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~HE Administration recently presented to Con-
gress and the public its national economic plan for
the eighteen-month period ending June 30, 1975. The
Administration’s plan is contained in three documents
— the Federal Budget, the Economic Report of the
President, and the Annual Report of the Council of
Economic Advisers. Included in the economic plan
are: (1) a proposed program for the Federal budget;
(2) goals for gross national product (GNP), output,
prices, and employment; and (3) recommendations
for monetary actions by the Federal Reserve System.

Coals for the U.S. economy in the months ahead
are outlined in the Council of Economic Advisers’
(CEA) Report and are conditioned by economic
forces already in motion, as well as the expected im-
pact of planned policy actions. Because of conditions
existing at the beginning of the year, the CEA indi-
cates that the idea of a “goal” is more relevant to the
latter part of the year than to the months immediately
ahead. The Administration’s goals include: an 8 per-
cent advance in GNP from calendar 1973 to 1974 (or
about 7.5 percent from fourth quarter 1973 to fourth
quarter 1974); an increase in output of 1 percent
from 1973 to 1974; a rise in prices, as measured by
the GNP deflator, of 7 percent; and a rise in unem-
ployment to an average slightly above 5.5 percent of
the labor force in 1974.

Proposed as consistent with these economic projec-
tions for 1974 is a Federal budget program containing
expenditure increases (on a national income accounts
basis) of 15 percent from calendar 1973 to 1974.1 Tax
changes consist of an increase in the tax base for so-
cial security contributions and a proposed emergency
windfall profits tax. The Administration indicates that

iThe Administration does not provide estimates for calendar
1974. Such estimates have been prepared by this Bank on
the basis of fiscal year projections in the budget and actual
data through fourth quarter 1973.
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an 8 percent growth of the broadly measured money
stock would be consistent with their economic projec-
tions for 1974.

This article summarizes and evaluates the Adminis-
tration’s 1974 economic plan. First, as background, the
economic experience of 1973 is summarized in light of
plans and projections made in January 1973. Second,
the proposed Federal budget program is discussed in
some detail, along with the CEA recommendation for
monetary policy. Third, the economic plan for 1974 is
evaluated in terms of its feasibility and internal
consistency.

REVIEW OF THE 1973 ECONOMIC PLAN
In late 1972 and early 1973 the U.S. economy was

in the midst of a strong economic expansion. For the
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year ending fourth quarter 1972, output grew 7 per-
cent and reported prices rose 3.3 percent. In early
1973 wage and price controls were in the process of
being relaxed by the Administration. In general, the
objective of Administration policy at that time was to
slow the economy to a maximum sustainable growth
of output. Furthermore, with proposed policies of
moderate restraint, inflationary pressures were ex-
pected to subside by late in the year. However, the
record of developments in 1973 is all too familiar;
problems evolved which were not accurately foreseen
by the Administration, or by anyone else for that
matter.

Economic Goalsvs. the Record
The CEA Report of a year ago projected an in-

crease in CNP of 10 percent from 1972 to 1973. The
realized increase was 11.6 percent. In only one other
year out of the last twelve has the CEA underesti-
mated the rise in CNP by such an extent — in 1966
(see Table I). And, interestingly, 1966 was also a year
racked by excess demand and inflation, though inretro-
spect, the severity of the problem at that time appears
mild by comparison.

Table I

GA Projection Accuracy for GNP

CEA
Projected Actual
Change ~honge’ Error’’

1962 9.4% 6.7% 2.7%

1963 4.4 5.4 9 0
9964 6.5 6.6 0.1
3965 6.1 7.5 1.4

1966 6.9 8.6 1 7
1967 6.4 5.6 0.8
1968 78 9.0 9.2
9969 7.0 77 0.7

1970 3.7 4.9 08
1971 90 7.5 9.5

1972 9.4 9.7 03
1973 10.0 91.6 1 6

Avcraqe obsolete cHar 1.2%
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Au e.\ztluillZttiOll ci (he 197:3 projeetton of G\ I’ ac-
cording to its distribution between output and prices
indicates that the enor in projecting GNP was asso-
ciated with an underestimate of the extent of price
inflation (Table II). The CEA projected a 6.8 per-
cent increase in output, compared to actual growth of
5.9 percent. Prices were projected to increase 3 per-
cent, but actually rose 5.4 percent. The projection of
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greater t.lc’t,nl in ]ithk’ 11.1. A 1.trtze pol—tim)li sf tin’

eri’tsr Ui J)l’i5jeetil~4 tot,ii ( A P took tin’ Infill of
underesti mate oi tilt’ increase ILL prso’i•tl (.‘OflSIlIlll)

