly neutral. The criterion used for neutral fiscal policy was
a Full-Employment Budget deficit of zero. The Full-Employment Budget values
were calculated from the DRI Full-Employment Budget Model. The criterion used
for neutral monetary policy was stable growth in nonborrowed reserves, and in most
recent years, stabie interest rates.

Fiscal Policy

The basic procedure for smoothing policy was to calculate a series for each of the
relevant fiscal policy variables which grew at a constant rate and passed through
its actual values at the beginning and end of the interval: 62:1 and 77:4. There is
room for considerable discretion here since if either the beginning or end of the
interval were different, the entire series would have been different. This posed a
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minor problem since 1977 was a year in which fiscal policy became quite
stimulative, even more so than in 1976, The endpoints of the smoothed series were
thus tagged to a period in which all of fiscal policy was somewhat "off trend."
However, where necessary, each series was adjusted to insure that the choice of
the end points did not seriously bias the path of the smoothed variable.

The Vietnam War buildup of defense expenditures was treated somewhat
differently. Under the assumption that the Vietham War would have occurred
regardless of policy stance, .one technique considered was to have removed the
estimates of the cost of the Vietnam War, smooth the remainder, then add back the
Vietnam defense purchases. Unfortunately, the data indicate that a large fraction
of the spending on Vietnam was money that would have. been spent anyway.
Financing was borrowed from other defense requirements, notably European
defense, in order to pay for Vietnam. With Vietnam expenditures removed, defense
purchases take a noticeable dip in the period 1966 to 1972. The technique chosen
therefore was to include actual defense spending for the years 1966 to 1972 and the
smoothed spending levels in the years 1962-1965 and 1973-1977. |t was assumed
that the additional spending above trend was paid for by war taxes—spread two-
thirds personal and one-third corporate—corresponding exactly to the buildup in
defense speriding. '

A second problem concerned corporate taxes. Even with a stable effective
corporate tax rate, full employment corporate tax revenues are exceptionally
volatile, due to large swings in the inventory valuation adjustment (IVA),
particularly between 1973 and [975. This phenomenon is due, in part, to the
structure of the Full-Employment Budget Model. The model uses smoothed values
for the full employment income shares to calculate the income bases on which
taxes are paid. Actual corporate taxes are based on book or accounting profits.
However, this concept of profits is quite sensitive to short-term changes in the IVA
and in various depreciation allowances. The Full-Employment Budget Model thus
uses the national income and product accounts "economic" or "operating" definition
of profits, which includes both inventory valuation and capital consumption
adjustments. During periods when the IVA was extremely large, particularly
between 1973 and 1975, the effective tax rate on corporate profits before tax (NIA
basis) is considerably higher than the effective book profits tax rate. In these
periods, the effective corporate tax rate on book profits was adjusted so that the
pattern of taxes on the NIA basis was smoother.

Table A.2 shows the values of the policy variables under stable and actual policies.

35458 O - 78 - 4



44

Table A.1
Percent Errors in Major Equations
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Table A.1 continued
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1972:1 1972:2 1972:3 1972:4 1973:1 1973:2 1973:3 1973:4 1974:1 1974:2 1974:3 1974:4 1975:1 1975:2 1975:3 1975:4
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Table A.l continued

1976:1 1976:2 1976:3 1976:4 1977:1 1977:2 1977:3 1977:4

Consumption
Furniture 0.1 0.3 0.8 1.5 -0.9 -0.9 0.6 2.7
Motor Vehicles & Parts 5.4 0.8 -3.7 =-2.9 3.8 0.7 -5.6 -3.5
Other Durables 1.9 0.6 1.2 2.5 -0.6 -l1.6 -1.0 3.9
Clothing and Shoes 0.4 -1.5 -0.6 2.1 -0.9 -2.3 -0.6 3.2
Food -0.6 0.5 -0.3 -0.8 1.3 2.1 0.7 1.8
Gasoline and 01l 0.9 -0.2 -2.3 2.8 1.4 0.0 -1.7 0.1
Fuel & Other Nondurables 0.0 1.1 0.2 1.4 1.0 -1.6 -3.0 -1.4
Household Operation -0.3 -0.5 0.5 4.4 3.3 0.2 4.4 5.5
Housing 0.3 0.9 0.3 0.4 -0.1 -0.1 0.2 0.5
QOther Services -0.8 -1.2 -0.9 -0.8 0.1 0.5 -0.3 -1.0
Transportation Services 1.2 1.3 0.3 0.3 -0.4 -0.9 0.3 0.4
| Investment
Nonresidential
Producer's Durable Equipment -1.9 -1.4 -0.3 -2.5 2.6 2.1 1.6 1.7
Structures 1.8 0.9 -0.8 =-1.6 -3.0 -0.1 1.0 1.8
Residential Structures 0.1 2.0 -2.9 0.6 -2.0 2.1 -3.0 -4.6
Government
State and Local 0.3 0.9 0.1 -1.0 =-2.1 ~-i.0 ~-1.1 -1.3
Purchases of Goods and Services
International Trade '
Exports by End Use Category 3.6 6.8 7.5 5.8 1.4 1.9 3.2 13.1
Prices,Wages and Employment '
Consumer Price Index 0.0 0.0 0.0 0.1 0.1 0.1 0.1 0.1
Compensation per Manhour 0.7 0.6 0.2 0.0 0.5 0.} -0.2 -0.3
Unemployment Rate* -6.7 -5.0 2.3 3.1 -2.1 -49 -2.8 -5.7
Interest Rates
Federal Funds Rate* -0.2 0.0 0.0 0.1 0.0 0.2 -0.2 -0.4
3 Month Treasury 8i11* -0.3 0.3 0.2 -0.1 -0.5 -0.2 0.0 0.3
New High Grade Corp. Bond Rate* -0.3 -0.1 0.0 -0.1 0.1 0.0 -0.2 -0.1

*Actyal-Predicted




Table A.2

Fiscal and Monetary Policy Variables

(Billions of dollars except as noted)

48

1962

FEDERAL GOVERNMENT EXPENDITURES AND RECEIPTS

Defense Purchases

History 51.0 50.3

Stable Policies 50.9 51.6
Nondefense Purchases

History 12,7 14.3

Stable Policies 12.4 13.2
Domestic Transfers

History 25.6 27.0

Stable Policies 26.1 28.3
Foreign Transfers

History 2.1 2.2

. Stable Policies 2.3 2.4

Grants-in-Aid

History 8.0 9.2

Stable Policies 8.1 9.1
Net Subsidies

History 4.3 3.9

Stable Policies 4.3 4.4
Interest

History 6.7 7.3

Stable Policies 6.8 7.1
Personal Tax and Nontax Payments

History 48.7 51.5

Stable Policies 44.4 47.2

1963 1964 1965

Corporate Profits Tax Accruals

History

22.5 24.6

Stable Policies 23.3 26.8

49.0
52.5

16.2
14,2

27.8
30.9

n M

10.
10.

~N S

S
o

~ D
[~ X =]

48.6
$0.8

26.1
28.3

49.
53.

7.
is.

30.
34.

11.
1.

54.
54.

28.
30.

~n N

o

@

L=

(S NN

oo wn

1966

60.
6l.

18.
16.

33.
38.

14.
13.

61.
65.

1.
31.

~N N

o un

[ RV-)

3

LS N W)

1967

15.9
14.9

[T
N~

1968

76.8
77.0

36.3
33.0

1969

76.2
75.9

94.8
95.8

36.2
4.6

1970

73.5

22.1
23.7

61.3
60.8

1971 1972 1973 1974 1975
70.2  73.5 73.5 77.0 83.9
69.6 72.7 73.8 79.6 86.9
26.0 28.6 28.6 34.1 39.4
26.5 29.7 32.6 37.1 42.8
72.6 80.4 93.2 114.4 146.0
69.5 77.8 87.9 107.0 135.4
2.6 2.8 2.6 3.3 3.1
2.8 2.9 2.9 3.0 3.0
29.0 37.5 40.6 43.9 54.6
26.3 30.1 34.4 41.7 50.0
6.2 7.8 8.2 5.3 6.
6.2 6.5 6.8 7.1 7.5
14.0- 14.5 18.2 20.9 23.3
13.4 14.5 17.5 18.9 21.2
89.9 108.2 114.6 131.1 125.6
96.3 106.3 115.5 132.6 141.9
33.5 3.6 43.0 45.9 43.1
. 30.8 34.2 40.3 42.0 48.3

1976

91.1

43.3
47.3

158.8
150.8

[RYA)
N

61.0

~
0w

27.2
25.2

147.3
155.5

55.8
55.0

1977

94,
94.

51.
51.

169.
168.

67.
66.

29.
27.

170.
173.

58.
54.

[N R &)

N

6

~ o LN
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Indirect Business Taxes

History 14.6 15.3
Stable Policies 14.5 14.8

Social Insurance Contributions

History 20.5 23.1
Stable Policies 21.1 23.3

History

Grants-in-Aid (billions of 1972

History 13.2 14.8
Stable Policies 13.4 14.6

OTHER POLICY VARIABLES

Effective Investment Tax Credit
on Equipment (percent)

History 3.70 5.23
Stable Policies 3.18 3.40

Federal Funds Rate (percent)

History 2.68 3.18
Stable Policies 2.49 1.97

Nonborrowed Reserves

History 19.3 19.6
Stable Policies 19.9 20.7

15.1

24.0
26.0

Defense Purchases (billions of 1972 dollars)

History 82.6 79.5 75.6 73.9 86.
Stable Policies 82.3 81.2 80.1 79.0 86.

dollars)

16.5
15.8

17.0
17.2

15.6
16.0

33.2
1.9

——

Nondefense Purchases (billions of 1972 dollars)

20.5 22.7 24.9 26.6 26.4
Stable Policies 20.0 20.8 21.7 22.6 23.5

21.0
18.7

16.3
15.5

35.1

4.22
4.40

23.8
24.0

5.60
4.77

5.66
5.93

25.5
25.1

19.0
17.0

47.0
45.0

95.3
95.3

26.5
26.6

24.8
23.9

8.21
7.56

26.3
26.3

19.3
17.4

49.8
49.7

85.1
85.1

25.6
27.7

oN

26.

0.00 °

5.46

7.18

27.5
27.5

18.2

54.9
54.6

3.65
5.85

4.66
6.06

29.3

19.2

62.8
62.5

6.26

4.43
5.98

32.3
31.0

21.2

79.5
78.3

69.5
70.8

21.7
22.2

- 89.9

88.5

66.4
69.9

29.4
32.6

37.1
36.1

23.9  23.3
23.8 25.9
94.2 105.7
96.7 106.4
65.8 64.4
68.9 68.0
30.9  32.2
33.9  35.4
42.1  44.2
39.2 42.6
9.00 9.00
7.67 8.20
5.83 5.04
7.02 6.5
34.9  34.3
34.7  33.8

24.8
27.8

118.
117.

[ENRY-=)

65.8
66.5

35.
36.

[WR]

45.9

9.00
8.78
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The Results Assuming Accommodating Monetary Policy

Table B.1

The Impact of the Revenue Act of 1964,
Accommodating Monetary Policy
(Difference from base simulation)

Real GNP......ccvveriinnnnnnn.
Real Consumption..............
Real Nonres. Fixed Investment.
Real Res. Fixed Investment....

Housing Starts (mil. units)...
Automobile Sales (mil. units).
Real Net Exports (billion §)..
Savings Rate (¥).c.evenniinnnns

Inflation and Unemployment

Implicit Price Deflator.......
Wholesale Price Index.........
Unemployment Rate*............

Incomes

Real Disposable Income........
Compensation Per Manhour*=....
Real Aftertax Profits.........

Interest Rates

v mcecanwe -

3-Month Treasury 8ill.........
Federal Funds Rate............
Prime Rate....ccvviiennenacnns
New High-Grade Corp. Bond Rate

Federal Government
Receipts
Personal Taxes.....coceuvens
Corporate TaxesS.....coceueee
Expenditures....cooeeenenees
~ Fed. Budget Surplus (NIA)...

*Difference in rate
**Difference in rate of growth

1964 1965 1966 1967
(Percent Difference)
0.9 1.5 1.6 1.1
1.1 2.0 2.2 1.7
0.6 1.6 2.3 2.5
1.2 3.6 6.0 5.1
(Difference in Level)
0.029 0.072 0.102 0.081
0.3 0.4 0.1 -0.2
-0.2 - -l.1 -2.2 -2.5
0.9 1.1 1.3 1.6
(Difference in Rate of Growth)
0.1 0.4 0.6 0.6
0.1 0.4 0.4 0.3
-0.2 -0.6 -0.6 -0.5
(Percent Difference)
2.1 3.1 3.3 3.4
0.1 0.4 0.6 0.7
7.0 10.5 9.0 6.7
(Difference in Rate)
0.08 0.18 0.26 0.29
0.00 0.08 0.18 0.30
-0.03 0.03 0.09 0.27
0.07 0.23 0.50 0.77-
(Difference in Level)
-6.5 -7.5 -7.5 -7.7
-0.3 -1.6 -2.1 -2.7
-0.1 -0.1 0.3 1.0
-6.3 -8.1 -8.5 -9.8

D D e D P B = - . - - - - - -
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Table B.2

The Impact of the Expenditure Buildup, 1962-1965,
Accommodating Monetary Policy

(Difference from base simulation)

1962 1963 1964 1965

- = - - . - D W S D - - - . - - .

Economy

------- (Percent Difference)
Real GNP, .. ivirnvcvnnnnnnanns 0.6 0.9 1.2 1.1
Real Consumption......cocvanee 0.2 0.5 0.8 0.6
Real Nonres. Fixed I[nvestment. 0.3 0.9 1.5 1.4
Real Res. Fixed Investment.... 0.3 0.9 0.9 0.7

(Difference in Level)-

Housing Starts (mil, units)... 0.007 0.016 0.015 0.009
Automobile Sales (mil. units). 0.1 0.2 0.1 0.0
Real Net Exports (billion $).. -0.1 -0.4 -0.7 -1.0
Savings Rate (%)...cevveenenns 0.2 0.2 0.2 0.3

Inflation and Unemployment

.......................... (Difference in Rate of Growth)
Implicit Price Deflator....... 0.0 0.2 0.3 0.4
Wholesale Price Index......... 0.0 0.2 0.3 0.4
Unemployment Rate*............ -0.1 -0.3 -0.4 -0.4

Incomes

------- (Percent Difference)
Real Disposable Income........ 0.4 0.7 1.0 1.0
Compensation Per Manhour**.... 0.1 0.2 0.4 0.4
Real Aftertax Profits......... 1.5 2.0 1.8 0.7

Interest Rates

-------------- (Difference in Rate)
3-Month Treasury Bill......... 0.02 0.04 0.07 0.10
Federal Funds Rate............ 0.00 0.03 0.09 0.15
Prime Rate.....ccevrveennaanes 0.00 0.03 0.09 0.1

7
New High-Grade Corp. Bond Rate -0.05 0.01 0.08 0.19

Federal Government

------------------ ’ (Difference in Level)
Receipts
Personal Taxes...... cevencee 0.4 0.9 1.3 1.7
Corporate TaxeS.....oeeueens 0.4 0.5 0.6 0.5
Expenditures.....cocceeceens 1.8 2.4 3.2 4.0
Fed. Budget Surplus (NIA)... -0.8 -0.6 -0.7 -1.0

*Difference in rate
**Qifference in rate of growth




Table B.3

The Impact of the Revenue and Expenditure Control
Act of 1968, Acccmmodating Monetary Policy
(Difference from base simulation)

Real GNP.....vivnneinieennnnns
- Real Consumption..............
Real Nonres. Fixed Investment.
Real Res. Fixed Investment....

Housing Starts (mil. units)...
Automobile Sales (mil. units).
Real Net Exports (billion $)..
Savings Rate (%)..cevenvennnnn

Inflation and Unemployment

Implicit Price Deflator.......
Wholesale Price Index.........
Unemp loyment Rate*............

Incomes

Real Disposable Income........
Compensation Per Manhour**, ..,
Real Aftertax Profits.........

Interest Rates

3-Month Treasury Bill.........
Federal Funds Rate............
Prime Rate.........co00nnn. e
New High-Grade Corp. Bond Rate

Federal Government
Receipts
Personal Taxes....cvveeeeens
Corporate TaxeS.....cvevuvnn.
Expenditures......ccovveven.
Fed. Budget Surplus (NIA)...

*Difference in rate
**0ifference in rate of growth

1968 1969 1970

-0.3 -1.1 -0.9
-0.3 -1.4 -1.1
-0.3 -1.3 -2.0
-0.2 -1.7 -1.4

(Difference in Level)

-0.007 -0.035 -0.024
-0.1 -0.4 -0.1
0.1 1.0 1.8
-0.4 -0.9 -0.2

(Difference in Rate of Growth)

0.0 -0.3 -0.4
0.0 -0.3 -0.4
0.1 0.4 0.4

(Percent Difference)

-0.7 -2.3 -1.3
0.0 - -0.3 -0.4
-10.5 -13.2 -3.6
(Difference in Rate)
-0.06 -0.13 -0.09
0.00 -0.03 -0.10
0.04 0.05 -0.06
-0.02 -0.10 -0.25
(Difference in Level)
3.0 7.1 0.4
3.7 2.8 0.3
0.0 -0.3 -1.3
6.6 9.3 0.8
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Table B.4

The Impact of the Tax Reduction Act of 1975,
Accommodating Monetary Policy
(Difference from base simulation)

1975

1976 1977

Economy

Real GNP....coceieccesnavccosnns
Real Consumption.....ceceeeess
Real Nonres. Fixed Investment.
Real Res. Fixed Investment....

Housing Starts (mil. units)...
Automobile Sales (mil. units).
Real Net Exports (billion §)..
Savings Rate (%)..ceceveccneass

Inflation and Unemployment

Implicit Price Deflator.......
Wholesale Price Index.........
Unemplioyment Rate*..... eeeeene

Incomes

Real Disposable Income........
Canpensation Per Manhour™ ...

Real Aftertax Profits.........

Interest Rates

3-Month Treasury 8ill.........
Federal Funds Rate............
Prime Rat@isevserenoerccancens
New High-Grade Corp. 3ond Rate

Federal Government

Receipts
Personal TaxesS.ceeeececoonne
Corporate TaxeS...eseeeenens
ExpendituresS..coeeeeceacanes
Fed. Budget Surplus (NIA)...

*Qifference in rate
~=0ifference in rate of growth

(Percent Differance)

1.4 1.7
1.5 1.8
4.8 6.6
3.7 4.0

(Difference in Level)

0.069 0.091
0.3 0.2
-2.3 -3.9
1.0 .9

0.
c.
-0.

~ OO0

(Percent Difference)

2.5 2.7
0.4 0.7
5.8 6.0

(Difference in Rate)

0.09 0.12
0.08 0.18
0.09 0.32
0.46 0.77

(Difference in Level)

-12.4 -10.9
1.2 1.5
1.5 2.3

-10.4 -7.7
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% 1962 1963 1964 1965 1966 1967 1968 19" 1970 L1971 1972 1973 1974 1975 1976 19N

Ca
o GHP and Its Components---Bi1lions of bollars - SAAR
3- . .
°Q Tota) Consumption................ 355.2 374.6 400.4 430.2 464.8 490.4 535.9 579.7 618.8 666.1 733.0 009.9 889.6 980.4 1093.9 1211.3
P Nonres. Fixed Investment. 51.3 53.6 59.6 71.3 81.4 82.1 89.3 98.9 100.5 104.0 116.8 136.0 150.6 .149.1 161.9 185.4
il Res. Fixed Investment............ 27.4 30.7 31.1 31.2 28.8 8.7 3.5 3.9 36.6 49.6 62.0 66.1 551 51.4 68.0 91.0
c Inventory Investwent,. veees 6.5 6.0 5.8 9.5 14.3 10.1 1.7 9.4 3.8 6.3 9.4 17.9 8.9 -11.5 13.3 17.4
< Net Exports........oicenvunnnna.. 54 6.3 89 7.6 5.0 4.9 2.3 1.2 3.9 1.6 -3.3 1.2 6.0 20.3 7.8 -10.1
— Federal Purchases.... - 63.7 64.6 65.2 67.3 78.8 90.9° "0 97.5 95.6 96.2 102.1 102.2 111.1 123.3 130.]1 145.4
] State and Local........ --. 54.3 59.0 64.6 71.1 79.8 89.3 10u.? ‘}110.4 123.2 '137.5 151.0 167.4 191.6 215.6 231.2 249.5
:‘ Gross National Product........... 563.8 594.8 635.7 688.2 753.0 796.3 868.5 935.6 982.4 1063.4 1171.} 1306.6 1412.9 1528.7 1706.3 1889.9
‘<D Real GNP (1972 tollars).......... 799.1 830.7 874.4 926.0 961.0 1007.7 1051.9 1078.9 1075.3 1107.5 1171.1 1235.0 1217.9 1202.1 1274.6 1337.4
% Prices and Wages --- Annual Rates of Change
,a Implicit Price Deflator.......... 1.8 1.5 1.6 2.2 3.3 3.0 4.5 5.0 5.4 5.1 4.1 5.8 9.7 9.6 5.3 5.5

Fixed Weight Deflator. o L7 14 13 20 3.2 3.2 4.4 5.0 5.2 5.0 4.1 5.8 9.5 9.2 5.6 5.9
Consuner Price Index....... .. L2 1.2 1.3 1.6 3.0 2.8 4.2 5.4 5.9 4.2 3.3 6.2 1.0 9.2 5.7 6.5
Wholesale Price Index...... . 6.2 -0.3 0.2 2.0 3.3 0.2 2.5 3.9 3.7 3.3 4.4 13.1 18.8 9.2 4.6 6.2
Compensation per Mour............ 4.0 3.7 4.7 35 59 5.7 7.4 6.4 6.9 6.4 5.8 7.7 9.4 9.8 8.7 8.8
Production and Other Key Measures

Industrial Production (67=1)..... 0.721 0.766 0.817 0.898 0.977 1.000 1.063 1.112 1.078 1.096 1.197 1.297 1.293 1.178 1.298 1.371

Annual Rate of Change..... ... 8.3 6.2 6.7 9.9 8.8 2.3 6.3 4.6 -1.1 1.7 9.2 8.4 -0.3 .-8.9 10.1 5.6
Housing Starts(Mil. units)....... 1.459 1.589 1.541 1.469 1.167 1.285 1.504 1.487 1.434 2.035 2.361 2.045 1.332 1.161 1.541 1.966

Retail Unit Car Sales(Mil. Units) 7.0 7.7 8.1 9.4 9.1 8.4 9.6 9.6 8.4 10.3 1l.0 11.4 9.0 8.7 10.1 11.2
Unemp loyment Rate (X)........ 5.6 56 5.2 45 1.8 3.8 3.6 3.5 5.0 6.0 5.6 4.9 5.6 8.5 1.7 7.0
Federal Budget Surplus (NIA)..... -4.2 0.3 -3.3 05 -1.8 -13.1 5.8 8.5 -12.2 -22.0 -17.3 -6.7 -10.7 -70.2 -54.0 -50.2

Money and Interest Rates

1°J »iqel

ls-ap:;o 1 bbwwns
:D XIANIddV -

p30Q {PILU0ISIH .

¥¢

Money Supply (Ml)......covunnnnn. 150.4 156.4 163.4 170.5 175.5 186.6 200.7 208.5 218.7 233.3 252.9 268.7 282.3 294.5 311.1 334.1

nual Rate of Change......... 1.4 4.0 45 4.3 29 6.3 1.5 3.9 4.9 6.7 8.4 6.2 5.1 4.3 5.6 7.4

Yew AA Corp. Utility Rate (X).... 4.35 4.34 4.47 4.60 5.47 592 6.64 7.85 8.76 7.69 7.42 7.83 " 9.42 9.45 8.67 8.3

New Ih?h -Grade Corp.Bond Rate (1) 4 23 4.24 4.40 4.54 544 577 6.48 7.68 8.5 7.36 7.16 7.65 B8.96 9.01 8.33 B8.06

Federal Funds Rate {X)........... 2.68 3.18 3.50 4.07 5.11 4.22 5,66 B8.21 7.18 4.66 4.4 8.73 10.50 5.83 501 5.53

Prime Rate (X).....ccovvevvnnnn.. 4.50 4.50 4.50 4.53 5.62 5.63 6.28 7.95 7.91 S.70 5.25 6.02 10.80 7.86 6.84 6.82

Incaves-~-Billions of Dollars

Perspnal Income.........ccuuvun.. 440.7 463.1 495.7 537.0 564.9 626.6 605.3 745.8 801.3 859.1 942.5 1052.4 1154.9 1253.3 1382 6 1536.6

Real Disposable Income (ZCh 4.2 33 1.0 6.2 5.1 4.1 3.8 2.5 4.0 3.8 4.2 6.6 -1.5 1.8 3.9 4.5

Saving Rate (X).. veeees 5.3 46 6.0 6.4 6.5 1.5 6.5 5.6 7.4 7.7 6.2 7.8 1.3 7.4 5.6 5.1

Profits Before Tax............... 53.5 57.7 64.7 75.2 B80.8 77.3 65.6 83.4 71.4 B1.9 96.1 115.8 126.9 123.5 156.8 171.3

Profits After Tax................ 29.6 31.5 36.7 44.3 47.1 44.8 46.1 43.8 37.0 44.3 546 67.1 74.6 73.4 92.1 102.7

Annual Rale of Change........ 14.7 6. 16.6 20.8 6.2 -4.8 2.9 -5.2 -15.5 19.7 23,3 229 11.2. -1.6 255 11.6

Composition Of Real GNP --- Annua) Rates of Change

Gross Natiopal Product........... 58 4.0 53 59 5.9 2.7 4.4 2.6 -0.3 3.0 5.7 65 -1.4 -1.3 6.0 4.9

Final Sales........... . 51 4.0 5.4 5.5 5.4 3.3 4.8 2.4 0.3 2.8 5.8 4.9 -0.7 0.2 1.5 4.7

Total Consumption 4.5 38 55 56 5.0 2.9 5.0 3.5 2.1 3.4 5.9 4.7 -0.9 1.9 6.0 4.9

Nonres. Fixed lovestment......... 8.2 3.7 10.2 18.0 10.9 -2.4 4.4 5.8 -3.7 -1.9 8.2 12.2 -0.3 -13.7 3.6 8.8
Equipment.......covvvvennnnnnn . 10.6 6.6 11.7 17.4 13,5 -1.8 5.8 6.4 -4.3 -1.4 120 15.2 3.0 -13.2 4.2 1.}

Nonres. Construction............ 5.1 0.0 8.2 18.7 7.3 -3.3 2.1 4.9 -2.7 -2.6 1.9 6.9 -6.4 -14.8 2.2 3.6

“/ Res. Fixed Investment............ 9.2 12.8 1.3 -1.4 -10.8 -3.4 15.1 1.0 -6.6 29.2 18.9 -3.7 -24.6 -13.9 23.1 19.2
C Exports............ 6.9 6.5 13.2 2.8 5.1 5.1 7.0 6.3 1.9 1.2 7.0 20.3 6.4 -3.3 6.5 2.2
b Imports.......... 11.§ 3.3 5.5 11.0 15.4 7.2 16.2 7.9 1.4 4.3 10.9 5.1 -3.4 -12.6 -18.3 10.2
) Federal Govergment. . 7.8 -0.9 -1.5 -0.1 12,0 1.3 25 -51 -9.1 -6.2 -1.7 -5.4 -0.8 0.9 -0.1 5.0
State and Local......oo.ooillill, 3.2 6.1 7.0 6.8 7.0 5.4 6.4 3.0 3.4 4.3 3.8 3.3 3.8 2.7 1.0 1.1




Table C.2
Solution Summary: No 1964 Tax Cut,
No Change in Monetary Policy
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Table C.3
Solution Summary: No 1964 Tax Cut and
Removal of Accommodating Monetary Policy

Years

1964 1965 1966 1967

GNP and Its Components---3fllions of Qollars - SAAR
Tatal Consumotion...... vereesane . 395.6 420.3 451.56 476.4
Nonres. Fixed Investment......... 59.2 70.0 79.4 80.0
Res. Fixed Investment...... . 30.8 30.6 27.7 27.6
{nventory Investment....... . 5.3 8.7 13.8 1l0.0
NEet EXPOPtS.ececvevenceccosessses 3.0 8.3 6.5 6.5
federal Purchases................ 65.2 67.3 78.9 9L.0
State and Local......... veeesess. 64.5 70,5 78.3 86.9
Gross National Product........ ... 529.8 675.7 736.1 778.3
Real GNP (1972 Ooilars).......... 367.3 913.5 963.0 998.8

Prices and Wages --- Annual Rates of Charge
Implicit Price Deflator...... ... 1.4 1.8. 2.8 2.5
Fixed Weight Deflator.. . 1.3 e 2.7 2.7
Consumer Price [ndex... .13 1.3 2.6 2.8
dholesale Price Index........... . 0.1 16 30 0.1
Compensation per. HOur............ 4.6 3.0 5.4 5.1
Production and Other Key Measures
Industrial Production (67=1)..... 0.808 0.883 0.966 0.397
Annual Rate of Change.......... 5. 9.3 9.5 3.2
Housing Starts(Mil. Units)....... 1.524 L. 444 1.115 1.243
Retail Unit Car Sales(Mil. Units) 7.9 9.0 9.0 8.6
Unemployment Rate {%).....c00eees . 5.0 4.3 4.3
Federal 3udget Surplus (NIA)..... 3.2 9.3 8.0 -l1.9
Money and Interest Rates
Money Supply (Ml)..i.eeiieveceenns 163 4171.2 176.9 189.7
Annual Rate of Change......... 4.5 . 3.3 7.3
New AA Corp. Utility Rate (%).... 4.37 4.30 4.90 5.08
New High-Grade Corp.3ond Rate (%)  4.31 4.26 4.89 4.97
Federal Funds Rate (%)........... 3.30 3.52 4.35 3.27
Prime Rate (%)eivecvencneenns vee. 4,41 4,21 5.22 4.99
Incomes---3i1lians of Dollars

Personal Income........ trereseee. 492.5 528.2 S71.1 609.9
Real Disposable [ncome (NCh) ..... 4.8 5.1 4,7 4.2
Saving Rate (%)..ceeeecenens veees 5.0 5.3 5.2 6.0
Profits defore Tax.....coeveen ... 62.5 72.6 79.1 77.2
Profits After Tax........... veee. 38,2 39.9 43.0 417
Annual Rate of Change........ 8.6 16.8 7.6 -3.0

Composition Of Real GNP --- Annual Rates of Change
Gross Hational Product........... 4.4 5.3 6.0 3.2
Final Sales.....oveeevenes 4.6 5.0 5.4 3.7
Total Consumption........... 4.3 4.7 4.9 3.3
Nonres. Fixed Investment 9.6 17.1 10.6 -2.1
EQUipment...oeveevavasanns Cereas 10.9 16.6 13.2 '-1.7
Nonres. Construct1on ............ 7.9 7.9 7.0 2.7
Res. Fixed [nvestment............ 0.5 -1.9 -12.0 -2.8
EXPOrtS.cecececanns eeeseessncnan 13.0 - 2.5 5.1 5.2
€151+ 1. 5 Z vee. 4.9 8.3 13,4 7.2
ederal Government... .......... .. =-l.4 - 0.2 12.5 1l.8
tate and Local..... reiesessana . 7.0 6.5 6.7 5.3

Years.

