The 1972 National Economic Plan:

An Experiment in Fiscal Activism

by KEITH M. CARLSON

HE NATIONAL economic plan for the eighteen
month period ending June 30, 1973 has been presented
to Congress and the public. The Administration’s plan
is presented in the form of three documents — the
Federal Budget, the Economic Report of the Presi-
dent, and the Annual Report of the Council of Eco-
nomic Advisers! Included in these decuments is a
proposed Federal budget program designed to be
consistent with targets for total spending (GNP), out-
put, prices, and employment, General recommenda-
tions are also made for the role of monetary actions
by the Federal Reserve System in the overall eco-
nomic plan.

The goals for the U S. economy in the months ahead
are stated most explicitly by the Council of Economic
Advisers (CEA) in their Annuel Report? The goals
consist of a reduction in the annual rate of infiation
to less than 3 percent by the end of 1972, and a reduc-
tion of unemployment to near 5 percent of the civilian
labor force by the end of the year. The Administration
believes that to achieve these targets an increase in
total spending for goods and services { GNP} of 10.3
to 11 percent for the year ending fourth quarter 1972
is required. This rapid increase in total spending is to
be facilitated by an increase in Federal expenditures
-of about 11 percent, reductions in tax rates attributa-
ble primarily to the Revenue Act of 1971, and “[aln
abundant supply of money and other liquid assets and
favorable conditions in money markets . . ®

1The Budget of the United States Government, Fiscal Year
Ending June 30, 1973 {Government Printing Office, 1972),
and Economic Report of the President, together with The
Annual Report of the Council of Economic Advisers (Govern-
ment Printing Office, 1972).

21972 CEA Report, Chapter 3.
3fbid., p. 106.

This article analyzes the Administration’s national
economic plan within the context of the St. Louis
model? First, the 1971 economic plan is compared
with the record to obtain some perspective. Then the
1972 economic plan Is examined in terms of feasibility
and internal consistency. Since the evaluation is con-
ducted with reference to the St. Louis model, the
conclusions reflect the particular characteristics of
that model.®

Evaluation of the 1971 Fconomic Plan

Confronted with unacceptably rapid inflation, high
unemployment and a continuing deterioration of our
halance-of-payments position, the Administration an-
nounced several major policy changes on August 15,
1971.5% Included were suspension of the convertibility
of the dollar inte gold and other reserve assets, im-
position of a surcharge on imports, a proposed removal
of the Federal excise tax on automobiles, and intro-
duction of a systern of mandatory price-wage controls.

The announcement of these policy changes reflected
obvious dissatisfaction with the course of the economy
as it appeared at that time. In February the Adminis-
tration had laid out a very ambitious set of economic
goals, and apparently by late summer was convinced
that sufficient progress was not being made toward

4The focus of this article is on the stabilization aspects of the
Administration’s economic program, The program is actually
much broader in scope, involving discussion of resource
allocation, income distribution, and international economic
affairs.

leonall C. Andersen and Keith M. Carlson, “A Monetarist
Maodel for Economic Stabilization,” this Review (April 1970),
pp. 7-25.

fFor an economic review of 1971, see Norman N. Bowsher,
“1971 — Year of Recovery and Controls,” this Review {De-
cember 1971}, pp. 2-10.
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their achievement.” The purpose of the following sec-
tion is to determine the source of the discrepancy be-
tween the Administration’s economic plan and the
actual course of the economy.®

Economic Goals vs. Realizations

The CEA Report of a year ago projected a 8 percent
ncrease in total spending from 1970 to 1971. The
actual increase was 7.5 percent. This error of 1.5
percent was the largest since the CEA underestimated
GNP in 1966 by 1.7 percent. Although the 1971 error
was relatively large by recent standards, it actually
was small when compared to the last forecast made
for a full expansion year following a recession, that is,
1962 (see Table 1),

A comparison of the actual changes in the com-
ponents of GNP for 1971 with the CEA projections
(see Table 11} indicates that the primary source of
error was an overestimation of personal consumption
by about $12 billion. The CEA also overestimated the
accumulation of business inventories and net exports.
Somewhat surprisingly perhaps, the CEA underesti-
mated the increase in business fixed investment as
well as Federal purchases.