Lion and a turnaround iii tiit’ nations net (‘\pcsrI pissi—

lion. these iiridt’re~tiuiates ~~‘erc’oflsi’t partially in au
O\ c’rc’stiltlatc of ins t’utor~ accumulation.

Table Ill

Projected and Actual Changes in GNP
and Components: 1973

(Billions of DouIcr i)

CEA
Projection’ Actual Error

Personal consumption $ 68.9 $ 77.5 $ 8 6

Bus’nCst fixed investment 16.6 18.0 .. I 4
Change in inveniori,. s 6.7 2.0 4.7
Residential construcliosi I 6 4.0 2.4
Federal purchases 0.6 2.2 . 1.6

State ar;d local purchases I 8.9 20.0 - 1.9
Net exports 2.6 90.4 7.8

GNP $114.9 $133.9 $ 190
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Policy Plans vs. Realizations

Normally, ex-post assessment of any economic plan
depends on more than just a comparison of realized
and projected values of CNP, prices, and output. A
more complete evaluation also takes into account a
comparison of policy plans with policy realizations.
This section indicates that the error in projecting the
major economic aggregates cannot be traced to sharp
deviations of monetary and fiscal actions from original
plans and recommendations. Significant projection er-

unemployment to average 4.7 percent of the labor
force was close to the actual average of 4.9 percent.
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rors do raise the possibility that the economic impact
of prior and current monetary and fiscal actions was
miscalculated. It is difficult, however, to gauge the
extent of this miscalculation, given special factors like
reduced supplies of farm products and petroleum.

Federal budget plans are compared with the actual
results in Table IV. Indications are that Federal ex-
penditures were almost exactly on target in calendar
1973, while receipts were substantially underes-
timated. As a result, the NIA budget recorded a slight
surplus during the year, or a decline in the deficit of
$17 billion, compared to a projected increase in the
deficit of $4 billion, The faster-than-expected rise in
receipts is, of course, related to the underestimation of
GNP and the pace of inflation. In particular, the un-
expectedly rapid increase of corporate tax accruals
contributed to a large underestimate of total Federal
receipts.

Planned and realized increases in receipts and ex-
penditures, on a high-employment basis, are also
shown in Table IV. Normally, an examination of high-
employment budget plans provides a more meaning-
ful basis of comparison of policy plans and realiza-
tions than does the NIA budget. However, during
times of rapid inflation, the high-employment budget
gives a distorted picture of the extent of fiscal stimulus
or restraint. That is, according to Table IV, it would
appear that there was more restraint than planned as
evidenced by a surplus $11 billion greater than
planned in January 1973. High-employment receipts,
and thus the net surplus or deficit, reflect inflation, and
thereby suggest that the budget is showing more re-
straint than is actually the case. Some rough guesses
can be made of the magnitude of the inflation bias, but
there is no generally accepted method of making an
inflation adjustment in the high-employment budget.

With regard to monetary actions as a part of the
economic plan for 1973, it is very difficult to deter-

mine, in retrospect, whether monetary expansion dur-
ing the year was consistent with the CEA recom-
mendations in January 1973. In their 1973 Report, the
CEA specified the role for monetary policy as follows:

A gradual slowing of the expansion of money
GNP to a steady rate consistent with the long-run
potential growth rate of the economy and reason-
able price stability is also an appropriate goal for
monetary policy- This is likely to require a slower
increase of the supply of money and credit than was
proper when the main objective was to encourage a
quickened economic expansion in an environment ofT
substantial unused resources.2

On the basis of recently revised figures for the
money stock, it appears that, on average, the course
of monetary expansion in 1973 was consistent with the
CEA’s general recommendation, Money grew 6.1 per-
cent in the year ending fourth quarter 1973, compared
to a 7.8 percent increase in the previous year. It
should be pointed out, however, that this slowing in
monetary growth occurred in the second half of the
year. Given the lag with which monetary actions af-
fect economic activity, the deceleration in money
growth probably had little effect in slowing the growth
of nominal GNP during the year. Money grew at a 7.4
percent annual rate in the first half of 1973, only
slightly less than the 7.8 percent increase in the previ-
ous year.

