CAPITAL FORMATICN

AND U.S. ECONOMIC PERFORMANCE
Allen Sinai

Three years ago the physical capacity, supply of labor, and
financial resources of the U.S. economy were insufficient to satisfy
demands. Symptoms of these capital shortages included sharply rising
prices, peaks in factory operating rates, increased unfilled orders,
long delivery delays, higher wages, low unemployment rates, rapidly
accelerating interest rates, widening yield differentials between risky
and "safe" financial assets, surging loan demands, decumulation of
financial assets, and credit rationing.l Indeed, the unprecedented
inflation of prices, wages and interest rates was the principal cause
of the deep recession that followed.

A by-product of the 1973-75 slump has been a shift from capital
"shortages" to surplus with great slack in productive capacity, labor,

. . Z . \
and financial markets.” However, the recession also induced a Tow rate

lAs used here, the term "capital” refers to physical capital,
human capital and financial capital.

2Uti1ization rates, whether measured by the Bureau of Economic
Analysis or as newly revised by the Federal Reserve Board, are far
below peak 1973-74 levels and in a majority of cases are less than
the average over 1960 to 1975. Excess supply in the labor market is
indicated by a national unemployment rate of 7.5%, compared to the
less than 5% of three years ago. Also, the current rate of unemployment,
in an expansion that is two years old, exceeds the previous peaks of
7.4% in 1958:2 and 7% in 1962:1. Currently, there is also a large
financial surplus; see Sinai {17).

Dr. Sinai is Director of Financial Economics, Data Resources, Inc. and
Visiting Associate Professor, Sloan School, Massachusetts Institute
of Technology.
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of capital formation, especially by business. The failure of business
fixed investment to rebound significantly, even in the ensuing recovery,
has raised numerous questions about the relationship of capital formation
to future economic performance. Among them are:

1)  will capital formation be adeguate to support a full employment
level of output in the years ahead, without a resurgence
of inflation and subseguent bust?

2) what mix of policies would significantly raise capital
formation? Should selective business tax incentives be
used? Personal tax cuts? Easy money policy? Or, some
combination of general monetary and fiscal measures?

3) will heavy doses of capital formation provide a large enough
increase in productive capacity to ease inflationary pressures
on prices and wages?

This study examines the role of capital formation in U.S. economic

performance and, in particu]aé; the effects of some atternative sets

of policies that could stimulate the formation of capital. The Data
Resources, Inc. {(DRI) model of the U.S. ecconomy provided the framework
for analysis, with computer simulations of economic activity in response
to policy changes through 1980.

In brief:

- the present rate of capital formation, broadly defined,
is insufficient to achieve full employment. The primary
causes are the deep recession of 1973-75, a sluggish economic
expansion, caution engendered by the economy's instability
over the past decade, and the desire of business to reduce

financial risk by restructuring balance sheets. So far,
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nonproductive investment, such as spending for pollution
abatement equipment, has not been sizeable enough to bear
a major responsibility for the weakness in physical capital
formation;

- given the current surpluses in productive capacity, labor
and finance, aggregate macroeconomic policies can be more
effective in raising capital formation than specific business
tax incentives.3 Of the policies considered here, a combination
of permanent reductions in personal income taxes, minimal
growth in Federal government outlays, and easier money
would provide the greatest stimulus to capital formation.
This "tight fiscal-easy money" approach, in the sense of
keeping a tight rein on growth in government spending,
would have 1ittle cost in terms of additional inflation,
even with monetary growth between 8 and 9% per annum in

1977 to 1979;

3Brimmer and Sinai {2) studied the effects of several business
tax incentives on capital formation and found significant, but only
small impacts. The real case for changes in business taxation rests
on grounds other than capital formation; it is to reduce the impact
of higher prices on corporate taxes. Inflation reduces the real purchasing
power of corporations much as in the case of households. Profits are
overstated depending on the method of inventory accounting and historical
cost depreciation does not keep pace with replacement costs. Thus,
periodic reductions in business taxation may be necessary fo prevent
an "inflation drag" on corporate spending. This might take the form
of indexing depreciation expenses to capital goods prices, a policy
suggested by Brimmer and Sinai, or even as reductions in corporate
income taxes. Integration of the corporate and personal income tax
is also desirable, but on grounds of allocative efficiency. See Fellner-
Clarkson-Moore (8) for a good discussion of tax indexation issues;
also Tideman and Tucker (20).
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- as the economy nears full employment, monetary and fiscal
policies must become less stimulative so that growth in
aggregate demand slows to balance that of potential supply.
Business tax incentives would then provide a more appropriate
means for increasing productive capacity further, since
improvements in the financial position of business would
accompany the additional capital spending. Also, the tax
incentives would shift the mix of spending toward business
fixed investment and away from other sectors. The share
of total GNP in business fixed investment, vis-a-vis other
sectors, is really an issue only at full employment;

- the capacity added through aggressive policies to stimulate
capital formation can only bring small reductions in the
inflation of wages and prices, given the relatively small
impact of physical capital formation on potential cutput.
The best insurance against a resurgence of inflation is
a gradual approach to fufl employment with real GNP rising
by 5 to 6% for the next few years, rather than any massive
program of stimulus designed to increase capital formation.

The paper is organized as follows. The next section reviews

the importance of capital formation and presents a simple framework

for analyzing the effects of measures to enhance the formation of capital.
The analytical model presented helps explain how different policies

affect capital outlays, with resulting increases of business, housing,

and labor capital. Subsequently, the outlook for capital formation

to 1985 is briefly presented, using recent DRI forecasts of the U.S.
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economy as a basis. The following section provides the results of

computer simulations with the DRI model which show the effects of various
policies that could stimulate capital formation. The policies considered

are 1) sustained reductions in personal income taxes during 1977, 1978,

and 1979; 2) these personal income tax reductions accompanied by accommodative
monetary policy; 3) easier money in terms of accelerated M1 growth;

4) personal tax reductions and easier money; 5) personal tax reductions,
slowed growth in Federal government spending, and easier money; 6)

selective business tax incentives such as the investment tax credit

or reductions in corporate profits faxes. The policy sets selected

for study, while certainly not exhaustive, are those most likely to

benefit capital formation. The variables studied include real GNP;

inflation; the unemployment rate; interest rates; real business fixed
investment; the tangible physical assets of households including housing,
autos, and durables; the tangible physical assets of nonfinancial corporations
including plant, equipment, and inventories; the employed labor stock

and labor force; capacity utilization, productivity; and potential

output. The final section then offers some concluding observations

on the relation between capital formation, productive capacity, and

inflation.

The Importance of Capital Formation

The recent concern with the pace of capital formation has primarily
been focused on the business secter.4 One line of reasoning has the

capital needs of the U.S. economy so great that adequate financing

4see (2), (7), (9), (10), (11), (14), (21), (23) and (25).

-4 3



will not be forthcoming in the next decade. As a corollary, business

fixed investment would be insufficient to create the necessary productive

capacity for preventing a recurrence of the shortages that characterized

the economy in 1973 and 1974.5 L.abor productivity and growth in potential

output also would be limited. Another seriocus round of accelerating

inflation would result, then a deep recession as policymakers once

again applied restrictive measures in order to contain the inflation.
Indeed, as Table 1 and Charts 1 to 4 show, the rate of business

capital formation has been quite weak since the recession trough in

March 1975. The ratio of business fixed investment to GNP was 9.3%

in 1975 and only 9.0% last year.?

These figures compare with averages
of 9.4% during 1955 to 1964 and 10.1% in 1965 to 1974. The only other
years when the proportion of business fixed investment to GNP has been
as low or lower were 1930 to 46, 1952 to 54, and 1958 to 64. Furthermore,
the upswing in real business fixed investment since the trough of the

recession in 1975:1 is the weakest in the postwar period. Real residential

construction, on the other hand, has been near average in its expansion.

5Vaccara (23) presents the most extreme view. On the basis of
a BEA study, she argues that fixed investment must average at least
12% of GNP in the next four years "to assure a 1980 capital stock sufficient
to provide for increasing productivity, full employment levels of output,
pollution abatement and decreasing dependence on foreign sources of
petroleum". Most studies project a necessary ratio of 11.5% for fixed
investment to GNP for 1977 to 1980. Sinai and Brinner (19, p. 44)
are an exception, finding that ratios within historical ranges can
be consistent with a full employment economy by 1981.

6These ratios are net of spending for pollution abatement equipment,
estimated at 0.4% of nominal GNP in 1975 and 1976.
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Several factors account for the recent poor record of capital
formation by business. First, the 1973-75 recession was the most severe
of the postwar period. Aggregate demand dropped sharply late in 1974,
providing a sudden shock to business' sanguine expectations of future
final sales. In addition, this episcde, in contrast to others, was
characterized by extraordinarily high interest rates, greatly diminished
cash flow, and badly deteriorated balance sheets,7 Corporate leverage
moved dangerousiy high, debt burdens became overwhelming, the average
maturity of outstanding debt shortened considerably, and the ratio
of financial assets to short-term liabilities reached a record low.
Serious threats of bankruptcy and default arose for many corporations.
Debt or equity finance became near impossible to obtain at any cost.
Under these conditions, business spending had to be severely cut back.

