
A Program of Budget Restraint

THE FEDERAL BUDGET and the Economic
Report of the President were presented to Congress
in mid-January. These two documents represent the
former Administration’s evaluation of current eco-
nomic conditions and the 1969 national economic
plan, and have been adopted without substantial
change by the present Administration.i The Federal
budget calls for a spending increase of 5.5 per cent
from fourth quarter 1968 to fourth quarter 1969, and
Congress was asked to extend the 10 per cent sur-
charge to mid-1970. In the context of these proposals,
GNP is projected to increase about 8 per cent in the
year ending fourth quarter 1989.

The 1969 Economic Report and the appended An-
nual Report of the Council of Economic Advisers
(CEA) focus on the problem of inflation. According
to the CEA Report, “With inflationary pressures still
strong, economic policy should continue to exert re-
straint in 1989. Total demand must be brought into
better balance with the nation’s productive capacity to
permit a slowing of price and cost increases,” To
achieve these objectives, the outgoing Administration
outlined a fiscal program which would shift the Fed-
eral budget, on a national income accounts (NIA)
basis, from near balance in late 1968 to a surplus of
$3 billion in late 1969. With respect to monetary pol-
icy, the CEA Report suggests that such policy should
generally reinforce the intent of fiscal restraint in 1969.

Appraising the 1969 economic plan is complicated
by the change of administrations. Apparently the new
Administration has adopted the plan of the outgoing
Administration with regard to the selection of targets,
but there may be some differences as to the means
of achieving them. The objective of this article is to
determine what insights can be gained from recent
experience that may be of help in the formulation
of current and future stabilization policy.

1See the statement of the Council of Economic Advisers
prepared for the Joint Economic Committee, February 17,
1969.

Stabilization Actions and Economic

Activity in 1968

The nation’s major economic problem in 1968 was
inflation, generated by an excessive demand for goods
and services.2 Prices rose about 4 per cent during
the year, compared with a 3 per cent annual rate of
increase from 1965 to 1967, and a 1.5 per cent average
rate from 1961 to 1965. Excessive total demand was
fostered by expansionary fiscal conditions to mid-year
and rapid mourtary expansion through the year
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Total spending rose 9.5 per cent from late 1967 to
late 1968, compared with a trend rate of 7.2 per cent
from 1961 to 1967. The 1968 rise in spending was
manifested in a 5.5 per cent increase in real output
and a 3.9 per cent advance in prices.
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Fiscal and Monetary Actions
The Government’s fiscal condition was stimula-

tive in the first half of 1968, but became much
less expansionary after mid-year, following passage

2See “1968— Year of Inflation,” in the December 1968 issue of
this Review,
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in late June of the Revenue and Expenditure Control
Act of 1968. The high-employment budget shifted
from a very high rate of deficit in the first half to
a small surplus in the fourth quarter.

Federal spending (NIA basis) rose at a 16.4 per
cent annual rate during the first half and a 5.5 per
cent rate in the second half. In comparison, Federal
spending rose at a 15 per cent average rate from 1965
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to 1967 and at a 5 per cent rate from
1961 to 1965. Defense spending rose
at a 2,5 per cent annual rate during the
second half of 1968, compared with a
12,1 per cent rate of advance in the
first half and a 20.2 per cent average
rate from 1965 to 1967. Nondefense
spending rose in the second half of 1968
at a 7.7 per cent rate, compared with
a 19.8 per cent rate in the first half
and an 11.5 per cent rate in the 1965
to 1967 period.

Enactment of the 10 per cent sur-
charge and continued rapid advances
of nominal incomes boosted the Gov-
ernment’s tax revenues sharply during
the year. Receipts (NIA basis) rose by
$31 billion from late 1967 to late 1968,
$18 billion of which resulted from in-
creased tax rates. The remaining $13
billion reflected the rapid advance of
incomes and profits.

As Federal spending growth slowed
during the year and receipts rose very
rapidly, the high-employment budget

moved from a very large deficit ($16.1 billion
annual rate) in the second quarter 1968 to a small
surplus ($0.6 billion annual rate) in late 1968. The
delay in the passage of the Revenue and Expenditure
Control Act contributed to the over-all growth of
revenue to the extent that inflation was allowed to
intensify before action was taken, thereby adding to
Government tax receipts.