Analysis Based on St. Louis Model
Substantial error in the CEA’s GNP forecast, in the

absence of any significant deviation of monetary-fiscal

21973 CEA Report, p. 75.
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Table Vl

Changes in GNP and components~
1973 and 1974

tDol!ar Amornts ri Bill or.sl

1973 1974’

Personal coiss,mpt.or. 5 77.5 10,7% 5 650 8 1%

Business fixed invastmant 18.0 92 7 16.0 11 7
change. n inventorie, 2.0 . 2 1 — -

Resdcnlial carflri,clior/ 4.0 7 4 8.5 14.7
Federal purthases 2.2 2.1 19 1 10.4

State and local purchases 20 0 13.3 20.7 92.1

Ne, axporn 90.4 . 46

GNP $133.9 1 1,o% $101 8 7.9%
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policy realizations from plans, raises
the possibility that there was a miscal-
culation of the impact of current and
past policy actions on economic ac-
tivity. To aid in the assessment of the
CEA’s 1973 economic plan, some simu-
lation results with the St. Louis model
are presented,

Two after-the-fact projections of the
St. Louis model are presented in Table
V. The first projection uses money and
high-employment expenditures as they
were recorded in 1973, The second pro-
jection is the result of using money and
high-employment expenditures consis-
tent with the recommendations of the

tion in January 1973. The first projection, using
actual mnovement in the policy variables, indicates

that the St. Louis model projected the increase in
GNP at $118 billion, or $16 billion less than actually
occurred. The second projection indicates that move-

S
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inents of the policy variables in li e with Administra-
tion recommendations would have increased GNP by
$117 billion. Thus, to the extent that the impact of
monetary and fiscal actions is accurately captured by
the St. Louis model, the effect of policy error on GNP
can be assessed as negligible. Within the framework

of the St. Louis model, $16 billion of the $19 billion
error in the CEA forecast reflects the operation of
special factors on the income velocity of nioney.

POLICY PLANS AND

RECOMMENDATIONS FOR 1974

The Administration’s projections of a 1 percent rise
in output and a 7 percent rate of inflation in 1974 re-
flect the expected adjustment of the economy to some
special factors relating to uncertainties surrounding

increase in 1973. The net export position is expected
to decline from the substantial surplus registered in

1973.

Federal Budget Program f or Calendar 1974

The budget plan for 1974 is to restrain the decline
of the economy during 1974 but to inject no fiscal

stimulus to push the economy above its average rate

of expansion. Consequently, the budget plan is de-
signed as a middle-of-the-road policy, supposedly
geared so as not to contribute further to either unem-

ployment or inflation.

The purpose of this section is to present the quanti-

tative details of the Federal budget program on an

Administra-
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MA basis for calendar 1974.~The budget on an NIA
basis is considered by many analysts to be more ac-
curate than the unified budget for evaluating the eco-
nomic impact of fiscal actions. On a unified basis some
misleading information can be emitted because of
matters of timing in expenditures and receipts, as well
as transactions in existing assets. A judgment is offered
as to the possible accuracy of the Administration’s
assessment of the economic impact of its budget.

Expenditures The budget program indicates a $41

billion increase, or 15 percent, in Federal expendi-
tures on an NIA basis for calendar 1974 (Table VII).
This compares with an 8.2 percent advance in 1973
and a 7.7 percent average rate of increase from 1968
to 1972. If realized, the 1974 increase in expenditures
would be greater than 82 percent of all year-to-year
changes since 1947.

Defense spending is projected to increase in 1974
by 5.5 percent, compared to no change in 1973 and a
1.3 percent average annual rate of decline from 1968
to 1972. This planned increase in defense spending
reflects an attempt to meet the higher costs of main-
taining forces and stocks of equipment and supplies,
as well as an effort to produce new weapons systems.