1964 1965 1966 1967

GNP and [ts Components---3i1lions of Dollars - SAAR
Total Consumption...... teseeseess 395.5 419.8 450.8 475.5
Nonres. Fixed Investment §9.2 69.7 78.6 78.6
Res. Fixed [nvestment...... 30.7 29.9 26.6 26.5
Inventory Investment...... ves 5.3 8.5 13.6 9.7
Net Exports............ .ee . 9.0 8.4 6.6 6.7
Federal PuUrchaseS....oceeeeeenss . 65.2 67.3 78.9 91.0
State and Local.........en vese... 64,5 70.4 78.1 B86.5
Gross National Product........ ... 629.5 674.0 733.1 774.5
Real GNP (1972 Dollars).......... 866.9 911.6 965.3 996.3

Prices and Wages --- Annual kates of Change
Impiicit Price Deflator.......... 1.4 1.8 2.7 2.4
Fixed Weight Oeflator............ 1.3 1.6 2.8 2.6
Consumer Price [ndex.. .. 13 1.3 2.6 2.2
Wholesale Price Index. . 0. 18 2.3 0.0
Compensation per Hour...:....... . 4.5 3.0 5.3 5.0
Production and Other Key Measures
Industrial Production (67=1)..... 0.807 0.879 0.561 0.991
Annual Rate of Change...... ... 5.5 8.9 9.2 3.2
Housing Starts(Mil. Units)....... 1.512 1.397 1.065 1.204
Retail Unit Car Sales(Mil. Units) 7.9 9.0 8.9 8.6
Unemployment Rate (%)......... 5.4 5.1 4.3 44
Federal Sudget Surplus (NIA) 3.1 8.7 6.8 -3.3
Money and Interest Rates
Money Supply (Ml).....c..cevenn.. 162,8 169.2 173.4 184.4
Annual Rate of Change......... 4,1 3.9 2.5 6.4
New AA Corp. Utility Rate (%).... 4.39 4.36 4.95 S§.11
New High-Grade Corp.Bond Rate ( ) 4.33 4.31 4.94 5.00
Federal Funds Rate (%)........... 3.50 4,00 4,93 3.92
Prime Rate (%).cc.coee PP ve.. 4,53 4.5 5.53 5.37
Incomes---3illions of Dollars

Personal Income.....ccvevvues . 492.4 527.5 569.5 607.9
Real Oisposable Income (%Ch) 4.3 5.0 4.6 4.3
Saving Rate (%).cceeceeeeeeesss.s 5.0 5.3 5.1 6.9
Profits Before Tax..... veeseesss. 62,3 71,9 78.1 76.3
Profits After Tax......c.coveevss . 36,1 39.5 42.4 41.2
Annual Rate of Change....... . 3.4 15,9 7.3 -2.9

Composition Of Real GNP --- Annual Ratas of Change
Gross National Product........... 4.4 5.2 5.9 3.2
Final Sales..ciecvveccnnonnonoass 4,5 4.8 5.3 3.7
Total Consumption........ 4.3 4.6 4.3 3.4
Nonres. Fixed Investment. 9.5 16.8 10.1 -2.6
EQUipment...coeevenconnnes 10.8 16.3 12.7 -2.2
Nonres. Constructiof............ 7.8 17.5 6.5 -3.2
Res. Fixed Investment............ 0.1 -3.7 -13.1 -2.5
[7-1-1 o 1 T Y Cereneaaa 13.0 2.5 5.1 5.2
IMDOPLS.eeeseoserrranssacasananee 4.9 8.0 13.1 7.1
Federal Government ..... teveseness =1.4 0.3 12.6 11.9
State and Localsiiiiieeencnnes ... 6.9 6.5 6.5 3.3




Table C.4
Solution Summary: No Expenditure Buildup,
Mo Change in Monetary Policy
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Table C.5
Solution Summary: No Expenditure Buildup and
Removal of Accommodating Monetary Policy

Years

1962 1963 1964 1965

GNP and Its Components---3illions of Doilars - SAAR
Total Consumption.....covevunun.. 354.3 372.4 397.1 426.3
Nonres. Fixed I[nvestment. 51.1 53.1 58.9 70.5
Res. Fixed [nvestment.. 27.3 30.6 31.2 31.2
Inventory Investment..... ees 6.2 5.8 5.7 9.6
Net Exports.......:... vesssrenan . 5.5 6.5 9.3 7.9
Federal Purchases.............. .. 6l.9 62.1 61.9 53.4
State and Local............... ... 54,2 58.7 64.0 70.1
Gross National Product......... .. 560.6 589.2 527.9 679.1
Real GNP (1972 dollars).......... 794.6 324.3 867.0 919.7

Prices and Wages --- Annual Rates of Change
Implicit Price Deflator.......... 1.8 1.3 1.3 1.9
Fixed Weight Deflator............ 1.6 1.2 1.1 1.7
Consumer Price Index............ PO 0 T S S U5 B O §
#holesale Price Index..... Cereaens 0.2 -0.4 0.0 1.8
Compensation per Hour............ 4.0 3.6 4.4 3.2
Production and Other Key Measures
[ndustrial Production (67sl)..... 0.718 0.760 0.812 0.897
Annual Rate of Change......... 7.8 5.9 6.9 10.4
‘fousing Starts(Mil. Units)....... 1.456 1.597 1.560 1.490
Retail Unit Car Sales(Mil. Units) 7.0 7.6 8.1 9.4
Unemployment Rate (%)......veun.. 5.7 5.9 5.5 4.7
Federal Sudget Surplus (NIA)..... -3.4 1.3 -1.6 2.8
Money and Interest Rates
Money Supply (Ml)..... vereenioas . 150.1 156.1 163.4 170.8
Annual Rate of Change......... 1.2 4.0 4.7 45
New AA Corp. Utility Rate (¥).... 4.39 4.28 4.34 4.39
New High-Grade Corp.Bond Rate (%) 4.27 4.18 4.29 4.34
Federal Funds Rate (%).vcveeen... 2.63 2.91 3.11 3.65
Prime Rate (%)........ Certeeieens 4.47 4.33 4.23 4.21
Incomes---3111ions of Dollars
Personal Income.........ccevvunenn 438.6 458.8 489.3 529.2
Real Disposable Iancome (%Ch)..... 3.3 3.0 6.9 6.2
Saving Rate (%)..ce.vivnncnennn .. 5.2 4.4 5.7 6.0
Profits Before Tax..... rerectiaas 52.8 56.9 64.1 74.9
Profits After Tax............ eees 29.2 31.0 368.4 44,2
Annyal Rate of Change........ 13.1 6.4 17.1 21.4
Composition Of Real GNP --- Annual Rates of Change

Grass National Product........... 5.2 3.7 5.2 &.1
Final Sales.....vviivivininennnn. 4.6 3.8 5.3 5.8
Total Consumption..........eu.... 4.2 3.6 5.4 5.7
Nonres. Fixed Investment......... 7.9 3.2 10.1 18.5
Squipment...... heeteenitaneacean 10.1 6.1 11.5 17.9
Nonres. Construction............ 5.0 -0.4 8.2 19.3
Res. Fixed [nvestment............ 9.0 13.2 2.0 -l.1
POt S . ittt 6.9 6.3 13.1 2.9
IMPOrES. et e i iiiiieininenrcnnnnn. 11.0 2.6 4.8 11.2
Fader3l Government............... 4.7 -1.8 -2.5 -0.5
Ltate and Local...vnivnnnennnnn. 3.2 5.9 6.9 6.8

Years

1962 1963 1964 1965

GNP and its Components---3illions of Dollars - SAAR

Total Consumption............. ... 354,2 371.9 395.5 424.1
Nonres. Fixed Investment......... §1.1 53.0 53.3 69.4
Res. Fixed Investment......... vee 27.3 30.3 30.5 30.5
Inventory Investment...... sesesss 6.2 5.7 5.4 9.4
Net EXports....ccvverevnnenacans. 5.5 6.5 9.4 8.2
Federal Purchases................ 61.9 62.1 61.9 63.4
State and Local...venvvevnnnnnn., 54.2 58.7 63.8 639.8
Gross National Product........... 560.5 588.1 625.0 674.7
Real GNP (1972 Dollars)........ .. 794.5 323.0 864.0 916.1

Prices and Wages --- Annual Rates of Change

Implicit Price Deflator.......... 1.8 1.3 1.2 1.8
Fixed Weight Deflator...... eraes 1.6 1.2 1.0 1.5
Consumer Price Index............. 1.1 1.1 1.1 1.3
Wholesale Price Index............ 0.2 0.4 -0.1 1.6
Campensation per Hour............ 3.9 3.5 4.3 3.0
Production and Other Key Measures

Industrial Production (67=1)..... 0.717 0.758 0.807 0.89%0

Annual Rate of Change......... 7.8 5.7 6.5 10.3
Housing Starts(Mil. Units)....... 1.452 1.573 1.526 1.461
Retail Unit Car Sales(Mil, Units) 7.0 7.5 8.0 9.3
Unemployment Rate (%)...evennn.. . 5.7 6.0 5.8 4.9
Federal Budget Surplus (NIA)..... -3.4 0.9 -2.6 1.5

Money and Interest Ratas

Money Supply (M1)......... teess.. 149.9 155.0 161.1 167.6

Annual Rataz of Change......... 1.1 3.4 3.9 4.0
New AA Corp. Utility Rate (%).... 4.40 4.33 4.33 4.40
New High-Grade Corp.3ond Rate (%) 4.28 4.24 4.31 4.35
Federal Funds Rate (%)........... 2.68 3.14 3.41 3.93
Prime Rate (%)....veerninnnennnnn 4.50 4.47 4.41 4.37

Incomes---8illions of Doilars

Personal Income.......ovvvennrnns 438.5 458.4 487.8 526.6
Real Disposable Income (%Ch)..... 3.8 3.0 6.8 6.2
Saving Rate (%) .eeeeneevnennennn. 2 4.5 5.8 6.1
Profits Before Tax ........ . 52.7 56.4 63.2 73.9
Profits After Tax.......... . 29.1 30.8 35.8 43.6

Annual Rate of Change........ 12.9 5.7 16.4 21.6

Composition Of Real GNP --- Annual Rates of Change

Gross National Product........... 5.2 3.6 5.0 6.0
Final SaleS..vieeveviennennnennns 4.6 3.7 5.1 5.5
Total Consumption.........c.v.... 4,2 3.5 5.2 5.7
Nodres. Fixed Investment......... 7.9 3.0 9.5 13.0

EqQuUipment. .v.eeenniniiinenenenns 10.1 5.8 11.0 17.4
Nonres. Construction $.0 -0.5 7.7 18.9%
Res. Fixed Investment.. 8.8 12.1 1.3 -1.2
TXPOrtS.eeeennrn. . 6.9 6.3 13.1 2.9
J1foTe] o 4 11.0 2.4 4.4 10.7
Fegeral Government............... 4.8 -1.8 -2.9 -0.4
State and Local..evenennnn.. veess 3.2 5.9 6.8 6.7




Table C.6
Solution Summary: No 1968 Surcharge,
No Change in Monetary Policy

Table C.7
Solution Summary: No 1968 Surcharge and
Removal of Accommodating Monetary Policy

Years

1968 1969 1970
GNP and [ts Components---3illions of Dollars - SAAR

Prices and Wages --- Annual Rates of Change

Implicit Price Oeflator.......... 4.5 5.3 5.
Fixed Weight Deflator...... [N 4.4 5.2 5.
Consumer Price Index............. 4.2 5.5 6.
Wholesaie Price Index............ 2.5 4.2 3.
Compensation per Hour............ 7.4 6.6 7.

Production and Other Key Measures

Total Consumption.......oevennnnn 537.7 588.3 627.0
Nonres. Fixed [nvestment......... 39.6 100.4 102.7
Res. Fixed Investment..... veseses 34.6 38.3 36.3
Iaventory [nvestment........ cenen 8.2 10.8 4.0
Net EXPOrtS..cieeeeecrennsccaanns 2.2 1.0 2.7
Federal Purchases . ¢8.0 97.8 96.2
State and LoCal.iieeiiiennnnnnenns 100.8 111.0 124.7
Gross National Product........... 871.2 947.6 993.5
Real GNP (1972 Dollars).......... 1054.3 1089.8 108l.4

Industrial Production {67=1)..... 1. 058 1.127 1.083
Annual Rate of Change......... 5.8 5.5 3.9
Housing Starts(Mil, Units)....... 1.510 1.498 1.408
Retail Unit Car Sales(Mil. Units) 9.7 9.9 3.4
Unemplioyment Rate (%).ceeeeeearss 3.5 3.2 4.7
Federal 3udget Surplus (NIA)..... -12.4¢ -l.2 -14.3
_ Money and Interest Rates
Money Supply (M1)........ PR 200.9 209.8 220.3
Annual Rate of Change...... vee 7.7 4.3 5.1
New AA Corp. Utility Rate (%).... 8.57 8.03 9.10
New High-Grade Corp.3ond Rate (%) 6.51 7.85 8.82
Federal Funds Rate (%)....ceeenes 5.68 8.3¢ 7.76
Prime Rate (%).vereecceeocnn w.e.. 6.25 7.98 8.20
Incomes---8i1lions of Dollars
Personal Incoma....coveuenionns .. 686.8 754.7 81l.8
Real Disposable Income (% Ch) . 4.5 4.1 2.9
Saving Rate {%)....cceenn 6.9 6.5 7.8
Profits Before Tax........ .. 86.8 862 7.7
Profits After TaX....ceevoneennse 50.9 49.4 38.0
Annual Rate of Change........ 13.6 -3.1 -23.1
Composition Of Real GNP --- Annual Rates of Change

Gross National Product........ ves 4.7 3.3 -0.8
Final Sales...ceecrennreeaconnes 5.0 3.1 -0.1
Total Consumption.....eeeevvueens 5.3 4.5 1.7
Honres, Fixed Investment ......... 4.7 6.7 -3.4
CQUipmMeNt...iveieenencncnononnes 6.1 7.1 -4.0
Nonres. Canstruct1on . 2.6 6.1 -2.5
Res. Fixed Investment.. ..... 15.3 1.4 -8.5
EXPOrES.iaeenruns teenseeeereeaen 7.9 6.6 7.9
6517 Ts 13- 16.3 9.6 4.4
Federal Government...... PO 2.5 -5.1 -9.1
State and Local.eerenreeneenns e 6.4 3.2 3.6

1968 1963 1970

GNP and [ts Components---8illions of Doilars - SAAR

Total Consumption.......eeevvennn 537.8 538.7 628.4
Nonres. Fixed Investment......... 39.5 100.6 103.4
Res. Fixed Investment............ 4.6 38.7 37.4
Inventory Investment........cc... 8.2 10.9 4.3
Net Cxports....v.eecees P vee 2.2 1.0 2.5
Federal PUrchases.....cceeeeeecees 98.0 97.8 96.2
State and Local..evueeiecaneronns 100.3 111.0 125.0
Gross National Product....... . 871.3 948.6 997.2
Real GNP (1972 Dollars) 1054.9 1090.3 1084.5

Prices and Wages --- Annual Rates of Change

Impiicit Price Oeflator.......... 4.5 . 5.7
Fixed Weight Deflator............ 4.4 5.2 3.6
Consumer Price Index........... s 4,2 5.9 6.2
Wholesale Price Index............ 2.5 4.2 4.0
Compensation per Hour......cc.... 7.4 6.6 7.3

Production and Other Key Measures

Industrial Production (67=l)..... 1.068 1.129 1.089
6.8

Housing Starts{Mil. Units) 1.511 1.521 1.458
Retail Unit Car Sales(Mil. Units) 9.7 9.9 8.5
Unemployment Rate (%)..eeecenenen 3.5 3.1 4.6
Federal B8udget Surplus (NIA)..... -12.4 -0.8 -13.0

Money and Interest Rates

Money Supply (M1l)....... vesevenna 201.0 210.6 222.5
Annual Rate of Change...... .es 7.7 4.8 5.7
New AA Corp. Utility Rate (%).... 6.67 7.96 9.03
New High-Grade Corp.Sond Rate (%) 6.50 .7.78 8.75
Federal Funds Rate (%)...cvceevnns 5.66 8.23 7.28
Prime Rate (B)iceverereraesas vee. 6,28 7.90 7.97

Incomes---8i1lions of Oollars

Personal Income.............e e--. - 636.8 785.2 8l13.7
Real Disposable Income (%Ch)..... 4.5 4.1 3.0
Saving-Rate (%)........ PP, s 6.9 6.5 7.5
Profits Before TaX............... 86.8 86.7 72.8
Profits After TaX....eeeseoes vee. 51.0 49.6 38.5

Annual Rate of Change........ 13.6 -2.6 -22.3

Composition Of Real GNP --- Annual Rates of Change

Gross National Product..... PR 4.7 3.4 -0.6
Final Sales...cccienncecsencncnns 5.0 3.2 0.1
Total Consumption.....oveeeeecnes 5.3 4.5 1.8
Nonres, Fixed Investment......... 4.7 5.3 -3.0

Equipment..........0. eeeseiaans 6.1 7.2 -3.8
Nonres. Construction............ 2.6 6.2 -2.1
Res. Fixed Investment............ 13.3 2.4 -6.9
EXPOPES.ererasesesaracsssssnnnnnn 7.9 6.6 7.9
{mports 16.3 9.7 4.7
Federal Government... 2.5 5.1 9.1
State and Local..ceeierervnnoonns 6.4 3.2 3.7




58

Table C.8 . Table C.9

Solution Summary: No 1975 Tax Cut, Solution Summary: No 1975 Tax Cut and'

No Change in Monetary Policy Removal of Accommodating Monetary Policy
Years Years
1975 1976 1977 1975 1976 1977
GNP and [ts Components---8illigns of Dollars - SAAR GNP and Its Components---3illions of-Dollars - SAAR
Total Consumption....... ereeaaes 967.8 1076.0 1182.9 i Total Consumption oo 967.5 1074.3 1179.3
Nonres. Fixed [nvestment......... 147.2 154.0 173.5 Nonres, Fixed Investment......... 147.2 153.1 170.8
Res. Fixed Investment............ 50.6 66.9 89.4 Res. Fixed Investment............ 50.3 65.0 85.8
[nventory [nvestment......... s =132 12,4 16.8 Inventory Investment............. -13.2 12.0. 15.9
Net Exports......ccvvevenennnen. . 21.8 10.3 -5.0 Net Exports........ ceeviesssieee. 21,8 11,2 4.3
Federal Purchases................ 123.3 130.1 145.4 Federal Purchases........... cee.. 123.3 130.1 145.4
State and Local.....cevinninna,.. 215.2 229.3 245.4 State and Local..eeverernnnnnn.., 215.1 «4229.0 244.5
Gross National Product........... 1512.9 1679.7 1848.5 Gross National Product........... 1512.1 1674.8 1837.5
Real GNP (1972 Dollars).......... 1180.5 1259.6 1319.7 Real GNP (1972 Dollars)........ .. 1189.9 1256.6 1314.2
Prices and Wages --- Annual Rates of Change ' Prices and Wages --- Annual Rates of Change
[mlicit Price Deflator..... 9.5 4.9 5.0 Implicit Price Deflator.......... 9.5 4.9 4.9
Fixed Weight Deflator........ 9.1 5.2 5.3 Fixed Weight Deflator..... 9.1 5.2 5.2
Consumer Price Index........... 9.1 5.5 6.1 Consumer Price Index............. 9.1 5.5 6.0
#holesale Price Index............ 9.1 4.3 5.7 Wholesale Price Index..... 9.0 4.2 5.5
Compensaticn per Hour............ 9.7 8.3 8.3 Compensation per Hour............ 9.7 8.3 8.1
Production and Other Key Measures Production and Other- Key Measures
Industrial Praduction (67=1)..... 1.162 1.272 1.342 Industrial Production (67s1)..... 1.161 1.266 1.330
Annual Rate of Change......... -10.2 9.5 5.5 ‘Annual Rate of Change......... -10.2 9.1 5.0
Housing Starts(Mil. Units)....... 1.138 1.532 1.966 Housing Starts(Mil. Units)....... 1.125 1.472 1.376
Retail Unit Car Sales(Mil. Units) 8.4 9.3 1l1.1 Retail Unit Car Sales(Mil. Units) 8.4 9.8 11.0
Unemployment Rate (%)............ 8.7 8.2 7.6 Unemployment Rate (%).......... .. 8.8 8.3 7.7
Federal Budget Surplus (N¥IA)..... -55.3 -41.8 -38.5 Federal Budget Surplus (NIA)..... -55.5 -43.5 -42.5
Money and Interest Rates Money and Interest Rates
Money Supply (M1)................ 294.5 311.9 336.3 Money Supply (M1)................ 293.5 308.2 329.2
Annual Rate of Change......... 4.3 5.9 7.8 Annual Rate of Change......... 4.0 5.0 6.8
New AA Corp. Utility Rate (%).... 9.29 8.19 7.50 New AA Corp. Utility Rate (%).... 9.30 8.13 7.53
New High-Grade Corp.Bond Rate (%) 8.86 7.88 . 7.36 New Hi?h-Grade Corp.3ond Rate (%) 8.87 7.37 7.29
Federal Funds Rate (%)........... 5.54 4,33 4.42 Federal Funds Rate (%)........... 35.82 5.00 5.36
Prime Rate (%)ieericerenecnneenn. 7.78 6.35 5.95 Prime Rate (%)..ceveun.... sesese.  7.88 6.75 6.50
Incomes---8i11ions of Dollars Incomes---8111ions of Dollars

Personal Income.................. 1282.0 1362.9 1504.9 Personal Income.................. 1241.7 1360.5 1499.3
Real Disposable Income (%Ch)..... -0.4 3.7 4.4 Real Disposable Income (%Ch)..... -0.5 3.6 4.3
Saving Rate (%).ccvvvvvnennuannes 6.5 4.6 4.3 Saving Rate (%)............ 6.5 4.6 4.2
Profits Before Tax............... 119.2 1509 165.0 Profits Before Tax............... 118.9 149.4 162.0
Profits After Tax................ 68.7 87.2 97.2 Profits After Tax................ 68.5 86.3 95.4
" Annual Rate of Change........ -7.9 26.9 11.6 Annual Rate of Change........ -8.1 25.9 10.6

Composition Of eal GNP --- Annual Rates of Change Composition Of Real GNP --- Annual Rates of Change
Gross Mational Product........... -2.2 5.8 4.8 Gross National Product........... -2.3 5.6 4.5
Final Sales............. -Q.7 4.2 4.5 Final Sales................. veeee =Q.7 4.0 4.4
Total Consumption....... 0.6 5.9 4.5 Total Consumption.............. .. 0.6 5.7 4.5
Nonres, Fixed [nvestment -14.7 0.2 7.6 Nonres. Fixed Investment........ . -14.7. -0.2 6.3
tquipment............ -14.4 0.0 9.5 Equipment..... eetteseenan vee.ss =184 <0.5 3.5
Nonres. Construction... -15.4 0.7 3.7 Nonres. Construction..... P -15.4 0.2 2.7
Res. Fixed [nvestment... -15.1 23.6 20.1 Res. Fixed Investment 20.9 18.3
EXPOr LS. i cerrnenanennns -3.5 6.3 2.2 Exports..... et etiieeeseas 6.3 2.1
[mports....coivveinenenenncnne. =139 16.5 8.3 01110 £ 16.2 8.3
Federal Government............... 1.1 0.2 5.5 Federal Government.... 0.3 5.7
LState and Local.eeiiieicennnennns 2.7 0.7 0.8 State and Local.............. 0.7 0.3
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A STUDY IN COUNTER-CYCLICAL POLICY
ABSTRACT

The revision in Congressional budgeting procedures has
resulted in an increased legislative awareness of the impact of
budgeting decisions on aggregate economic activity and an increased
use of quantitative methods of evaluating fiscal policies. Testimony
and reports, based on simulation results of econometric models have
been brought to bear on major legislative proposals including the
Humphrey-Hawkins bill, the 1977 tax rebate proposal and the energy
bill.

Despite all of the testimony regarding the impact of any
single proposal, it is often difficult to identify the aggregate
impact of policy decisions. The question that the decison makers must
face after all of the debate and discussion is what impact policy
decisions in toto have had on the path that the U.S. economy has
followed over the past fourteen years.

This report discusses:

(1) the impact of several episodes of discretionary fiscal
policy, over the period 1964-76, in terms of sectoral
impacts on demand and production '

(2) the impact on the levels of economic activity and also on
the cyclicality of the economy

In addition, the report summarizes the impact of the total
federal sector on the cyclical behavior of the economy during the
period 1964-1976. :

(61)
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I. RESEARCH OBJECTIVES

During the past fifteen years attitudes concerning the
effectiveness and appropriateness of counter-cyclical pdlicy have
undergone a dramatic reversal. In the mid-60's, professional economists
and policymakers joined in a celebration of the conquest of the business
cycle. The belief that not only could macro-economic fiscal and
monetary policy offset any cyclical tendency, but that improvements in
measuring policy impacts and predicting their need provided an ability

to "fine-tune" the economy, gained widespread currency.