Second, the expansion has been_extreme1y weak since the 9.2%
rise of real GNP in 1976:1. There is considerable slack in the labor
market and capacity utilization rates have only slowly recovered, so
that much excess capacity remains to be eliminated in relation to the
same stage in other expansions. Without the pressure of increased
final sales relative to utilization, probably the most important determinant
of capital spending, business has had 1ittle incentive to invest.

Furthermore, fears of continued instability in the economy, similar

7For a discussion, see (2), (11}, (19), (25). Brimmer and Sinai
(2, pp. 288-94) describe how deteriorated financial positions affect
business fixed investment in the DRI model of the U.S. economy. A
similar view appears in Minsky (13, ch's. 4 o0 7).
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to the ups and downs of 1965 to 1975, have kept businessmen cautious
about commitments to heavy doses of capital outlays.

Finally, an unprecedented restructuring of balance sheets and
strengthening of liquidity has prevented business capital outlays from
sharply rebounding.s With a resurgence of cash flow relative to capital
outlays, business has increased financial assets relative to 1iabilities,
retired a record amount of short-term debt, restructured debt maturities
to-a-Tonger term, sharply reduced the burden of debt service, and lowered
debt-equity ratios for the first time in many years. Much lower inflation
and relatively easy mpnetary policy has helped by reducing interest
rates and easing the external risk to balance sheets. The return to
this process of corporate "reliquification" in terms of reduced risk,
higher credit ratings, reduction of prior claims on income, keturns
on financial assets, and accumulation of the Tiquidity to finance future
outlays, has far exceeded thé expected rate of return on the acquisition'
of physical assets.

The current weakness in business fixed investment is not without
precedent. As noted, similar patterns appeared during the 1930's,
early 50's, and in 1958 to 1964. In particular, the 1958 to 1964 experience
was characterized by an approach to full employment withoﬁt any decided
rise in the ratio of business fixed investment to GNP. Thus, full
employment has not necessarily been precluded in the past because of

weakness in business plant and equipment spending. In each case, however,

8see Sinai (17).
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the process of getting to full employment took many years, and in this
sense it can be argued that capital formation was inadequate.

Despite the focus of most researchers on capital formation by
business, the problem is not limited to that sector. Tangible capital
also is found in the household, financial, and government sectorscg
The stocks of housing, autos, and durables provide direct utility to
households and make household production easier. Even household inventories
probably matter for sccial welfare, if not for the productivity of
labor. The equipment and buildings of financial institutions certainly
provide an input to the production process. Social overhead capital
or infrastructure such as railroads, urban mass transit, and highways
is important fo maximize economic preductivity in the private and public
sectors. And Tately, the capital necessary for clean air and water,
energy independence, and urban repair has attracted attention. Human
capital, too, is now generally considered a part of the total capital
stock, with spending for maintenance and improvement of labor perhaps
as important for productivity as increases of physical capital. But
the growth in these forms of capital also has slowed in recent years.

The preoccupation with business capital formation is understandabie,
since measurement has been concentrated on this category and traditional
production theory includes only business capital. But it should be
clear that the physical assets of households, labor capital, and social
overhead capital are also critical to society's welfare and the productivity
of labor. Accordingly, in this paper, concern with capital formation

is not Timited to the business sector, but includes the stocks of

9See Kendrick (12) who presents an exhaustive set of estimates
for different types of capital in the U.S. economy.
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housing, automobiles, and other durables in the household sector. The
induced changes in the labor force and employed stock of labor also
are considered. The resulting coverage of capital formation is still
limited from a conceptual point of view, but this is only because of
the scope of the DRI model.

The case for capital formation can be illustrated with a simplified
analytical framework of the U.S. economy. Consider a model of a closed
economy that focuses upon the short-run dynamic behavior of households,
firms, bank and nonbank financial institutions, the monetary authority,
and government. Uses and sources of funds behavior of the various
sectors are explicitly recognized.10 Markets for output; money;
non-éonetary financial assets; the earning assets of banks; household,
business, and government debt; and labor are included. Price inflation
depends on wage costs, external elements such as OPEC oil price increases,
and demand-pull pressures. Wage inflation depends on inflation expec-
tations, the unemployment rate, and the existing framéwork of institutions.

Empioyment dépends on the demand for labor and real wages. Disequilibrium

10Funds can be used for acguisitions of physical or financial assets.
For example, households purchase houses, autos, and consumer durable
goods; but also increase holdings of money, deposits, bonds, or equity.
Firms may accumulate inventories, plant, equipment, or labor; but
also place funds in various financial assets. Debt repayment and retire-
ments are a use of funds. Financial institutions use funds to acquire
loans and investments. The government sector purchases considerable
capital and labor. Sources of funds are current new money flows,
borrowing, or the sale of assets (a negative use); where new money flows
refer to current exogencus sources of funds such as disposable income
(households); cash flow (corporations); deposit inflows, adjusted for
reserve requirements, and loan repayments (financial institutions);
contributions to retirement programs (pension funds}; and tax receipts
(Federal, state and local governments). Viewing the activity of the
various sectors in a uses and sources of funds framework generalizes
the more standard macroeconomic analysis that is based on physical asset
purchases and current income flow financing. For some discussion of
these notions, see Sinai (16) and (18).
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is the usual state, with interrelated adjustments of spending and
financial behavior as the various sectors move from existing to
desired positions in assets and 1iabilities. Expectations are critical
because certainty and perfect foresight are not assumed. Also, the
risks of default and bankruptcy are recognized for households, business,
and government. Taxes, too, are permitted. A large number of financial
markets are assumed to exist for both short- and long-term securities.
The demand and supplies of financial assets and liabilities interact
to determine the structure of interest rates.

The equations describing this system can be summarized as (under-

Tined variables are exogenous):11
Real Sector

= €, & 8. oF. e . (x . e, .
= f; [ydgs rsgs rlt, res hfatfl’ (c1/yd)t*1, {ds/yd)™; csys kctflj

“
2. ifixed, = £, [(py/r)%; (db/cf)®; u®ky 13 ko]

3. dresy = f3 [remortt; Amorty 13 gggs; pop, ; kres; 4]
4. dinvy = f, [y°5 delay®; au®; (db/ef)®s kinvg 4]

1fixedt + irest + invt

6. g

6. ty = fely)

11These equations reflect the structure of the DRI model of the U.S.
economy, although not exactly the model generating the simulations presented
below. The conceptual framework that determines national income is repre-
sented, but some detail is omitted. For example, not all of the variables
appear in the equations as specified and many of the exogenous variables
are actually endogenous in the DRI model. See Data Resources, Inc. (5)
and Eckstein-Green-Sinai (6) for a more complete discussion.
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real consumer expenditures

real disposabie income

short-term interest rate

long-term corporate bond rate

return on corporate stock

real household financial assets

consumer installment credit Tiquidations

debt service, defined as a weighted average of outstanding
mortgages and consumer credit. The weights are arithmetic
averages of the current and past interest rates for each
debt instrument

consumer sentiment

stock of consumer goods

real business expenditures on plant and equipment

price jevel of physical ocutput

physical output of goods and services

rental price of capital

debt burden, defined as a weighted average of outstanding
bank loans, commercial paper, and corporate bonds. The
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weights are arithmetic averages of the current and
past interest rates for each debt instrument.
cash flow, after inventory valuation adjustment
capacity utilization rate

stock of plant and equipment

real residential construction

mortgage rate

outstanding mortgages

vacancy rate

population

stock of housing

real inventory investment

delivery delay, precent of companies reporting slower
deliveries o

stock of inventories

real gross private domestic investment

tax receipts

real government spending

Federal budget deficit {NIA basis)

outstanding issues of Treasury debt

demand for money _ '

effective yield on passhook deposits

time deposits

holdings of U.S. Treasury securities by households,
firms, and state and local governments

supply of money

monetary base

Federal funds rate

prime rate on bank loans

reserve requirements on deposits

currency ratio

MI, narrowly defined stock of money

potential real output

full employment

technology
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= demand for Tlabhor

= supply of labor

= labor force

population

= labor force participation rate
= level of wages

e £ |- -
- | |~k [ I -
"3
1t

= rate of price inflation

?struc = structural inflation
W = rate of wage inflation
ru = unemployment rate.