3As indicated above, all calendar year estimates for 1974 are
prepared by this Bank, The chief basis for these estimates is
Table C-eS in the 1974 CEA Report, though fourth quarter
1973 figures have been revised since the Report was
published.

labia VII
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Nondefense spending, according to the Administra-
tion’s budget, is projected to advance 19 percent in
1974, compared with 12 percent in the previous year
and a 13 percent average rate of increase from 1965
to 1972, Within recent years there has been a drama-
tic shift in the size of nondefense spending relative to
the total. The estimated proportion of Federal expend-
itures going toward nondefense purposes in 1974 is
74.3 percent, compared to 56.9 percent in 1968.

Receipts — Federal receipts on an NIA basis are
projected to rise by $30 billion, or by 11 percent, in
calendar 1974. By comparison, receipts rose by 16 per-
cent in 1973 and 15 percent in 1972, These year-to-
year comparisons require interpretation in light of
changes in tax rates, as well as the advance of eco-
nomic activity.

To aid in the interpretation of receipts projections,
estimates of the sources of changes are given in Table
VII, The receipts projection for 1974 reflects two ma-
jor tax changes. Existing law calls for an increase in
the tax base for social security contributions from
$10,800 to $13,200, effective January 1, 1974. The only
other major change is a proposed emergency wind-
fall profits tax, although there is no indication in the
budget as to when this new tax is expected to be
effective.4 In addition, there are other minor proposed
changes in tax laws which would have a negative
effect on receipts — namely, liberalized deductions and
tax structure simplifications.

Thus, given the estimated effect of changes in the
tax structure, the estimate of the rise in receipts at-
tributable to the advance of economic activity (in-
cluding both growth and cyclical factors) is estimated

4The calculations in Table VII were based on the assumption
that the new tax would be fully effective by second quarter.

Federal Government Expenditures
i4sIi,ssl Ins, me A,.ssir, lsdg,t

Q,.y.,dyT,,,i,.,

965 1961 ilfl 969 1910 lOll 5912 1913 1974
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y,th.fi,y,11975 9,d,y,I ~ ~yd th. 1974 A,~l.& n,y.1~t91 thy C
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at $24 billion. However, when allowance is made for
the rise in receipts that could be expected from normal
growth of the economy, it is apparent that cyclical
forces are contributing to a decline in receipts in 1974.

SurplnslDeficit Position — The combined effect of
expenditures rising more rapidly than receipts results
in a substantial shift in the net position of the NIA
budget from a $1.2 billion surplus in 1973 to a $9.8
billion deficit in 1974. As indicated above, this shift
toward deficit reflects a projected slowdown in eco-
nomic activity, as well as changes in expenditure
plans and tax laws.

The results of these calculations for the budget pro-
gram for 1974 on a high-employment basis are given
in Table VII. The high-employment budget is pro-
jected to show a surplus of about $5 billion in 1974,
about the same as the estimated surplus in 1973.
Superficially, these figures indicate that the budget
program is one of continuing restraint, but it should
be recalled .that these calculations are influenced in
substantial measure by inflation. Thus the Administra-
tion’s budget plan for calendar 1974 is more stimula-
tive than indicated by the movement of the high-em-
ployment surplus.

Monetary Policy Recommendations for 1973

The Administration’s discussion of stabilization
policy focuses on the Federal budget, with monetary
policy receiving secondary emphasis. This emphasis

tends to be dictated by the nature of the mandate of
the Employment Act of 1946 and the way the CEA
interprets its role in fulfilling the conditions of that
legislation. For 1974, the CEA Report states its rec-
ommendation for monetary policy as follows:

The monetary expansion in the second half of 1973
can he described by an irtcrease in the narrowly
defined money stock (M1) of somewhat under 5 per-
cent and an increase in the broadly defined money
stock (M0) of abont 8 percent. at annual rates. Con-
tinued growth in M2 at approximately this rate
would be consistent with our expectations concern-
ing the increase in GNP during j974,5

Though the discussion relating to this recommenda-
tion is limited, the precision of this recommendation
represents a break with past tradition, Never before
has the CEA given such a precise indication of its
monetary policy recommendation. Usually such recom-
mendations take the form of statements like “The role
of monetary policy in the expansion ahead will be to
provide for the increase of liquidity required to sup-
port increases in activity and income.”6

EVALUATION OF 1974 ECONOMIC PLAN

According to the CEA, “the main functions of policy
[in 1974] will be to keep the dip in the early part of
the year from going too far and to assist the revival
later in the year, but to avoid stimulating too rapid a
surge.” Clearly, the Council is fully aware of the un-
certainties relating to the economic outlook, and
wishes to keep its options open so that policy can be
flexed in either direction, depending on the actual
course of developments during the year.