During the last five years, the apparent inability of economic
policy to maintain high levels of activity without high levels of
inflation have led to questions concerning both the ability of traditional
monetary and fiscal policy to deal with cyclical shocks to the economy
and the appropriateness of attempting to offset those shocks using
policy tools. The research described in this report is an attempt to
evaluate the impacts of counter-cyclical policy over the period 1964-1976.
The objectives of the research are to measure and to analyze the cyclical

impact of the federal sector, whether intentional or not, on the economy.
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Although the use of econometric models in policy analysis
has gained widespread acceptance, the necessity of summarizing the
overall impact of policy options has generally restricted analysis for
policy purposes to a comparison of the paths of major economic aggregates
with alternative policies. In addition to describing the responses of
aggregate activity to public sector actions, the specific objectives of
the study are to trace the broad outlines of causality as represented
by the model structure. Detailed analysis will also indicate the
major beneficiaries of policy actions. Finally, by analyzing the
effects on the cycle of the interaction of policy, including both
fiscal and monetary, we can attempt to isolate the effects of individual
policy actions when other actions that neutralized or amplified them

are contro]]ed.lf

Whilg other studies have attempted to measure the influence of
policy by analyzing the directiqn in which policy instruments were
moving before or during a cyclical episode most of these studies
suffer from two major flaws. First, observations are taken on policy
instruments rather than the impact of policy thus failing to account
for either possible lags in cyclical impacts or interaction of the
multiplicity of policy instruments. Second, these studies have
concentrated on cyclical episodes. While analyzing those periods when

counter-cyclical policy failed is not without its uses, it avoids the

l-/For a8 technical discussion of this issue, see Appendix I.
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question of whether policy, in toto, has exacerbated or vitiated the
cyclical behavior of the economy. Analyzing these pathological
periods ignores the question of whether extended periods of non-cyclical

behavior occurred in spite of or because of government policy actions.

The specific objectives of the research fall into two categories:
(1) analysis of periods of major discretionary policy alterations and
(2) analysis of the effects of fiscal and monetary actions over the

entire period.

Under the first heading, the 1964 tax cut, the Vietnam war
build-up and the period of fiscal restraint in the early 1970's are
examined. The goal in each instance is to identify the effects of the
policy on incomes, demand, production, employment and prices. While
some attention is given to the impact of the policy on the cyclicality
of the economy, the periods analyzed are, in general, too short to
reach any firm conclusions concerning the effectiveness of policy on

reducing the cyclical movement of the economy.

The analysis of the longer period reverses this emphasis.
Rather than reporting on the effects of specific policy steps, the
goal here is to reach conclusions concerning the effects of fiscal and

monetary policy on the level and variation of economic activity.
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II. RESEARCH STRATEGY

The research strategy consists of intensive examination
of the impacts of several major policy episodes during the last
fifteen years and a more extensive examination of fiscal effects

for the entire period. The episodic analyses include:

(1) the 1964 tax cut (196304-196704)
(2) the Vietnam War build-up (196504-196904)
(3) the 1973 fiscal restraint (197104-197504)

For each of these episodes the strategy is to identify
the major -policy initiative of interest and measure its impact on both
the level of economic activity and the cyclical behavior of major

aggregates over the relevant period.

The array of monetary and fiscal policy actions to which

one can attribute discernible macro-economic effects is remarkable for

h./

its lengt When this list is lengthened to include policies

1/

~ See "Chronology of Major Fiscal and Monetary Policies
(1960-1977)," Committee on the Budget, U. S. House of Representatives,
January 1978. .
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which would affect major aggregates but may not be counted as macroeconomic
policy, for example, alterations by requlatory agencies or the mix of
expenditures including employment, etc., it is clear that evaluating the

impact of these actions is a formidable challenge.

While a structural econometric model with enough disaggregation
to exhibit a wide array of policy instruments and detailed final demand
and output categories would appear to be a valuable tool for this type
of analysis, two questions regarding the use of a model must be faced.
Any analysis with an econometric model starts with the premise that
the model accurately measures the response of the economy to policy
initiatives and that at the appropriate level of aggregation-it'can
capture all marginal policy changes within the policy vector represented
in the model. Table II.l provides a partial listing of exogenous public
sector variables included in the Wharton Quarterly Model, Mark 5;0,
used for this study. While quite detailed it is clearly not exhaustive.
Fortunately, there is a methodology available which allows us to
capture the impact of policies not included in the model policy set.
This is to rely on the single equation errors from each behavioral
relationship to capture the impact of policy variables not covered by
the model. 1If the residuals from each behavioral equation are added
to fhat equation as we solve the model through time, the solution
values for the model will reproduce history. Altering the value of

any policy variable then gives us a measure of the impact of that
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Table II.1 Exogenous Public Sector Variables

Federal
DBDG$ - U.S. Government Demand Deposits at Commercial Banks
VGIA$ - Grants-in-Aid to State and Local Governments
VPFD$ - Defense Purchases of Goods and Services
VPFO$ - Non-Defense Purchases of Goods and Services

VPTGDAV$ - Federal Government Purchases of Automobiles

VSUBTF$ - Subsidies Less Currrent Surplus of Federal Government Enterprises

TRA - Effect Investment Tax Credit Rate, by Industry

NT - Effective Tax Life of Equipment and Structures, by Industry.

EETTGVF - Federal Government Employees

LM - Armed Forces

RNACGD$ - New Orders for Defense Capital Goods

EBGTEDODS - Exports Under U.S. Military Agency Sale Contract

MBDE$ - Imports Direct Defense Expenditures

RGFPRESS - U.S. Federal Government Transfers to Persons Other than
Unemployment Insurance Benefits

XCBFOILS - Indirect Business Taxes on Crude 0i1 Imports

XCSTP$/TXCSTTS - Ratio of Employee Contributions of Social Insurance to Total

XOPFEVS - Sfatutory Exemption for Federal Personal Income Tax

XOSMAXY$ - Maximum Earned Income Subject to Social Security Tax

XRBTEFBC - Index of U.S. Import Duty Rate

XRGF - Federal Tax on Gasoline per Gallon

XRITE - Effective Corporate Tax Rate, by Industry

XRITNF - Statutory Marginal Corporate Profits Tax Rate

XRPTNFY - Personal Income Tax Rate, First Nine Brackets by Bracket

XRSTEF - Effective Social Security Tax Rate

BSGVFGOM$ - Military Wages and Salaries

RCGVFGS - Federal General Government Compensation Per Man Year,
Including Military
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Table II.1. (Continued)
State and Local

GVSUBTS$ - Subsidies Less Current Surplus of State and Local Government
Enterprises

GVPS$ - State and Local Purchases of Goods and Services

NEETTGVS - State and Local Employees

TRGSP$ - State and Local Transfer Payments to Persons

TXRBTESRES - Effective Tax Rate for State and Local Indirect Business Taxes

TXRGS - State and Local Gasoline Tax

WRCGVSGS - State and Local Compensation per Man Year

Monetary Authorities

FBFASS0$/0+B$ - Proportion of Federal Reserve Holdings of Other
U.S. Securities to Total

FREN$* - Non-borrowed Reserves

FRMBPC - Maximum Interest Rate Payable on Passbook Saving Accounts
FRMCDC - Maximum Interest Rate Payable on Large Certificates of Deposit
FRMDNY - Discount Rate, New York Federal Reserve Bank

FRRED - Effective Reserve Requirement, Demand Deposits
FRRET - Effective Reserve Requirement, Time Deposits

Not Elsewhere Classified

XGVE$ - Output Originating in Federal, State and Local Enterprises
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policy based solely on the structural representation of the model and
assuming that all other policies remain the same. This procedure
clearly opens us to the possibility that the residual error is at
least partially attributable to misspecification or inaccurate
measurement of the impact of the policy being investigated. In at
least one instance, it was found necessary to modify the solution as a

result of this type of problem.
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IIT. THE 1964 TAX CUT

The Impact on Activity Levels

The first stage in evaluating the impact of the 1964 tax
cut is a comparison of a model solution in which all exogenous variables
assumé historical values with a solution in which the model parameters
describing the tax cut are set to values they would have assumed if
taxes had not been cut.l/ Table III.1 describes the estimated
impact in terms of the major income effects after the effects of the
tax cut have been allowed to work through the economy. As the table
indicates, after the stimulative effects of the tax cut have worked
their way through the economy, the reduction in personal taxes is
estimated at about $8.3 billion in CY64 and rises to near $11.0
billion in CY67. But this estimated revenue loss includes the
‘additiona1 revenues collected as a result of the higher level of
personal income. The personal income increase, resulting from the tax
cut, rises to nearly $20.0 billion by CY67. At an average tax rate of

about 10.4%, this represents $2.0 billion in additional collections at

the post-tax cut rates. Without this additional revenue, the tax cut

J/Appendix IT contains a complete description of alterations
in model variables for the simulations reported.



71

would have reduced collections by nearly $13.0 in 1967. For 1965, at an

average tax rate of 9.75%, this increased revenue is only $0.75 billion.

Personal disposable income rises by the amount of the tax cut
plus the extra personal income less additional taxes paid to states
and localities and in the forh of federal excise qnd social insurance
contributions. As Table III.1 indicates, this latter category amounted

to only $0.1 billion in 1964 but rose to $1.5 billion in 1967.

Table III.1
Estimated Impact of the 1964 Tax Cut on

Tax Collections and Incomes. All Other Policies Constant.
(Billions of Dollars)

1964 1965 1966 1967

Federal Persona] Income Taxes -8.3. -10.7 -10.9 -10.9
Personal Incbme 2.0 7.4 13.3 19.6
Disposable Personal Income 10.2 17.8 23.4 29.2
Federal Corporate Profits Taxes .6 -.1 -.2 2.5
Corporate Profits Before Taxes 3.4 5.6 5.4 1.9
Corporate Profits After Taxes 2.7 5.6 5.4 4.3

Turning to the impact on the corporate side, the estimated
impact on collections is actually positive in 1964 with an increase

in collections of just over $0.5 billion as a result of a $3.4 billion



72

dollar increase in profits. The increase in before tax profits peaks
in 1965 at $5.6 billion and declines to about $2.0 billion by 1967.
This decline, while personal income continues to climb, is'a result
of more rapid compensation increases than would have occurfed if taxes
had not béén reduced.l/ While productivity increases are estimated

to increase more rapidly'as a result of the increased lévels of
activity in 1964 and 1965, productivity actually grows more slowly as
a result of the stimulus in 1966 and 1967. This with higher compen-
sation per manhour results in higher unit labor costs. The estimated

price pass through is not great enough to make up for this increased

cost.

After all of the effects of the tax cut have worked through
the system, it is possible to estimate the effect on revenues, expendi-
tures and the deficit. We have assumed that certain of these would
not have been altered by the tax cut. If purchases of goods and
services, including civilian and military employment; transfer payments
other than unemployment compensation; grants-in-aid; and subsidies
less surpluses had been the same, we estimate that without a tax cut
the federal revenues for 1964 would have been $7.5 billion greater
and expenditures approximately $0.3 billion greater. The difference
between the $7.5 billion total and the $8.0 billion loss in revenue

pictured in the table is accounted for by small increases in indirect

J/It should be noted that this effect is largely a function
of the low levels of unemployment reached as a result of the tax cut
and would vary greatly if the tax cut had occurred when the rate was

higher.
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business taxes and social insurance contributions. Without the tax
cut, expenditures on unemployment compensation would have risen while
interest payments would have been lower. These two combine to yield
Lhe estimated increase. The increase in the deficit in 1964 as a
result of the tax cut is $7.3 billion rather than the $7.7 billion
lirectly estimated from the revenue loss of the two income taxes. By
1967, the deficit position is $14.8 billion more compared to a revenue
loss of $13.4 billion from the two income taxes. This is primarily a
esult of an estimated increase in interest payments of nearly $6.0

1/

yillion .—

Finally, we note that the benefits of the tax cut accrued very
wch to the household sector. Of a total after tax increase in income
f $33.5 billion in 1967, more than 85% appeared as personal disposable

income.

Tables III.2 and III.3 summarize the estimated impact of the
ax cut on finé] demand. As is to be expected from the distribution
)f benefits, the major effect of the tax cut was an increase in
ersonal consumption expenditures. Approximately 80% of the increase

n Gross National Product is a result of increased consumption. A

1/

—'While there is an increase in the accumulated deficit of
pproximately $44.0 billion, and an increase of nearly 40 basis points in
he Treasury Bill rate by the end of 1967 when taxes are reduced, this
loes not seem sufficient to warrant the large increase. The outstanding
ederal debt (not a model variable) in 1967 was $344.7. The change
esulting from the tax cut and interest rate increases would be expected
o be nearer 3$3.0 billion than the model estimate of $6.0 billion.
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Table III.2

Estimated Impact of the 1964 Tax Cut on Final Demand,

A1l Other Policies Constant

(Billions of Dollars)

Gross National Product

Personal Consumption Expenditures

Residential Investment

Non-Residential Investment

Change in Business Inventories

Net Exports

1964

5.9
4.6
.1

Table III.3

Estimated Impact of the 1964 Tax Cut on Final Demand,

Al11 Other Policies Constant
(Billions of 1972 Dollars)

Gross National Product

Personal Consumption Expenditures

Residential Investment

Non-Residential Investment

Change in Business Inventories

Net Exports

1964

8.2
6.3

1965 1966 1967
13.5 18.0 21.2
9.8 14.2 17.6

1 - .8 -3
2.9 4.1 4.2
1.5 1.5 1.0

9 -1.0 -2
1965 1966 1967
18.5 20.2 19.4
13.4 16.6 17.6

2 -12 - .6
4.0 5.0 4.4
1.9 1.8 1.1
L T I
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comparison of the increases in disposable personal income in Table
IIT.1 with the increases in personal consumption expenditures in Table
IIT.2 illustrates the dynamics of the income-consumption-saving sector
and is useful in illuminating the discussions concerning the increment
to savings resulting from the tax cut. In 1964, the estimated increase
in disposable personal income resulting from the tax cut is $10.2
billion. Personal consumption expenditures are estimated to have

risen only by about 45% of this amount. The equivalent percentages

for 1965-1967 are 55%, 61% and 60%. While the portion of the additional
income generated by the tax cut which is spent rises from its initial
level, it seems to stabilize at about 60%. This is below the average
portion of disposable income devoted to consumption which tends to be
about 90.0%. This pattern reflects the dynamics of the cyclical
pattern set up by the tax cut. Figure 1 is a simplified flow chart of

the successive impacts of the tax cut. The initial impact is an

Figure 1.

Tax
Cut

Income
Increase

Output and Employment
Increases

Consumption
Increase
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increase in income which leads to an increase in consumption. As
indicated by loop (1), this alone will stimulate output and employment
leading to further increases in income. In addition, the increased
consumption demand will lead to increases in investment which again,
following loop (2), leads to increases in output, employment and
income. Clearly, this process is reinforcing. Several things act to
damp the system. First and foremost, not all of the additional income
is spent on consumption. This means that on successive iterations
through loop (1), the feedback becomes smaller. Secondly, many
"leakages" appear in the real economy. Some of the increased consump-
tion demand is channeled into imports which do not denerate additional
domestic output and ehp]oyment. Some of the additional income is
funneled off in the form of higher average tax rates as people move
into higher brackets. In loop (2), a damping effect is produced
through the "accelerator” mechanism. Very simply, the increased
demand for consumption goods generates a demand for a larger stock of
capital to produce these goods. This results in an increase in
investment which is sustained until that new desired stock of capital

is reached. Then investment declines.

Clearly, the process of the economy responding to this stimulus
can take a great deal of time. During the period when investment is
high, the total saving must remain high to fund the demand for
resources. If these resources cannot be bid away from other sectors

then investment must decline. This saving may be done by the public
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or private sector, -and in the latter case by the househo id, business
or foreign segments of the private economy. During the 1964-67 period
all of the incremental saving required to support the additional
investment came from the private sector, with the increment split
approximately 2/3 to 1/3 between personal savings and corporate
retained earnings. The low portion of the incremental income devoted
to consumption in the 1964-1967 period is attributable both to the
time necessary to adjust consumption to higher income levels and the

higher level of investment generated by the tax cut.

Tables III1.2 and II1.3 reflect the responses discussed above. The
initial impact largely on consumption expenditures; followed by
increases in non-residential investment and inventory accumulation
which increase in 1965 and 1966 and begin to decline in 1967; increases
in imports which damp the stimulus as they increase. Residential
investment appears to behave oddly in view of the discussion and
deserves special comment. Our estimate is that, while small increases
in residential investment in 1964 and 1965 can be attributed to the
tax cut, if other policies had followed their same course residential
investment would have been higher in 1966 and 1967 without the tax

cut.

This result is largely attributable to the convention
followed in defining monetary policy. For purposes of this analysis,
policy is defined in terms of non-borrowed reserves, a monetary

aggregate directly controllable by the Federal Reserve.J/ If this

l/For a discussion of this convention, see the analysis of
cyclical impacts below and Appendix III. ‘
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aggregate had followed the same path but taxes had not been cut, it is
estimated that both short and long-term interest rates would have
averaged 40 to 50 basis points lower in 1967 than the rates that
actually prevailed. These lower interest rates would have led to
higher levels of residential construction despite lower income levels

prevailing in the absence of the tax cut.

Tables III1.4 and II1.5 are estimates of the changes in value
added by industry resulting from the tax cut. This third view of the
responses of the economy to the tax cut completes the National Income
Accounts picture of income, final purchases and output as alternative
descriptions of the economy. The estimated responses reflect the
traditional view of the manufacturing sector of the economy as the
most cyclical sector. More than 50% of the increase in GNP is in this
sector. This is in contrast to an average share of GNP of 25-30% over
this period. Wholesale and retail trade also exhibit a sizable

increase in value added in response to the tax stimulus.

The largest beneficiaries of a tax cut on the production side
are firms in the durable manufacturing sector. Over a third of the
increase in output appears in this sector. The major forces which
operate to produce this result are strong investment growth and a
heavy concentration of consumption growth in the durable goods area in

the incremental growth brought on by the tax cut.l/

1/

— Durable goods account for approximately 12.5% of consumer
expenditures during this period, but 17.5-20.0% of incremental expendi-

tures.
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Table III.4
Estimated Impact of the 1964 Tax Cut on Output

Originating, A1l Other Policies Constant
(Billions of Current Dollars)

1964 1965 1966 1967

Agriculture N .2 3 3
Mining N .1 .1 .
Durable Manufacturing 2.1 5.1 6.5 6.2
Non-Durable Manufacturing 1.1 2.5 4.2 4.9
Transportation .3 g i .8
Communication .3 5 .6 .7
Utilities . .2 .3 .3
Contract Construction .2 5 .3 7
Finance, Insurance and Real Estate .6 1.0 1.1 1.1
Services 4 .9 1.4 2.1
Wholesale and Retail Trade 9 1.9 2.8 4.2
Table III.5

Estimated Impact of the 1964 Tax Cut on Output
Originating, A1l Other Policies Constant
(Billions of 1972 Dollars)

1964 1965 1966 1667

Agriculture 2 .3 3 4
Mining . . .1 .
Durable Manufacturing 2.8 6.7 7.1 6.6
Non-Durable Manufacturing 1.3 7 3.2 3.3
Transportation .4 .9 1.0 .9
Communication .3 .6 .8 .8
Utilities .1 .3 4 .4
Contract Construction .3 7 4 .4
Finance, Insurance and Real Estate 1.1 2.3 2.6 2.4
Services .6 1.3 1.5 1.3
Wholesale and Retail Trade 1.3 2.7 3.1 3.0
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Table III.6

Estimated Impact of the 1964 Tax Cut on Labor Markets,
A11 Other Policies Constant

1964 1965 1966 1967
Civilian Labor Force -.09 .02 .24 .38
(millions) ,

Civilian Employment 19 .68 .07 1.19
(millions)

Unemployment Rate -.38 -.89 -1.10 -1.07

The stimulus to output from the tax cut is estimated to have
resulted in an increase in employment of nearly 1.2 million persons by
1967. This did not, however, yield an equivalent reduction in the
number of unemployed. The higher wages and greater job prospects
attract additional participants to the labor force. These additional
participants are estimated at nearly 400,000 by 1967. In combination,
these two developments lower the average ﬁnemp]oyment rate for 1967 by
more than 1.0%. The evolution of the economy toward these totals from
1964 through 1967 is fairly steady with employment up about 200,000
in 1964, 700,000 in 1965, and just over 1,000,000 in 1966. There is
an apparent anomaly in 1964 where the civilian labor force actually
declines rather than increases. This is the result of a faster
response to the increase in constant dollar per capita income, which
acts to reduce participation, than to the increased real wages and
employment opportunities which act to increase participation. As time
passes, these latter effects overcome the income effect leading to
higher participation rates than would have occurred in the absence of

the tax cut.



81

Table III.7

Estimated Impact of the 1964 Tax Cut on Prices,
A11 Other Policies Constant

1964 1965 1966 1967

GNP, Implicit Deflator 0.0 0.02 .3 .6
Consumer Price Index -1 -.1 .2 .7
Wholesale Price Index 0.0 0.0 0.0 .

Table II1.7 summarizes estimates of the impact of the tax cut on
thé'aggregate price level. It is estimated that as a result of the
tax cut, the price level exhibited almost no change in 1964 and 1965
or a small decline. This is followed by substantially greater price
increases in 1966 and 1967 than would have occurred without the tax
cut. The estimated inflation rates for the Consumer Price Index and
GNP Implicit Deflator are 0.3 to 0.5 percent lower without the tax
cut. These results are based largely on the responses of compensation
per manhour and productivity to the fiscal stimulus. The unemp loyment
rate was near 5.5% in late 1963 and early 1964 and had been hovering
near this level for nearly two years. With the exception of brief
periods in 1959 and 1960, the unemployment rate had not been below
this level since 1957. Private compensation per manhour increased
approximately 3.5% in 1963. With the stimulus of the tax cut, and a
decline of nearly 0.5% in the average unemployment rate, this increase
was greater than 4.5% in 1964. With labor markets becoming even
tighter in 1965, the compensation increase fell back to less than

3.5%. This wage behavior is explicable only in terms of price expecta-
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tions. This period of relatively high unemployment is also the period
of greatest price stability since World War II. The implicit price
deflator rose less than 2.0% in each of the years from 1960-5964.

This experience offset much of the impact of tighter labor markets on
wages in 1964 and 1965. It is estimated that the rate of increase in
compensation was less than 0.1% greater in 1964 and 0.3% greater in
1965 as a result of the additional stimulus. This increase in wage
costs was offset by productivity gains that are estimated to have been
0.6 percent greater in 1964 and .25 percent greater in 1965 with the

additional stimulus.

By 1966, with the unemployment rate falling below 4.0% and
productivity gains that are estimated to be lower than what otherwise
would have occurred, the additional stimulus 1¢ads to both greater
compensation increases (up 0.6% in 1966 and 1.1% in 1967) and greater

price increases than what would have occurred.

The Cyclical Impact of the 1964 Tax Cut

Any counter-cyclical policy must, by its very nature, generate
cyclical influences of its own. The concept of this type of policy is
to set up cycles that will damp cyclical forces that are surfacing in
the economy. Cycles may be developing because of a weakness in the
private sector unrelated to government policy (a weakness in exports)
or caused by policy either deliberately (reduced housing investment
because of higher interest rates) or in the course of achieving other

goals (reduced consumption brought on by higher social security
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taxes). Clearly, perfect counter-cyclical policy will often necessitate
of fsetting government policies which were not designed with a cyclical
impact in mind, but which have a cyclical effect. Thus, at any point

in time, we will observe government policies being undertaken which

have opposite cyclical impacts. The most obvious example over the
post-war period has been increased social security taxés offset by

reduced personal taxes.

No matter what the source of the cyclical forces, it is possible
to examine the impact of any single policy or group of policies,
assuming all other policies are constant in the sense of following
their historical paths. This is what we have done above where
we have estimated the impact of the 1964 tax cut on the level of
economic activity including income, purchases, production, employment
and prices. An alternative view of policy is what it does, not to the
level of activity, but to the cyclical variance of activity. When the
impact of a policy is evaluated in this framework, we may waht to
examine it not only under the circumstances of all other pol%cies,
following their historical paths, but also in terms of its cyclical
jmpact if all other policies had been in some sense "cyclically
neutral®. By this we would mean that policies had not been con-
tributing to either the amplification or damping of'the cycle from

the private sector.l/

Y See Appendix III.
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If policy were perfectly designed, it would exactly offset all
cyclical forces. In this world, GNP could grow at a steady rate which
would appfoximate the rate of growth of the labor force plus the rate
of increase of productivity; prices would rise at a steady rate equal
to compensation increases less productivity gains; and the unemployment
rate and interest rates could be held constant. The role of fiscal
and monetary policy would be to determine the rates of growth by
choosing policies to generate the desired choices between investment

(saving) and consumption.

This description of an economy in which all cyclical forces
have been neutralized suggests an alternative for measuring the level
and cyclical impacts of any given policy action. Rather than assuming
all other policies follow historical paths, we might attempt to define
the path they would have followed if no attempt were being made to
affect the cyclical impact either of private sector developments or of
other policies. The question of offsetting policy impacts seems
particularly important with respect to the relationship between fiscal
and monetary policy. Often in the past, major efforts at fiscal
stimulus or contraction have been perceived to be countered by monetary
policy. To the extent that this is true, the evaluation of the cyclical
patﬁ of the economy, in the light of an alternative fiscal policy,
should examine not only the course of policy when monetary policy
follows its historical path, but also when monetary policy is defined

in terms that do not allow for the possibility of deliberate attempts
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to offset fiscal initiatives. Just as monetary policy, deliberately
or otherwise, may amplify or dampen a fiscal stimulus, so other fiscal

actions may act to increase or decrease the effect of the tax cut.

In order to compare measures of the impact of the tax cut with
all other policies intact against the effect of the tax cut when other
policies are cyclically neutral, we have simulated the historical path
of the economy both when all policies follow a cyclically neutral
pattern and when all other policies are placed on a neutral path but

1/

the tax cut occurs.— Summary statistics for these simulations

appear in Table III.8.

We have chosen to concentrate on growth rates for constant dollar GNP,
the implicit deflator and personal disposable income and the level of
the unemployment rate as measures of cyclical behavior. While other
measures could be chosen, GNP, the implicit deflator and the unemployment
rate are traditional measures and constant dollar disposable income is
a very close measure of the economic well-being of the household
sector abstracting from distributional aspects. The summary statistics
are the mean, variance and coefficient of variation (= standard

error/mean).

i The adjustments made to the model to generate these simula-
tions are detailed in Appendix II. There is an important element of
arbitrariness in how neutrality is defined which should not be overlooked.
The considerations on the basis of which adjustments were determined
are discussed in Appendix III.
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Table III.8

Average Annual Rate of Increase, 1964-1967
Gross National Product, Constant Dollars

Coefficient of

Mean Varfance Variation *
History 4.81 6.42 .53
No Tax Cut 4.28 5.33 .54
Neutral Policy 4.07 6.77 .64
Neutral Policy/with Tax Cut 4.80 8.56 .61

Implicit Deflator, Gross National Product

History 2.68 1.39 1.21
No Tax Cut 2.49 1.18 1.11
Neutral Policy v 2.40 91 .98
Neutral Policy/with Tax Cut 2.62 1.95 1.43

Personal Disposable Income, Constant Dollars

History 5.55 8.09 51
No Tax Cut 4.29 7.08 .62
Neutral Policy 4.09 7.94 .69
Neutral Policy/with Tax Cut 5.52 9.31 .55

Average Level, 1964-1967
Unemployment Rate

History 4.35 .46 71
No Tax Cut 5.16 12 37
Neutral Policy 4.87 .16 .42
Neutral Policy/with Tax Cut 4.01 46 .70

* For the unemployment rate and inflation rate, the denominator is
l-mean *.01 rather than the mean. This assists in the preference
ordering discussed.
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The appropriate measures for comparing two possible paths

for an economy and indicating which is preferred is a subject which
can be debated endlessly. From a conceptual point of view, the theory
of economic po]icy‘solves the problem neatly by positing a function
which can include the moments and/or levels of all variables of
interest and a set of weights which allow choices to be made simply on
the basis of the value of the function. Rather than attempt to
specify such a function, it seems reasonable to discuss cyclical
impacts in general terms. We feel that any ranking would a priori

have to have the following characteristics:

1. For GNP, more growth is preferred to less and steady

growth is preferred to variable growth.

2. For the implicit deflator, the closer inflation is to
zero the better. Price stability is preferable to either
inflation or deflation. Again, steady inflation (deflation)

is preferable to variable inflation.
3. Less unemployment preferable to more.
4. More real income preferable to less.

As in the case of GNP and the deflator, less variance is

preferable to more in the last two variables.
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The problems, of course, arise when one must choose between
less real growth and less inflation, or more growth only with more
inflation; or, perhaps, between an economy with higher average growth

and more variance in growth.