“The 1971 CEA Report attracted more attention among pro-
fessional ecopomists than other reports of recent years. See
the articles on the 1971 Beport by M. J. Bailey, R. Eisner,
A, P. Lerner and J. L. Stein in The American Economic Re-
view {September 1971}, pp. 517-37, and O. H. Brownlee,
“The Economic Report of the President, 1971, Journal of
Money, Credit and Banking {November 1971}, pp. 833-30.

®For a discussion of the 1871 economic plan as it was originally
presented, see Keith M. Carlson, “The 197! National Eco-
nomic Plan,” this Review {March 1971), pp. 11-19.
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The 1971 projections for real product, prices, and,
unemployment were closely tied with the total spend-
ing projection {see Table II1}. In early 1971, the CEA
believed that forces had been set in motion to reduce
the inflation rate quickly and significantly so that the
expected rapid advance of total spending could be
manifested in a sharp increase in real product and an
associated decline in unemployment.

Table I shows that the CEA projected an increase
in real product of 4.6 percent; the actual increase was
2.7 percent. Unemployment was expected to average
above the 1970 level of 4.9 percent, but was projected
to decline from B percent early in 1971 to below 5
percent of the labor force by late in the year. Unem-
ployment held steady near 6 percent during the year.
And finally, prices were expeeted to slow to a 4.2 per-
cent tate of advance. Prices rose 4.6 percent from
1970 to 1971, even when the marked slowdown in
prices in the second half of the year (reflecting price-
wage controls} was included.

Policy Plans vs. Realizations

As a first step in examining the source of error un-
derlying the CEA projections for 1971, policy plans
are compared with realizations. Table IV gives
planned and actual changes in the NIA budget from
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1970 to 1871 on both an actual and a high-employ-
ment {that is, cyclically adjusted) basis. From the
standpoint of examining fiscal plans after the fact, the
high-employment budget is more relevant than the
NIA budget because it nets out the influence of GNP

fedoral Buduet: plans 1 2 timated by thig Bank
and published: quarierly. 3 Federal Budget
i Trends T prepaied By- this. Bank on T CEOTL T

forecasting error on the movement of budget receipts
and expenditures. On a high-emplovment basis the
CEA underestimated the size of the fiscal stimulus;
there was more fiscal stimulus than planned as the
high-employment budget registered a swplus of $5.1

2All references to the high-emploviment budget are estimates
prepared by this Bank. For details on this Bank’s procedures
for estimating the high-employment budget, see “Technical
Notes on Estimating the High-Emplovment Budget,” avail-
able on request from the Research Department of this Bank
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billion less than called for by the budget plan of early
1971, The source of this stimulus is traceable to a
combination of factors including a planned increase
in the social security tax base which was not im-
plemented, a larger than planned increase in social
security benefits, and policy changes of the Adminis-
tration’s own making as associated with the August 13
policy announcement.

STpaLLUS
RESTRAIN

igh-Employmeni
Budget __

The CEA assumption about monetary actions in
1971 was never made perfectly explicit. Based on
amplifying statements by CEA members to the press
and in testimony before Congress, a 6 percent expan-
sion of money was considered the minimum necessary
to achieve the CEA goals. The actual increase in
money was 6 percent from late 1970 to late 1971,
although this increase for the year consisted of a rapid
10.3 percent rate of increase in the first 7 months,
followed by essentially no growth in the last 5 months.

Analysis Based on 5t. Louis Model

The fact that the CEA projections of economic ex-
pansion in 1971 still proved overly optimistic, despite
the fact that key policy variables actually showed more
stimulus than planmed, suggests that their economic
plan was not internally consistent. To quantify the
sources of error further, some alternative simulations
with the St. Louis model are presented. Two cases are
considered: estimates based on {1} changes in money
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and expenditures as assumed by the CEA in early
1971, and {2} actual changes in money and
expenditures.

Table V indicates that the St. Louis madel was not
projecting a rise of total spending nearly as rapid as

the CEA, even with their assumptions about the policy
variables. Furthermore, even though the St. Louis
model foresaw less buoyant total spending growth, it
projected a more rapid increase in prices than the
CEA, and thus substantially less expansion in real
output.

The course of the major economic variables in 1971
was captured well by the St. Louis model, as indicated
by the “ex post” simulation using actual money and
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Federal expenditures. It should be pointed out, how-
ever, that without price-wage controls, the St. Louis
model probably would have underestimated the extent
of inflation. The persistence of unemployment near
6 percent throughout the year was forecast quite
accurately by the 8t Louis model.