In general, the special circumstances which are
present in shaping the course of the economy in 1974
are quite unique. As a result, econometric models are
less useful than otherwise in providing information
about the probable course of economic events. Eco-
nometric models, by necessity, are structured on the
basis of experience. However, despite their limitations,
model results, particularly as they relate to the re-
sponse of the economy to monetary and fiscal actions,
should not be overlooked just because certain special
circumstances seem to be so overwhelming in their
implications. For this reason, it is still useful to con-
duct simulations for purposes of gaining insights into
the expected effects of planned monetary and fiscal
actions in 1974. These simulations have to be given a
liberal interpretation but can still serve as a general

5j974 CEA Report, pp. 31-32.
01972 CEA Report, p. 26.
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guide in the assessment of the Adminis-
tration’s economic plan.

This section evaluates the 1974 eco-
nomic plan with the use of the St. Louis
model. This is a policy-oriented model
and is based solely on past experience.
As a result, the St. Louis model does not
lend itself to manipulation for purposes
of analyzing energy problems or pro-
grams of price and wage control or de-
control. Given these qualifications, simu-
lations of the St. Louis model are pre-
sented for purposes of determining (1)
if the projected increase in total spending (GNP) by
the Administration is consistent with the proposed set
of monetary and fiscal actions, and (2) if the price
and output projections are consistent with the fore-
cast of total spending.

Feasibility of Total Spending Projection

The Administration’s projection of an increase in
GNP of $102 billion, or 8 percent, is examined by
considering two simulations of the St. Louis model,
One simulation uses an 8 percent rate of steady growth
in M2, and the other uses a 5 percent rate of growth
in M1.7

Both simulations use a path of high-employment
Federal expenditures which is somewhat different
than implied in the budget. Budget estimates imply
an intra-year pattern for 1974 which consists of a sub-
stantial acceleration in spending in the first half of
calendar 1974 followed by a sharp deceleration carry-
ing through the first half of calendar 1975. A more
likely path is used for simulation purposes which in-
volves a gradual approach to a 10.7 percent annual
rate of increase of expenditures by second quarter
1974. This path still implies a substantial pick-up in
expenditure growth in the first half of 1974, but the
subsequent deceleration is much less marked than
strictly implied by the budget plan. This deviation
from the budget plan is premised on the recent budget
experience of overestimating current (fiscal) year
expenditures.

The results for these combinations of policies are
shown in Table VIII. The two combinations of mone-
tary and fiscal actions yield GNP results which are
higher than the CEA projection. In other words, the

7
Since the Administration is not specific in recommending a
growth rate for M

1
, the 3 percentage pofist spread between

M
1

and M
2

growth experienced over the last two years is
used to provide an estimate of M

3
growth.
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estimated impact of past monetary and fiscal actions,
when combined with policy plans for 1974, appear to
be greater than foreseen by the Council. An interpre-
tation is that the Council envisions a slower growth
in velocity as a result of special factors relating to
the energy problem and the program of price and
wage decontrol. With little past experience to draw
on, it is not possible to assess the validity of this inter-
pretation. Nevertheless, the CEA projection appears
to be within the range of error of the St. Louis model’s
GNP equation (though this judgment is questionable
with regard to the results based on the M2 equation),
so there is no firm basis for considering the GNP
projection to be inconsistent with the pohcies they
recommend.

An implication of these results with the St. Louis
model is that, at a minimum, monetary growth should
he kept from exceeding the recommended rates in
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Genero~Price index’

order to avoid a faster-than-desired increase in GNP.
Given existing capacity constraints, a rise in GNP
faster than projected would be reflected primarily in
prices rather than in output.