With these comments in mind, it is possible to attempt to do
some ranking of the policies actually followed compared to the
alternatives examined. If the historical path of the economy, History,
is compared to the estimated experience without the tax cut but with

other policies in place, No Tax Cut, we see:

1. Average growth in constant dollar GNP is nearly 0.5% greater

with the tax cut;
2. Growth in real disposable income is 1.25% faster on average;
3. The average unemployment rate is 0.8 Tower.

A11 of these seem to indicate that all other policies constant

an economy with a tax cut is preferable to one without. However,
1. The average inflation rate increases 0.2%.

2. In the case of each of our four variables, the variance

increases with the tax cut.

That is, not only do we have a higher inflation rate, the
variability, quarter-by-quarter, of each of these variables is greater

when taxes are cut.
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Even if we are predisposed to accept the higher inflation
to express a preference for one of these episodes over the other,
we must be willing to state some preference for increased growth and

employment vis-a-vis increased movement around the mean values.

The coefficient of variation is a simple measure of possible
trade offs. It rises with an increase in variance and falls with an
increase in mean value. If we use this as a ranking device, it
implies approximate indifference between a 10.0% increase in the
mean growth of GNP and a 10.0% decline in the variance of the growth
rate;l/ While this probably tilts rankings too heavily in favor of

variance reductions, it is useful to examine the implications of such

a ranking system on the tax cut vs. no tax cut choice.

The ranking problem with respect to GNP and disposable income
vanishes. The coefficient of variation declines in each case. With
respect to inflation, however, the tax cut produces a higher mean
rate, a higher variance and a greater coefficient of variation. The
unemployment rate continues to be ambiguous with respect to the mean
and variance with a higher coefficient of variation with the tax cut.
It is true in this case, however, that the increased variation is not
due to movement around the mean so much as the steady fall in unemploy-
ment which is the desired goal of the tax cut. Variation of this

sort is Tikely to be less objectionable than short term increases and

Al This is only approximately true since 100/90 = 1.11 rather
than 1.10.
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decreases that result in uncertainty about job prospects. If one is
willing to accept the small negative impact on inflation then one
would conclude that, from a cyclical point of view, the tax cut was a

successful counter-cyclical move.

We can, however, extend our analysis beyond this to the issue of
whether the tax cut was more or less beneficial because of cyclical
movements in other policies. By comparing the historical path of the
economy, History in Table III.8, with estimates of the path the economy
would have followed with the tax cut but with neutral cyclical effects
from other policies, we can measure the interaction between the tax
cut and other policies. With the exception of the unemployment rate,
neutralizing all other policies results in lTittle effect in the mean
values for the variables in Table 8. The effect onnthe unemp loyment
rate is almost entirely attributable to the aﬁsumptions concerning
Federal government employment with respect to neutrality discussed in
Appendix IIl and may largely be disregarded. With respect to the
other variables, however, neutral policies would, on average, have

resulted in 30.0% more variation than actually occurred.

Finally, based on a comparison of History and Neutral Policy
results, it is possible to estimate the total cyclical impact of
discretionary Federal policy during the 1964-67 period. As the
simulation results indicate, policy actions on employment, expenditures,
taxes and monetary policy contributed substantially to real growth in

income, production and employment. It also increased the average rate
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of inflation. Given that the tax cut is a substantial part of the
discretionary policy during this period, it is not surprising that the

overall impact of policy is expansionary.

The more interesting aspect of this view of the total Federal
sector is its estimated %mpact on the measures of cyclicality. The
variance of GNP and income growth rates are basically Gnchanged
between neutral policy and history. Following the analysis above, the
implication seems to be that the cyclical forces generated by the tax
cut were basically offset by other policies and the innate cyclical
tendencies of the economy unaffected except for a shift in the level
of the growth path of the economy. Whether by accident or design,
policy during this short cyclical episode seems to have impacted
largely on the level of activity and not on its higher order moments.
To the extent that it has affected variability, it would appear to
have resulted in greater variance (prices and unemployment) rather

than less.

35-458 0 - 78 -7
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IV. THE VIETNAM WAR BUILD-UP, 1966-69

Evaluation of the impact of any policy decision requires that
a benchmark be established against which one can measure. In the case
of a policy which is embodied in legislation, such as a tax cut, a
natural alternative is simply to assume that the legislation did not
pass. Even in this case, however, certain caveats are in order. Many
policy actions are complementary. Personal tax cuts might not have
occurred without increases in social security taxes. Major expenditure
programs might not have occurred without tax increases. When the
desire is to evaluate a systematic policy that has not been embodﬁed
in legislation or is based on several pieces of legislation, such as
the Vietnam conflict or the fiscal restraint of the early '70's, the

choice of a benchmark becomes even more difficult.

While one could base evaluation of the impact of the war on
estimates of direct military expenditures, this would ignore the fact
that other expenditures were foregone because of the costs of the war,
that some expenditures for maintaining and supplying the military
which were attributed to Vietnam would have occurred in any case and
that ‘tax policy, particularly the surcharge in 1968, would undoubtedly

have been different.
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This is not to say that it is impossible to measure the impact
of the war but simply to emphasize the need to be specific about the
nature of the differences in direct actions being associated with an

alternative path.

To evaluate the impact of Vietnam on the U.S. economy, decisions
must be made concerning the appropriate alternate paths for defense
expenditure related variables including defense purchases, military
manpower, orders for defense capital goods and military compensation
rates. In addition, some evaluation of non-defense expenditures and

tax policy is required.

Initially, four alternatives were examined. The primary
difference between the paths are the two measures of the reduction in
defense expenditures in the absence of the Vietnam War presented in

Table IV.1.

An element of arbitrariness must necessarily enter the
selection of any "normal" rate of growth of defense purchases. The
timing of the replacement of major weapons systems, expenditures on
episodic occurrences which do not involve an extended military commit-
ment and other peculiarities of this segment of the budget preclude
any unique calculation. The WEFA assumption was that, in the absence of
the Vietnam War, constant dd]]ar purchases of defense goods and
services would have grown at an annual rate of 1.25% from the fourth

quarter of 1965 to the end of 1969. This is the average annual rate
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Table 1IV.1

Alternate Estimates of the Increase in
Defense Purchases Associated with Vietnam

o ' WEFAZ/
1966 13.0 | 6.1
1967 . 23.3 , 14.8
1968 216 16..6
1969 26.0 12.3

l/Based on "Chronology of Major Fiscal and Monetary Policies,
(1960-1977)," Committee on the Budget, U.S. House of Representatives,
January, 1978. Fiscal year totals have been interpolated and rebased
to calendar years. o : ' : :

g'/The WEFA calculation is based on the assumption that constant
dollar defense purchases would have increased at a steady rate in
the absence of the war. The rate used is 1.25% per year.
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of increase over the period 1956 to 1962 when the end periods are
calculated by averaging them with calendar years 1955 and 1963
respectively. This period was chosenvin an attempt to eliminate the
influence of both the Korean and Vietnam Wars. The end points were
averaged to spread the base over longer time periods and eliminate any
short-term merments. If the calculation had been based on the period
' 1955-63 without averaging, annual growth would have been 0.7%, while for

1956-62, growth was 1.6%.

This procedure atteﬁpts to benchmark evaluation of the war's
impact against a "normal” péth. The ﬁ]ternative is to eliminate those
costs directly attributable to the war and assume no other expenditures
would have been altered. This is the procedure followed when OMB |

estimates are deducted from the historical path.

. In addition to a]tering defense purchases, the simulations
allow for alterations in thé level of military manpower, the path of
new orders for defense capital goods, the level of non-defense purchases
and the imposition of the 1968 income tax surcharge. Four alternatives
are compared in Table IV.Z.l/ In simulation I, defense purchases of
goods and services are lowered by the WEFA estimate from Table Iv.1,

military manpower is held constant at 2.7 million and new orders for

l/For the details of the alterations to the model, see Appendﬁx
II, Section 3. : ‘
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Table IV.2
Comparison of Base Simulations

Simulation 1966 1967 1968 1969

GNP, 19723, Percentage Change

History 6.0 2.7 .4.4 2.6
I 4.9 0.8 3.6 3.8
II 3.8 0.6 3.1 3.6
ITI 5.1 1.1 4.1 5.0
Iv 4.1 0.8 3.5 4.6
GNP Implicit Deflator, Percentage Change
History 3.3 2.9 4.5 5.0
I 3.2 2.8 4.0 4.2
I1 3.1 2.7 3.9 4.0
III 3.2 2.8 4.0 4.4
v 3.1 2.7 3.9 4.0
Unemployment Rate
History 3.8 3.8 3.6 3.5
I : 4.3 5.3 5.5 5.1
II 4.8 6.0 6.4 6.2
III 4.3 5.1 5.1 4.3
Iv 4.7 5.8 6.1 5.4
I. WEFA Purchases Assumption, Growth in Defense Orders of 4.5% per
year, military manpower constant at 2.7 million.
II. OMB Purchases Assumption, Constant Defense Orders, military

manpower constant at 2.7 million.

ITI. The same as simulation I, plus elimination of 1968 surcharge
and growth of constant dollar non-defense purchases of 6.0%.

Iv. The same as simulation II, plus elimination of 1968 surcharge
and growth of constant dollar non-defense puchases of 6.0%.
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defense capital goods are allowed to rise at a steady annual rate of
4.5%. These latter alterations may be compared to historical paths in
which military manpower rose to 3.5 million in 1968-9 and orders for
defense capital goods grew at.an average annual rate of 8.9% frbm the
end of 1965 to the end of 1969. _Simulation III contains the same
alterations as simulation I but also eliminates the 1968 tax surcharge
and allows for faster grpwth in non-defense purchases. While it is
difficult to attribute an explicit reduction in non-defense purchases
growth to the Vietnam War, these expenditures, measured in 1972 dollars,
grew at an annual rate of 8.35% from calendar year 1963 to 1965 but
were essentia]]y unchanged from 1965 to 1969. Simulation III assumes
that without the demands of the war expenditures constant dollar

purchases would have grown at a steady 6.0% annual rate.

Simulations II and IV reduce defense purchases by the OMB
estimates of the cost of Vietnam. In addition, II holds military
manpower constant at 2.7 million and new orders for defense goods
constant at $16.0 billion. This solution is.the most restrictive
in the sense of assuming that none of the Vietnam expenditures would
have been replaced by additional expenditures in other sectors.

Solution IV differs from II in the same manner that III differs from
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I; elimination of the surcharge and increases in non-defense purchases.
Simulations II and III seem to provide upper and lower bounds for the
measurement of the effects of the war on the economy and the discussion

that follows summarizes these two alternatives.

To d1st1ngu1sh between these two we w11] refer to them in the
ensuing discussion by the source of the defense purchases assumpt1on
S1mu1at1on II w111 be referred to as OMB and Simulation III as WEFA. It
should be kept in mind that these two d1ffer in details other than
defense expenditures. In essence, the OMB scenario attempts to measure
the impact of not having incurred V1etnam expend1tures with nothing else
altered. The wEFA simulation allows for "norma]" behavior of other -
decisions concern1ng taxes and expend1tures when no Vietnam ep1sode

occurs.

Tables IV.3-8 provide summaries of the ihpacf of the war not
having occurred on major economic magnitudes for both the OMB'and WEFA

scenarios.

Examining Table IV.3 reveals that using the OMB measure of
expenditures, the war resulted in personal income increases of nearly
$10.0 billion in 1966 and by 1969 was generating about $55.0 billion in

additional income. If we attempt to adjust for normal expenditure



Federal Personal Income
Taxes

Personal Income
Disposable Personal Income

Federal Corporate Profits
Taxes

Corporate Profits Before
Taxes

Corporate Profits After
Taxes

TABLE IV.3

ESTIMATED IMPACT OF NO VIETNAM WAR ON
TAX COLLECTIONS AND INCOMES

(billions of dollars)

1966 1967
OMB WEFA OMB WEFA
-1.7 -.8 -4.4 -2.6
-9.6 -4.3 -24.0  -14.0
-7.2 -3.2 -18.1 -10.6
-3.1 -1.1 -4.6 -2.3
-8.4 -2.6 -11.2 -5.5
-4.6 -6.4 -3.2

1968 1969

OMB WEFA OMB WEFA
-8.2 -8.8 -10.9 -15.0
-41.0 -24.2 -54.8 -26.0
-30.2 -13.9 -40.5 -9.5
-10.6 -1.2 -4.5 4.9
-11.3 -3.0 -2.0 11.5
-6.3 -1.6 -.7 6.4

66



Gross National Product

Personal Consumption
Expenditures

Residential Investment

Non-Residential Investment

Change in Business
Inventories

Net Exports

ESTIMATED IMPACT OF NO VIETNAM

TABLE 1IV.4

FINAL

(billions of dollars)

DEMAND

1966 1967

OMB WEFA OMB WEFA
-19.8 -7.4 -38.6 21.8
-3.4 -1.6 -9.6 -5.7

0.6 0.0 1.9 0.6
-2.5 -0.5 -5.9 -2.7
-1.5 -0.7 -0.3 -2.3

0.9 0.4 1.9 1.1

WAR ON
1968 1969
OoMB WEFA OMB WEFA
-55.3 -28.8 -59.4 -15.7
-18.2 -9.7 -26.1 -8.5
1.2 0.7 1.0 0.8
-9.5 -4.8 -9.6 -1.7
-0.4 -2.5 -2.2 0.6
3.1 1.5 3.4 0.8

001



Gross National Product

Personal Consumption
Expenditures

Residential Investment

Non-Residential Investment

Change in Business
Inventories

Net Exports

TABLE IV.5

ESTIMATED IMPACT OF NO VIETNAM WAR ON

(billions of 1972 dollars)

FINAL

DEMAND

1966 1967 1968

OMB WEFA OoMB WEFA oMB WEFA
-23.7 -9.3 -45.6 -25.5 -58.5 -28.2
-3.5 -1.5 -9.5 -5.2 -15.5 -6.6
0.8 0.1 2.4 1.0 1.5 1.1
-3.0 -0.5 -7.1 -3.1 -10.4 -4.8
-1.9 -0.9 -4.0 -2.6 -4.8 -2.9
1.6 3.3 1.4 5.7 2.1

0.5

1969

OMB WEFA
-48.7 -3.3
-16.1 0.8
1.5 1.4
-8.4 0.0
-2.5 0.6
6.5 1.7

101



Agriculture
Mining |
Durable Manufacturing
Non—DuraS]e Manufacturing
Transportation
Communications

Utilities

Contract Construction

Finance, Insurance &
Real Estate

Services

Wholesale and Retail
Trade

TABLE 1IV.6

ESTIMATED IMPACT OF NO VIETNAM WAR ON

~ (billions of 1972 dollars)

OUTPUT ORIGINATING

1966 1967 1968 1969

OMB  WEFA OMB  WEFA OMB_ WEFA OMB  WEFA
0.1 0.0 0.2 -0.1 -0.4  -0.1 -0.3 0.1

0.2 0.1 0.4 0.3 0.5 0.3 0.5 0.2
11,9 -3.8  -22:8  -11.9  -28.7  -13.2  -23.6  -1.6
1.1 -0.3 2.4 -1.3 3.5 -1.4 2.9 0.9
1.3 -0.3 2.4 -1.2 3.0 1.3 2.3 0.2
0.2 0.0 0.5 -0.2 0.9 -0.3 -0.7 0.2
~0.2 0.0 0.4 . -0.2 0.4 . -0.1 0.4 0.1
0.4 0.1 0.8 -0.2 1.7 -0.3 “1.0 1.0
2.0 -0.4 238 v -1.6 5.0  -1.7 _3.8 1.2
1.7 ~0.4 3.2 -1.4 4.0 -1.4 -3.2 0.4
1.1 0.0 2.6  -0.9 3.9 -1.6 3.3 2.4

- @01



Civilian Labor Force
(millions)

Civilian Employment
(millions)

Unemployment Rate

TABLE 1IV.7

ESTIMATED IMPACT OF NO VfETNAM WAR

ON QUTPUT ORIGINATING

1966 1967 1968 1969
OMB  WEFA OMB  WEFA OMB  WEFA OMB  WEFA
22 - .28 .21 .41 -1 4o .23 -4 .09
-.59 -.14 21,51 -.65 ~2.39  -1.05 ~2.58 -.54
1.08 54 219 1.33 2.91  1.60 2.68 77

€01




GNP, Implicit Deflator

Consumer Price Index

Wholesale Price Index

TABLE IV.8

ESTIMATED IMPACT OF NO VIETNAM WAR

ON PRICE LEVELS

(Base = 100)

1966 1967 1968 - 19069
0MB WEFA OMB WEFA OMB WEFA oMB WEFA
-0.1 0.0 -0.3 -0.2 -0.7 -0.5 -1.6 -1.2
-0.1 -0.1 -0.3 -0.2 -1.0 -0.8 -2.3 -1.7
-0.1 -0.1 0.0 0.0 -0.1 -0.1 -0.2 -0.1

3
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patterns and use the WEFA scenario incremental income resulting from
the war is approximately one-half of these amounts. The pattern

on the profits side is substantially different. While the war is
estimated to have resulted in higher profits in the period 1966-1968
under either scenario, the WEFA scenario would yie]d_greater profits
in 1969 in the absence of war expenditures. Moreover, even using’the
OMB measure, the additions to profits peak in 1968 and have declined
by 1969. This phenomena is almost entirely accounted for by the labor
force implications of the war. As pictured in Table IV.7, by 1969 the
war resu1ts in an unemployment rate that is between 0.8% and 2.7%
lower than it otherwise would have been. In the 3.5-4.0% range that
the unemployment rate actually attained in the 1967-9 period, wage-price
developments lead to a shift in income shares toward wages. Even
though profits are lower in the OMB solution the profit share rises as
a result of not experiencing the war. In the WEFA scenario not only
does the profit share rise, but by 1969, when the loss in GNP is only
$16.0 billion dollars, the absolute level of profits is higher than

the historical experience.

In addition to the effects on incomes and taxes, the two
scenarios present an interesting picture of the alternative path for
the Federal budget surplus or deficit. During the period 1966-1969, the
cumulative deficit for the Federal sector was $12.7 billion. If the war

had not occurred, our estimates indicate that the cumulative deficit
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would have been $6.0 billion using the WEFA scenario or a surplus of
$30.5 billion with the OMB measure of the alternative path. Without the
1968 surcharge and with normal trends in federal purchases, the federal
deficit poeition would have been much the same over the four year horizon
(WEFA). If all that occurred was the reduction of war expenditures, with
nothing else altered, the swing in the deficit position is nearly $45.0

billion (OMB).

_ Tab]es Iv.4 and IV 5 present a’'similar p1cture of the effects

of the war on aggregate f1na1 demand The OMB scenario est1mates that
nom1na1 GNP rose $20.0 billion in 1966 and was nearly $60.0 billion
'greater in 1969 as a result of the war} In 1972 do]]ars the 1mpact is an
A1ncrease of near $25 0 b1111on in 1966 and increases near $50.0 b1111on
from 1967 69. A much d1fferent p1cture emerges from the WEFA scenario.
Constant dol]ar GNP is estimated to be nearly $10 0 billion h1gher in
1966, $25.0-30.0 billion higher in 1967-8 but by 1969, GNP differs by
1e§§ than $5.0 bi]]inn. Moreover, only the government sector of final
demand is lower than nistorica1 experiente by 1969. Despite the reduced
stimulus of government purchases; slower growth in imports, lower
interest rates, and the elimination of the surcharge result in higher net

exports, more residential investment and greater consumer expenditures.
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Table IV.6 indicates the heavy impact of the war on the
durable manufacturing sector. In the absence of the war materiels
expenditures, value added in this sector would have been reduced by
approximately one-half of the reduction in GNP whether the OMB or WEFA
measure of the impact is used. Moreover, if the WEFA measure of the
alternative path of the economy is used outside of the durable area,
the greatest reduction in the output in any sector in any year is a
decline of less than $2.0 billion (1972) in 1968 in the Finance

Insurance and Real Estate Sector.

Perhaps the most dramatic impact of the war and, in many ways,
the source of the basic differences between the historical experience and
7fhe WEFA scenario by 1969 are the labor market developments pictured in
Table IV.7.. Both the OMB and WEFA no war scenarios result in a larger
civilian labor force in 1966 and 1967 than the historical experience.
With the WEFA assumptions the increase is above 400,000 for 1967. Much
of this increase is attributable to the reduction of 750,000 in the
number of military personnel--which is assumed to occur in 1967. C(learly,
not all of the people who leave the military enter the labor force. This
is partially a result of the lower employment ratio and partly attributable
to lower real wages offered as a result of more slack in labor markets.
Using the OMB measure of the no war scenario actually leads to a reduction

in the civilian labor force in 1968 and 1969 despite the reduced military

35-458 O - 76 -8
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requirements. While a greater pool of manpower is available as a result
of the reduction, the particpation of these individuals declines as a
result of wage and employment effects. The higher demand in the WEFA
scenario results in a greater civilian Tlabor force throughout the 1966-69
period but the increase is down to less than 10,000 people by 1969. The
substantial reductions in employment in both no war solutions, over 1.0
million in WEFA and near 2.5 million in OMB in 1968, combined with the
labor force effects result in unemployment rate increases which peak in
that year with the OMB alternate nearly 3.0% higher than historical
experience and the WEFA alternate 1.5% higher. By 1969, the difference
between the no war solutions and the historical declines in both solutions
but for very different reasons. In the OMB solution, the decline in'the
unemployment rate is a result of the discouraged workers leaving the
labor force; in the WEFA solution, the decline results from an increase

in employment.

As Table IV.8 indicates, both of the alternate scenarios result
in lower inflation rates until by 1969, the Consumer Price Index and the
GNP implicit deflator are 2.0-3.0% lower than historical levels. In
addition to this decline in the price level, the inflation rates have
also declined by 0.5-1.5% by 1969. These slower inflation rates can be
traced to the labor market effects in Table IV.7. The higher unemployment
rolls lower the growth in compensation in 1969 by more than 2.0% in the
OMB scenario and nearly 1.5% in the WEFA scenario. The two solutions
yield similar inflation projections because of greater productivity

increases in the WEFA case.
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While the OMB and WEFA scenarios are likely to be of interest
for differeﬁt purposes, as a measure of the effect of Vietnam against the
probable course of the economy without the war, the WEFA solution seems
more accurate. It raises some. interesting questions regarding the magnitude
of any tax increase necessary to control aggregate demand to offset the
war effects. Many of the calculations presented at the time were directed
at merely offsetting the demand effects of the war expenditures. In
retrospect, the labor force effects of the war may have been the crucial
element. To supbort the war without inflation would have called for tax
increases not only sufficient to offset the additional demand effects of
the war expenditures, but also to'have of fset the impact on labor markets

of the increased military personnel.
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V. A PERIOD OF FISCAL RESTRAINT 1972-76

The period 1972-76 includes the sharpeét cyclical episode the
U.S. has experienced in the post-World War II period.. The period began
with a conflict between the Administration and Congress over the approp-
riate stance of fiscal policy. This battle with the Administration
favoring a more restrictive stance to reduce demand pressures was
largely carried by the Administration with a series of vetoes, program
terminations and impoundment of funds.- As monetary policy moved to a
more restrictive stance in 1973, this position was partially eased with
an enlarged tax refund of 1972 1iabilities and increases in revenue
sharing. Overlaying these moves was the move froﬁ Phase II to Phase
ITI of wage and price controls in January, 1973 and Phase IV in July,
1973. OPEC moved to embargo oil shipments to the U.S. in October, 1973,
and the initial stage of the energy price inflation was upon us. It
has been argued that very little was gained in terms of reducing inflatior
by the restrictive fiscal and monetary policies followed during the 1972-¢
period because the prime causes of price increases were not excess
demand in the domestic economy but world developments in the energy and
food areas. To evaluate this argument, we investigate one aspect of
policy during this period--federal government purchases of goods and

services.




Period

195504-196504
196504-197104
197104-197204
197204-197304
197304-197404
197404-197604

Period

195504-196504
196504-197104
197104-197204
197204-197304
197304-197404
197404-197604

Growth in Government Purchases
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Table V.1

(Compound Annual Rate)

Current Dollars

Total

4.81
5.25
4.82
2.05
11.97
7.30

Defense

3.40
4.71
4.7
1.50
6.99
5.80

Constant Dollars

Total

1.96
-0.26
-3.49
-5.32

1.48

.94

Defense

0.61
-0.77
-3.54
-5.83
-3.00
-0.48

Non-Defense

10.48
6.77
4.69
3.10

24.41

10.59

Non-Defense

7.50
1.17
-3.56
-4.35
12.80
4.03
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As Table V.1 indicates, the growth rates in purchases gyrated
sharply in the late 60's and early 70's. In nominal terms, total
purchases grew at an average annual rate near 5.0% for the periods
195504-196504 and 196504-197104. This rate of growth stayed near 5.0%
in 1972, dropped to 2.0% in 1973 and then soared to nearly 12.0% in
1974. The movement was even more dramatic after adjusting for inflation.
In 1972 dollars, total purchases grow at an average annual rate near
2.0% during the 1955-65 period. From the end of 1965 to the end of
1971, the average annual rate of growth was essentially zero, despite
the run up in defense purchases during the Vietnam War. Purchases
declined at a 3.5% rate during 1972 and declined at a rate in excess

of 5.0% in 1973.

In 1974, the 12.0% growth in nominal purchases translated into
a 1.5% increase in constant dollar purchases. If nothing else had
been altered but government purchases had followed a steady growth
path from the end of 1972 to 1976, what effect would this have had on

the business cycle?

To evaluate this question, we allowed constant dollar purchases
to grow at annual rates equal to the averages for the ten year period
195504 to 196504, 0.6% for defense and 7.5% for non-defense. Table

V.2 contains the annual increases in purchases and the deficit resulting
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Table V.2

Increase in Government Purchases with Steady Growth, 1973-6

Current Doliars

Total Defense Non-Defense Surplus/Deficit
1973 5.0 2.3 2.6 -1.6
" 1974 9.6 6.8 2.8 -6.0
1975 13.2 8.9 4.3 -6.9
1976 18.3 12.0 6.3 -9.8
Constant Dollars
Total | Defense Non-Defense
1973 4.7 2.2 2.4
1974 8.1 5.7 2.3
1975 10.0 6.7 3.2
1976 13.1 8.6 4.6
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from following this policy. By 1976 total government purchases are
approximately $18.d billion higher than historical experience, an
increase of 14%, with two-thirds of the increase in defense purchases.
Tables V.3-8 summarize the major effects of the alteration in the path

of purchases.

As might be expected, this realtively minor alteration in ex-
penditures does not eliminate the cycle. Growth in constant dollar
GNP remains negative in 1974 and 1975. The change in the path. of
purchases does, however, substantially vitiate the cyﬁ]e at the cost
of an increase in the deficit of less than $10.0 billion and no

increase or a slight decline in prices.

The effects of the increased purchases are strightforward
_with/the possible exception of the price effect which deserves some
comment. It is traditional in policy discussions to assume that
expenditure increases or tax reductions always have the effect of
increasing prices while a tax increase or expenditure reduction is
deflationary. Indeed, in the discussion of the 1964 tax cut and the
Vitenam WAr, our estimates correspond to this point of view. To
understand why the converse appears to be true in the present case, it
is necessary to understand the model of price and wage determination

used to represent the decision processes in the economy.
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TABLE V.3

ESTIMATED IMPACT OF A CWISTANT GROWTH OF FEDERAL GOVERNMENT PURCHASES

ON TAX COLLECTIONS AND INCOMES

‘ederal Personal Income Taxes
ersonal Income

)isposable Personal Income
‘ederal Corporate Profits Taxes
orporate Profits Before Taxes

:orpdrate Profits After Taxes .