Monetary expansion was very rapid in 1968. The
nation’s money stock rose 6.5 per cent from December
1967 to December 1968, about the same as the pre-
vious year, compared with a trend rate of 3.5 per
cent from 1961 to 1967. The monetary base increased
6.4 per cent in 1968, about the same as the previous
year but greater than the 4.5 per cent average
annual rate from 1961 co 1967.

Evaluation of the 1968 Economic Plan

The 1968 CEA Report projected a 7.8 per cent
advance of total spending for calendar 1968; the ac-
tual increase was 9 per cent. The CEA anticipated
a rapid advance in the first half followed by a more
moderate expansion in the second half. In fact, spend-
ing grew faster than anticipated in both halves of the
year.

Page 11



FEDERAL RESERVE BANK OF ST. LOUIS MARCH, 1969

Tobe I

PROJECTED AND ACTUAL CHANGES IN GNP
AND COMPONENTS-— 1967 TO 1968

(Billions of Do!’ors)

CEA Projection Actual Error

Personal consumption 33.8 41 6 7.8
Business fixed investment 4.7 64 ‘‘“ 7
Business inventories 3.3 .6 1.7
Residc.ntiol construction 5.4 5.3 0.1
Federal purchases 6 2 9.4 3.2
State and local purchases 8.5 9.4 09
Net exports 04 78

GNP 61 4 73.9 9.5

1 lie (.I~~\error of .S9.5 billion for tlir ys’~sr con-

sisted primarily of underestimates of consumption and
Federal purchases. With final spending on domestic
goods and services much greater than projected, in-
ventory accumulation and net exports (exports minus
imports) were ss~ci’estimated.

Table II

PROJECTED AND ACTUAL CHANGES IN SPENDING,
OUTPUT AND PRICES — 1967 TO 1968

(Per Cent)

cEA Projection Actual Error

Total spending (GNP I ‘/8 9.0 — 1 2
Reel product

2
4.3 5.0 0.7

Prices~ 3.4 3.8

ii. ‘‘~.I’’’ i.~

1:r.k,t,..l,s:
I’ ‘I, llsso,,

(,\J5 sI’s.sjs.c(ctl for 1968 (‘‘LII :tI.,o he t’’;du,tled
in terms of anticipated growth of real product and
advance of prices. Real product was forecast to in-
crease 4,3 per cent and actually rose 5 per cent. Price
advances were similarly underestimated. Prices were
projected to rise 3.4 per cent and actually increased
3.8 per cent.

To determine the underlying source of error, fiscal
and monetary plans are compared with actions. The
CEA has indicated that its error in projecting eco-
nomic activity was traceable in large part to delayed
passage of the tax surcharge. However, an examina-
tion of the national income accounts budget re-

Toble Ill

PLANNED AND ACTUAL CHANGES IN
NIA BUDGET — 1967 TO 1968

I Bfllions of Dollars)

Bjdget Plop Actual Error

Receipts 22.6 25.7 ‘ 3.1
Expenditures 14.9 18.6 ‘37

Surplus or deficit 77 7.1 0.6

veals that the actual deficit was little different from
the anticipated deficit. Federal expenditure growth
was more rapid than anticipated, but so was the
growth of receipts. Such a comparison is misleading,
however, because receipts reflected the rapid advance
of incomes, which is a reflection of inflation rather
than fiscal restraint, This underestimation of income
growth may account for the bulk of the $3.1 billion
error in the receipts estimation. Taking into account
this effect, the error in the estimate of the NIA deficit
may have been, more accurately, $3 to $4 billion. It
seems unlikely, however, that this error would be
sufficient to explain the $9.5 billion error in the CEA’s
estimate of GNP for 1968.

The second possible source of error was in estimat-
ing the effect of monetary actions. An explicit assump-
tion about monetary actions was not specified in the
1968 Economic Report. If it were asumed, however,
that the CEA anticipated about a 4 per cent growth in
the money stock, their forecast went awry because
the realized growth in money stock was 6.5 per cent.