Implications of Total Spending Projections

Given the feasibility of attaining the CEA’s projec-
tion for GNP, the question remains whether the dis-
tribution of GNP growth between prices and output is
consistent with the CEA projection. Examination of
this question depends critically on what assumptions
are made about the aggregate price effects of the
energy problem, as well as the program of price and
wage decontrol,

There have been some studies that have purported
to measure the success of the price-wage control pro-
gram, and thus carry implications about what the eco-
nomic response might be to a program of decontrol.8

Closer examination indicates that such studies shed
little, if any, light on the problem. For example, pre-
dicting what a price index would have done in the
absence of controls and comparing that hypothetical
result with what actually happened provides little in-
sight because it is assumed that all of the effects of
controls are reflected in a chosen price index. Since
controls distort the operation of relative prices as an
allocative mechanism in a market economy, the effect
of controls on an aggregate index is simply impossible
to measure. Furthermore, there are output effects re-

8
For a general discussion of price-wage controls in this con-
text, see Robert J. Gordon, “The Response of Wages and
Prices to the First Two Years,” Brooocings Papers on Eco-
nomic Activity, 3 (1973), pp. 765-78.

lated to a control program which affect the interpre-
tation of a particular price index. In other words, the
market basket is changing because of the control pro-
gram which invalidates the price index as a measure
of intertemporal price changes.

It appears that the most important aspect of the
CEA’s 1974 price and output projections is not so
much whether or not they are likely to be realized, but
rather the lessons they carry for ‘the formulation of
future monetary and fiscal policy. The relatively bleak
1974 outlook for prices and output shows the inter-
dependence over time of economic policy decisions.
The Administration, by becoming impatient in mid-
1971 with the pace of economic expansion and the
rate of deceleration of inflation, adopted policies
which formed the basis for an adjustment which ap-
pears to he developing in 1974. Interference with the
operation of free markets beginning in August 1971,
followed shortly by stimulative monetary and fiscal
actions, set the stage for the economic problems which
began to surface in 1973,

Special circumstances undoubtedly play an impor-
tant role in the analysis of current problems of infla-
tion and capacity constraints. However, pointing to
special circumstances ‘as the chief cause of the current
inflation demonstrates a lack of perspective. Instru-
mental in the development of some of these special
circumstances were the policies adopted in late 1971
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and the subsequent inordinate monetary and fiscal ex-
pansion. The demand for energy is not unrelated to
the rapid pace of economic expansion and the 1971
policy emphasis on stimulating the automobile indus-
try. Furthermore, the supply of energy is not unrelated
to the administration of the program of price controls.
Worldwide inflation would probably have been less
rapid if the U.S. expansion and the associated demand
for imports had been restrained. It is true that these
policy actions cannot be undone, but such mistakes
can be avoided in the future.

SUMMARY

The Administration has projected a year of rapid
inflation and little growth in output, on balance. How-
ever, by focusing on the second half of calendar 1974,
the CEA projection turns more optimistic — a pick-up
in output growth and a slower rate of inflation.

Offered as consistent with these projections is a
Federal budget program which is allegedly neutral in
its impact, but on closer inspection is more stimulative
than in 1973. The Administration’s monetary recom-
mendations are couched in terms of an 8 percent
growth rate in M1, or slightly less than the growth
in the previous year.

MARCH 1974

Using the St. Louis model as an aid in evaluating
the 1974 economic plan, it was found that the CEA
projection of CNP appears to he less than implied by
the recommended 8 percent growth in M2, Given the
capacity constraints operating in the economy, under-
estimating the growth of GNP raises the specter of
inflation in excess of the CEA’s projection of 7 percent.

An accurate assessment of the Administration’s pro-
jections for prices and output, given their GNP projec-
tion, is simply not possible given short-run considera-
tions such as the energy situation and the scheduled
program of price and wage decontrol. Aside from the
question of whether the price and output projections
are consistent with the projected GNP path is the
more important consideration that the developing eco-
nomic situation be viewed in perspective so that
similar situations can be avoided in the future. The
interplay of “special circumstances” does inject some

element of doubt over the future course of the econ-
omy. It should be noted, however, that the 1974
economic situation is not evolving independently of
the inordinate monetary expansion of the previous
two years and a price-wage control system that dis-
torted the operation of a free market economy.
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