The unexplained endogenous variables in equations (1) to (25)
fall into three categories: interest rates (rs; rl; re; Yort > rd;
rsff; rloans}), the rental price of capital r, uses and sources of
funds (hfa; amort; td; usbonds), and balance sheet indicators of
financial instability (c1/yd; ds/yd; db/cf). In the DRI model, the
interest rates are determined in a segmented market framework where
the demands and supplies for a particular instrument, across sectors,
interact in stochastic equations. Full explanations of sectoral flows-
of-funds, the holdings of financial assets, physical assets and liabilities
for households, nonfinancial corporations, commercial banks, savings and
loan associations, mutual savings banks, and 1ife insurance companies are
provided. This includes hfa, amort, td, usbonds, ¢1/yd, and db/cf. A
total of 103 behavioral equations and 99 identities describe the financial

system.12

12There is no need to present such detail here. See (5) for a
full description.
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The above system generalizes standard macroeconomic analysis
to a more realistic framework in several ways. First, the model is
dynamic. There are own stock adjustment processes in each of the major
expenditure equations; but also interrelated dynamic adjustments in
the other assets and liabilities of each secter.13
Second, there is considerable disaggregation. The DRI model
has 718 equations; 379 behavioral and 339 identities. Some 170 exogenous
variables also are included. The breakdown is final GNP demands (176);
incomes (31); financial (202); supply, capacity, and operating rates
(10); employment, unemployment, and the labor force (10); prices, wages
and productivity (81); industry production, investment, capital stock,
and employment (208).
Third, expectations play a major role in the economic behavior
as modeled. In a world of uncertainty, almost all the right-hand side
variables in the equations should be expected values. This is especially
true for prices and other signal mechanisms. The formation of expectations
is generally adaptive or extrapolative, and currenf'period actual values

14 Explicit survey measures of sentiment (cs) and delivery

are eschewed.
delays (delay) are used. Thus, distributed lag specifications are

pervasive.

135ee (2) for an example.

laThere have been no attempts yet to incorporate rational expectations
into the structure of large-scale econometric models. While the inadequacies
of extrapolative methods for projecting expectations are well-known,
it is not clear at this time whether implementation of rational expectations,
even if possible, will improve upon the current formulations.
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Fourth, disequilibrium is the normal state with equilibrium
of the system a special case that is never attained. The flows of
spending and financial activity describe guarterly behavior, a period
that is too short for full equilibrium to be reached. The interrelated
adjustments of real and financial activity within each sector, as actual
states approach those desired, make disequilibrium dynamics the focus
of the analysis. Steady state growth dynamics do not appear until
many periods after a shock, but then show numerous familiar characteristics.

Fifth, there are many nonlinearities in the system. These range
from ratio variables on the right-hand side of an equation to nonlinear
specifications for the effects of capacity utilization, delivery delays,
and financial constraints. Numerous on-and-off mechanisms exist and
ceilings on variables such as interest rates are specified.

Sixth, there is a very detailed financial system, with explicit
modeling of the balance sheets for households, firms, and financial
institutions. Government financing is an endogenous result of spending
and tax receipts, with effects on interest rates for municipal and
U.S. Treasury securities. Interrelations between the spending and
financial activities of each sector generate the balance sheet items
and measures of bankrupicy or default risk that appear in the main
spending equations. Financial markets are imperfect and almost all
of the instruments in the portfolios of the various sectors are included
in the analysis. Traditional interest rate linkages from finance to
real final demands appear, but in addition, there are variables that
reflect the supply of funds for markets in disequilibrium (mortgages

and housing); recognize the interrelated adjustments of financial assets,

e



physical assets, and financial liabilities {consumption. investment);

and capture the inhibiting costs of balance sheet instability, po?entia?
bankruptcy, or debt default on real final demands (consumptionff%h;éstment
and state and local government spending). “

Seventh, potential output is endogernous, with changihg stocks
of labor and capital the major inputs. Given utilization rates and{
the state of technology, potential output affects the unemployment
rate (equation z*), wages through the uaemp?oymﬂnt rate {equation 23);
and price 1nfiat1en directly via the relatiocn between aggregate demand
and supply (equatéan 21). Thus, buséness capital formation tends to
,éase_inflatfon by in;reasing the capital:input to prqduttion.

| .'-'Fina11y, wage-préce interactions heavily réfiecff%ﬁfiatfbn expectéfidﬁgfi
-Inf1at1on itself arises from external sources such as GPEC pr1c1ng p011cy,
t%e existing :ns?1tut onai framework, the price.setting practices of |
business, and commodity shortages, Thus, a base rate of inflation,
ﬁstruc.’ is assumed to exist at full em&ieyment,ﬁith Geviatidqs,.
about pstruc. due to changes in unit labor costs and the re?afion
of aggregate demand to potential output. Capital formation affects
inflation to the extent productive capacity is increased.

Equations (1) to (25%) can be collapsed to an IS-LM model by
removing the dynamic elements; assuming certainty in order to eliminate
expectations; treating the financial markets as perfect so there is
only a single rate of interest; and eliminating the sectoral portfolio
approach to finance. Thus, in a sense the macroeconomic model utilized
here is an extension of IS-LM analysis, but its necessary realism makes

difficult so simple a categorization.
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By tracing through the effects of autonomous shocks to the macroeconomic

system that is depicted, the case for capital formation can easily

be seen. Consider an autonomous increase of business fixed investment,
perhaps because of improved confidence in the stability of policies

to emanate from the Administration. Aggregate demand rises, but so

does potential output as business capital is formed (equations 11 and
17). Any resulting rise of inflation depends on the relation between
actual and potential output {equation 21), and is less than if the

rise in aggregate demand were due to another source. With no change

in the monetary base, interest rates rise to provide a negative feedback
effect on both consumption and a‘nvestment.l5 The constraining impact

of the rates operates directly on consumption, raises the rental price
of capital, and increases the debt service charges of households and
firms. Higher interest rates also cause a decline in stock prices,

a reduction in the market value of household financial assets, and
reduced consumption. The higher rental price of capital and debt service
burden facing corporations keep business fixed investment Tower than
under a regime of constant interest rates. Deposit flows to banks

and nonbank financial intermediaries diminish with the increase of
interest rates, reducing the supply of mortgage money and constraining
residential construction. However, the net effect is still higher
output; greater rates of investment and consumption; more employment;
upward pressures on prices and wages; and increased stocks of consumer

durable goods, business capital, and housing. Whether the housing

15A¥so state and local government spending.
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stock rises or falls depends on the relation between the increased
demand for housing and previously existing stock, as manifested in
a measure of vacancies.16 A lower vacancy rate stimulates housing
starts, as evidence that the backlog of housing demand is rising.
But diminished funds flows lessen the availability of mortgage money
as an offset. The increased capital stock of business raises the productivity
of labor {equation 18), so there is a rise in the demand for Tabor.

Thus, the case for capital formation includes 1) increased productive
capacity for the economy; 2) an easing of the inflationary pressures
from aggregate demand against potential supply; 3) greater productivity
of labor and increased employment; 4) and the enlarged purchasing power
that goes with slower increases of prices.

Now, by equation (2), business capital formation will occur
reéardless of the cause of increased output. Thus, any measures to
stimulate the economy weuld promote this type of capital formatioh.
So would changes in tax incentives that affect r, the rental price.17
However, the relative size of the effects from different policies is
uncertain. And, the tangible physical assets of households as well
as labor capital also would be affected, but not always in the same
direction.

Consider further the effects of several policies on capital

formation -- a sustained reduction in personal income taxes; increased

16See Eckstein, Green, and Sinai (6, pp. 598-602).

17’See Brimmer and Sinai (2).
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government spending; easier monetary policy; changes in tax incentives;
and a mix of restrained government spending and easier monetary policy.
In assessing the effects of these policies, impacts on business, human
and housing capital will be examined.

Reductions in personal income taxes raise expected disposable
income (ydg) and increase consumption. At the same time the tax reduction
increases the deficit (deft) and Treasury issues of debt ( Agdebt).

The increased issues result in a higher demand for money (eguation

14) and, in the absence of accommodating monetary policy, raise interest
rates, especially short-term.18 The resulting rise in national income
also increases the demand for money, hence interest rates.

The higher output and higher prices as demand closes on potential
output cause an increase of business fixed investment. This enhances
capital formation by business, raises capacity, increases productivity,
and exerts downward pressure on prices. But the increases in debt
service for households and firms as interest rates rise, a higher rental
price, and the possible negative feedback effects on the market value
of financial assets because of falling stock prices, all act as restraints
on the increased spending. In particular, higher money market rates
of interest draw funds out of financial institutions, lower the supply
of mortgages, and cause a cutback in residential construction. Thus,
housing capital would grow more slowly, or even drop, relative to business

capital formation. Of course, an accommodating monetary policy could

18Accommodat1‘ng monetary policy is defined as maintaining constant
nominal interest rates in the face of a change in fiscal policy.
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alleviate this problem., The only question is how severe the inflation
reaction from an extra monetary stimulus. This is primarily an empirical
question, depending on dp/dt when § - § P # 0.19

In summary, sustained reductions in personal income tax rates
increase real cutput, raise inflation, lower the unemployment rate,
and cause a rise of interest rates. Consumption is higher, business
fixed investment rises in response to the greater real output, and
the rate of capacity utilization moves up. The tangible physical assets
of households, including autos and durables, rise from the higher
consumer spending. Business capital stock rises higher, too, though
not so strongly as in a case where monetary policy is accommodating.

The ocutcome for housing capital is less clear, however, with the positive
effects on housing of demand-induced declines in the vacancy rate perhaps
more than offsetting a reduced supp]y of mortgages. Finally, employment

is increased because of a rising demand for labor.