(billions of dollars)

5.4
3.1

5.2

12.5
4.7
12.1
7.2
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TABLE V.4

ESTIMATED IMPACT OF A COWNSTANT GROWTH OF FEDERAL GOVERNMENT PURCHASES
ON FINAL DEMAND

(billions of dollars)

1973 1974 1975 1976
Gross National Product 6.1 12.4 20.0 29.9
Personal Consumption Expenditures | -.3 .8 3.1 6.2
Residential Investment .3 -.8 -.8 -.2
Non;residential Investment .9 2.6 4.5 6.1
Change in Inventories .4 .7 1.8 2.1

Net Exports -.2 -.6 -1.7 -2.3



TABLE V.5

ESTIMATED IMPACT OF A CONSTANT GROWTH OF FEDERAL GOVERMMENT PURCHASES

Gross National Product

Personal Consumption Expenditures
Residential Investment
Non-residential Investment

Change in Business Inventories

Net Exports

OH FINAL DEMAND
(billions of 1972 dollars)

L1T



ESTIMATED IMPACT OF A CONSTANT GROWTH OF FEDERAL GOVERNMENT PURCHASES

Agricu]ﬁure

Mining

Durable Manufacturing
Non-Durable Manufacturing
Transportation

Communication

ULilities

Contract Construction

Finance, Insurance & Real [state
Services

Wholesale and Retail Trade

TABLE V.6

ON OUTPUT ORIGIHATING

(billions of 1972 dollars)

1974

0.0

1
1
1

.3
.
.0

1975

1.3
3.3
2.5
2.9
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TABLE V.7

ESTIMATED IMPACT OF A CONSTANT GROWTH OF FEDERAL GOVERNMENT PURCHASES
ON LABOR MARKETS

1973 1374 1975 1976
ivilian Labor Force (millions) .01 .05 .14 .27
ivilian Employment (millions) A2 .36 .69 1.03

nemployment Rate -.13 -.3 -.61 -.83
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TABLE V.8

ESTIMATED IMPACT OF A CONSTANT GROWTH OF FEDERAL GOVERNMENT PURCHASES
ON PRICE LEVELS

(base = 100)
1973 1974 1975 1976
GNP Implicit Deflator 0. -.1 -.3 -.4
Consumer Price Index 0. -.1 -.5 -.b

Wholesale Price Index 0. 0. 0. 0.
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Prices are assumed to be determined as a mark-up over unit
labor costs and unit capital costs. It is possible to assume that
there are no short-run effects on capital costs as a consequence.of a
stimulative policy move. In this case, the impact on prices is
dependent on the change in unit labor costs. This, in turn, can be
divided into the effects on productivity and compensation. Unfortunately,
for the simple view of the effect of a stimulus on prices, the relative
strength of the two responses is likely to vary over the business
cycle. At a high level of economic activity, a stimulus will lead to
attempts to extend employment when the unemployment rate is low and
producers will find themselves bidding for employees who will, in general,
have less experience, lower skill levels than those already employed.
This is likely to yield compensation increases greater than any pro-
ductivity increases resulting from increased output. Even if the
mark-up is constant, this would lead to increased price pressures but,
in addition, at high levels of activity, further increases in capacity
lead to increases in the mark-up at the same time that unit labor
costs are rising. At the other end of the spectrum, when activity
levels are Tow, a stimulus is likely to lead to relatively small
additions to wages when unemployment is high. This may be more than
of fset by increases in productivity by increased utilization of
current employees. In addition, at low levels of capacity, an increase

to normal operating levels may result in some reduction in the mark-up



122

as fixed costs per unit decline. This type of phenomena is built into
_ the Wharton Model and results in the differing measures of the price

effects of a stimulus that we have noted.
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VI. NEUTRAL POLICY 1964-1977

In the preceding three sections, we have examined the impact
of three specific episodes of fiscal policy. In addition to measuring
the response of demand, output, employment and prices to various
policy steps, we have raised some of the major.problems and issues in
evaluating counter-cyclical policy. These include the impact of
contemporaneous policy moves; possible tréde-offs Between the Tlevel
and variability of activity; and the cyclical variability of policy
effects. Clearly, even if counter-cycfica] policy decisions were
clearly distinguishable, many of the problems of isolating policy
effects would remain. In asking the retrospective question, "what
would have happend if history had been different?", an element of
arbitrariness must almost invariably enter the calculation in terms of

defining the alternative.

In Chapter III, we attempted to evaluate the effects of fiscal
and monetary policy on the economy during the early '60s. As we
arqgued, one possible approach to this problem is to assume that
any policy which had a cyclical effect was purposeful and to attempt
to remove all of those actions. This is similar to adopting the

monetary policy stance advocated by certain monetaristé of steady

35-458 O - 78 - 9
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growth in the monetary stock regardless of the business cycle except

we extend it to the fiscal side of policy. To examine the effect of
policy on the cyclicality and level of activity during the last
fourteen years, we have followed the same strategy for the entire
period 1964-77. However, rather than a constant growth we have
benchmarked policies against the growth of potential GNP. Expenditures,

taxes, transfers and interest rates were forced to follow this path.l/

What must be recognized about this measurement is that while it
provides a standard against which to compare the historical policy
path, it is based on selecting an abritrary starting point and limiting
the growth of all programs to the increase in potential GNP. It does
not allow a movement in policy that would set up any cycical or counter-

cyclical effects.g/

In many respects, the most interesting question
this type of analysis can answer concerns the effect on the cycle of
adherence to this type of constraint in budget decisions. As we have
noted elsewhere, however, this is a global decision covering the
entire gamut of policy decisions. If one.policy area does not behave

in this manner, then adherence in other areas may exacerbate the

cycle.

l/The definition of potential GNP was taken from Economic
Report of the President, 1977, p. 54. For the details of adjustments,
see Appendix II.

g/As detailed in Appendix II, this is not strictly true. Both
unemployment transfers and interest payments are allowed to respond
passively to movements in the economy,as is the nominal interest rate
and the money supply.
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Table VI.1 summarizes the simulation results for the compound
annual rate of growth of GNP and the implicit deflator and the level

of the unemployment rate in terms of the average and standard deviation.

Table IV.]
Neutral Policy Results

196304-197704

L STANDARD
VARIABLE MEAN DEVIATION
Base  Neutral Policy Base  Neutral Policy
GNP, Percentage Change 3.67 3.95 4.18 4.13
Implicit Deflator, 5.04 ~5.71 2.56 3.28
Percentage Change
Unemployment Rate 5.25 4.97 1.46 1.24

With respect to these gross measures, the cyclically neutral
policy path matched to growth in potential GNP results in greater
growth in constant dollar GNP, greater inflation and lower unemployment
than the base path which follows historical policy patterns. In
addition, it results in lower variance in the growth rate of GNP and

the unemployment rate but higher variance in the inflation rate.
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Figure 1
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As Figure 1 illustrates, however, the greater growth and higher
inflation rates are not steady over the period. From 1963 through
mid-1969, the neutral policy path would have been expected to result
in a growth path for constant dollar GNP below that generated by the
actual path of policy. From mid-69, the neutral policy stance would
have resulted in higher levels of GNP although the growth rates
experienced would have been lower in 1972-3 and 1975. While a neutral
policy would not have eliminated the '74 recession, it could have been
expected to maintain much steadier growth from 1963 through the

early 1970's and to have experienced less of a cycle in 1974,
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Figure 2 demonstrates that a great deal of the difference in
these two paths is a.function of the path of constant dollar purchases
of goods and services by the federal government. In the neutral
policy simulation, these purchases grow at the rate of potential GNP.
The idea behind this is that real government purchases should be a
constant portion of real output if it is to avoid setting up cyclical
forces in the economy. As the figure illustrates, from 1963 to 1969
the actual growth in purchases cycled near this path; falling below it
in the early '60's, rising above it during the Vietnam period. In
early 1969, real purchases fell below the potential path and never
returned to that level. By the late '70's, purchases in 1972 dollars
were about $70.0 billion below the potential path. There is, of

course, nothing sacred about the potential growth path for purchases

Figure 2

FEDERAL GOVERNHENT PURCHASES OF GOODS AND SERVICES
CONSTANT DOLLARS

EA__LLLE NEUTRAL

.18E*031

.17E+83 |

. 15E+03 |

. 13E+03 |

NZTOHMr =@

. V1E+Q3 |

90.

63 64 65166 67 68 69 78171 72 73 74 75176 77
196301 : _ 197704



128

but if GNP is to grow at potential and the share that government
purchases absorb is to decline then policies must be adopted which
will result in an increase in the share of some other sector. This
would require either that non-purchases type exenditures grow more
quickly than along the potential path or that taxes grow more slowly.
Other expenditures, particularly transfers and grants-in-aid did grow
more quickly than the potential path and receipts grew more slowly.

By 1977, total non-purchases expenditures were more than $50.0 billion
greater than they would have been on the potential path, while tax
collections were about $35.0 billion lower, but these changes were not
sufficient to offset a level of purchases more than $100.0 billion

below the potential path.

Figure 3
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The other side of this fiscal policy stance which has resulted
in growth below potential for ten years js the estimate that it has
also resulted in lower inflation rates than would otherwise have
occurred. As Figure 3 indicates, by 1977 the neutral policy results
in a price level nearly 10.0% higher than that resulting from the
policies actually followed. This deviation in the path of prices

begins in 1972 and grows steadily greater.

In so far as a trade-off exists between the growth rate of
real activity and the inflation rate, and this is the case in the
Wharton Model, then the story illustrated by the neutral policy
simulation is that the policy options chosen during the last fourteen
years and, more specifically, during the last seven, successfully
sacrificed lower and more volatile growth in an attempt to achieve
lower and less volatile inflation rates relative to a policy keyed to

growth in potential GNP.
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APPENDIX I. Policy Interactions
The general non-linear model of the economy is written as:

Fi gy o Ve Yeo1,1 o+ Yiep,n, *t1 oo Xtm) T ey (1)
i=1,2 ...n

where the model contains n endogenous variables, Yeio with maximum
lag p and m exogenous variables, Xy i including any policy variables,

and is subject to stochastic disturbahces, e To analyze the

ti®

expected impact of any policy action say, dx,, , on any endogenous

tk
variable, dytj’ we must take the total derivative of (1).1/
From (1)
(] [dy,] + [f4] [dx] = 0 (2)
where
[fih] = nxn matrix of partial derivatives of f
with respect to Yp
[dyh] = nx2 vector of dy,
[fiI] = nxm matrix of partial derivatives of f with
respect to X
[dX]] = mx] vector of dx]

and for convenience we have ignored the time subscript. Assuming

[fih] is non-singular.

layg] = - 0F 07N DFT [xg] (3)

l/For simplicity we concern ouselves only with contemporaneous

impacts. Clearly we could also examine dyt+ ; for any s.
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While for the special case of a linear model, the right hand
side of (2) will be a constant, in general, for non-linear relations,
the value will vary through time with alterations in the value of
other variables in the system. Clearly, from (3), the influence of
any single policy change, dxtk’ on any endogenous variable, dytj’
will be dependent on the entire set of relations within the model and,
in particular, on the partial derivatives fih and fi]' In a
non-1linear model, these will be influenced by the values assumed by
other variables in the model. The difference in levels of activity
in the economy measured by such things as real incomes, inflation rates
and interest rates could result in a substantial shift in the impacts
of policy between the early 1960's and mid-70's. Moreover, if dxth’
h#k, are not all zero, then estimates of dytj/dxtk based on
simulation results will be influenced by these other policy alterations.

That is, in general, dx]#O 1#h.

In general, little attempt has been made to contr61 for these
impacts. In part, the lack of investigation of the latter effect is
attributable to the fact that policy analysis is inevitably done on
the basis of variations in a single instrument or policy rather than
on a system basis. It also seems to be attributable to the notion

that these impacts are likely to be small.

However, the former effect, simply reflects the shifting of
multipliers over the business cycle. For example, it is generally
accepted that price and guantity responses to fiscal stimulus will vary

over the cycle.
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APPENDIX II. Model Adjustments for Simulations

1. To Simulate the Economy Without the 1964 Tax Cut
Two sets of exogenous policy variables and the constant

adjustment for personal tax collections must be altered.
a. Personal Taxes

The policy impact is measured by the decline in the personal
tax rate in 1964.1 and again in 1965.1. To compensate for
this, rates are set at their 1963 values throughout the

simulation.

,

In addition to this, there appears to have been a substantial
amount of under-withholding in the last three quarters of 1964
to offset the over-withholding, relative to post tax cut
1iabi1itie§, in the first gquarter. .Since the econometric
relationships for personal tax collections fail to account for
the difference between tax rates and withholding rates, this
effect shows up in excessively large residuals for these three
quarters. (See Table AIl.) We have estimated these excessively
low collections, which would not have occurred in the absence
of the tax cut, to amount to approximately $2.0 billion per
quarter at an annual rate and, in addition to the rate changes,
this amount has been added to the residual for each of these

periods to remove the effects of the tax cut.
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TABLE AII.l

Errors in Federal Tax Collections Forecasts
for Historical Data
(Billions of Dollars)

1964.1 1964.2 1964.3 1964.4 1965.1 1965.2 1965.3 1965.4

Personal (TXCPF$) 1.9 -3.6 -3.3 -3.0 2 -.4 -.2

Corporate (TXCCF$)  -.4  -.0 -.0 -1 A .0 5

b. Corporate Taxes

For purposes of this study, the corporate tax cut is assumed to be
fully described by the reduttion in corporate tax rates. This

is reflected in the shift in the effective corporate income tax rates
in the Wharton Model. Since these are average rates, their level
depends not only on legislated rates but on the level and distribution
of profits across corporations. We have held these effective rates at
their 1963 level in this solution. Given the alteration in the level

of profits, this is likely to produce a small downward bias in collec-

" tions estimates for the simulation period. The magnitude of the

residuals for corporate tax collections seem to indicate that the
other legislative changes contained in the 1964 Act were of minor

importance.
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2. To Simulate the Economy with Neutral Policy and the 1964 Tax Cut

The conceptual underpinnings of these alterations are discussed
in Appendix III. Only the actual adjustments are discussed here. In

addition to the changes to remove the tax cut:
a. Monetary Policy

The basic short term interest rate in the model is the 4-6
month commercial paper rate (FRMCP4M). In line with the
analysis in Appendix III, this was held constant at a level

of 4.0% throughout the simulation. In addition, the rediscount
rate was set at 3.5%, this effects the spread between rates

in the term structure and the level of free reserves.
b. Federal Purchases

Constant dollar Federal purchases of goods and services are
assumed to grow at 4.0%. In order to accommodate the

Vietnam War build-up, constant dollar defense purchases

follow their historical path and the entire adjustment is
forced onto non-defense purchases. With respect to emp loyment,
a similar procedure is followed. Allowing for the Vietnam
build-up, total Federal employment including military is
allowed to increase at a 4.0% rate but any discrepancy is

buffered by civilian employment.
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Transfers

Starting from the 196304 values, each transfer item was
endogenized and set to a value that holds constant dollar
per capita value constant, where deflation is based on the

implicit deflator for consumer expenditures.
Grants-in-Aid and State and Local Purchases

Based on the increase in the implicit deflator for state and
local purchases of goods and services, constant dollar
grants-in-aid are allowed to increase at an annual rate of
4.0%. Substitution between Federal and local funds is set
at .5 and purchases are increased or decreased by half the
difference between the historical and simulated grants

value.
Other Taxes

The parameters of all other taxes including rates, credits,
etc. were held constant. This allows any automatic stabilizing
effects to continue to operate but eliminates the effect of
increases in the Social Security tax rate and base, alteration
in the investment tax credit and other discretionary policies

which occurred during this period.
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To Simulate No Vietnam War

a.

WEFA (Steady Growth in Purchases)

The number of people in the military are held constant at
2.7 million. New orders for defense capital goods are
initialized at $16.0 billion in the fourth gquarter of 1965
and grow at an annual rate of 4.56%. The value of defense
purchases in 196504 is adjusted to reflect the smaller
number of personnel, -30.5 billion, the implicit deflator
and constant dollar purchases for the initial period are
recalculated to reflect this alteration. From this
period, constant dollar defense purchéses increase 1.26%

at an annual rate each quarter.
OMB (Purchases Reduced by OMB Estimate)

Military personnel are held constant at 2.7 million. New
Orders for defense capital goods are held constant at
$16.0 bitlion. The level of nominal defense expenditures
is reduced by the estimate published in "Chronology of
Major Fiscal and Monetary Policies (1960-1977)", Committee
on the Budget U.S. House of Representatives, January,
1978, p. 39. These fiscal year numbers were linearly

interpolated.
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¢c. WEFA - No Surcharge

In addition to the alterations described in section a,
personal tax rates are set to the 196304 level through the
simulation and the dummy variable, DUM691.692, for the
surcharge is set equal to zero. Constant dollar non-defense

purchases are assumed to grow at an annual rate of 6.0%.

d. OMB - No Surcharge

In addition to the alterations described in section b, the
surcharge was eliminated as described in c, and nominal

non-defense purchases grow at an annual rate of 10.0%.

4, To Simulate the No Fiscal Restraint

Constant dollar purchases of both defense and non-defense goods
are initialized at 197204 values and then grow at 0.61% and 7.5%

respectively.

5. To Simulate Neutral Policy 196304-197704

The conceptual basis for the adjustments for this simulation are
discussed in Appendix III. Only the actual adjustments are discussed
here. A1l references to potential GNP are based on estimates contained

in Economic Report of the President, 1977, p. 54.
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Monetary Policy

The basic short-term interest rate is set equal to 4.0%

plus the annual rate of inflation.
Federal Purchases

Constant dollar federal purchases grow at the rate of
potential GNP. Defense purchases are allowed to follow
the historical path and any discrepancy is buffered by

changes in non-defense purchases.
Transfer Payments

Constant dollar transfer payments to persons and to
foreigners, deflated by the implicit deflator for consumer
expenditures are allowed to grow at potential. As new
programs are introduced, including food stamps and Medicare,
the value in the initial period assumes that historical
level and then grows at potential. This means that over

the solution period total transfers excluding unemployment
compensation, which is endogenous and allowed to respond

to the business cycle, grow slightly faster than potential.
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d. Grants-in-Aid

The constant dollar value of grants-in-aid, deflated by

the state and local deflator, grows at the rate of potentié].
Half of the difference between the grants number and the
historical path is assigned to state and local purchases.

If, for example, the simulated value for grants is $10.0
billion greater than the historical value, an additional

$5.0 billion is assumed to be spent by state and Tocal

governments.
e. Tax Collections

Constant dollar personal, corporate, social security and
indirect business taxes are allowed to increase at the

rate of potential GNP. Personal, social security and
indirect taxes are deflated by the implicit price deflator.
Profits taxes are deflated by the federal purchases

deflator.
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Neither the average wage rate nor the number of federal
employees was adjuéted for this simulation. A strict adherence to the
steady state analysis advocated in Appendix III would have resulted in
federal wages growing at the same rate as private and federal employment
remaining a constant proportion of the workforce. Examination of the
simulation results indicates that little difference would have resulted
from this adjustment and so wages were allowed to follow the historical
path. On the employment side, the constant proportion rule would have
resulted in a tripling of the federal civilian employees by 1977. It
is true, however, that if military, federal civilian and state and
local employment are considered together, employment remains a nearly
constant proportion of the workforce. Acknowledging the increased use
of the state and local sector as an expenditure agent of the federal
government, we chose to allow employment to follow is historical

path.
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APPENDIX III. Some Issues in Policy Analysis

Conceptual Framework

Suppose we select a variable or set of variables which
individually provide us with a scalar measure of the state of the
economy. In the normal course of events, we would use some functional
to combine variables into a scalar measure but for the moment assume
that, Xt provides a full description of the economy and is measured
in sucﬁ'a way that high values are preferred to low values and X is
units free. The latter convention avoids problems involving changes
in scale as the economy grows. GObvious candidates are the rate of
growth of constant dollar GNP, and the negative or inverse of the

inflation or unemployment rates.

Now suppose at any point in time, Xt can be represented as
the sum of private'sector activity, net of all direct and indirect
policy activity, fiscal policy impacts and monetary policy impacts,

say

(1) X, = P, +M +F,

t

Note that M, and Ft indicate impact and not measures of

t
policy variables.
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Assume that all deviations {cycle) from average (trend) values
in Xt originate in the private sector and that given "average"
behavior in the private sector, say P, M and F are selected to

determine the desired value of X. Then defining

(2) Axt +X = APyt P+ aM, + M + AF, + F

where AXt «~ (0, oi) by construction, and similarly for P, M and F.

Now let us define

Global or Trend Neutrality = A set of fiscal and monetary
policies which, if maintained, will
result in X =P and oi = og
That is, the first two moments of
X are equal to the first two
moments of P. This definition
could be extended to cover all

moments of the distributions of X

and P.

Cycle Neutrality = A set of fiscal and monetary
policies which, if maintained,
will determine some desired level
of X, presumably greater than P,
but Tleave 02 = 02.

X P
Again, the definition could be

extended to include all higher

order movements.
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Now since

(3) oi = cg + oi + c? + cov(AP, aM) + cov(aP, AF) + cov(aF, aM)

a policy such that
(4) ori + o§ + cov(aP, aM) + cov(aP, aF) + cov(aF, aM) = 0

for any value of X would be cyclically neutral.

This general framework allows us to discriminate between
poiicy effects that change the general level of activity and those
that affect the variability of activity. As we have defined our
terms, global neutrality would require that any impact of government
policy on aggregate measures of activity, in terms of means and
variances (and higher moments, if so desired), be exactly offset by
other policies. Such a goal might be the result of restricting
economic policies to distributional decisions. Cyclical neutrality
would encompass any set of policies designed to affect the mean level
of activity, say for example, average rate of growth of GNP or average
rate of inflation without affecting the higher moments of the distri-

bution which measure variability about the mean.
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Almost invariably, analysis of any policy alternative is based
on its effect on mean levels and higher order moments are ignored.l/
As part of the general analysis of the impaét of policy, it is useful
to examine measures of variability. This aspect of policy is likely
to be particularly important with respect to the impact of uncertainty

on decisions when economic activity becomes subject to great variability.

Measurement Problems

Within this framework and confining analysis to the first two
moments of the distribution of any variable we select for analysis,
the problem is to measure the impact on both mean levels of activity -

and variance in the absence of the policy of interest.

Superficially, the analysis becomes trivial within the confines
of an econometric model with a fully articulated policy sector. The
analysis simply calls for solution of the model with historical policy
and historical disturbances to be compared to a solution in which
historical policy is replaced by an alternative policy path which is
an "estimate" of policy in the absence of the action we are examining.
For certain policy episodes such as the 1964 tax cut, it is indeed
relatively straightforward to follow this procedure. Only minor
alterations in variables describing the parameters of the personal and

corporate income taxes and some alteration in disturbances due to

Y The exceptions are those analyses based on control theoretic

approaches to policy or derivatives of this approach based on locating
an extremum of some function. :
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withholding schedule alterations are necessary. For other policy
episodes such as the Vietnam War buld-up, this problem becomes more
problematic because of the ambiguity involved in defining "po]icy".l/
Moreover, even in the event that an unambiguous definition of policy
is available, this approach involves the maintained hypothesis that

the model correctly measures the policy response.

The strategy described above is followed in Chapter III and VI of the
report. However, as we demonstrate in Appendix I, the measures of
activity responses derived are not independent of coincident policies.
In addition to measuring the impact of the policy when all other
policies follow historical paths, we have endeavored to design an
approximation to what we have defined as a globally neutral policy to
measure the impact if no cyclical policies are undertaken
elsewhere in the system. This provides two measures of both the

cyclical and level impact of the policy alteration.

A brief consideration of the problem of defining "neutral®
policy leads to the conclusion that we are unlikely to be able to
postulate a path which is satisfactory in all respects. Particularly
difficult is the problem that we are concerned with the impact of
policy and not the policy variables themselves. For short analyses,
the lags in the impact of past policies are likely to be particularly
important as policy actions taken prior to the starting point of the

analysis affect the economy.

Y See, for example, estimates of Vietnam expenditures in
“Chronology of Major Fiscal and Monetary Policies (1960-77)," Committee

on the Budget, U. S. House of Representatives, January 1978.
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Rather than attempting to arbitrarily offset these effects,
we have attempted to define neutral policy in terms of long-run
steady state characteristics of the economy relevant to the period-
being analyzed. For this purpose, we have bostu]ated the following

steady-state characteristics for the periods under analysis:

1. Constant dollar GNP to grow at 4.0% or potential.

2. Constant share of government purchases in GNP (constant
dollars).

3. Constant real per capita transfers or constant real share.

4. Constant real share of grants-in-aid in GNP.

5. Constant short-term interest rate or constant plus inflation.

Several other characteristics that were considered were modified
for the analysis conducted. These related to the handling of taxes
and employment. Steady-state employment by government would seem
naturally to be defined in terms of some constant portion of the labor
force, but this implies that government purchases shift toward goods
through time, and either government output declines as a portion of GNP,
or productivity grows at the private sector rate. Alternatively,
employment growth could be at the rate of increase in GNP with govern-
ment taking an ever larger share of employment but preserving the
goods-services balance and assuming no productivity growth. We have
followed the latter course in our simulations partly becausé when the
Vietnam War build-up is allowed for, the former course would have
resulted in substantially greater reductions in civilian government

employment .
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The final issue is taxes. In an appropriate steady-state
context, the total revenue collections would be a constant proportion
of GNP. While for a longer run analysis it would be necessary to
adjust for this, for the four year solution it was felt sufficient
simply to stabilize the parame@ers of the various revenue functions.
This procedure results in a change in the ratio of government receipts

to GNP of less than 0.2% to the simulation horizon.
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November 9, 1978

T0: The Committee on the Budget of the U.S. House of Representatives
The Joint Economic Committee, United States Congress
The Congressional Research Service of the Library of Congress

FROM: Arthur M. Okun, Senior Fellow

Some time ago, I promised Nancy Teeters to look over the DRI and WEFA
studies evaluating countercyclical fiscal policy, and to transmit some
reactions to their work. In general, these are valuable and stimulating
analyses, and the Committee on the Budget should be congratulated for its
sponsorship of such high-quality policy-oriented research.

The studies tell us something both about the behavior of the economy
and about the capabilities and limitations of macro-economics and econometric
models. First of all, the results underline the important influences of fiscal
policy -- sometimes for better and sometimes for worse -- on the performance
of the economy during the recent era. I fear that economic experts fall into

two categories -— those who need no convincing and those who cannot be convinced.

But those non-experts who are on the fence may be influenced by the persuasive
evidence that taxes and expenditures do matter a lot for the stability and
growth of our economy,

Second, the fact that a statistical post-mortem of economic history
attributes a plausible part of the cyclical process to fiscal actions indicates
that the models have captured the salient features of the real world.

Third, one must still attach a fairly wide range of uncertainty to some
of the quantitative results. There are, as I see it, a few obvious reasons
for that sort of limitation. One is that most relationships that can be
incorporated into an econometric model have to be linearized in some fashion.
Thus, they usually tell us that a double dose of any medicine (or of any
poison) will have double the effect. I am convinced that there are important
non-linearities in the system -- thresholds and cliffs -- that are missed in
a linear model. So we must be especially careful about doubling or halving
the dosages we have used in the past.

(149)
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A second limitation of our existing models for fiscal analysis is that
they cannot relate actual policy measures to the expectations about policy
previously held by the public. Sometimes this limitation is converted into
a thesis that only unanticipated policy actions can effect economic activity.
That thesis is utterly wrong; the valid point is that policy actions that are
expected with any confidence by the public can have effects on the economy
before they are actually adopted. Indeed, I read the record as suggesting
that the prospects of the 1964 tax cut began to influence economic activity
late in 1963; similarly, once Vietnam spending began to escalate late in 1965,
the private responses seemed to project further large increases with unfortunate
accuracy.

The very existence of a countercyclical strategy can make a difference.
People believe that the government will act in the event of any serious
recession, and that conviction serves as an insurance policy against the
worst downside risks in many significant business decisions. In that sense,
the 15-month delay in antirecessionary fiscal action during the 1973-1975
recession was restrictive, and not merely neutral -- when the government did
nothing in a situation where people had every reason to expect vigorous policy
action, the downside risks grew in importance.

The builders of the DRI and WEFA models have brought econometric art to
its present level, and we look to them for the new breakthroughs that can
bring non-linearities and policy expectations into econometric analyses. And
we will continue to look to the Committee on the Budget for further encourage-
ment to these valuable efforts.
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FROM: Alan Greenspan, Townsend-Greenspan & Company, Inc.
SUBJECT: Policy Simulations of DRl and Wharton

DATE: October 23rd, 1978

Both the DRI and Wharton simulations of fiscal and monetary policies of
the past fifteen years are interesting technical exercises. While there
are differences in approach, they arrive at essentially similar conclu-

" sions. This is not surprising since the construction of both these models
‘is quite similar, and, while differing In detail, reflect the same under-
lying theory of economic processes. However, in my judgment the analysts
assume the models from which they are drawing their conclusions to be more
accurate representations of economic reality than Is justified. Accord-
ingly, ftheir conclusions are stated with a degree of certainty which does
not square with the accuracy of any of the econometric models.

| would subscribe to DR{'s general point that policies have been too
short-term oriented and the secondary longer-term consequences of any
particular fiscal/monetary policy mix are not being appropriately eval-
uated. But this type of conclusion rests more on a broad economic judg-
ment than on sophisticated econometric simulations, even though the
analysis is couched in econometric terms.