The CEA erred significantly in their forecast of total
spending, real product, prices and unemployment in
1971. This error cannot be traced to less policy stim-
ulus than planned. These observations suggest that
the CEA economic plan for 1971 overestimated the
expected impact of stimulus from proposed monetary
and fiscal actions.

The actions of the Administration in announcing
policy changes on August 13 indicated possible recog-
nition of this error, but those policy changes also
reflected a belief that conventional monetary and
fiscal actions were not capable of reducing inflation
in an acceptably short period of time. Even though
the CEA recognized (in their 1972 Report} the slow-
down of inflation through second quarter 1971, manda-
tory price-wage controls were introduced to accelerate
the decline.

The St. Louis model indicates that the
economy moved as expected in 1971.1°
The rate of inflation was being reduced,
although slowly, and the growth of real
product was accelerating. Even though
unemployment was not declining in 1971,
the stage was being set for reductions in
the future. The pattern of monetary ex-
pansion, although irregular, provided a
net stimulus to the economy in 1971,
and can be interpreted as having about
the same economic impact as a steady
§ percent growth.! However, the pat-
tern of rapid monetary growth followed
by essentially no growth has set the
stage for a different set of problems for
economic policy in 1972 than might
otherwise have occurred with a steady
growth rate,

Economic Goals and Policy Plans for 1972

The Administration has set targets of about a
5 percent rate of unemployment and a 2.5 to 3 percent

101 should also bhe noted that the economy moved in accord-
! P > : )
ance with the “consensus” of economic forecasts in 1971,

11See Keith M. Carlson, “Projecting With the St. Louis Model:

A Progress Report,” this Review (February 1972), fn. 8
p. 24,

]
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rate of inflation by the end of 1972. These targets
represent a substantially less optimistic view of basic
economic forces than had been held by the Adminis-
tration a year ago. Last year the Administration set
targets of 4.5 percent unemployment and a 3 percent
rate of inflation by mid-1972. To achieve the 1972
targets, the Administration projects an advance in
total spending of 9.4 percent from calendar 1971 to
1972, or slightly greater than the rate of increase
projected for 1971, This section summarizes the
Federal budget program for 1972, considers monetary
policy recommendations in the CEA Repori, then
evaluates the Administration’s plan with the aid of the
St. Louis model.

Federal Budget Program for 1972

The budget plan for calendar 1972 calls for a rela-
tively large fiscal stimulus. As estimated by this Bank,
a deficit in the high-employment budget of $144
billion is implied.*® Relative to 1969-1971, the budget
plan for 1972 is highly expansionary. Considering the
size of the economy (as measured by potential GNP},
the proposed fiscal stimulus for 1972 is about the same
as experienced in 1967

Expenditures — The budget plan includes a 13 per-
cent increase in Federal expenditures on an NTA basis
from calendar 1971 to 1972. This increase would be
up sharply from the 8.2 percent average rate of
advance from 1969 to 1971, but slightly below the 13.7
percent average rate of increase from 1963 to 1968,

Defense spending is projected to rise 6 percent in
ealendar 1972, after declining at a 4.6 percent average
rate from 1969 to 1971, Nondefense spending, on the
other hand, is planned to rise a very rapid 16 percent
in 1972. This increase would follow increases of 16.1
percent in 1971 and 16,7 percent in 1970, From 1965
to 1989, nondefense spending increased at an 11 per-
cent average rate. Projections of nondefense spending
for 1972 include a pay raise for Government em-
ployees on January 1, a sharp increase in grants-in-aid
to state and local governments ( general revenue shar-
ing) retroactive to January 1, a proposed increase in

12Rates of increase projected for certain cconomic variables are
not stated explicitly in the 1872 CEA Report. Where such
increases are discussed, they are based on estimates made
by this Bank.

3The level of the surplus or deficit in the high-employment
budget is subject to considerable variation, depending on
the nature of the assumptions underlying its estimate. See
“Technical Notes on Estimating the High-Employment
Budget,” available on reguest from this Bank.
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social security benefits, effective July 1, and increased
expenditures associated with a proposed reform of
welfare programs.

Receipts — Federal receipts on an NIA basis are
projected to rise by over $186 billion in 1972, or about
5.2 percent. This increase is expected to be large
because incomes and profits are projected to advance
rapidly.