A second policy for stimulating capital formation is increased
Federal government spending. A higher rate of government expenditures
directly affects output, employment, and income. An increase of disposable
income stimulates spending on autos, other consumer durables and housing.
Business fixed investment and inventory spending rise in response to
the stronger utilization of existing capacity causing a rise in replacement
spending for plant and equipment (equation 2). Thus, the capital formation

of households and business is enhanced.

19No link of ﬁ and ﬁ through expectations is assumed.
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However, the benefits of increased government spending are accompanied
by some negative feedback effects. Most important are more rapid inflation
and higher interest rates. The extent to which prices rise depends
on the position of the economy relative to full employment cutput.

The increased inflation restrains spending by reducing purchasing power.
The rise in interest rates stems from the financing of a greater Federal
government budget deficit and the effects of a worsened inflation.
Higher interest rates directly restrain consumption and investment
(equations 1 - 4) but also do so indirectly through a worsening of

the debt burdens of households and business {equations 1 - 2). Further,
higher interest rates tend to reduce stock prices and diminish the
'_rea¥ value of household financial assets. Consumer spending is then
weaker (equation 1). A higher financial cost of capital also causes

@ reduction in fixed investment through the rental price of capital
goods {equation 2)}. Finaf]j, higher market rates of interest draw
funds out of financial institutions and reduce the supply of mortgages.
The mortgage rate rises and a lack of ‘funds causes housing outlays

to weaken {equation 3).

The net impact effect from all of these factors, howéver, would
be increased GNP, a higher rate of investment, lower unemployment,
and greater capital formation throughout the economy. But the negative
feedback effects restrain the beneficial impact of the government sector's
expenditures, especially in housing. The closer to full employment
of Tabor and physical capacity, the more substantial the negative impact

of rising interest rates and accelerated inflation. In an extreme



situation, the increased expenditures by the government can totally "crowd-
out” the gains to the private sector, with no real benefits for overall
capital formation. Thus, there is a self-defeating element in using
Federal government spending to enhance the capital formation of the
private sector.

A third policy to increase capital formation is easier money.
An increase in nonborrowed reserves raises the monetary base and the
supply of money. The federal funds rate declines and other short-term
rates follow a similar pattern, caused by commercial bank arbitrage
of assets and nondeposit 1iabilities to minimize the costs of funding
Toans. The lower interest rates stimulate consumption and investment.
Further, given a slow response of deposit rates at bank and nonbank
financial institutions to the easier monetary policy, the returns on
these deposits become relatively more attractive to households and
businesses than the yields on money market instruments. Funds flow
into financial institutions, substantially increasing the supply of
mortgage money and raising expenditures on housing. Another effect
is a reduction of debt burdens for households and business because
of the Tower interest rates, higher disposable income, and greater
cash flows. The reductions of interest rates are initially associated
with higher stock prices and an increased market value of household
financial assets. In turn, consumer spending rises even further.

The easier monetary policy will have the net effect of increasing
capital formation throughout the economy, in contrast to the policies

of reducing personal income taxes or increasing government spending.
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The housing stock, stocks of durable consumer goods and cars, and business
piant and equipment all rise under the easier monetary policy. So
does the employment of labor. The increased capital formation in
the business sector leads to a higher potential output. There is an
easing of pressure on prices from the increased supply, although to
some extent offset by a lower unemployment rate, increased wage inflation,
and subsequent cost-push effects.
There are several negative feedback effects associated with
the stimulative monetary policy, however. The growing economy will
raise inflation as actual output moves closer to potential. This greater
inflation will tend to push interest rates higher and also reduce the
purchasing power of households and business. The borrowing that is
associated with the increased expenditures raises outstanding debt,
hence the debt burdens of the various sectors. Of course, these negative
feedback effects take time to develop, so that the economy could benefit
considerably from the easier monetary policy for a number of quarters.
The main danger of the easier monetary policy approach is the
possible resurgence of inflation and high interest rates if economic
growth accelerates too rapidly. Another potential problem has to do
with the formation of inflation expectations in response to the easier
monetary policy, and whether in fact, a temporary speedup in monetary
growth will cause a sharp enocugh rise in inflation expectations to
defeat the thrust of the policy. These issues, 1ike many others, are
empirical. The results of the policy simulations in the section entitled

"Simulation Results" give some quantitative responses.
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A fourth policy to stimulate capital formation is through reductions
of business taxes. Corporate profits taxes could be reduced, depreciation
allowances increased, or the investment tax credit raised. These policies
have been analyzed in Brimmer and Sinai {2). Only small impacts on
business capital formation were found for these tax incentives unless
monetary policy was accommodating. Modest increases in potential output
and productivity occurred, but there was no real improvement in inflation.
The tax incentives primarily shifted capital formation into the business
sector from housing and improved the financial position of business.

Thus, it is not clear that business tax incentives would be beneficial
overall.

A final possibility is a "tight fiscal-easy money" approach.

By tight fiscal policy is not meant decreased expenditures by the Federal
government. More realistically, it refers to slower growth in Federal
government spending than has been the case in previous years. The

"easy money" component of the.tight fiscal-easy money policy also does
not refer to a radically exireme measure. By easy money is meant a
Federal Reserve policy that permits money growth between 8 and 9%

per annum, in recognition of the difficulty of reducing the core 5

to 6% inflation in the U.S. economy.20

20The Federal Reserve's long-run targets for monetary growth reflect
a set of goals, explicit or implicit, for real economic growth, inflation,
and unemployment. However, a target of 5-1/2% growth in M1 {the midpoint
of the current long-run target range of the Federal Reserve) implies
an inflation rate goal that is unrealistic, given the basic structural
inflation that exists in the U.S. economy. This price inflation results
from an institutionally determined wage inflation; {Continued...)
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in order to highlight the effects of a "tight fiscal-easy monsy"
pelicy on capital formation, consider an extreme case of reductions
in Federal spending and a simultaneous easing of monetary policy.
The decline of government expenditures will cause a drop in real output
and empioyment. Consumption, investment, and inventory accumulation
would decline via muitiplier effects. Potential ocutput would drop
but there would be less inflationary pressure with the Jarger declines
in spending relative to supply. The remaining effects would be the
opposite of those described for the case of increésed government expenditures.
Along with the reduction in Federal government spending would
come a smaller budget deficit. The flow of new Treasury issues to
the financial markets would drop, with a resulting easing of pressure
on short-term interest rates. The Tower output and easing of inflationary
pressure reduce transactions demands for money, further lowering interest
rates. In response, flows-of-funds to financial institutions would
rise, mitigating the negative effects on residential construction from

the weaker economy by increasing the availability of mortgage money.

20 (Cont3HUEd)impsried inflation, e.g., from OPEC; and the price-
setting practices of business, which incliude rapid markups over short-
run rises in costs. The DRI model suggests this "core® rate of infiation
to be near 5 or 6%, with no perceptible near-term response to cyclical
demand forces. Thus, current monetary growth targets can only result in a
weakness of real output and high unemployment rather than sharp reductions
in prices. On the other hand, too rapid monetary growth of 10% or
more is potentially destabilizing, resembling the Federal Reserve's
"stop~-go" approach of previous years. Thus, the "easy money" of the
"tight fiscal-easy money” policy combination will be taken to mean
M1 growth of 8 or 9% per annum.
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Most importantly, however, restraint on fiscal policy would enable
the Federal Reserve to ease monetary policy. Sustained periods of heavy
deficit spending by the Federal Government eventually constrain the
monetary policy posture of the Federal Reserve by stimulating the economy
too strongly. As a result, monetary policy is often tightened when
fiscal policy is stimulative. A stimulative fiscal policy increases
pressure on the financial markets directly, but also because of an induced
expansion in the private sector. At the same time, a tighter monetary
policy intensifies the rise in interest rates. The result has almost
always been a credit crunch and recession because of the powerful effects
of money and finance on the economy. A "tight fiscal-easy money" approach
could lead to an opposite situation.

In the face of restrained growth in Federal Government spending,
an easier monetary policy, defined in terms of higher targeted money
growth rates, would lower interest rates, reduce debt burden impacts,
increase flow-of-funds in markets where rationing occurs, improve the
stock market and stimulate hoﬁsing, consumption, and fixed investment.

If sustained, a greater rate of capital formation would occur than under

any other policy. Further, with a Tower rate of growth in Federal Government
spending, Treasury debt issues would comprise a smaller proportion of

the total financing in the economy, lessening the chances of "crowding

out”,
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Prospects for Capital Formation

Tables 2 and 3 provide the profile of the current outlook for capital
formation over the next decade.z1 The economy shows steady growth through
1980, the result of a moderately paced but well balanced expansion

of real final demands. Real GNP grows at rates above the economy’s

TABLE 2. Profile of the Economy to 1985%

History Foracast
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21Projections prior tc 1980 are based on DRI analyses of short-run
business conditions. The assigned probability to this baseline forecast
is 60%. Beyond 1980, the forecasts are based on a balanced, near full
employment path for the economy. Such a projection is primarily designed
for planning exercises that require stable economic growth as an input,
rather than as a "forecast” of expected actual conditions.
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potential, although slowing somewhat in 1979-80. Relatively stable
fiscal and monetary policies, the absence of any destabilizing external
shocks, cautious spending attitudes in the private sector, and constant,
atthough high, inflation rates are the principal determinants of the
economy's performance. The greater than average inflation during the
period restrains purchasing power, 1imiting economic growth and reductions
in the unemployment rate. In 1980, the various price indices are still
rising near 5-1/2 or 6% and the unemployment rate averages 5.6%.