The empirical importance of the growth of money
stock in the determination of the growth of total
spending has been suggested in a previous issue of
this Review.3 The policy-oriented model presented

Table IV

PROJECTED CHANGES IN GNP— 1967 TO 1968

Billions of Per c’,nt
Dollors !ncreose

CEA projection I 2 1 68) 61.4 7.8
Actual 70.9 9.0
Posicy-oriented model’
1 ) with changes in money and

government sp~ndngbased
on ~EA assumptions 68.6 8.7

2) with changes in government
spending pnrfectly onticipoted
but not changes in money 69.9 8.9

3) with chonges in money per-
fectly onticipoted but not
c’nonges in government spending 75 5 9.6

4) with changes in money and
government spending perfectly
anticipated 76.9 9.8

ih.,;’’siic’~‘ss,’,:ust,s.sit,Ins:s,,’.,’,ssii,,s,,iths N,,,s’mns’ 5, is’ iii

ks’s

tllerc’, gi~cIstiti’ iIlf(sIilliLtiOII ,L\~si:cl)IC it lilt. (inst of’
the preparation of the 1968 Economic Report and
assuming a 4 per cent growth in money, would have
predicted an 8.7 per cent increase in GNP for 1968.

3See “Monetary and Fiscal Actions: A Test of Their Relative
Importance in Economic Stabilization” in the November 1968
issue of this Review.
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As it turned out, that model, too, would have under-
estimated growth in total spending because it under-
estimated growth in money. It’s error would have
been $2.3 billion, compared with the CEA error
of $9.5 billion. When the actual growth of money
is inserted in the forecasting equation, the predicted
increase would have been $75.5 billion, or $4.6 billion
more than realized. In other words, the policy-
oriented model would have predicted a 9.6 per cent
increase in GNP, compared with an actual increase
of 9 per cent.

In short, the CEA’s forecast for 1968 was too low,
an error which is particularly costly in an inflationary
situation. There are two key reasons for this error.
First, the growth of Federal expenditures was under-
estimated and the surtax was passed later than plan-
ned. Second, the effect of monetary actions was evi-
dently underestimated. The effect of a given change
in money apparently was not properly taken into
account, and the rate of growth of money was under-
estimated. Based on the 1968 experience, however,
the policy-oriented model which was used for com-
parative purposes slightly overestimated the effect of
monetary actions.

Policy and the Economic Outlook for 1969

Budget plans for the 18-month period ending June
30, 1970 are formulated with the viesv that fiscal
restraint is necessary to reduce inflationary pressures,
and that there is merit in stabilizing the high-employ-
ment budget in balance or slight surplus. Given this
budget program, the CEA expects total spending to
slow in 1969. Whether such a slowing will occur
depends largely on the fiscal program ultimately
adopted by Congress and the new Administration,
and the forthcoming rate of monetary expansion.

Federal Budget Program for 1969

The proposed budget of the Federal Government
for calendar 1969 results in a budget surplus of $3.8
billion on a NIA basis. Budget plans include provi-
sions to increase expenditures 5.5 per cent during
1969 and to extend the 10 per cent tax surcharge
through June 1970.

Expenditures — The budget plan of a 5.5 per cent
rise in spending during 1969 is down sharply from
the 10.8 per cent increase during the previous year.
Federal spending rose at a 15.1 per cent average an-
nual rate from 1965 to 1967 and a 4.9 per cent average
rate from 1961 to 1965.

Defense spending is projected to change little in
1969, following a 7.2 per cent increase in 1968. The
average rate of advance from 1965 to 1967 was 20.2
per cent. Estimates of defense spending for 1969 re-
flect a planned decline in expenditures for support
of Vietnam operations.

Federal spending on civilian programs, i.e., non-
defense spending, is budgeted to rise 8.1 per cent dur-
ing 1969. This rate of increase is less than the 13.6
per cent rate of advance during 1968 and the 11.5 per
cent rate from 1965 to 1967. Nondefense spending rose
at a 7.8 per cent rate from 1961 to 1965. The increase
in domestic spending in 1969 reflects a pay increase
for government employees effective July 1.