When sources of receipts growth are considered,
the GNP projections assume added importance. Table
VI gives the sources of changes in receipts for 1972
Tax changes tending to reduce receipts include: {1)
the continuing effect of the Tax Reform Act of 1969;
(2) the effect of the Revenue Act of 1971, affecting
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personal taxes via increased exemptions R
and deductions, corporate taxes through
the job development tax credit, and ex-
cise taxes because of their removal from
automobiles, and the suspension of the
import surcharge. Changes in tax laws ..
~ tending to increase tax receipts include:
(1) expansion of the base for social se-
curity taxes from $7,500 to $9,000; (2)
a proposal for additional expansion of
the base from $9,000 to $%10,200; and
(3) a revision toward less liberal depre-
ciation allowances. The combined ef-
fect of these changes in tax laws results
in a decrease of receipts of $5.1 billion.
Consequently, the projected $16.3 billion
increase in receipts implies a $21.4 bil-
lion increase due to rapid economic
expansion.

Surplus/deficit position — The combined effect of
increased expenditures and receipts is an increase in
the deficit to $36 bhillion in calendar 1972 from %23
billion in 1971. Since the NIA budget is influenced by
the projected pace of economic activity, a better
measure of the expected economic impact of the
budget program is the high-employment budget,

On a high-employment basis {as estimated by this
Bank), the NIA budget is projected to be in deficit
by about $14 billion in 1972, The $14 billion figure
reflects an estimated $20 billien rate of deficit in the
first half and a $9 billion rate in the second half. This
fiscal stimulus for calendar 1972 is about the same
as in 1967, when measured relative to potential GNP,
However, the planned 1972 fiscal stimulus has substan-
tially different economic implications than the stimu-
lus in 1967. The 1967 stimulus occurred when there
was very little slack in the economy, and thus con-
tributed importantly t© the development of infla-
tonary pressures. The proposed fiscal stimulus for
1972 comes at a time when there is considerable eco-
nomic slack, suggesting that total demand for goods
and services can be expanded substantially without
reviving inflationary pressures.

Monetary Policy Recommendaiions

The CEA again carefully avoids making any spe-
cific recommendations for monetary policy in 1972
Monetary policy plays a definite role in the eco-
nomic plan, however, as the CEA indicates that the
GNP increase of 9.4 percent is based on the assump-
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tion that the required monetary growth will be
forthcoming.?

Though very general in their recommendations, the
CEA does caution against extreme variations in the
rate of change of the money stock.

A similar precept of steadiness with respect to
monetary policy would also help {0 avoid inflationary
excesses of demand. The problem is that there is no
single measure or objective combination of measures
of monetary policy that is a completely satisfactory
or completely superior measure of monetary policy
by which a principle of steadiness could be cali-
brated. Judgment must he exercised. However, there
is probably a presumption against extreme values or
variations of the rate of change of narrowly defined
moeney, i.e., currency plus demand deposits.1s

Fovaluation Based on St. Louis Model

The St. Louis model is used to focus on two con-
siderations. (1} Is the projected increase in total
spending consistent with the proposed stabilization
policies?'® (2) Are the price and unemployment goals
consistent with the projected increase in total
spending?

Feasibility of total spending goal — Table VII shows
the results of the St. Louis model for the following
four comhinations of policies:

1} increases of Federal spending as proposed in the
budget and an expansion of monev at a 6 percent
annual rate;

141972 CEA Heport, p. 26.

157hid., p. 112.

16Fgy purposes of evaluation, steady growth rates for money
of 6 and 8 percent are assumed. These alternatives are

Hdlustrative and are in no way directly attributable to the
CEA, or the Federal Reserve System.
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2} increases of Federal spendling as proposed in the
budget and an expansion of money at an 8 per-
cent annual rate;

3} an increase of Federal spending at a steady 9.7
percent annual rate (this is the rate of increase
of expenditures from second haf 1871 to first
haif 1973) and an expansion in money at a
6 percent annual rate; and

4} an increase of Federal spending at a steady 9.7
percent annual rate and an expansion of money at
an 8 percent annaal rate.