Private sector savings flows are ample to finance the moderate
pace of economic activity, especially in the business sector. The

share of GNP going to business rises later in the decade, primarily

TABLE 3. Capital and Productivity Items

Average Percent Changes
History Foretast™
57-66 6776 57-76 17858

Labgr Force .

(Hils. of Persons) 1.3 2.3 1.8 1.6
Lahor Force Lalculated at Full

Employment (Mils. of Persons) 1.4 2.3 1.9 1.6 -
Real Full Employment Level of GRP

(Bitg, of 1972 §'s) 3.4 319 1.7 3.2
fross Capital Stocks {Bils. of 1972 §'s)

Honrés. Producers Durable Equipment 4.1 4.9 4,5 4.7

Kanrestdential Structures g8 2.7 2.7 2.2
Effsctive fapital Stoeks [Bils. of 1972 3's)

Konres. Producers Dyrable Equipment 4,1 4.7 4.4 4.6

Hoprasident sl Structures 2.8 2.6 2.5 2.1
#at Capital Stocks (Bils, of 1872 §'s)

Nonras. Produgers Durable Equipment 3.8 49 a3 4.3

Hanresidential Structures 7 31 1 2.2
Capital Stock of Housing

(Mils, of Units} A 1.6 NA 1.8
Cagitat Stack of Households N

(Bilg. of §'s) Ha 7.9 NA 8.9
Labar Productivity 3.3 1.8 B8 2.9

#1977 18 {950 fram R Contral Forecast of Sebruary [977; 1981 to 1983 figures
frarm Mareh 1977 Lonyg Term Trend Forecast.
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at the expense of government. Both the ratios of government purchases
to GNP and the Federal budget deficit to GNP decline steadily over

the next four years as the Carter administration seeks to balance the
budget by 1981. The proportion of residential construction to GNP
increases as interest rates do not rise enough to cause the severe
disintermediation of deposit inflows to financial institutions that
could disrupt housing.

Capital formation is not sufficient to achieve full employment
of labor by 1980. The gross effective capital stock of producers!'
durable equipment (excluding the stock of pollution control equipment)
shows a 3.9% average rate of growth to 1980, significantly below the
high performance 4.7% rate of 1967 to 1976. The stock of plant grows
even more slowly, at 1.8% per annum. This compares with a 2.6% average
rate of increase from 1967 to 1976. The moderate growth in aggregate
demand, slowly rising rates of capacity utilization, a high rental
price of capital, and near 6% inflation prevent the kind of investment
boom that has typified most business expansions since World War II.
A further deterrent is a still high debt service burden as 1980 is
approached. Diminished cash flow from eased profits growth, 8 to 9%
long-term bond yields, and a rising volume of outstanding debt are
responsible. The net capital stocks of plant and equipment behave
similarly to the gross concepts, although the high business fixed investment
to GNP ratio between 1981 and 1985 raises the average rate of increase
to 4.9% for 1977-85, the same as in 1967-76.

The effects of the slow growth in business capital formation

to 1980 are threefold. First, potential output grows siowly, at 3.4%
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per annum for the next few years rather than the earlier 3.7%, adding

to the pressures for more inflation. Greater inflation lessens real
purchasing power, aggregate demand, and hinders the reduction of unemployment.
Table 2 shows that the GNP price deflator rises 5.6% per annum from

1976 to 1980. Second, the demand for labor increases less rapidly

with a more slowly growing capital stock, so that slack in Tabor markets
remains for a Tonger period of time. Finally, Tabor productivity rises

Tess, causing higher unit labor costs and more inflation. A1l of these
effects slow the economy's progress toward full employment.

The rate of capital formation by households is above the average
of 1967 to 1976, given steady rises in durable consumer spending and
housing. From 1977 to 1980, household physical assets rise by 9.5%

a year with concentration in autos and houses. The corresponding figure
was 7.5% for 1967 to 1976, Thus, the projections indicate the only

real shortfall of capital, at least by historical standards, to be

in the business sector. Nevertheless, there exists some more rapid
growth rate for the capital stock of householids that would cause full
employment to be achieved.

What accounts for the insufficient capital formation, especially
in the business sector? First, the recession of 1973-75 shook businessmens'
expectations of future sales as real GNP dropped more sharply than
in any other slowdown since Worid War II. Further, growth in real
final sales since the March 1975 recession trough has been quite moderate
relative to similar stages of previous expansions. Chart 5 shows that
the rebound in real final sales during the recent expansion has been

the weakest of the postwar period. Without the strong "accelerator"
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CHART 5. Final Sales Growth (1972 $'s)
During Postwar Recoveries
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effect from permanent large increases of demand for firms' products,
business spending on capital goods has been minimal.

Second, the deep recession left the economy with a considerable
degree of undefutiiized physical capacity. At the trough of the recession
in March 1975, the capacity utilization rate for A1l Manufacturing
was 69.6%. The peak of 88%, reached in July 1973, was associated
with severe bottlenecks in production. The moderate expansion since
1975 has produced a a current rate for A1l Manufacturing of 80.7%,
indicating the existence of considerable slack. Thus, replacement
investment, which normally constitutes a large proportion of all new
plant and equipment spending, has remained quite low (equation 2).

Third, the rental price of capital, especially for egquipment,

has remained quite high throughout the current expansion. Chart 6
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shows that rises in rental price during similar stages of previous

expansions have been smaller than in this episode. The principle reasons

CHART 6. Rental Price of Producers’
Durable Equipment During Postwar Recoveries
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for this high rental price are 1) increases in the supply price of

capital goods that have ranged between 3 and 25.9%; 2} a high average

cost of financial capital due to 8 and 9% nominal long-term bond yields

and a relatively weak stock market; and 3) the failure to implement

major new tax incentives for business,22 Changes in business taxation,
including higher tax allowable depreciation rates, shorter lifetimes

for capital goods, the investment tax credit, and a lower corporate profits

tax rate can have a major effect on rental price. But the only measure

225ignificant business tax legislation was enacted in 1954, 1962,
1965, and 1971.
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enacted so far in this episcde has been an increase of the investment
tax credit to 10% during 1975.

Finally, there has been an unprecedented restructuring of corporate
balance sheets since mid-1974, the aftermath of the deteriorated financial
position of business that had evolved.?3 Given the huge financial
risk generated by balance sheets with top-heavy short-term debt relative
to long-term debt, high 1everage,.a dearth of financjal assets relative
to short-term liabilities and exceptionally large debt repayment burdens
to cash fiow, the threat of default and bankruptcy within the business
sector has been great. The potential variability 1n_expected.earnings
created by this situation has proVed qnatceptab1e-to business, Causing
increased demands for financial assets, reductions in the desired
acquisitions of physical assets, and a decreased rate of debt accumulation.
This process, known as reliquéfication, has p?oceeded’fdr a much longer
period and in a more intensified manner than during any previous postwar
expansion. In essence, the returns to business from_restructuring
balance sheets have exceeded the expected returns from phys1ca¥ asset
acquisitions as reduct1on of f1nanc1a1 risk through re11qu1f1cat1on
have reduced the potential variability of future earnings. As of
1976:4, the process was still occurring, despite the fact that its
duration had Qaen twice as long as the typical experience. This desire
by business to use funds for purposes other than fixed investment has 
been a key distinguishing factor of this expansion compared with other

postwar business recoveries.

2350e Sinai (17).
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Another factor affecting business capital formation has been
the laws, regulations, and incentives for dealing with pollution control
and new, less energy intensive production technigues. While no research
yet has been able to clearly identify how much business capital formation
is being affected, to some extent productive capacity is being hampered
by the substitution of this "non-productive" investment for capacity
creating capital spending. So far, however, the proportion of real
business fixed investment devoted to pollution abatement equipment
has only been near 5%, too small a figure to bear a major responsibility
for the overall weakness in capital spending. Potential new programs
for energy independence may increase spending for less energy intensive
capital goods rather than for new capacity, thus hampering the rate

of productive capital formation.

Simulation Results

This section examines the effects on capital formation and U.S.
economic performance of several policies that could be used to accelerate
the rate of capital formation. The simulations were performed with
the Data Resources model of the U.S. economy, beginning in the first
quarter of 1977 and ending in the fourth guarter of 1980. The baseline
forecast described in Tables 2 and 3 was subjected to various policy
shocks, with subsequent solutions of the model producing new time series
for the major variables of interest. The amounts of stimulus for the
policies were chosen to permit illustration of the effects, rather
than as a matter of realism. Comparisons between the alternative policy

and baseline solutions provide the differences from which can be determined
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the policy impacts. Appendix Tables 8 to 14 contain the details of
these simulations.

In what follows, the simulations are described, some of the
more interesting results are presented, and supporting evidence for
some conclusions about the policies most appropriate for stimulating
capital formation are presented.