Obviously, the validity of any conclusions derived from simulations of
alternate monetary and fiscal policies depends on the extent to which the
particular model is a valid abstraction of reality. f these econometric
models truly capture the underlying forces which generate aggregative
economic behavior (as well as its detail), then an alternate policy
scenario is clearly a simple experiment, equivalent to an experiment in
the physical sciences. The policies that existed historically are altered
in the model and the consequences are simulated. In short, the evaluation
of whether policies were effective or ineffective, both in the short-run
or in the long-run, depends almost wholly on the accuracy of the particular
model which is being employed. !t depends on whether the model's parti-
cular abstracting of reality captures the fundamental forces which make
the United States economy function.

(151)

35-458 O - 78 = 11



152

ALAN GREENSPAN
ONE NEW YORK PLAZA
NEW YORK, N. Y. 10004

Page 2 ' 10/23/78

Subject: Policy Simulations of DR! and Wharton

Both the DRI and Wharton studies are based on the presumption that the
models they employ for their simulations correctly capture the appropriate
forces governing the American economy. Yet were this the case, the history
of forecasting accuracy of these models (and others) would have been far
superior fo their actual performance. Our econometric models (and fore-
casters generally) for example, failed to capture the extraordinary accelera-
tion of inflation in the 1970's, and have great difficulty accounting for
the persistence of inflation today in the context of high unemployment.

In the most recent period, none of the models (to my knowledge) have
successful ly captured the extent of the rise in interest rates (numerous
"judgmental" forecasters and financial analysts, however, have).

Even so, the ftrue test is not even the forecasting accuracy of the models.
To a substantial extent, the accuracy of a forecast depends upon how the
forecaster adjusts the model's output: what he does to his "add-ons'" and
how he structures a number of the optional relationships which can be
superimposed on any particular econometric forecast. The real test of the
accuracy of these models for policy simulation purposes Is how well they
run as a forecasting tool "unattended." Under these rigid conditions,
they clearly do poorly. Obviously, If the forecasting capability of these
models is inferior -then the accuracy of any simulation using the same
econometric structure must be appropriately flawed. Any model which
forecasts with a high degree of accuracy, especially without any inter-
vention by judgmental adjustments, must be presumed to have captured the
key forces underlying economic activity. It can then be appropriately
manipulated for simulation purposes in a manner similar to a physical
experiment where, for example, the conditions of temperature, pressure,
light, etc. can be controlled.

Econometric simulations, however, are particularly questionable recently,
since two of the major relationships embodied In "Keynesian type" models
(such as DRI and Wharton) have gone astray: the Phillips curve (relating
unemployment and inflation) and Okun's Law (relating real growth and
changes in unemployment).

Of course, being unable to have a perfect simulation does not preclude the
~possibility of a considerable amount of knowledge being derived from less
than perfect, or even partly flawed, models.

In fact, my own impression is that the conclusions drawn by DRI and Wharton
concerning the impact of monetary and fiscal policies of the past are
probably more right than wrong, although surely stated with a degree of
certainty which the available techniques cannot sustain.
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Subject: Policy Simulations of DRI and Wharton

The basic problem with econometric modeling is that no matter how elaborate
the structure of the models we employ, they invariably fail to be more
than a very modest abstraction of the real world. This has become a
particularly difficult problem in recent years since, while inflationary
forces have always been a very significant factor in economic processes,
during the 1950's and 1960's they were sufficiently subdued, but latent,

so that, for all practical purposes, they did not matter much one way or
the other in macro-economic forecasting, or simulation. We built up

during that period an unfortunately mistaken belief that our econometric
structures really did capture the major elements of economic reality and,
as a consequence, surely overestimated our capacity to use complex econo-
metric models to forecast the economy overall and, as a collateral benefit,
simulate the impact of different economic policies.

We always presumed that inflation had a role in macro-economic developments,
but our evaluation of its impact, in retrospect, has been significantly
underestimated. Hence, when inflation did surge in the 1970's, our models

were ill-equipped to capture its extraordinary complex and, In certain
respects, unexpected effects. In recent years model builders have en-
deavored to fine tune inflation forecasting techniques, but we still have

clearly not been overly successful. As a consequence, when we now apply
our models to the current environment they are a far less effective tool
for forecasting and simulation than we had presumed they were a decade
ago.

Hence, while there is no question we do learn something from the types of
simulations created by DRI and Wharton, one must be very careful in employing
the results. More importantly, we must recognize that the types of policy
information we learned from the simulations of the 1960's and perhaps even
the 1970's, while of considerable academic interest, do not add very much

to our judgments about alternative policy positions in the future.

We must not be beguiled by the seeming "scientific" aura of the econometric
techniques employed in simulating the consequences of various tax and
spending proposals. Recent history suggests a very large element of error
in such simulations.
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LETTER OF TRANSMITTAL

House oF REPRESENTATIVES,
COMMITTEE ON THE BUDGET,
Washington, D.C., December 2, 1977}
Hon. Roserr N. GiaiMmo, C
Chairman, Committee on the Budget,
U.S. House of Representatives,
Washington, D.C. :

Dear Mr. CrarRMAN: Transmitted herewith is a chronology of
major fiscal and monetary actions from 1960 through 1977. A variety
of annual publications were utilized:

The Budget of the United States Government,

Economic Report of the President,

Congressional Quarterly Almanac,

Banking and Monetary Statistics 1940-1970,

Annual Statistical Digest, 1971-1975, Federal Reserve Board,

Appropriate monthly publications were also used:

Igedera.l Reserve Bulletin,
Survey of Current Business,
Economic Indicators,

Several books provided additional information:

Bach, G. L., “Making Monetary and Fiscal Policy,” Brookings
Institution, Washington, D.C., 1971,

Goodwin, Craufurd D., Editor, ‘“Exhortation and Controls, The
Search for a Wage-Price Policy,” 1945-1971, Brookings Institution,
Washington, D.C., 1975,

Diamond, J. J., Editor, “Issues in Fiscal and Monetary Policy,”
DePaul University, Chicago, Ill., 1971,

Pechman, Joseph A., “Federal Tax Policy,” Brookings Institution,
Washington, D.C., 1971.

To the best of our knowledge a comprehensive chronology of fiscal
and monetary policy has not been compiled before. This chronology
was developed to provide the information needed to formulate a
series of research projects to evaluate the impact of fiscal and monetary

olicies. However, the chronology itself has turned out to be very
informative and interesting. Research groups, other than those work-
ing directly with the Tasngorce on Economic Policy are interested in
using the chronology for similar purposes. I strongly recommend
ublication of the chronology in order to increase the knowledge of
embers of Congress about past policies and to facilitate the research
as to the economic impact of those policies.

I would like to express my thanks to Wendy Rayack of the staff of
the Committee on the Budget who developed the chronology under
the supervision of Nancy H. Teeters, our Chief Economist.

Sincerely’,
Treomas L. AsHLEY,
Chairman, Task Force on Economic Policy.
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CHRONOLOGY OF MAJOR FISCAL AND MONETARY
POLICIES '

Five major economic indicators are given for each year and for each
quarter within the year. Those indicators are: : ‘ :
GNP72=Gross national product adjusted for inflation (real
o GNP) annualized rates of change.

CPI . =Consumer price index annualized rates of change.
UR  =Unemployment rate. -

M,  =DBasic money supply (currency plus checking accounts).
i . =Interest rate on the 3-month Treasury bills. '

These indicators are followed by a chronology of economic events
and policy actions. This chronology was developed to facilitate the
study of the economic impact of various fiscal and monetary policies.
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Economic conditions (percent)

Period GNP72 CP1 UR M, i
1960 ____________ 2.3 1.5 5.5 —-0.1 2.9
1960: 1_______________ 8.2 .9 5.1 —-1.8 3.9
1960: IT______________ —. 1 2.4 5.2 -7 3.0
1960: IIX_____________ -17 .2 5.5 3.3 2.4
1960: IV _____________ -2.1 2.7 6.3 .8 2.3

Stabilization Policy and Budget Developments

At the outset of 1960 the economy had barely left behind the
recession of 1958. The beginning of the year was marked by a
high rate of unemployment inheriied from the previous downturn,
Despite a first quarter growth spurt, the economy soon fell back
into recession. The initial growth surge of 8.2 percent was
followed by three quarters of declining GNP. By the end of the
year real growth was falling at an annuul rate of 2.1 percent and
the unemployment rate had risen to a fourth quarter average of
6.3 percent. -

Expenditures rose by 2.3 percent to $93.1 billion. Revenue rose by
7 percent to $96.1 billion. Worried by the lagging growth of the late
1950’s, both the Republican -and Democratic parties, in 1960, endorsed
the goal of faster growth. Agreement could not be reached, however,
on an appropriate cure for the economic slump. Throughout the year
economic policy was caught up in the debate between the so-called
“spenders” and ‘‘savers” i Congress. Enough power existed on both
sides to block any clearly directed stabilization policy in ‘this year.

June.—The Federal Reserve lowered the discount rate from 4 to
3}4 percent. »

August.—The discount rate was lowered from 3% to 3 percent.
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Economic conditions (percent)

Period : GNP72 CPI1 UR M i
1961 - 2.5 1.1 6.7 2.1 2.4
1961: X __ .- 2.6 .7 6. 8 L7 2.4
1961: 10 _____________. 6.9 —.1 7.0 3.4 2.3
1961: 101 _.______.__. 5.3 1.6 6. 8 2.3 2.3
1961:IV___ .- 9.9 .6 6. 2 40 2.5

Stabilization Policy and Budget Developments

With little help the economy pulled slowly out of the 1960 reces-

ston.-A 2.6 percent annualizef;frowth rate in the first quarter of
the year rose to a high 9.9 percent rate by the final quarter.
Inflation, which the Committee on Price Stability and Economic
Growth had decided was no longer a pressing problem in %ﬂl
1960, remained low during 1961 averaging 1.1 percent. e
the unemployment rate did drop somewhat from s first quarter
rate of 6.8 percent, it still hovered stubbornly above 6 percent in
the final quarter of the year. ,

Expenditures rose by 9.5 percent to $101.9 billion. Revenue rose by
2 percent to $98.1 billion and the social security tax rate was raised
from 5 percent to 6 percent. A number of “antirecession” programs
were authorized yet very little stimulus was actually pumpe(i):through
the system as battles continued over the shape and size of desired
programs. The two major economic policy acts were the acceleration
of tax refunds and the increase in social security benefits.

January-March.—Tax refunds were accelerated. Taxpayers eligible
for refunds were requested to file returns early. In the first 3 months
of 1961, refunds totaled about $2.1 billion.

May.—The Area Redevelopment Act was signed. The law lacked
economic impact, however, with a total authorization of only $394
million and no subsequent appropriation in this year.

June.—The Social Security X.mendment of 1961 was passed. An
additional $815 million became available to social insurance bene-
ficiaries in the first 12 months of the program. Its major provisions
included: '

—lowering of retirement age,
—increased minimum benefits,

—larger number of individuals covered,
—increased benefits to widows. -

The Housing Act of 1961 was also passed in June, but like the Area
Redevelopment Act, it carried little economic impact. The total of $4.9
“billion authorized, but not appropriated, was intended to provide for:

—an increase in urban renewal,

—additional public housing,

—low interest mortgages and housing loans,
—additional funds for FNMA.
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Economic conditions (percent)

Period GNP72 - CPI UR M, i
1962 oo 58 1.2 5.6 2.2 2.8
1062: T oo 5.9 16 5. 6 2.4 2.7
1062: .- 27777 5 3 15 5. 5 L8 2.7
1062: T - --77°77" 30 11 5. 6 =8 2.8
1962: IV - o700 7 10 5 5 2 4 2.8

Stabilization Policy and Budget Developments

The first half of the year looked promising with a strong rate
of growth, a low rate of inflation, and a slight drop in the un-
employment rate. The extra push that the economy needed,
however, never materialized. Growth slowed considerably during
the second half of the year dropping to a low 0.7 percent rate by
the final quarier.

Expenditures rose by 8.3 percent to $110.4 billion. Revenues rose
by 8.3 percent to $106.2 billion and the social security tax rate was
increased from 6 percent to 6.25 percent. The administration initially
set, course for a balanced budget in 1963, but this goal was abandoned
when the economy appeared weaker than expected and began to
deteriorate in the secong half of the year. Again actual appropriations
and program implementation proved minor compared to the fanfare
of authorizations and program planning. However, two major tax
changes were implemented, a revised schedule of depreciation allow-
ances and a new investment tax credit of 7 percent.

March.—The Manpower Development and Training Act was passed,
but only $70 million was appropriated for the 1963 fiscal year.

July.—Revised guidelines for determining depreciation schedules
for tax purposes were issued by the Treasury Department. The
revisions increased the rate at which businesses could write off plant
and equipment. Lives of machinery were made 32-percent shorter.
The ¢hange resulted in an estimated $4.7 billion or 17 percent increase
in business depreciation allowances.

July.—The Public Welfare Amendments of 1962 were passed.
These amendments were expected to cost only $303.6 million in 1963
despite the broad changes enacted : -

—a 75-percent Federal sharing of welfare services costs,
—an increase in aid to the aged and disabled,
—increased aid to dependent children,

—expansion of child welfare services,

—allowance for OAA earnings.

September—Congress authorized $900 million for an immediate
public works acceleration program but later appropriated only $400
million for this purpose. (See October 1962.)

October —The Revenue Act of 1962 was completed. The act provided
an investment tax credit of 7 percent on new and used property other
f)l‘lﬁp buildings. The full year revenue loss was approximately $0.2

illion. ‘

Congress appropriated $400 million to initiate the Public Works
Acceleration Act.
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Economic conditions (percent)

Period GNP72 CPI1 UR M i
1963 e 4.0 1.2 5.6 2.9 3.2
1963: ¥ _ - 3.9 1.2 5. 8 3.8 2.9
1963: 11 - 5.1 .7 5.7 40 2.9
1963: 11X ____ ...~ 7.5 2.4 5.5 3.9 3.3
1963: IV _ oo 3.9 1.2 5.6 4.2 3.5

Stabilization Policy and Budget Developments

The growth slowdown at the end of 1962 left the unemploy-
ment rate high again at the outset of 1963. The year began with a
first quarter unemployment rate of 6.8 percent. In addition,

olicymakers were troubled by a worsening in the United States

alance of trade. Despite the legislative delays which resulted in
a virtual absence of stabilization policy in this year, the economy
held to a moderate rate of grothZL) averaging 4.0 percent for the
year. The unemployment rate declined by 0.2 percentage points
from the first quarter to the last.

Expenditures rose by 3.4 percent to $113.2 billion. Revenues rose
by 7.7 percent to $114.4 billion and the social security tax rate was
raised from 6.25 percent to 7.25 percent. At the outset of the year,
the President noted that the “overshadowing” domestic need was for
a tax cut to stimulate economic growth. Delayed in Congress, the
tax cut did not get passed until the following year.

January.—The President proposed a broad program of tax reduc-
tion which was not passed until March 1964.

July.—The discount rate was raised from 3 to 3} percent.
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Economic conditions (percent)

Period GNP72 CPI UR M, i
1964, _____.__ 5.3 1.3 52 4.0 3.5
1964: 1. _____________ 6.9 1.6 5.5 2.4 3.5
1964: IX__________.___ 5.2 .7 5.2 3.9 3.5
1964: ITIX___________._ 40 .8 50 6.7 3.5
1964:IV______________ 1.6 1.9 5.0 5.0 3.7

Stabilization Policy and Budget Developments

The economy was already in the midst of an expansion as 1964
began. With the passage of the Revenue Act in March an extra
boost was added to the expansion. Growth averaged 5.3 percent
Jor the year. The rate of unemployment, which had fallen vn 1963
Jrom 6.8 percent to 6.6 percent, continued to drop in 196
reaching an average of 4.9 percent by the final quarter. The infla-
tion rate, however, remained moderate during this year of expan-
sion averaging 1.3 percent.

Expenditures rose by 3.5 percent to $118.2 billion and revenues rose
by only 0.4 percent to $114.9 billion. The major stabilization policy
carried out in this year was the Revenue Act, proposed by the Presi-
dent in 1963 and finally enacted in 1964. Other major steps taken in
this year were the passage of the Economic Opportunity Act of 1964
and the expansion of the Food Stamp program. The first did not go
beyond the authorization stage in this year, and the second was made
permanent for the first time but was supplied with only minimal funds.

March.—The Revenue Act of 1964 was enacted cutting personal
income tax liabilities by approximately $6.3 billion in 1964 and $9.5
billion in 1965, and cutting corporate profits tax liabilities by ap-
proximately $1.3 billion in 1964 and $2.2 billion in 1965.

August.—The Interest Equalization Act was passed creating a
retroactive tax on the purchase by Americans of foreign securities.

The Food Stamp program was made permanent.

November.—The Federal Reserve increased the discount rate from
34 to 4 percent.
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- Economic conditions (percent) -

Period _ GNP72 CPIL - UR M, i
1965 i o _. 5.9 - 1.6 49 4.3 3.9
1965: T . oo 8.9 1.3 4.5 2.7. 3.9
1965: 11—~ 6. 1 2.6 4.7 3.2 3.9
1965: 111 _____-____ 7.1 1.3 4.4 47 3.9
1965: IV ______ 8.7 2.0 41 6. 8 42

Stabilization Policy and Budget'De_vélopments“

This year brought the economy nearly to ‘‘full employment,”
as it was then defined at 4.0 percent. Industrial capacity was,
by historical standards, fully utilized at 90 percent, and the
pace of growth for the year was unexpectedly strong. In addi-
tion. to the stimulus provided by the previous year’s Revenue
Act, extra push was created by the ending of the 1964 auto
strike, -the midyear reduction of excise taxes, the implemen-
tation of the medicare program, the increase in social security
benefits,. and the unplanned stimulus of the Vietnam. war. By
the end of 1965 unemployment had dropped to 4.1 percent.
While inflation averaged a moderate 1.6 percent for the year,.
prices, as the year progressed, were beginning to- respond to.
the -booming economy. At the same time tinterest rates were
beginning to climb responding to Federal Reserve Board efforts
to pull back on the availability of funds. :

Expenditures rose by 4.7 percent to $123.8 billion. Revenues rose
by 8.2 percent to $124.3 billion. The year was one of extensive legis-
lative action on the domestic front. Medical insurance for the aged
and medical aid for the poor were initiated after 20 years of disagree-
ment over the shape such programs should take. Social security
benefits were increased at the same time. A 5-year program of grants
to secondary and elementary schools was authorized and manpower
development and training was expanded. Despite high growth rates
at the start of the year, a schedule of excise tax reductions was passed.
The year was also one of far-reaching military decisions. Working
through the May supplemental for 1965 and the defense appropriation
bill for 1966, Congress gave its support to the gearing-up of the
Vietnam war. Meanwhile the Federal Government attempted to hold
back prices by applying pressure to major industries. The Federal
Reserve Board, also worred about inflation, increased the discount
rate from 4.0 to 4.5 percent in late 1965 taking a first step toward
the full-fledged tightening of monetary controls which was attempted
in 1966.

In February, the 3-month Treasury bill rate rose to 3.93 percent.
From 1947 to 196/ the bill rate had averaged only 2.08 percent per year.
The beginnings of the money supply cutback could be dZ;tected. By Feb-
ruary the money supply had grown by only 2 percent from the December
1964 average. :

Agpril—Congress sauthorized a 5-year progiam of grants to ele-
mentary and secondary schools.

~
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The Manpower Development and Training Act was extended from
June 1966 to June 1969.

May.—The first supplemental for the Vietnam war was signed
providing $700 million for mounting U.S. military operations.

From February to May the money supply grew by only 3 percent.

June.—The Excise Tax Reduction gct was enacted calling for $4.6
billion of reductions in several stages through 1969. The first stage
took place in mid-June reducing taxes by $1% billion at an annual
rate. In 1966 these reductions were reversed. (See March 1966.)

July.—Between the second and fourth quarters of 1965 there was
an unexpected increase of $2.8 billion in defense spending. In July,
the President requested additional funds for defense and indicated
that further increases would be required in January of 1966. Military
outlays rose by approximately $2 %illion per quarter in late 1965 and
early 1966. -

The Medicare and Medicaid programs were established providing
health care for the aged and poor, increasing social security benefits,
and expanding public assistance programs. The estimated cost was
$6.5 billion in the first year.

September.—Old age benefits were increased retroactive to January.
Back pay of $885 million was distributed in September. Transfer
payments were raised by an estimated $2 billion annually.

Congress cleared the $47 billion defense appropriation bill for fiscal
year 1966 which included an additional $1.7 billion appropriation for
Vietnam operations. .

November.—Throughout the year the administration continued to
place emphasis on wage-price guideposts. Although compliance was
voluntary, the administration sometimes applied direct pressure.
In November, aluminum producers raised prices above the guidepost
limits. The administration threatened to sell stockpiled aluminum
and the price increase was rescinded. Later in the year, two major
steel producers announced an increase in prices which was considered
inflationary by Government officials. A shift in Government purchases
to firms offering lower prices was made. The price of steel did rise but
by less than originally proposed.

December.—The Federal Reserve Board increased the discount rate
from 4 to 4.5 percent in an effort to control inflation. The new rate
was the highest since March 1930.
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Economic conditions ( pvercent)

Period GNP72 CP1 UR M, i
1966 ____._. 6.0 3.0 3.8 46 4.9
1966: 1____________._. 7.6 3.8 3.9 6. 8 4.6
1966: II______________ 2.8 3.7 3.8 . 5.0 4.6
1966: I0T_____________ 3.8 3.4 3.8 —.5 5.0
1966: IV_____________ 3.0 3.3 3.7 .5 5.2

Stabilization Policy and Budget Developments

From the third quarter of 1965 through the first quarter of
1966, the rate of inflation registered a large increase of 2.5
percentage points. The new inflationary trend in the economy
and the spiraling outlays on the Vietnam war dominated the
economic scene. The year began with unemployment low at 3.9
percent and the inflation rate up to 3.8 percent. Capacity
utilization was pushed even higher than the year before averaging
91 percent for the year. Tax changes enacted throughout the
year attempted to moderate the rate of wnflation, but these -
measures divd not carry enough restrictive impact in the face of
the full-employment economy and the 16-percent increase in
Federal expenditures. Meanwhile, the Federal Reserve Board
continued to tighten monetary controls. The shrinking of the
money supply and the increasing of interest rates resulted in a
full scale eredit crunch in 1966. Whale the inflation rate improved
slightly over the year, the housing market was devastated.
Housing starts fell by 9 percent in the first quarter, 8 percent in
the second, 15 percent in the third, and 14 percent in the fourth.

Expenditures rose by 16 percent to $143.6 billion. Revenue rose by
14.1 percent to $141.8 billion. The social security tax rate was in-
creased from 7.25 percent to 8.4 percent and the ceiling on wages
subject to tax was increased from $4,800 to $6,600. In an attempt to
dampen the new inflationary pressures exacerbated by the buildup. of
military operations in Vietnam, the Government, early in the year,
passed a number of tax bills. These were designed to accelerate certain
tax payments, increase excise taxes and suspend investment incentives
so as to offset the stimulus provided by the war. Fiscal policy actions,
however, proved too weak to hold back the economic boom that was
in progress. The Federal Reserve Board thus decided to fight the
battle on its own. By keeping the discount rate high at 4.5 percent and
by holding back on the money supply, the Federal Reserve Board
attempted to play the restrictive role that fiscal policy had shied
away from.

January.—The proposed 1967 Federal Budget sent to Congress in
late January assumed the war in Vietnam would end by June 30, 1967.
Fiscal year 1967 expenditures for Vietnam were officially estimated at
$10.3 billion.

35-458 O - 78 - 12
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March.—The Tax Adjustment Act of 1966 was passed for the
dual purpose of raising revenues for the Vietnam war and for holding
down domestic inflation. Revenue from the act was expected to total
$1.13 billion in fiscal year 1966 and $4.8 billion in fiscal year 1967.
The major provisions of the act were: '

—a speedup of corporate income tax payments bringing in an -
estimated revenue of $4.2 billion, _
—a 2-year suspension of recently instituted cuts in telephone
and. automobile excise taxes bringing in an estimated revenue
of $790 million and $480 million respectively, A
—an increase of tax withholding on most individual’s income taxes
through the implementation of six graduated rates to replace

the original 14-percent category, ‘ .
—an increase in the personal exemption from $600 to $700.

The second supplemental for the Vietnam war was signed providing
$13.1 billion in supplemental appropriations for 1966. - .

May.—From May to August the money supply grew by only 1

ercent. ' ‘

P Spring.—Through late spring and early summer the money supply
continued to shrink causing severe strains in the money markets.
While Federal Reserve Board restrictions continued, private demand
for funds soared in fear of worsening inflation. o

June.—Defense expenditures for Vietnam for fiscal year 1966 which
lﬁad been officially estimated at $4.6 in January were actually $5.8

ilion. =~ ’

July.—Contributions to the new supplementary medical insurance
program began. o

The Board of Governors of the Federal Reserve System took two
actions designed to moderate further growth of bank credit and
deposits: '

P —Teserve requirements were increased from 4 to 5 percent,

—shorter term promissory notes and similar instruments were
- brought under the regulations governing reserve requirements
and payment of interest on deposits. : '

Housing starts dropped by 15 perceni. ,

August.—From August to November the money supply grew by
. only 1.1 percent. ~ R

- The Federal Reserve Board raised the reserve requirement from 5 to
6 percent to ‘reinforce the anti-inflationary effects of overall mone-
tary restraint.” - ' :

In September the 3-month Treasury bill rate rose to 6.36 percent, its
highest rate since March of 1921. ‘

"A letter was released by the Federal Reserve Board encouraging
“moderation in the expansion of loans . . . ”” but assuring ‘“‘credit
assiztance to member banks to meet appropriate seasonal or emergency
needs . . .” :

The Federal Reserve Board issued a statement asserting that the
Board would ease the credit situation if actions of the President and
Congress served:to moderate inflation. : f

Fall/ Winter—Expenditures were restrained in an effort to offset
inflationary pressures of the war. A total of $1.1 billion in obligational
authority for the States was cut back from the 1967 authorizations.
Budget authority of $5.3 billion was cut from Federal programs-for
fiscal year 1967. Actual outlays were cut by $3.0 billion.
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In October the rate on prime bankers acceptances peaked at 5.72
ercent. Free reserves hit a low of —8431 million. Housing starts dropped
y 1/ percent, !

- November.—The Investment Tax Credit was suspended by Congress.
By this action the 7-percent tax credit on purchases of machinery and
buildings and the existing accelerated depreciation allowance for
industrial and commercial buildings were suspended through 1967.
The suspension was meant to prompt delays or reductions in large
scale investment plans. Revenue effects were thought to be minimal.
The effective rate on Federal funds peaked at 6.77 percent.
By the end of the Congressional session the Vietnam war was costing
approximately $2 billion per month. X
In December the rate on prime commercial paper peaked at 6 percent.
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Economic conditions (percent)

Period GNP72 CPI UR M,
i
1967 . 2.7 2.8 3.8 40 43
1967: 1 . .6 1.3 3.8 3.9 4.5
1967: 1X__ ____________ 2.8 2.2 3.8 5.9 3.7
1967: 111 ____________ 50 4.1 3.8 9.5 4.3
1967:IV_____________. 3.2 4.0 3.9 6.1 4.7

Stabilization Policy and Budget Developments

As 1967 began the economy was sluggish reflecting the remains
of an inventory correction from late 1966, a hesitation in con-
sumer spending and major strikes in the auto, steel, and copper
industries. Due {o the slow first half of the year, annual real
growth in GNP averaged only 2.7 percent in 1967, down sub-
stantially from the high growth rates of the previous 5 years. In
the second half of the year, however, growth picked up and infla-
tion was renewed averaging 4.0 percent by the final quarter. To
compound the economic problems, the British devaluation of the
pound sterling caused UI.)S. gold outflows to increase sharply for
a period. In the final quarter of 1967, the U.S. balance of
paymenis, which had been worsening throughout the year, fell
wnto deficit.

Expenditures rose by 14 percent to $163.7 billion. Revenues rose
by 6.1 percent to $150.5 billion, and the social security tax rate was
increased from 8.4 to 8.8 percent. Worried by the consequences of the
1966 credit crunch, Federal Reserve Board policy fluctuated in 1967.
The reserve requirement and the discount rate were eased in the
sluggish first half of the year and then raised again in the second half
when the balance of payments deficit became a major problem.

January.—Expenditures for Vietnam were officially estimated at
$19.4 billion for fiscal year 1967, $9.1 billion more than estimated
in January 1966. For fiscal year 1968, Vietnam expenditures were
estimated to total $21.9 billion.