Receipts — Federal receipts are expected to rise
commensurate with the increase in spending. Ex-
tension of the 10 per cent tax surcharge is required
to keep the budget in surplus in 1969. The increase
in receipts during 1969 consists of $3 billion from
changes in tax rates and $10 billion expected to be
produced by growth in the economy.

CEA Projection for 1969

The fiscal program proposed by the outgoing Ad-
ministration, and apparently adopted by the present
Administration, is supposedly consistent with a 7 per
cent growth of total spending in 1969. The former
CEA projected a slowing of total spending in the
first half of 1969, followed by acceleration in the sec-
ond half. The present CEA indicated in their state-
ment to the Joint Economic Committee that the
slowing in the first half may not be so pronounced,
and that the anticipated acceleration in the second
half should be checked by monetary actions.

The present Council has further judged that the 7
per cent growth in total spending would be mani-
fested in a 3.4 per cent growth in real product and a
3.5 per cent advance in prices. This evaluation, how-
ever, runs contrary to recent experience in the United
States. In the period from 1954 to present, all major
slowdowns in the growth of total demand have been
accompanied by simultaneous deceleration of real out-
put growth, followed three or four quarters later by a
slowing in the rate of price increase.4

In view of the former CEA’s forecasting errors in
1968, the estimates for 1969 should be subjected to
careful review. No specific recommendations are made

4
See “Stabilization Policy and Inflation” in the February 1969
issue of this Review,

Page 13



FEDERAL RESERVE BANK OF ST. LOUIS MARCH, 1969

in either the CEA Report or in the CEA statement be-
fore the Joint Committee about monetary actions other
than that they should be appropriate. In view of the
tone of restraint in the Report and the present Coun-

Tobte V

PROJECTED CHANGES IN GNP— 1968 TO 1969

Billions of Per Cent
Dollars Increase

CEA projection (1-16-69) 60.3 7.0
Polity oriented model

1

1) with 0 per cent change in
money end government spending
bosed on CEA assumptions 49.5 5 8

2) with 2 per cent change in
money ond government spending
based on CEA assumptions 56.5 6.6

3) with 4 per cent change in
money and government spending
based en CEA assumptions 63 6 7.4

4) with 6 per cent change in
money and government spending
based on CEA assumptions 70.7 8.2

‘liii,. 5. ru icy —ri an I,. ri Ii, i~ici ~‘. is,. ice, :1is,,’ I:: I hc b ow,,’ w~is. ,. c’
shk 12. e<c’s’.
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cil’s statement before the Joint Economic Committee,
it might be assumed that a 4 per cent growth in money
in 1969 would represent a policy of moderate mone-
tary restraint without being so restrictive as to drive
the economy into recession.

To gain some understanding of the alternatives
that seem to be forthcoming, the policy-oriented fore-
casting model of this bank may be examined. This
model would yield an increase in total spending
similar to the CEA’s projection if money grew at
about a 3 per cent rate. A steady 4 per cent growth
in money would yield a 7.4 per cent growth in total
spending. These estimates are quite close to the CEA
forecast, and indicate that the CEA forecast may be
achievable if money is slowed to about a 3 or 4 per
cent rate of advance. Even if a slowing in the rate
of monetary expansion were apparent by spring 1969,
little should be expected in the way of reduction in
the rate of price advance before late 1969.

Summary

The former and present Councils have appropriately
outlined a program of fiscal restraint for 1969. As in
the past, however, little emphasis has been placed on
the crucial role of monetary actions in the determina-
tion of the growth of total demand. There is some in-
dication, however, that the present CEA is aware of
the influence of monetary actions, though the case was
not strongly presented in the Joint Committee
statement.

The economic program for 1969, which calls for
some moderation in demand growth, presents objec-
tives which may be achievable if accompanied by a
reduction in the growth of monetary aggregates from
the rapid rates of increase in 1968, If the rate of
monetary expansion is not reduced to these slower
rates, given the proposed budget plan, the projection
would probably prove low, as in 1968. On the other
hand, if monetary expansion should be replaced by no
growth or contraction, and the fiscal program is im-
plemented as planned, the projection of spending
growth is likely to be high.

KErru M. CARLSON
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