The policy simulations fincluded:

1. Personal Tax Reductions

A permanent $5 billion reduction in personal income taxes
was assumed for 1977:2. There was $20 billion of additional
tax reductions in 1978 and $25 billion in 1979. In effect,
this simulation assumed that permanent tax reductions are legis-
lated each year to eliminate an "inflation drag" on consumers'
purchasing power because of the "bracket" effect on taxes from
higher inflation. M1 growth was 7.2% in 1977, 8.2% in 1978,
8% in 1979, and 6.7% in 1980, The baseline had corresponding
growth rates of 7%, 7%, 6.8%, and 6.8%.

2. Personal Tax Reductions and Accommodating Money

A permanent $5 billion reduction in personal income taxes
was assumed for 1977:2. There was $20 billion of additional
tax reductions in 1978 and $25 billion in 1979. The distinguishing
feature of this simulation from the previous one was the accommo-
dating money. Short-term interest rates were kept constant
through the provision of sufficient bank reserves by the central
bank. M1 growth was 7.3% in 1977, 8.5% in 1978, 8.8% in 1979,
and 7.4% in 1980. The baseline had corresponding growth rates

of 7%, 7%, 6.8%, and 6.8%,

Sy by



3. Easier Money

A 1% higher growth in ML during 1977 and 1978 than in the
baseline was assumed. The increased growth was achieved through
central bank provision of nonborrowad reserves uniil the economy's
performance generated the desired money growth. The result
was M1 growth of 8% in 1977, 8% in 1978, and 7% in both 1979
and 1980. The baseline had corresponding growth rates of 7%,

7%, 6.8%, and 6.8%. Although this simuation is entitled easier
money, the higher monetary growth rates were not so great as

to destabilize the economy.

4. Personal Tax Reductions and Easier Money

A permanent $5 billion in personal income taxes was assumed
for 1977:2. There was $20 billion of additional tax reductions
in 1978 and $25 billion in 1979. Ml growth was permitted to
fise 1% above the monetary growth in the "Personal Tax Reductions®
simulation during 1977rand 1878, 0.7% higher in 1979, and remained
the same in 1980. The Ml growth rates were 8.2%, 9.2%, 8.8%,
and 6.7% from 1977 to 1980. The baseiine had corresponding
growth rates of 7%, 7%, 6.8%, and 6.8%.

5. Tight Fiscal and Easier Money

A $5 billion reduction in military spending was assumed
for 1977, then a sustained decrease of $10 billion from 1978
to 1980. A permanent $5 billion reduction of personal income
taxes occurred in 1977:2. There was $20 billion of additional
tax reductions in 1978 and $25 billion in 1979. M1l growth was
permitted to be 1% above the monetary growth in “Personal Tax
Reductions" during 1977 and 1978, 0.7% higher in 1979, but remained

the same in 1980. The resulting Ml growth rates were 8.2%,
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9.2%, 8.8%, and 6.7% from 1977 to 1980. The baseline had corresponding

growth rates of 7%, 7%, 6.8%, and 6.8%.

6. Investment Tax Credit

A permanent increase of 2%, from 10 to 12%, in the tax
credit for producers' durable equipment, was assumed to begin
in 1977:1. Monetary policy was not accommodating; other tax
and spending parameters remained the same as in the baseline.

7.  Corporate Profits Tax Reductions

A two-stage reduction in the statutory tax rate on corporate

profits was assumed. The rate was lowered from 48 to 45% in

1977 and then to 42% in 1978-80. Monetary policy was not accommodating;

other tax and spending parameters remained the same as in the

baseline.

Table 4 summarizes the effects of the various policies on real
GNP, inflation, and the unemployment rate.24 A1l changes are expressed
relative to the baseline solution. The policies that most stimulated
the economy involved either more rapid money growth or accommodative

monetary policy.

TABLE 4. Policies to Stimulate Capital Formation:
Effects on Real GNP, Inflation, and Unemployment*

*Differences Relative to Baseline

Real GNP (% chg.) Inflation (% chg.) Unemployment Rate

Simulation No. 77 78 79 80 77 78 79 80 77 78 79

1 0.2 1.2 1.0 0.6 - 0.1 0.3 0.5 - -0.3 0.7

2 0.2 1.3 1.5 -0.3 - 0.1 0.4 0.7 - -0.4 0.8

3 6.5 0.3 0.5 0.1 0.1 0.2 0.3 0.2 0.1  -0.4 0.3

4 0.7 2.1 0.9 0.7 0.1 0.3 0.6 0.8 -0.1 -0.7 -1.0

g 0.4 1.9 1.1 -0.5 0.1 0.2 6.5 0.7 - 0.6 -0.9

& 0.1 0.1 - -0.1 - - - - - 0.1 -0.1

7 - 0.1 -0.1 - - - - -

(%)
80

-0.9
-0.3
-1.0
0.9

24The rate of inflation is for the Implicit GNP Deflator.
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The "Personal Tax Reductions and Accommodating Money" simulation
(2) was characterized by a sharp rise in real economic growth and
sizeable declines in the unemployment rate. However, the inflation
rate was accelerated, especially later, reaching a 1:1.3 tradeoff with
the unemployment rate by 1980. The higher inflation, its derivative
effects on purchasing power and interest rates, and the normal stock
adjustment processes of the economy caused real GNP to drop below the
baseline by 1980. The "Personal Tax Reductions and Easier Money"
scenario (4) had a powerful stimulative impact on economic growth,
but also was associated with a large rise of the inflation rate. The
effect of the 1 to 2% additions in monetary growth relative to simula-
tion (2) was a much greater early impact on real economic growth and
unemployment, with little extra inflation cost (0.1%) by 1980. The
"Fasier Money" scenario (3) produced steady rises in real economic
growth to 1980, with more improvement in unemployment than a worsening
of inflation. Maintaining the permanent tax cuts and the same monetary
growth as in "Personal Tax Reductions and Easier Money," but restricting
government spending (the "Tight Fiscal and Easier Money" solution 4)
only reduced real growth slightly (from the 2.1% increase of 1978 to
1.9%). The gain was a more stretched out stimulation of the eccnomy,
lasting well into 1980. This occurred because the tighter fiscal
policy permitted the central bank to provide more reserves to maintain
a given rate of monetary growth.

The simulations highlight the important effects of monetary
policy on economic performance. The provision of bank reserves lowers

interest rates; raises the flows-of-funds to housing markets; increases
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stock prices and the real value of household financial assets to stimulate
consumption; reduces the rental price of plant and equipment to stimulate
business fixed investment; lowers the debt burdens of households,
business, and state and local government to stimulate sectoral spending;
and reduces the financial risk of greater expenditures.

The resulting spending increases are not accompanied by much
additional borrowing by the private sector until some quarters later,
when inflation and sustained expansion cause a deterioration of
the internal financial position of households and firms. The "Easier
Money" simulation demonstrates that the extra inflation from a moderate
relaxation of Fed policy is not great. The greatest acceleration in
prices occurs when tax reduction is combined with greater monetary
growth than is necessary only for accommodation.

Table 5 summarizes the effects of the seven policy simulations
TABLE 5. Policies to Stimulate Capital Formation:

Effects on Capacity Utilization, Federal Budget Deficit,
Monetary Growth, and Interest Rates*

Capac. Util. Federal Deficit, NIA Ml Growth
(%, Mftg.) {3 Bils.) {%)

Simulation No. 7 78 79 80 77 18 79 80 77 78 79 80
1 6.1 1.2 2.1 1.5 -2.% -15.3 -30.5 -30.5 0.2 1.2 1.1 -0.1
2 0.1 1.3 2.8 2.6 -2.4 14,1 -24.1 -18.8 0.2 1.4 1.9 0.6
3 0.3 1.9 0.7 1.1 4.2 11.8 9.9 12.9 1.0 1.0 0.2 0.2
4 0.5 3.0 3.2 2.8 1.5 - 3.3 -16.1 -14.1 1.2 2.2 2.0 -0.1
5 0.1 2.3 2.8 2.7 4.4 1.9 -10.6 - 8.2 1.2 2.2 2.0 -
6 0.1 0.3 0.3 0.1 -1.9 - 1.3 -1.3 -2.1 0.1 0.1 - -
7 - 0.2 0.2 - -4,8 -10.1 -11.9 -12.5 - 0.1 -

Federal Funds Rate AAA«CQrp?ggte Bonds

77 78 79 80 77 78 79 80
1 .04 .52 1.13 1.22 -.01 .01 .15 .37
2 - .01 -.01 .0 -0l -.03 .08 .39
3 -1.94 -.24 -2.10 -.63 -.17 .12 - .15
4 -1.80 .14 -1.93 .76 -.17 .09 10 .63
5 -2.23 -.57 -2.22 -.05 -.24  -.07 -.05 .40
6 .02 .15 .29 .26 i) .01 .03 .04
7 -.01 .06 .23 .30 .01 -,01 -.03 -.03

*Differences Relative to Baseline
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on capacity utilization (A1l Manufacturing), the Federal budget deficit,
monetary growth, the Federal funds rate, and a AAA-equivalent long-
term corporate bond yield. The "Personal Tax Reductions and Easier
Money" and "Tight Fiscal-Easier Money" solutions speed the economy
most rapidly toward full cépacity, with increases of the utilization
rate for A1l Manufacturing ranging between 2.3 and 3.2% from 1978 to
1980. The cost to the Federal Gevefnment in lost tax revenues is less
in the "Tight Fiscal-Easier ManeyQ simulation, with actual declines
of the deficit in 1977 and 1978. Only the "Easier Money" solution
is associated with continuoué reductions in the deficit, as the strong
economy and sharply rising inflation increase tax receipts. The extra
M1 growth relative to the baseline is the same in both the simulations
(4) and (5).