March.—Another supplemental for the Vietnam war was signed
providing $4.5 billion.

The Fed reduced the reserve requirement from 4 to 3 percent
making additional funds available for loans.

Early 1967.—The Fed began making substantial open market
purchases on Government securities, placing additional money in
circulation.

April—Bureau of the Budget released $1.1 billion in funds previ-
ously withheld of which $1.0 billion was for highways.

The Fed lowered the discount rate from 4.5 to 4.0 percent to stimu-
late borrowing from the Federal Reserve banks.

Another supplemental for the Vietnam war was signed providing
$12.1 billion.
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June.—The investment tax credit, suspended in 1966, was restored.

Vietnam expenditures totaled $20.1 billion for fiscal year 1967,
almost double the original $10.3 billion which was the estimate.of
January 1966. : :

August.—President’s recommended 10-percent surcharge was
rejected. . o o L '
 September.—Agreement was achieved at Rio de Janeiro on - the
eventual establishment of special drawing rights (SDR’s). -

Late 1967 —The Federal Reserve Board tightened the money supply
in an attempt to respond to the British devaluation. - '

November.—The discount rate was raised from 4 to 4.5 percent.

December.—The Federal Reserve Board announced a 0.5-percent
increase in the reserve requirement.

Congress cleared the largest school aid bill in the Nation’s history
authorizing appropriations of $9.2 billion in-fiscal year 1969-70.

The ‘appropriation for OEO was passed :providing $1.8 billion for
the poverty.program in fiscal year 1968. ,

Congress approved a 13-percent across-the-board increase in
benefits for some 23.8 million persons receiving social security pay-
ments. The bill also provided for major revisions in the operation of
public welfare programs and lesser changes in medicaid and medicare
programs. The estimated cost of the social security and welfare
changes was $3.7 billion for the first year. '

The U.S.: balance of payments position worsened reaching a.fourth
quarter deficit of $7 billion. - ' :
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Economic conditions (percent)

" Period - GNP72 CPI UR M; i

1968 - 4.4 4.2 3.6 7.1 5.3
1968: 1o ______ 3.9 4.3 3.7 55 5.0
1968: I1______________ 7.2 4.0 3.6 8.0 5.5
1968: ITT_____________ 4.8 53 35 8 3 5.2
1968: IV______________ 1.1 53 3.4 8. 4 5.6

Stabilization Policy and Budget Developments

The 1968 economy was troubled by excessive demand, rising
prices, a deteriorating trade performance, and growing financial
pressures. In March an international financial crisis developed
as faith in the international monetary system established at the
end of World War 11 began to crumble. The Federal Reserve
Board’s increase in the discount rate and a concurrent rise
in credit demands in the first half of the year pushed interest
rates to record high levels in May. Rates began to decline again
only after passage of the Revenue and Erpenditure Control
Act in June. The Control Act, however, had been preceded by an-
other boost in defense outlays and was followed by a rapid growth
in the money supply. Despite a substantial slowdown in real
grouth the inflation rate rose again in the second half of the year
and interest rates, by late November, were moving upward again
past 5.5 percent. While unemployment remained very low in the
final quarter of 1968, real growth averaged only 1.1 percent, con-
sumer prices rose by an average of 5.3 percent, and the rate on
3-month Treasury bills averaged a high 5.6 percent.

Expenditures rose by 10.3 percent to $180 billion. Revenues rose
by 16.1 percent to $174.7 billion, and the ceiling on wages subject to
social security taxes was increased from $6,600 to $7,800. Despite the
economic troubles which marked the beginning of the year, fiscal
policy action by Congress was delayed. The proposal for a 5-percent
surtax on income, first submitted by the President in 1967 and resub-
mitted as a 10-percent surtax later that year had still failed to clear
its way through the Ways and Means Committee by early 1968. In
the first two quarters of the year, while debate continued over whether
to cut expenditures or to Increase taxes or to proceed with both,
Federal purchases rose by $4.8 billion reflecting a renewed accelera-
tion of defense spending. Meanwhile, the Federal Reserve Board,
responding to quickly rising credit demands, the inflationary trend,
and the foreign trade situation, raised the discount rate from 4} to 5
percent and held it above 5 percent throughout the year. Any
containing influence that this might have created was offset by a
rapid growth in the money supply throughout the final three quarters
of the year. In June the Revenue Expenditures and Control Act was
finally passed. The act’s effectiveress in holding down inflation, how-
ever, was diluted by provisions exempting Vietnam war expenditures,
social security benefits, and veterans benefits from controls.
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January.—Expenditures -for Vietnam for fiscal year 1968 were
offieially estimated at $24.5 billien, an increase of $2.6 billion above the
January 1967 estimate. For fiseal year 1969, Vietnam expenditures
were estimated at $25.8 billon. :

Harly 1968.—From the fourth.quarter of 1967 to the second quarter
of 1968 Federal purchases rose by $6.5 billion at.an annual rate reflect-
ing renewed acceleration of defense spending, primarily in response
to.the TET offensive..” _

: March.—The scheduled increase in sacial security benefits took:
effect adding $3.0 billion to transfer payments for 1968.

The British closed the London “Gold Pool”, the daily world auction:
market for gold. : S

The Federal Reserve Board raised the discount rate from 4% to 5
percent. ' ' ' - '

April—Excise taxes were lowered according te schedule. (See
March 1966.) '

The Federal Reserve Board increased the discount rate from 5 to
5% percent. Regulation Q was changed to allow higher interest rates
on certificates of deposit.

Interest rates moved sharply upward and peaked in May. They began
to fall again only after the tax surcharge began to clear its way through
the House.

June—Expenditures for Vietnam totaled $26.5 billion for fiscal year
1968, $4.6 billion above the original estimate of $21.9 billion made
m January 1967 and $2.0 billion above the January 1968 estimate.

The President signed the Revenue and Expenditures Control Act
of 1968 providing for:

—a 10-percent surcharge made retroactive to January 1 for corpo-
rations and to April 1 for individuals.

—an increase in the withholding rate on July 15. This forced many
people into higher final payments at the end of the year. Over
$10 billion was thus added to withheld tax eollections in the
second half of 1968.

—a _limitation on Federal budget outlays for fiscal year 1969.
Exempt from the limitation were Vietnam operations, interest
on the public debt, veterans service and benefits, and social
security.

Growth of bank credit accelerated sharply after midyear as expectations.
of further monetary easing spread.

July.—The second supplemental appropriation bill was passed -
containing $3.7 billion for defense operations in Southeast Asia.

August.—The discount rate was reduced from 5)% to 5% percent.

Late 1968.—During the second half of the year Federal purchases
rose by only $2 billion and other expenditures by only $3 billion.

October.—The Office of Economic Opportunity received an appro-
priation of $1.9 billion, the largest antipoverty funding in the history of
the program up to this point.

The defense appropriation bill for fiscal year 1969 was cleared
providing approximately $25.5 billion for Vietnam-related aperations.

December—In mid-month the discount rate was restored to 5%
percent from the previous 5% percent.
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-Ecox';omid conditions :(péréeii'f)" S

Period " T GNP72Z - CPI . UR .M ..o i
1969 oLl 26 54 - 35 7607 6
1069: 1o oo oo 3.8 4.7 . 3.4 7.0 .- 6.
1969: 1T __ _______.___. 1.8 6.5 3.4 4.1 6.
1969: TI___22007070 0 14 5.7 3.6 23 A
1969V TIIIITT 0 22 6,0 3.6 23 1

ISR K

Stabilization Policy and Budget Developments -

The inflationary trend of 1968 continued on into 1969. A policy

- of budgetary and monetary restraint throughout the year suc-

ceeded wn slowing the growth rate during the first three quarters

. of the year. This led to an absolute decline in GNP in the final

quarter. Prices, however, continued to rise in the first half of the

year, and slowed only moderately in the second half. Despite

Government promises to reduce inflation, further inflation was

- anticipated and credit demands rose sharply. As rising credit de-

mands met with the strict policy of monelary restraint, interest

. rates soared. They continued to climb progressively throughout

the year as growth in the money supply continued to slow. By the

end cf the third quarter, the housing industry was in trouble.

Housing starts were down by 22 percent from the first quarter

average. By the end of the fourth quarter the economy was in @
downturn with inflation still high at 6.0 percent.

Expenditures rose by 4.3 percent to $188.4 billion. Revenues rose
by 12.8 percent to $197.0 billion. The social security tax rate was
increased from 8.8 percent to 9.6 percent adding about $3 billion to
1969 collections. In this year the administration declared an all-out
campaign against inflation. Adopting a slogan that is attributed to
William McChesney Martin, then Chairman of the Federal Reserve
Board, the administration set out to “disinflate” the economy without
“deflating’’ it. The stated plan was to slow the growth in Federal
spending, reduce the growth in the money supply, and maintain a
moderate budget surplus. This proposed budgetary and monetary
restraint was achieved. Federal purchases grew by only 0.2 percent
in 1969. Both the discount rate and the reserve requirement were
increased and growth in the money supply was slowed considerably.
Aided by the August extension of the 10-percent surtax, a moderate
budget surplus was maintained throughout the year. The adminis-
tration had promised and delivered a year of restraint but had not
anticipated the economic response that became apparent in the fourth
quarter of the year. Real growth was negative and prices were still
high. In the administration’s own words, “‘output reacted somewhat
moré and prices somewhat less than might have been expected from
past experience”” While the administration was carrying out its policy
of restraint, Congress was working on a tax reform measure that was
far from restrictive. Spurred by warnings of a taxpayers’ revolt against
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tax inequities the Congress produced, and in December, passed the
Tax Reform Act of 1969. Effective January 1, 1970, the act cut
revenues by $2.5 billion a year and inereased social security benefits
by an additional $4.4 billion. « T

- January.—Expenditures for Vietnam were estimated at $28.8 billion
for fiscal year 1969, $3.0 billion above the January 1968 estimate.
Expenditures in fiscal year 1970 were estimated at $25.4 billion.

March.—The President recommended retention of the excise taxes
on automobiles and telephone services. He also asked to have the
income tax surcharge extended until June 30, 1970, but asked that it
be reduced to 5 percent starting January 1970.

April.—The investment tax credit was eliminated.

The Fed increased the discount rate from 5% percent to a record
high level of 6 percent. : ‘ .

The rate of groith in the money supply declined steadily from May to
August and remained low for the rest of the year. -

June.—Congress repealed the scheduled freeze on-the number of
participants allowed in the AFDC program. ’

No official estimate of expenditures for Vietnam was released.
Unofficial estimates by the Brookings Institution (which were cal-
culated in a somewhat different way than at OMB), showed an increase
of only $100 million in fiscal year 1969 expenditures over fiscal year
1968 expenditures.! On an OMB basis, Vietnam expenditures totaled
$28.8 billion for fiscal year 1969, the same as the January 1969 estimate
but $3.0 billion above the January 1968 estimate.

July.—An expenditures ceiling of $191.9 billion was placed on Fed-
eral expenditures for fiscal year 1970.

The second supplemental appropriation bill for fiscal year 1969
was passed containing $1.2 billion in funds for Vietnam operations.

August—The 10-percent surcharge was extended for 6 months to
be followed by a 5-percent surcharge.

Extension of the surcharge at 10 percent for the last 6 months
of 1969 was signed into law.

Interest rates rose sharply in the third quarter reaching 7.1 percent by
September. Housing starts which had declined by 7.9 percent in the second
quarter fell by 8.7 percent in this quarter and by another 7.0 percent in
the final quarter. . ,

November.—Food stamp appropriations were raised from $340
million to $610 million.

The discount rate was lowered from 6 percent to 5% percent.

December.—The defense appropriation bill for fiscal year 1970 was
passed. This bill was unofficially said to contain approximately $23.2
billion in fiscal year 1970 appropriations for the Vietnam war.

The-surcharge was scheduled to continue at a 5-percent rate for the
first 6 months of 1970.

The discount rate was lowered from 5% to 5% percent.

A $4.8 billion appropriation was cleared for public works expendi-
tures.

HUD received an appropriation of $4.8 billion.

1 The estimate of actual expenditures for Vietnam for fiscal year 1968 published by OMB
in the 1970 budget is $26.5 billion. The estimate of actual expenditures for fiscal year 1968
published by Brooklnghs in 1971 is $24.1 billion. The Brookings estimate for fiscal year 1969
1s $24.2 billion. See the addendum on p. 39 for various estimates of the Vietnam war.
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‘Congress increased the monthly benefits- under the old-age. sur-
vivors and disability insurance program by 15 percent -across the
board effective January 1970. Tﬁis_was .incorporated into the Tax
Reform Act of 1969. o ' :
1'.523 Tax Reform Act of 1969 was passed. Major provisions in-
cluded: _ : :

—a low income allowance of $1,000, -

- —an increased standard deduction,

—reduced tax rates for single persons,

—a maximum tax rate of 50 percent on earned income,

—repeal of the 7-percent investment credit,

—extension of the surtax at 5 percent for first 6 months of 1970.
This produced ar. increase of $3.7 billion in revenues in fiscal year
1970 and $2.7 billion in fiscal year 1971. Including the social security
increase, the revenue gain was only $1.9 billion in fiscal year 1970
and was estimated to produce a net revenue decline of $1.6 billion in
fiscal year 1971,
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Econbmic condiﬁons (percent) ’

. Period GNP72 "CPI UR M, i

1970 —0.3 5.9 5.0 3.9 6.4
1970: 1. L4 6.7 42 3.6 7.2
1970 1 ___-T°7C 2 59 47 5 4 6.7
1970- 111_____ 777" 3.0 43 5.2 5.2 6.3
1970: IV ...~ —3.9 5.7 5.9 5 4 5. 4

Stabilization Policy and Budget Developments

The 1970 economy contained the worst of three worlds. For
the first time a high rate of inflation was coupled with a negative
real growth rate and a rising unemployment rate. The downturn
that marked the final quarter of 1969 continued on into the first
quarter of 1970. Two quarters of meager growth followed until
real growth dipped again falling to 3.9 percent in the final
quarter of the year. Waith normal economic expansion at a stand-
still unemployment rose steadily throughout the year from
4.2 percent in the first quarter to 5.9 percent in the last. Despile
the economic stall, the inflation rate continued high, averaging
5.9 percent for the year and 5.7 percent in the final quarter.

Expenditures rose by 8.4 percent to $204.2 billion. Revenues fell by
2.5 percent to $192.1 billion. The budget shifted from a surplus of
$8.5 billion in 1969 to a deficit of $12.2 billion in 1970. At the beginning
of the year the CEA set out ‘“‘to reduce the rise of prices and to revive
the growth of output.” To achieve these goals the administration
proposed another year of “moderate’’ monetary restraint and a
“modest” budget surplus. The year began with the scheduled increase
in social security benefits and the scheduled reduction in the income
tax surcharge. The complete lifting of the surcharge took place as
scheduled in July. Monetary policy remained slightly restrictive with
money supply growth averaging only 3.9 percent for the year and with
a slight easing of the discount rates in November and December.
Throughout the year the President waged a major antiexpenditures
war with Congress by vetoing a number of large appropriation bills.
Federal purchases of goods and services declined by $1.8 billion.
However, with the increase in social security benefits, the gradual
elimination of the surcharge, the halt in real growth and the rise in
unemployment, transfer payments skyrocketed while revenues de-
chned causing a deficit which expanded throughout the year. With
inflation continuing to trouble:the economy, Congress, in mid-
August, granted the President authority to freeze wages and prices.
However the authority remained unused in 1970 as the President
continued to pursue a policy of restriction.

January.—The 15-percent increase in social security benefits
became effective.
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The President vetoed a $19.7 billion appropriation for the Depart-
ment of Labor, HEW, and OEO for fiscal year 1970.

- The surcharge on income was lowered according to schedule to 5
percent for the first 6 months of 1970.

. June.—Expenditures for Vietnam during fiscal year 1970 as esti-
mated by Brookings totaled $16.7 billion. Adjusted to an OMB basis,
expendifures were approximately $6.0 billion below the original OMB
estimate for fiscal year 1970 made in January of 1969.

~ The ceiling on expenditures for fiscal year 1970 was raised to $199.9
b;)l;ilon and a ceiling of $200.8 billion was established for fiscal year
1971.

July.—The 5-percent surtax on income expired.

August—Unemployment compensation was extended to about 4.8
million additional workers. ' ’

The President vetoed a $4.4 billion appropriation for programs
administered by OEO, but the House overrode the veto. '

The President vetoed an $18.0 billion fiscal year 1971 appropriation
for HUD, VA, NASA, and the House sustained.the veto.

In the Economic Stabilization Act of 1970, the Congress granted
the President authority to freeze wages, salaries, prices, and rents.
The President in response repeated his opposition to controls.

September.—A 3-month strike against General Motors began.

November—The Federal Reserve Board lowered the discount rate
from 6 to 5% percent. -

December.—Congress overrode the Presidential veto and appropri-
ated $3.3 billion for HUD, $1.2 billion of which was for urban renewal.

The Federal Reserve Board lowered the discount rate from 5% to

5% percent. '
"In a news conference, the President declared that Government had
done its share in holding down inflation by restricting its budget. It
was now up to labor and management, he suggested, to quit betting
on inflation and to start fighting inflation.

‘Congress cleared a $66.6 billion defense appropriation, the smallest
defense appropriation since 1967.

- Congress cleared a bill extending excise taxes on telephone service
and automobiles for 2 years and speeding up collections of estate and
gift taxes (as proposed by the President in his 1971 budget message).

Congress cleared a bill providing free food stamps to families of
four with monthly incomes under $30. The bill required recipients to
register for and accept employment as a condition for receiving the
stamps. The bill included authorizations of $1.75 billion for fiscal year
1971 and an open ended authorization for fiscal year 1972-73.
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"\ : .. Economic conditions ¢percent).-" ".. .7

Perod ..  GNPi2__  CPI . UR .. M. - i
971 e 3.0 4.2 6.0 6T - .43
1971: 1. 9.2, 3.4 ' 59. _ .70 38
1971: 10, .. oIIT 30 42 5.9 10, 4 L2
1971: 10 _ __ __ . _____ 2. 8 3.8 6.0 6.8 250
19711V 35 2.4 60 - 2.6 L2

Stabilization P()'li'cy‘aixid'deg-et"neyelolgin'enfs o

Even before the implementation of price controls late in the
year, price behavior had improved by 1971. In the first three
quarters of the year prices advanced by only 2.0 percent. This
improvement, however, was at the cost of growth and employ-
ment. Despite a growth spurt of 9.2 percent in the first quarter,
real growth for the year averaged only 3 percent. The rate of
unemployment which had averaged 5 percent in 1970 rose to 6
percent wn 1971. An additional problem was presented by the
balance of trade. Continued overvaluation of the American dollar
threatened to worsen an already large American trade deficit.

Expenditures rose by 8 percent to $220.6 billion. Revenues rose by
3.4 percent to $198.6 billion and the social security tax rate was raised -
from 9.6 to 10.4 percent. While low growth and high unemployment
troubled the administration, price behavior remained the primary
concern. Throughout the year, an incomes policy slowly developed
with jawboning finally giving way to full-fledged wage, price, and.
rent controls on August 15. Announced along with the wage-price
freeze were the decisions to halt convertibility of the dollar and to
cut Federal revenues., In August, the United States suspended its
commitment to redeem foreign-held. dollars, and in December the
President signed the Revenue Act into law. . :

January—In his January budget message the President set the
goal of a 4.5-percent unemployment rate by mid-1972. :

A 12}%-percent price hike was announced by Bethlehem Steel Cor-
poration and was met by a letter of sharp criticism from the President.
The price hike was finally rolled back to conform with United States
Steel’s 6.8 percent increase. ‘

The discount rate was lowered from 5% to 5 percent.

February.—The discount rate was lowered to 4% percent.

March.—Congress cleared a bill granting a 10-percent across-the-
board increase in benefits to 26 million social security recipients.

The Economic Stabilization Act, giving the President the power to
freeze wages and prices was extended to April 1972. This time the
President made no public objections to the authority.

The President issued an Executive Order establishing a review
mechanism for wages and prices.

The money supply expanded rapidly.
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July.—The discount rate was raised from 4% to 5 percent.
“August.— A 90-day freeze of wages, prices, and rents was announced.
The United States suspended convertibility of the dollar into

gold or other reserve assets.

Fhe President proposed a program of tax cuts and expendture
cufs. The net effect was intended to be stimulatory.

November—The discount rate was lowered from 5 percent to 4% .
pereent. _ . i ' .

FThe President implemented Phase IT of wage-price controls, ending -
the freeze.

Growth in the money supply slowed considerably. _

December-—The President sigmed the tax bill into law:

—the personal exemption was raised from $625 to $675 in 1971
and to $750 in 1972, n

—the standard deduction was increased to 15 percent starting
January I with a $2,000 maximum,, '

—the low income allowance or minimum standard deduction was
raised from $1,000 to $1,300 starting January 1972,

—the 10-percent excise tax on light trucks was repealed,

—the 7-percent auto excise tax was repealed,

—the 7-percent investment tax credit was reinstituted.

The full year revenue loss associated with these changes was esti-
mated at $8 billion. ‘

The Smithsonian Agreement was signed which provided for de-
valuation of the dollar and a general realinement of exchange rates
among the major countries. :

The Congress cleared the President’s Economie Stabilization Aet
extending the Presidential wage-price control pewer through Apnl-
1973 and granting the President standby powers to control dividends
and interest rates. -

The Social Security Act was amended to require certain welfare
recipients to register for work inecentive programs. _

Unemployment benefits were extended for an additional 13 weeks
for individuals in high unemployment States.

The discount rate was lowered from 4% to 4} percent.

The President vetoed a $6.3 billion 2-year OEPO extension, and the
Senate sustained the veto.
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Economic conditions (percent)

Period GNP72 CPI UR M, i
1972 oo 5.7 3.3 56 7.1 41
1972: oo 7.6 3.7 58 7.6 3.4
1972: 11,0010 7.9 28 5. 6 8 2 3.8
1072: Wi  IIITTII 53 34 5 6 8 5 42
1972 V.. TITIII0 85 38 53 9. 4 49

Stabilization Policy and Budget Developments

Economic growth picked up in 1972 averaging 6.7 percent.
With the resumption in growth the unemployment rate declined
gradually over the year from 6.8 percent in the first quarter to
5.8 percent wn the last. Price behavior also 1mproved over the
year with inflation averaging 3.3 percent for the year, down
Jrom the 4.2-percent rate of 1971. However, food shortages
pushed the prices of farm products up in November. This began
to have a noticeable impact on the CPI in early 1973.

Expenditures rose by 10.9 percent to $244.7 billion. Revenues rose
by 14.6 percent to $227.5 billion. The ceiling on wages subject to
social security taxes was raised from $7,800 to $9,000. The year began
with Congressional approval of the President’s requested dollar deval-
uation. For the rest of the year, however, Congressional and adminis-
trative fiscal policy action remained at odds. The President continued
to pursue a path of budget restriction while Congress raised aid to
individuals and attempted to expand existing programs. Social security
benefits were sharply increased and were provided for the first time
with a built-in cost of living adjustment. Emergency aid to the un-
employed was extended. Defense spending was increased by 4.7 percent,
and the first installment of revenue sharing money was distributed.
These stimulative actions, however, were countered by Presidential
vetoes of a number of large expenditure bills and by a large over-
withholding of personal income taxes.

January—The revenue changes legislated in December 1970 be-
came effective.

March.—Congress approved the President’s request for legislation
authorizing the Secretary of the Treasury to implement the dollar
devaluation. The official price of gold was increased from $35 to $38
an ounce.

Collections data for the withheld individual income tax for January
and early February indicated that the Tax Reduction Act of 1971 had
been offset by a seemingly technical adjustment in the withholding
tables. Most of the economic impact of the $8 billion tax cut was
delayed until the spring of 1973 when refunds of overwithheld taxes
rose by $7.4 billion.
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June.—Congress increased social security benefits to be paid in
September by 20 percent across the board and provided for an auto-
matic increase whenever the cost of living rose more than 3 percent
in a calendar year. Congress also increased the social security tax to
11.7 percent effective in 1973 with a $10,800 wage base and to 11.7
percent effective in 1974 with a $12,000 wage base.

The Education Amendment of 1972 was passed authorizing $19
billion in aid to post-secondary education through fiscal year 1975
and providing $2 billion in emergency aid to desegregating school
districts.

The Emergency Unemployment Act of 1971 was extended for 6
months authorizing the continued disbursement of funds to any State
with an unemployment rate exceeding 6.5 percent.

October.—The revenue sharing plan was passed by Congress estab-
lishing & 5-year program to share $30.2 billion in Federal revenues
with State and local governments. The program was made retroactive
to January 1.

The defense appropriation bill of $74.4 billion for fiscal year 1973
(a record level appropriation) cleared Congress.

New medicare provisions made 1.7 million social security dlsablhty
beneficiaries under age 65 eligible for medicare.

The Congress authorized Federal takeover of the welfare system
for the aged, blind, and disabled effective January 1, 1974.

Congress denied the President the requested authorlty to limit
Federal spending to $250 billion in fiscal year 1973.

The Congress raised the widows’ and widowers’ social securlty
benefits from 82.5 to 100 percent of deceased spouse’s benefits. The
amount that beneficiaries under age 72 could earn while still receiving
full benefits was raised from $1,680 to $2,100. Persons who worked
in covered social security employment for over 30 years were provided
with a minimum monthly benefit of at least $170.

After the Congressional session was over the President vetoed 12
bills including the $30.5 billion appropriation for the Department of
Labor, Department of Health, E ucation, and Welfare, the Public
Works and Economic Development Act of 1972, the Flood Control
Act of 1972, the Rehabilitation Act of 1972 and the Veterans Health
Care Exp&nsmn Act.

December.—The first installment of revenue sharing money was
distributed.

Over the year the full employment deficit of $4- billion was more
than offset by overwithholding of personal income taxes amounting
to $7.5 billion. :
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Economic conditions (percent)

Period GNP72 CPI UR M, i
1973 5.5 6.2 4.9 7.5 7.0
1973: 1. . 9.5 6. 5 4.9 7.8 5.7
1973 11______________ .4 8.9 4.9 6. 2 6. 6
1973 I1Y . __ . ________ 1.7 8.4 4.8 5.6 83
1973:IV______________ 2.1 9.8 4.8 5.3 7.5

Stabilization Poliéy and Budget Developments

Rising food prices began to affect the CPI very early in the
year. After averaging 3.8 percent in the final quarter of 1972,
the rate of inflation jumped to 6.5 percent in the first quarter of
1978. The price situation worsened further as the oil embargo
took effect in October. By the fourth quarter of the year the CPI
was rising at an average annual rate of 9.8 percent. Restriction
of Federal expenditures and tightening of monetary controls
meanwhile constricted the rest of the economy. While prices and
interest rates moved upward, real growth slowed considerably.
One sector that felt the disruptive economic pressures early was
the housing market. Housing starts fell into a decline that was to
last for nine quarters. By the end of 1973, housing starts had
already dropped by 13.4 percent. ' '

Expenditures rose by 8.3 percent to $265 billion. Revenues rose by
13.5 percent to $258.3 billion. The social security tax rate was raised
from 10.4 to 11.7 percent and the ceiling on wages subject to the tax
was raised from $9,000 to $10,000. Throughout the year the adminis-
tration attempted to stabilize the deteriorating price situation. Forced
by rising prices into continued reliance on controls, the executive
branch remained less than enthusiastic about the program it adminis-
tered. The incomes policy that developed, therefore, changed continu-
ally in form and forcefulness throughout the year. Congress mean-
while battled with the administration over impounded funds and
vetoed appropriations. The numerous vetoes, program terminations;
and impoundments which were handed down by the President in
1972 set the stage for Congressional action in 1973. Yet Congress in
this year seldom assembled the votes necessary to counter the Presi-
dential actions. Despite a great deal of Congressional disapproval, a
good many of the admimstration’s restrictive measures remained
In force. Restrictive fiscal policy was paralleled by a tightening of
the monetary controls. The Federal Reserve Board, freed from its
foreign trade responsibilities by the dollar devaluation in February
and the switch to floating exchange rates in March, focused its atten-
tion on the rising consumer prices. A rapid series of increases in the
discount rate (from 4} percent at the start of the year to 7% percent
by the end of the year) were implemented in an attempt to hold down
inflationary credit demands. The general policy of fiscal and monetary
restraint in 1973 was partially offset by an enlarged March refund of
1972 tax liabilities, the release of a second installment of revenue
sharing funds in January, and a new boost in social security benefits
to become effective in 1974.