According to the St. Louis model, the proposed
budget policies would not yield an increase in total
spending of 9 percent even if money grew at a rapid
§ percent rate. This conclusion reflects the properties
of the St. Louis model with respect to the impact of
fiscai stimuli. According to the model, an acceleration
of Federal spending has a positive impact on GNP for
only two quarters, with the total effect receding to
zero after 5 quarters. This property is in sharp contrast
with other econometric models. Despite this substan-
tial difference in the treatment of fiscal stimuli, the
error in projecting GNP for the St. Louis model has
averaged between $3 and $4 billion per year since
1965,

The combinations of policies in Table VII indicate
that Federal spending based on the budget and 8 per-
cent money growth would come closest to the CEA
spending projection, though it would still fall short by
a substantial amount.!™ The combinations based on
steady growth of Federal spending vield a lower total
spending projection in 18972 than those hased on an
expenditure pattern as given in the badget. However,
a steady growth in Federal spending would imply a
stronger growth in GNP in 1973 than if the pattemn
evolves as projected in the budget.

Implications of total spending goal —As a step
toward examining the internal consistency of the
Administration’s overall economic plan, attention is
focused on the price and unemployment projections.
Without regard for how the total spending target is
achieved, Table VIII on the following page shows the
impHed paths for real product, prices, and unemploy-
ment as given by the $t. Louis model in comparison
with the CEA. The St. Louis model result with 6 per-
cent money growth is also included for reference.

These comparisons are influenced by assumiptions
regarding the success of price-wage controls. The

Given the proposed budget program, the St Louis maodel
indicates that a 12 percent rate of increase in money be-
ginning first quarter 1972 would be required to achieve the
CEA projection of a 9.4 percent increase in total spending
in calendar 18972, It shtmlld also be pointed out that GNP
has grown as fast or faster than 9.4 percent in only one
vear {19668} out of the last twenty.
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CEA has indicated considerable confidence in the
controls, and has formed its targets with respect to
prices, real product and enemployment accordingly.*®
The St. Louis model does not incorporate explicitly
any effect for price-wage controls, but focuses instead
on price trends in the absence of controls. St. Louis
model projections of prices, which are not markedly
different than those projected by the CEA, would sug-
gest that the price-wage control program is not going
to be subjected to great strains by the underlying
course of monetary and fiscal actions.

The results for the year 1972 indicate that the St
Louis price projections are not markedly higher than
the CEA’s, even given their projected path for total
spending. Where the difference may begin to appear
significant is in 1973, though the CEA does not pro-
vide projections for calendar 1973. In other words, for
1972 the St. Louis projections for prices are roughly
consistent with those projected by the CEA with a
price-wage control program. The rate of inflation
appears to be in the process of being reduced even in
the absence of controls. It should be noted, however,
that unless this implication is taken into account, there
is & risk of setting the stage for severe strains on the
price-wage conirol framework in 1973 if monetary and
fiscal actions become unduly expansive.

181972 CEA Report, p. 26,
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Given the CEA total spending goal and roughly
comparable projections of prices, the St. Louis model
indicates that unemployment will be reduced in 1972.
The rate of decline in unemployment is slightly less
than projected by the CEA (the differences being
minor).

Summary

The Administration has forecast that the U.S.
economy will attain reductions in unemployment and
inflation simultanecusly in 1972. To achieve these
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goals, a large fiscal stimulus
to total spending has been
proposed, Affirming a belief
in the success of price-wage
controls, the large advance in
total spending is expected to
be translated into faster real
product growth and lower
unemployment.

According to the St. Louis
model, the projected increase
in total spending is not con-
sistent with the policy actions
proposed by the Administra-
tion. If for some reason the
targeted increase in total
spending is achieved, the St.
Louis model indicates that
the 18972 goals for unemploy-
ment and prices are realistic.
However, achievement of
these goals in 1972 would
have important implications
for the course of economic
activity after 1972, In par-
ticular, substantial employ.
ment gains in 1972 may be
incurred at the cost of re-
kindling inflationary pressures
in the future.

The economy is being confronted with a large fiscal
stimulus, However, it is not so large as to prevent
monetary actions from being controlled in such a way
as to keep the economy on a sustainable path toward
eventual attainment of full employment with relative
price stability. With moderate monetary growth, the
economic expansion will continue, although at a rate
slower than projected by the Administration. The
prospects for reducing inflation and phasing out price-
wage controls are good, if monetary expansion is
maintained at a moderate rate.
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