Interest rates are lower in esach of the simulations where easier
monetary policy is implemented. Rates rise in the solutions where
a fiscal stimulus is applied without offsetting monetary policy. Both
the short- and long-term rates are Towest in the "Tight Fiscal-Easier
Money" solution, as Treasury financing is reduced at the same time
the central bank is providing more bank reserves. The Federal funds
rate is down anywhere from 5 to 225 basis points as a result of the
money growth targets selected in this simulation. The low interest
rates have much to do with the strength of the real economy since the
effects of monetary policy on expenditures are so wide ranging. The
Federal funds rate is particularly volatile as the central bank maneuvers

to keep money growth constant at a higher rate.
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Table 6 shows the effects of the various policies on capital
formation; in particular, business fixed investment, the gross plant
and equipment of the business sector, household physical assets, and
housing starts., Of the seven policy simulations, the “Tight Fiscal-

TABLE 6. Policies to Stimulate Capital Formation:

Effects on Business Fixed Investment; Capital Stocks
of Business and Households; Housing*

Bus iness Fixed Gross Plant &
Investment {72 $'s; Bils.) Equipment (72 $'s; Bils.}
Simulation No, 77 18 79 80 77 78 79 80
1 6.1 0.8 1.7 6.9 - 0.6 2.1 3.3
2 0.1 1.0 z.8 3.1 - 0.7 2.9 6.1
3 0.6 2.6 2.4 2.7 0.3 2.4 4.7 7.0
4 0.6 3.4 4.6 4.4 Q.3 z.8 7.0 11.4
5 0.6 3.5 5.3 6.0 0.3 2.9 7.6 13.4
6 0.6 1.9 3.0 3.1 0.3 1.9 4.5 7.3
7 0.7 2.1 2.8 2.7 ., 0.4 2.1 4.7 7.2
Household Physical Housing Starts
_ Assets ($ Bils.) (Mils. of Units)
77 18 79 80 77 78 ja 80
1 0.1 11.6 40.2 70.6 D07 .023 004 -.034
2 -1.0 1.5 30.6 92.5 010 .063 JA33 0 115
3 -34.6 43.2 21.0 74.6 L1560 .151 155 .049
4 -32.5 49.9 49.7 189.4 153,179 .251 .01l
5 -35.9 37.3 48.6 171.6 J91 240 .317  .058
8 0.3 3.6 6.1 3.9 -  -.068 -.027 -.028
7 0.6 0.6 4.0 4.1 -.040 -,079 -.089 -.083
*pifferences Relative to Baseline

Easier Money" policy has the biggest impact on the capital formation
of business and the second greatest effect on household physical assets.
The rise in housing starts relative to the baseline is far above the
other simulations.

The reasons are straightforward. First, rapid real economic
growth and sharp rises in capacity utilization have a major "accelerator”

effect on business fixed investment. Plant and equipment spending
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is $5.3 and %6 billion above the baseline for 1979 and 1980 in the

“Tight Fiscal-Easier Money" solution. Second, the Tower interest rates
reduce debt service charges and the debt burden of corporations, reducing
the financial risk that is associated with the acquisition of physical
assets. Further, the rental price of capital is decreased because

the cost of financial capital drops, favoring the substitution of capital
for labor. Third, cash flow is greater with the higher profits of

a stronger economy, making purchases of plant and equipment easier,

The resulting increases of business fixed investment are translated

into a greater stock of gross plant and'equipment, so that by 1980

the "Tight Fiscal-Easier Money" simulation gives a cumulated $24.2
billion rise in business capital formation. The next largest increase

is $21.5 billion under the "Personal Tax Reductions and Easier Money"
scenario. Fourth, the low profile of short-term interest rates induces
flows-of -funds from households to the major mortgage lenders, as deposits

remain an attractive investment compared with other alternatives.

The financial intermediaries quickly lend out these funds, given a
wide spread between the returns on mortgages and other loans or investments.
Housing starts in the "Tight Fiscal-Easier Money" simulation are 25
to 60% greater than in the baseline, far exceeding the differential
impact arising from any of the other policies.

How costly is the capital formation under the "Tight Fiscal-
Easier'Money" poticy? Table 4 shows that the extra inflation that
is generated ranges between 0.1 and 0.7%, so that Ml growth of between
8 and 9% does not reignite a runaway inflation. The gains inciude

a near 1% reduction of unemployment by 1980, in addition to the new
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capital that is accumulated.

An equivalent rise in national output

that was not accompanied by as much capital formation would be more

inflationary, e.g., simulation (4) - the "Personal Tax Reductions and

tasier Money" policy.

Finally, Table 7 shows how the various policies affect productivity,

the sectoral shares of GNP, and the capital-output ratio.

TABLE 7. Policies to Stimulate Capital Formation:
Effects on Productivity, Sector Shares of GNP,
and the Capital OQutput Ratio*

Labor Productivity
(% chg.)
Simulation Ko, 77 78 79 80
1 0.2 1.4 1.3 -0.7
4 6.2 1.5 2.0 -0.1
3 0.5 2.0 1.3 0.5
4 6.6 3.3 0.5 -0.2
5 0.2 3.0 0.8 -
6 0.1 0.3 0.1 -0.1
7 - 4.2 - -G.2
Real Business Fixed fnvestment
to Real GhKP (%)
77 78 79 80
i .01 .07 -~ 10 -.12
2 -.01 ~-.07 .09 -.07
3 -.01 .05 .08 .08
4 -2 -.52 -.03 -
5 01 .04 .06 13
5 .04 12 .19 .19
7 050 .14 .19 .18
*ifferences Relative to Baseline
(1) net capital stock as a proporiion of real GNP

Federal Gov, Share
of GNP (%)

7 78 79 80

77 78 79 80
-0.2  -1.0 -1.6 -1.1
-0.2  -1.1 ~2.0  -1.7
-0.4  -0.9 -0.4  -0.3
-0.5 -1.9 -2.2 -1.5
-0.3  -l.4 -1.9 1.2

- - 0.1 0.3
- 0.1 0.3 0.5

Again, the policies that involve accommodating or easier money contribute

most to improvement in the variables of concern. Labor productivity

is up sharply in the "Personal Tax Reductions and Easier Money" and

"Tight Fiscal-Easier Money" solutions, although diminishing subsequent
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to 1978. Steady increases appear in the "Easier Money" solution, the
result of a sustained period of lower interest rates, higher capital
formation, and increased output. The share of Federal government
spending to GNP is lower in all the simulations, especially in the
"Tight Fiscal-Easier Money" solutions. This declining share for the
Federal government frees resources to the private sector, especially
late in the decade. Also, Treasury financing is much less with the
lower budget deficit. The result is significant increases in the ratio
of business fixed investment to GNP. The greatest rises in this ratio.
occur in the business tax incentive solutions, however, induced by
a shift in sectoral shares from housing to business capital formation.
Which policies are most effective in promoting business capital
formation? The simulations clearly indicate the program of permanent
reductions in personal income taxes, slower growth in Federal Government
spending, and easier money in terms of higher targeted rates of growth
of M1 has the greatest impact, at least cost, in terms of the economy's
goals. Over the four years of the simulation, the gross plant and
equipment of business rises by $24.2 billion in the "Tight Fiscal-Easier
Money" scenaric. The next largest increase occurs in the "Personal
Tax Reduction-Easier Money" solution. All of the other simulations
show substantially lower rises in the capital stock of business. In
addition, there is a strong rise of housing in the "Tight Fiscal-Easier
Money" solution as well, with accumulated increases in housing starts
for the four years at 806,000 units, compared with the next largest
increase of 594,000 units in the "Personal Tax Reductions and

Easier Money" scenario. Also household capital formation is much
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larger than in all of the other scenarios. Thus, the "Tight Fiscal-
Easier Money" policy has gains in all the forms of capital, with only
a moderate rise of infiation as the major cost.

The reasons for the stronger capital formation under the "Tight
Fiscal-Easier Money" policy include:

1} a sustained period of low interest rates which stimulates
consumption, reduces the rental price of plant and equipment
Lo stinitate pusiness fixed investment, and reduces the
costs of outstanding debt to minimize financial risk and
encourage spending by all sectors;

2} increased flows of funds from the household sector to financial
intermediaries, who, in turn, make mortgage money available
to stimulate housing;

3} a reduced share of total economic activity for the Federal
Government sector due to the slowed growth in Federal
spending. Financial market pressure is eased due to the
resulting drop in Treasury financing and a response by
the Federal Reserve of more bank reserves.