35-458 O - 78 - 13
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January.—Phase III of wage and price controls began. Mandatory
wage and price controls for most sectors of the economy were removed.
Controls were left in force in three ‘‘particularly troublesome’ areas:
food prices, health costs and the construction industry. For the rest
of the economy there were largely voluntary guidelines backed by the
threat of Government intervention.

The second installment of revenue sharing was distributed. This was
the first full year of revenue sharing. The estimated cost was $6 billion
to $6.5 billion in grants-in-aid each year through 1976.

The discount rate was increased from 4% to 5 percent.

The Commerce Department announced a merchandise trade deficit of
$6.9 billion in 1972. ' C

February.—The United States devalued the dollar by 10 percent.

The discount rate was raised from 5 to 5} percent. -

March.—The President ordered the implementation of price ceilings
on meat for an indefinite period. These ceilings were removed by
stages with beef left under the ceiling until September 9.

Fixed exchange rates were abandoned. All major currencies were
allowed to float. ,

The President vetoed the Vocational and Rehabilitation Act which
would have extended grants to States for aid to the handicapped.
(Senate sustained.) o

From March to April an enlarged refund of 1972 tax liability was
paid. Approximately $5.0 billion of overwithheld tax payment were
returned to the income stream. o

The dollar dropped 11 percent against most European currencies and
& percent against the 14 major industrialized countries. . -

March.—The President vetoed a bill extending the- Agriculture
Department Rural and Sewer Grant Program. : -

April.—Congress granted the President’s request for a 1-year
extension of his authority to impose wage and price controls.

May.—The President ordered new price controls on the Nation’s
largest business firms. :

The discount rate was raised from 5} to 6 percent. :

June.—Phase III-B of price controls was implemented. The
President ordered a 60-day freeze on prices on all goods except un-
processed food products at the farm level. Wages remained under
existing Phase III controls and rents were left free from- Federal
control.

"~ The discount rate was raised from 6 to 6} percent..

The President vetoed a supplemental appropriation bill for fiscal
year 1973 providing $2.8 billion for several departments and agencies.
(House sustained.)

The international value of the dollar began to rise and by the end of the

 year was approximately back to its February, post-devaluation level.



185

July.—Phase IV was implemented. Mandatory controls were again

put into effect backed by civil penalties:
- —The freeze on food prices, except for beef, was lifted and a two-

stage program of food-price controls was begun.

—OQther economic sectors were left under the freeze until August
12. The health industry was excepted. '

—Advances of 5.5 percent were allowed for wages and 7 percent
allowed for benefits. ‘

—After August 12 a number of industries were freed of controls
completely; the lumber industry, public utilities, long-term
contracts, rents, and security and commodity brokerage fees.

The discount rate was raised from 6% to 7 percent. -

August.—Congress cleared a $20 billion highway and mass transit
})illdgzllowing the highway trust fund to be used for mass transit

unding. : -

The Organization of Petroleum Ezporting Countries embargoed all
shipments to the United States in late October. '

01l prices rose at an average annual rate of 8.2 percent during the fourth

uarter. -
! December.—The administration decided to release $1.5 billion of
impounded health and education funds for fiscal year 1973. -

An impoundment compromise was reached. The President was
allowed to impound up to $400 million of Labor-HEW: funds for
fiscal year 1974. He in turn, agreed to a $32.9 billion Labor-HEW
appropriation for fiscal year 1974. -

The Defense Department appropriation of $73.4 billion was passed,
second only in size to the fiscal year 1973 appropriation. - -

Congress cleared legislation increasing social security benefits by 11
percent in two installments over a 3-month period in fiscal year 1974.
A 7-percent benefit rate in March and a 4-percent rate in June were to
replace the previously scheduled June increase. :
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Economic conditions (percent)

Period GNP72 CPI UR M, i
1974 oo —1.4 11.0 5.6 5.5 7.8
1974: 1. _____. —3.9 12. 5 5.0 6.3 7.6
1974- T -7 77C —~1.8 11. 6 5.1 5.3 8.2
1974: 111 _________- —2.5 12, 2 5.6 43 8. 2
1974: IV ... —5.5 12, 1 6.7 43 7.4

Stabilization Policy and Budget Developments

By 197/ the slowdown of 1973 had developed into a severe
downturn, but the severity was not fully recognized until late in
the year. With the oil embargo stll in effect through the first
quarter, prices soared, real income declined, demand slumped,
and production fell. In the first quarter of the year the Gross
National Product, in real dollars, fell by a full 3.0 percent and
continued to drop throughout the year. Unemployment rose
rapidly reaching 6.7 percent by the final quarter of the year.
The wholesale price of oil rose 61 percent between December
1973 and December 1974. With interest rates remaining high,
the housing market continued its precipitous drop. Housing
starts fell over the year by nearly 35 percent. Inventory buildup

" which had begun in 1973 continued into 1974 leading to a sharp
inventory correction early in the following year.

Expenditures increased by 13.1 percent to $299.7 billion. Revenues
rose by 11.6 percent to $288.2 billion, and the ceiling on wages subject
to social security taxes was raised from $10,800 to $13,200. Antic-
ipating a slow first half of the year followed by an upturn, the ad-
ministration did little to reverse the downward trend. The economy
was expected to pull itself out of the downturn with an improvement
in the housing market predicted for midyear. This confidence was in

art due to a considerable underestimation of the inventory buildup.

reliminary inventory figures had caught only a small portion of the
actual inventory accumulation. The true size of the inventory problem
was not apparent until mid-1974. In addition, the Federal budget for
fiscal year 1974 turned out to be even less stimulative than planned as
an inflation rate averaging 11 percent caused an unintended boost in
Federal revenues. Further downward pressure was created by monetary
policy. Monetary policy became extremely tight, with short-term
commercial interest rates peaking above 12 percent in late August
and early September. An increase in the discount rate was implemented
in April and was only partially reversed in December. Money supply
growth, at the same time, remained well below the rate of inflation.
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In this year the Congress passed the Congressional Budget and Im-
poundment Control Act. This legislation set up a new process of budget
review designed to help Congress deal more effectively with fiscal
policy and budgetary matters. President Nixon resigned in August.
On September 5, President Ford convened the first of the Conferences
on Inflation. In all, 12 conferences (on various aspects of the economy)
were convened. A final joint conference was held on October 8 when
President, Ford announced his Whip Inflation Now (WIN) program
and requested a 5-percent increase in taxes.

Short-term Treasury bill rates fluctuated around 7% percent.

Oil prices rose at an average annual rate of 20.6 percent during the
JSirst quarter. The OPEC oil embargo was lifted in late March.

April—The discount rate was raised from 7% to 8 percent.

OASDHI benefit payments were increased by 7 percent.

Phase IV came to an end. Wage and price controls were terminated.

June.—The House passed a $33.2 billion appropriation for DOL,
HEW, and related agencies for fiscal year 1975. This was below the
President’s requested appropriation level.

Short-term Treasury Iliill rates rose to an average of 8.2 percent
for the quarter. Rates paid on short-term business loans at banks
averaged 11.15 percent for the quarter.

The Congressional Budget and Impoundment Control Act of 1974
was passed. Spurred by Presidential impoundments and by feelings
that Congressional control over budget matters had been slipping con-
tinually over the years, the Congress, for the first time implemented
a process for considering the Federal budget as a whole. The act
spelled out a timetable for Congressional actions affecting the Federal
budget. A preliminary budget resolution, recommending revenue and
spending targets, was to be followed by a second budget resolution
setting a revenue floor and an expenditures ceiling. Legislation vio-
lating these limits could be ruled out of order in the House or the
Senate. All budget decisions were to be reviewed in light of their im-
pact on overall fiscal policy. Priorities were to be spelled out by allo-
cation of the budget total over the various spending categories. House
and Senate Budget Committees were created to supervise the new
process.

Oil prices rose at an average annual rate of 16.3 percent in the second
quarter.

July.—The Elementary and Secondary Education Act was amended
extending most programs authorized under the 1965 Act for 4 years
through fiscal year 1978. The act authorized more than $25 billion in
appropriations. :

OA}S)DHI benefit payments were increased by 4 percent.

August.—Congress gave the President the authority he requested to
monitor wage and price increases.



188

The President vetoed a $13.6 billion appropriation for agricultural,
environmental, and consumer protection programs.

September.—The 12 conferences on inflation were held.

The Defense Department appropriation bill was passed. It was
$82.1 billion, the largest appropriation bill ever approved by Congress
up to that time. , ,

Although the Tresaury bill rate stabilized, the rate on short-term
bank loans averaged 12.4 percent during the quarter. _

Ol prices rose at an average annual rate of 9.5 percent in the third
quarter.

October—The combined conference on inflation was held October 8.
The President requested a 5-percent surcharge on corporate and
individual incomes above $7,500 to fight inflation and an increase
in the investment tax credit from 7 to 10 percent.

December—The discount rate was lowered from 8 to 7% percent.

The short-term Treasury bill rate fell to an average of 7.4 percent
during ‘the quarter. Rates on short-term bank loans to businesses
averaged 11.64 percent during the quarter.

Ol prices rose at an average annual rate of 3.3 percent in the fourth
quarter.. The unemployment rate rose rapidly as massive layoffs, par-
ticularly in the automobile and related industries began in late October,

. UR
October_ _ _ _ _ 6.1
November__ __ _ _ _ 6.7
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Economic conditions (percent)

Period GNP72 CPI UR M, i

1975 . ___ —-13 9.2 85 4 2 5.8
1975: 1 ___ —-9.6 8.7 8.1 .7 5 8
1975:11______________ 6. 4 6. 2 8.8 7.2 5 4
1975: X1 _________ 11. 4 8.0 8.6 7.2 6.3
1975: IV ____ 3.0 6.3 8 4 2.5 5. 6

Stabilization Policy and Budget Developments

The economy declined sharply in the first quarter, making
this recession the worst since the 1930’s. The gross mational
product declined by another 9.6 percent in the first quarter of the
year and began to climb upward again only after passage of the
Tax Reduction Act in March. A $23.5 billion inventory correc-
tion meanwhile took place from January through June, clearing
the way for expanding production. While inflation still averaged
9.2 percent for the year, price behavior improved as the year
progressed. The labor market, on the other hand, continued to
suffer the effects of the recession. After averaging 6.7 percent in
the final quarter of 1974, the unemployment rate rose to 8.8
percent in the second quarter of 1975 and remained at 8.4
percent in the fourth quarter of the year.

Expenditures rose by 19.4 percent to $357.8 billion. Revenues fell
by 0.6 percent to $285.5 billion, and the ceiling on wages subject to
social security taxes was raised from $13,200 to $14,100. The need for
fiscal stimulus led to enactment of the Tax Reduction Act in March.
This measure was followed by further legislation in December extend-
ing the 1975 tax cuts into 1976. With the unemployment rate holding
stubbornly above 8 percent throughout the year, Congress took a
number of actions extending further emergency aid to the unemployed.
The Federal Reserve Board, meanwhile, eased the credit situation by
implementing a series of cuts in the discount rate.

anuary.—The discount rate was lowered from 7% to 7% percent.

The President- signed a $4.5 billion appropriation to provide ex-
tended unemployment insurance and public service jobs.

February.—The Congressional Budget Office was formed completing
the structure of budget review that was legislated in the Budget
Reform Act of 1974.

The Supreme Court ruled that the President had exceeded his
authority when he refused in 1972 to allocate to the States $9 billion
in water pollution funds.

The discount rate was lowered from 774 to 63 percent.

The price of food stamps was frozen.
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March.—The Tax Reduction Act of 1975 was enacted providing
forla,l(li a({)proximately $22 billion tax cut in 1975. Its major provisions
included:

Billions
Refunds of fiscal year 1974 income taxes_ _ _ - __ e _c._ $—8.1
Reduction in withholding_ . _ _ . _ ____ ____________.___ —7.8
Allowances and deductions (—2.6)
$30 credit and $750 exemption_ _ . _____________ (—5.2)
Increase fiscal year 1975 refund. _ .. e —2.2
Earned income credit_ . _ - _____ e e e (—15)
Inereased child care eredit . _ _ o e (—0.1)
Home purchase eredit__ - __ _ el (—0.6)
Decrease in fiscal year 1975 individual tax liability_ - _ __ __ __..______. —10.0
Reduction in fiscal year 1974 and fiscal year 1975 liability . . _._____ —18.1
Reduction in business tax lability _ __ oo —38
Reduced payments in calendar year 1975 _ oo —18
Corporate tax rate change. - __ . _ .. oo (—1.5)
Increase in Investment tax eredit-_ o ______ (—0.3)
Reduced payment in fiscal year 1976 __ . . __ . .. —2.0
Tax reduction. . o e e —21.9
TaX INCTCASES - o o e e e e e e e e e e e e e e e e m 2.0
Net tax reduction _ _ _ o o e —20.0
Expenditure inereases_. . . - e e e 1.9
Bonus to social security beneficiaries. . oo oa. (L.7)
Emergency unemployment benefits_ .. ... oo ... (0.2)

The discount rate was lowered from 6% to 6} percent.

Aprid.—The Senate adopted a resolution forcing the release of $9.1
billion in Federal highway funds that had been impounded by the
President in 1974.

May.—The tax refund was paid and withholding rates lowered by
more than the reduction in individual income tax liability in order to
compensate for the 4 months of higher withholding before the tax cut
became effective.

The President vetoed a $5.4 billion jobs fund.

Farm price supports were vetoed as too costly.

The First Concurrent Resolution on the Budget for Fiscal Year
1976 was passed recommending Federal revenues of $298.2 billion and
Federal expenditures of $367.0 billion.

The discount rate was lowered from 6% to 6 percent.

June.—The House sustained the President’s veto of an appropria-
tion bill aimed at creating jobs in both the public and private sectors.

The President vetoed a $1.2 billion housing bill and the House
sustained the veto.

The President signed a bill providing for extended unemployment
compensation from June 30 to the end of the year.

December.—Congress cleared emergency legislation providing for
extended unemployment compensation for 1 year and 3 months more.

Three months behind schedule the Second Concurrent Resolution
on the Budget for Fiscal Year 1976 was passed. A ceiling of $374.9
billion was set on outlays and a floor of $300.8 billion was set under
revenues. The revenue floor took into account the expected extension
of existing tax cuts.
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Congress cleared an $8.4 billion, 6 months’ extension of the tax cuts
that were scheduled to expire December 31.

The President signed the new energy bill granting the President
new powers to control the flow of energy supplies and materials;
providing standby authority in an energy emergency; creating a na-
tional strategic reserve of oil against a future oil embargo; setting
mandatory fuel efficiency standards for automobiles; continuing Fed-
eral controls on the price of domestic oil for at least 3 years; and
authorizing Government audits to verify information submitted to
Federal agencies by energy producers and distributors.
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Economic conditions (percent) '

Period GNP72 CPI UR M, i
1976 oo eeeeee 6.0 5.7 7.7 5.1 5.0
1976: 1. __ 8.8 5.2 7.6 2.9 4.9
1976: 11 -7 TTTTTTT 5.0 4.9 7.5 8.5 5.2
1976: 100 - TC_TTTTTTC 3.9 5.7 7.8 4.4 5.2
1976: IV______ -7 7777 1.2 4.3 7.9 6.6 4.7

Stabilization Po_licy and Budget Developments

~ The recovery took a leap forward in the first quarter of 1976
and then seemed to falter. Few considered the first quarter growth
surge of 8.8 percent sustainable. In fact most analysts considered
a less booming rate of growth more desirable. However, the three

_guarters of slowing growth that followed the initial surge raised
concerns about the durability of the economic recovery. Real
growth slowed first to 5.0 percent in the second quarter then to

. 8.9 percent in the third and 1.2 percent in the fourth. The unem-
ployment rate, which had edged downward from January to May,
began to rise again in June. By November the unemployment
rate was back up to 8.0 percent. Inflation meanwhile, had slowed.
After rising by an average 9.2 percent in 1975, consumer prices
rose by only 6.7 percent in 1976 and by only 4.3 percent at an
annual rate in the fourth quarter of that year.

Expenditures rose by 8.7 percent to $388.9 billion. Revenues rose
by 15 percent to $330.3 billion. The ceiling on wages subject to sociai
security taxes was raised from $14,i00 to $15,200. With the recovery
underway, the President again focused on inflation and attempted,
by power of the veto, to hold down Federal spending. Congress, on
the other hand, centered its attention on the high rate of unemploy-
ment and the “‘spurt-pause’” pattern of the economic recovery. Over
Presidential veto, the Congress passed a $56 billion HEW appropria-
ation and a $3.7 billion public works employment measure. In late
1976, the Tax Reform Act was enacted extending the 1975 tax cuts
through fiscal year 1977. Congress also approved a $25.6 billion ex-
tension of the President’s Revenue Sharing Program, authorizing it
through September 1980. In September the first full cycle of the new
Congressional Budget Procedure was completed with the passage of
the Second Concurrent Resolution on the Budget for Fiscal Year 1977.
Noting the uncertainty of the economic recovery, the budget reso-
lution suggested the possible need, in early 1978, for passage of a
third, more stimulative budget resolution. In late 1976, debate on
fiscal policy was complicated by a shortfall in Government spending
which became apparent in September.
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i

January.—The $8.4 billion tax cut extending the tax reduction for
6 months and passed in December 1975 was in effect. Withholding
rates were kept at May through December levels, thus increasing the
size of the tax cut.

The discount rate was lowered from 6 to 5% percent.

February.—The President vetoed a $6.2 billion bill for job-creating
work programs. The House overrode but the Senate sustained the
veto. (H.R. 5247.)

May.—The First Concurrent Resolution on the Budget for Fiscal
Year 1977 was passed recommending Federal revenues of $362.5
billion and Federal expenditures of $413.3 billion.

June.—The fiscal year 1975 tax cut was extended until September
30, 1976.

July.—The President vetoed a $3.95 billion public works jobs bill
but the Senate and House overrode the President’s veto.

September.—The President vetoed the $56 billion appropriation bill
for Department of Labor, HEW, and related agencies but Congress
overrode the veto.

The Second Concurrent Resolution on the Budget for Fiscal Year
1977 was passed setting a revenue floor of $362.5 billion and expendi-
ture ceiling of $413.1 billion. Due to the slowdown in real growth the
Budget Committees left open the option of a third, more stimulative
budget resolution in early 1977.

Congress cleared a $3.7 billion public works jobs bill.

Congress passed a $25.6 billion extension of Federal revenue sharing
for 3% years from January 1977 to September 1980.

Due to the shift in the fiscal year, the traditional June end-of-year
spending by agencies was expected to take place in September. This
final spending surge did not occur, however, and shortfall in Govern-
ment spending became apparent.

October.—The Tax Reform Act of 1976 was passed providing an ex-
tensive redrafting of the Nation’s tax laws and further extension of
existing tax cuts. The tax revisions, including extensions, lowered
revenues by approximately $15.7 billion in 1977. (Tax reform resulting
in a $1.6 billion revenue increase and tax extensions resulting in a $17.3
billion revenue loss.) The Reform Act was expected to lower 1978
revenues by approximately $6.2 billion. Major provisions of that act:

—Sought to restrict the use of tax shelter investments,

—Made changes in the taxing of gifts and estates, the first major
changes in more than 30 years,

—Continued the personal and corporate income tax cuts passed
in 1975,

—Increased taxes on the very wealthy,

—Tried to simplify income tax preparation for individuals.

Conﬁress approved legislation amending the Bretton Woods Agree-
ment Act. The amendment included:

—Official acceptance of ‘“floating’’ currency exchange rates,
—Elimination of the gold standard, and
—Reallocation of quotas among IMF member countries.

A temporary increase in Federal unemployment tax rates was
enacted to become effective January 1, 1977. :

November—The discount rate was lowered from 5}% to 5% percent.
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Economic conditions (percent)

Period - GNP72 CPI - UR M; i
1977% e - 49 6.5 7.0 6.7 5.3
1977: X 7.5 8 4 7.4 4.4 4.6
1977: 11 o 6.1 8.8 7.0 87 4.8
1977: 101 - 5.1 5.3 7.0 9.7 5.5
1977:IVP .- 4.9 4.2 6.6 7.0 © 6.1

» Preliminary.
~ Stabilization Policy and Budget Developments

January-February.—A wave of cold weather and fuel short-
“ages temporarily cut back employment and production. As the
weather eased, output rose strongly. The new Carter Adminsstra-
tion proposed a “package of economic stimulus programs” in-
cluding @ $50 per capita rebate that was later dropped. By the
end of the year, the housing industry had completely recovered
from the recession as housing starts reached 2.3 million units in
‘December. Short-term interest rates (91-day Treasury bills) rose
from 4.36 percent in December 1976 to 6.1 percent in December
1977. The rate of growth in the money supply accelerated during
the summer and fall. :

January.—The social security taxable wage base rose, as scheduled,

from $15,300 to $16,500.
" The temporary tax-rate increase for Federal unemployment insur-
ance became effective raising the rate from 0.5 to 0.7 percent. The
amount of wages subject to this tax was also raised permanently from
$4,200 per worker to $6,000 per worker. Coverage was extended to
about 9 million workers.

The outgoing President sent Congress a proposed budget for fiscal

?1]{1%? 1978 with outlays of $440 billion and estimated receipts of $393
ion.

The President-elect announced the broad outlines of his fiscal
stimulus plan. The stimulus was designed to span fiscal year 1977
and fiscal year 1978 and was to cost between $25 and $32 billion.

The incoming administration filled in the details of its fiscal stim-
ulus plan in late January. For fiscal year 1977:

$10.6 billion reduction in taxes:

$8.2 billion in $50 rebates, :
$1.5 billion reduction due to enlarged standard deduction,
. $0.9 billion reduction in corporate taxes.
$5.1 billion increase in expenditures:
$3.2 billion in $50 payments to nontaxpayers,
$0.7 billion for expanded public service employment,
$0.3 billion for expanded training and youth programs,
$0.2 billion for accelerated public works,
$0.7 billion for increased countercyclical revenue sharing.
For fiscal year 1978: A
$7.9 billion in reduced taxes:
85.7 billion for reduced individual taxes,
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$0.5 billion for business tax credits,

$1.8 billion for reduced corporate taxes.
$7.9 billion in increased expenditures:

$0.2 billion for refunds in excess of tax liability,
- $3.4 billion for public service employment,

$1.6 billion for training and youth programs,

. $2.0 billion for accelerated public works, -

$0.7 billion for countercyclical revenue sharing. :

February.—The Third Resolution on the Budget for Fiscal Year
1977 was reported out of the committee. The Resolution set a ceiling
of $418.8 billion on outlays and a floor of $348.5 billion under revenues
allowing room for further stimulus of the economy and almost, doubling
the increase in direct spending recommended by the President. The
revenue level recommended by the committee incorporated: the tax
reductions proposed by the President. U

The House Ways and Means Committee voted to approve a stimu-
lative tax cut package for individuals and businesses. For fiscal year
1977 the package recommended tax cuts plus payments to nontax-
payers of $12.7 billion (compared to the President’s $13.8 billion), and
for fiscal year 1978 the package recommended cuts plus payments of
$9.1 billion (compared to the President’s $8.1 billion). : :

The new President sent his version of the fiscal year 1978 budget to
lC)J_c1>lri1gress proposing outlays of $459.4 billion and revenues of $401.6

11i10n. A

March.—The Third Concurrent Resolution on the Budget for Fiscal
Year 1977 was passed setting a revenue floor of $347.7 billion and an
expenditure ceiling of $417.5 billion. The 1975 tax cuts were continued
through 1978. The resolution assumed a stimulus package of $17.5
billion providing for: .

—The full Carter tax package plus additional $1.5 billion in
expenditures,
—Countercyclical assistance to State and local governments
(+$225 million), .
—Accelerated public works programs (+$200 million),
—Public service job programs (4-$15 million), :
—Employment training and youth programs (+$300 million),
—dJob opportunities program (+4-$60 million), for older Amer-
icans (+$30 million),
—Railroad and highway construction (4$200 million) and job-
creating programs in parks (+$300 million),
—Emergency assistance for higher fuel bills (+$200 million).
. .March.—The Senate Finance Committee approved the $50 rebate
of 1976 taxes. o

The Senate passed an amendment supporting the water projects
which the administration had recommended cutting. :

April.—Congress cleared legislation to extend for 7 months, through
October 31, and then to phase out an emergency program of jobless
benefits for long-term unemployed.

President abandoned his rebate proposal and his previously pro-
posed business tax credits. :

The Senate agreed to drop the rebate provisions from its stimulus
plan but voted to retain the business tax credits. The stimulus package
was reduced by $11.4 billion—$8.2 billion in tax refunds and $3.2
billion in payments to nontaxpayers. The total program for fiscal year
1977 was reduced from $17.2 billion to $5.8 billion.
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Congress cleared a $28.9 billion supplemental appropriation bill
for fiscal year 1977.

May.—Congress cleared a $20.1 billion supplemental appropriations
bill for fiscal year 1977 containing funding for jobs programs and
other elements of the stimulus plan included in the Third Budget
Resolution. The major appropriations were:

—$7.9 billion for public service jobs in State and local govern-
ments, including funding for fiscal year 1978,

—$4.0 billion for public works jobs programs,

—$1.4 billion for youth employment and training programs, and
$59.4 million for community service employment for older
Americans,

—$0.6 billion for antirecession aid to State and local governments.

Congress cleared the First Concurrent Resolution on the Budget
for Fiscal Year 1978 setting an outlay target of $460.95 billion and
a revenue target of $396.3 billion.

Congress completed action on the final major element of the
President’s stimulus package passing a 3-year, $34.2 billion tax cut
bill, including extension of the 1975 tax cut until December 1, 1978.

The countercyclical aid program, established in 1976, was extended
through fiscal year 1978. Funds for 1977 had been provided in the
supplemental appropriation bill cleared in early May.

June.—The President signed a bill extending the Comprehensive
Employment and Training Act (CETA).

The increase in the standard deduction became effective a month
later than originally planned, reducing the fiscal year 1977 stimulus
program by another $500 million. ‘

July—Congress cleared a $10.3 billion appropriation for public
works funding.

August.—The Federal Reserve Board raised the discount rate from
5% to 5% percent.

September.—The Second Concurrent Resolution on the Budget for
Fiscal Year 1978 was passed setting a revenue floor of $397 billion
and an expenditure ceiling of $458.3 billion.

Congress cleared the fiscal year 1978 appropriation bill of $69.4
billion for HUD, the Veterans Administration, and other independent
agencies.

Rapid increases in the money supply began to occur around mid-August.

October.—The Federal Reserve Board raised the discount rate from
5% to 6 percent. _

December.—The Labor-HEW appropriation bill finally passed after
a long controversy about the provisions on abortion. Two other bills,
D.C. appropriations and foreign aid, were also enacted after the be-
inning of the fiscal year. The Energy Conference Committee was
unable to resolve the differences between the House and Senate ver-
sions of the National Energy Plan.
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ADDENDUM

Various estimates of expenditures for the Vietnam War =~
[Fiscal years; in billions of dollars]

Office of Management and Budget

1st 1 2d 2

estimate estimate Actual®  Brookings ¢
1966 e 0.103 ____________
1966 ____ ____ .. 4. 635 5812 ___________.
1967 . __ 10. 335 19. 419 20,133 . . ______
1968 ... 21. 900 "~ 24. 531 26. 547 24. 100
1969 ____________ 25, 784 28. 812 28. 800 24.200
1970, . 25.397 o _____ 23. 000 16. 700
1971 e 14. 700 11. 000
1972 e 9. 400 6. 800
1978 e 6. 300 3. 500
1974 e 3100 - ___._____
1975 . e 1.400 ____________
1976 . oo L300 o ..

1 The “lst estimate” of the cost appear in the 1967 budget sent to Congress in
January 1966. That budget also contained a “2d estimate” for fiscal year 1966,
although no 1st-estimate for that year is known to exist.

? The “2d estimate’’ appears as the middle column of the subsequent year’s
budget—i.e., a reestimate of the fiscal year that is in progress when.the budget
documents are submitted.

? The “actual estimates” appear in the budget documents for the fiscal year
dated 2 years later. The 1969 budget contains the final numbers for fiscal year 1967,
for example. Estimates from 1969-76 are unpublished DOD estimates.

¢ Schultze, Fried, Rivlin, Teeters, Setting National Priorities, the 1973 Budget,
Brookings Institution, p. 75, Washington, D.C. 1972.

NoTE—OMB printed estimates of the cost of the Vietnam War in thef 1967,
1968, 1969, and 1970 budgets.
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