The trading of an easier monetary policy for a tighter fiscal policy
thus appears to offer the greatest potential benefits for capital
formation in the U.S. economy.

The business tax incentives provide less aggregative stimulus,

because of a much lower impact than accelerator and capacity utiiization
influences on fixed investment. The tax incentives directly induce some

spending on plant and equipment and ease the financial position
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of corporations. However, at the same time, the revenue loss to the
Federal government is equivalent to an easier fiscal policy; raising
pressure on the financial markets, causing increases of interest rates,
diminishing the flows-of-funds into housing, and eventually, reducing
housing starts.

These last results appear clearly in Tables 6 and 7, where the
share of business fixed investment to real GNP rises the most in the
tax incentive simulations, but housing starts decline, Thus, the
business tax incentives would probably be more appropriate to apply
as the economy approached close to full employment, shifting sectoral
shares but not exerting much demand pull pressure on the economy.

With the considerahle slack in the economy that exists at the start

of the simulations, the increased national output from the stimulative
macro-oriented policies have a major impact on business fixed investment
through accelerator effects. Later in the expansion, when there is much
less slack, the increased output would be translated into inflation,
diminishing the purchasing power and spending of the private sector.
Hence, the appropriateness of the permanent tax reductions, easier

money, and slowed Federal government spending is particular to the
current stage of the business expansion, where there is considerable
stack and a large "gap" to be eliminated before severe demand-side

inflationary pressures are generated.

Capital Formation, Productive Capacity, and Prices

A major element in the case for capital formation is the potential

beneficial effect on inflation of an increased capital stock. The
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mechanism by which capital formation can affect inflation is twofold.
First, the construction of badly needed capital would prevent bottlenecks
from arising, as was the case in 1973-74. The bottlenecks and shortages
in productive capacity for meeting demands was a prime cause of industrial
inflation during that period. Second, increased capital formation
raises the productivity of labor and increases the potential output
of the U.S. economy. Through a reduction in unit labor costs and rise
in potential real GNP, aggregate demand pressures on prices would be
reduced.

Most of the policies considered for stimulating capital formation
have both demand and supply effects with the problem one of creating
a balance between demand and supply so that inflation does not rise
too rapidly. The aggregative policies in simulations (1) {(2) and (5)
cause inflation to rise because of a more rapid increase in demand
than in supply. But the increase in productive capacity that occurs
does serve to mitigate the inflationary pressures created by the macro
policies. The business tax incentives do not raise inflation by as
much as the general macroeconomic policies. However, the disadvantage
is that the overall economic stimulus from these policies is minimal.
Thus, the appropriate mix of the two kinds of policies, general macroeconomic
stimulus and business tax incentives, depends on the position of the
economy relative to full employment. The farther from full employment
is the economy the more appropriate would be the macroeconomic policies
to stimulate capital formation., But when the economy reaches full
employment, it would be more appropriate to rely heavily on the business

tax incentives to minimize the inflationary impact of rises in demand.
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In all cases, the impact on inflation from increased capital
formation is not great because 1) the additional capital that is created
is only a small portion of the existing capital stock, and 2) the
impact on potential output from a greater rate of capital formation
is relatively small., Most production function studies indicate that
increases in the guantity and gquality of labor have the biggest impact
on potential ocutput. The role of increases in the capital stock,
although not insignificant, is much less. Therefore, the capacity
added through aqggressive policies to stimulate capital formation would
only bring small reductions in the inflation of wages and prices.

To prevent a resurgence of inflation then, capital formation
should not be the principal focus of policy. The best insurance against
such a reacceleration would ba a gradual approach to full employment,
with real GNP rising steadily by 5 to 6% for the next few years.
Indeed, growth in real output must slow in later years to insure a
"soft landing" at full employment rather than a collision with the
capacity ceiling of the economy. Major attempts to reduce inflation
through the route of increased capital formation are doomed to failure,
if only because the demand-side stimulus required for appreciable
increases in capital formation would be too massive and the required
size of business tax incentives too great to raise capital formation
high enough for significant reductions in prices. Inflation must be
attacked in another manner than through policies to raise capital
formation. Increased capital formation can help fight inflation, at
the margin, by raising productivity and potential output, but should
not constitute the major bastion against the still high inflation that
remains in the U.S. economy
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Appendix: Simulation Results

Description of Simulations:

Personal Tax Reductions: A permanent 35 biliion veduction in
personal income taxes was assumed for 1977:2. There was $20 billion
of additional tax reductions in 1978 and 325 billion in 1979, In
effect, this simulation assumed that permanent tax reductions are
legislated each year to eliminate an "inflation drag™ on consumers’
purchasing power because of the "bracket” effect on taxes from higher
inflation. M1 growth was 7.2% in 1977, 8.2% in 1978, 8% in 1979, and
6.7% in 1980. The baseline had c&rrespondéng growth rates of 7%, 7%,
6.8% and 6.8%.

Personal Tax Reductions and Accommodating Money: A permanent
$5 billion requction in personal income taxes was assumed for 1977:2.
There was %20 billion of additional tax reductions in 1978 and 325
billion in 1979, The distinguishing feature of this simulation from
the previcus one was the accommcdating money. Shori-term interest
rates were kept constant through the provision of sufficient bank
reserves by the central bank., M1 growth was 7.3% in 1977, 8.5% in
1978, 8.8% in 1979, and 7.4% in 1980. The baseline had corresponding
growth rates of 7%, 7%, 6.8%, and 6.8%.

Easier Money: A 1% higher growth in Ml during 1977 and 1978
than in the baseline was assumed. The increased growth was achieved
through central bank provisicon of nonborrowed reserves until the ecenomy s
performance gensrated the desired money growth. The resuit was M1 :
growth of 8% in 1977, 8% in 1978, and 7% in both 1979 and 15980. The
baseline had cerreﬁponding growth rates of 7%, 7%, 6.8%, and 6.8%.

Although this simuation is Entztﬁed easier money, the higher monetary
growth rates were nol so great as to destabilize the economy.

Personal Tax Reductions and Easier Monev: A permanent 35 billion
in personal income taxes was assumed for 1977:2. There was $20 billion
of additional tax veductions in 1978 and $25 biliion in 1979, Ml
growth was permitted to rise 1% above the monetary growth in the “Personal
Tax Reductions” simulation during 1977 and 1978, 0.7% higher in 1979,
and remained the same in 1980, The M1 growth rates were 8.2%, 9.7%,
8.8%, and 6.7% from 1977 to 1880. The baseline had corresponding
growth rates of 7%, 7%, 6.8%, and 6.8%.

Tight Fiscal and Easier Monay: A 35 billion reduction in military
spending was assumed for 1977, then a sustained decrease of $10 billion
from 1978 to 1980. A permanent $5 billion reduction of personal income
taxes occurred in 1977:2. There was $20 billion of additional fax
reductions in 1978 and $25 bBillion in 1979. M1 growth was permitted
to be 1% above the monetary growth in "Personal Tax Reductions™ during
1977 and 1978, 0.7% higher in 1979, but remained the same in 1980,

The resulting Ml gr@wth rates were 8.2%, 9.2%, 8.8%, and 6.7% from
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1977 to 1980. The baseline had corresponding growth rates of 7%, 7%,
6.8%, and 6.8%.

Investment Tax Credit: A permanent increase of 2%, from 10
to 12%, in the tax credit for producers' durable equipment, was assumed
to begin in 1977:1. Monetary policy was not accommodating; other tax
and spending parameters remained the same as in the baseline.

Corporate Profits Tax Reductions: A two-stage reduction in
the statutory tax rate on corporate profits was assumed. The rate
was lowered from 48 to 45% in 1977 and then to 42% in 1978-80. Monetary
policy was not accommodating; other tax and spending parameters remained
the same as in the baseline.
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TABLE 8. Capital Formation and 4.5. Economic Performance:
"Baseline” and "Personal Tax Reduction® Solutions
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by, 2
&6, T
-?’5
«5,9

5,83
5,87
6,04

5,48
5,52
0. ou

18

40d, 8
ime, T
=15,7
“3,8

53,7
=Fi.d
=i5,3
=27.5

0,52

5,76

%

25%,7
424,8
30,9
LYY ]

“i5,1
-75,7
n30,5
47,7

1,13

5,34
0,86

E1Y

85,0
6.7
1.7

5i2,2
452 .4
29,8
=5,8

adh,?
w57,
38,8
“114,3

——

10,6

“0,3

6,22
INT
1.22

5,73
hobE
5,89
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TABLE 8. - Continued

1% T4 ¥t 48 79 P
ENVESTMENT, CaPiTaL FONRATION, AuD
LT EL T aAEYiol weeanbdede g
BotFNTIAL DuTRYY
PO
PLANT FyPEunlfURES
(BiLs, OF Q14712 wtéy
HASELTHE . $6,7 LI PR g, 2 4y,;8 434 LIPS
LOWER PERS, TAXES (NDN=REEQH) 40,2 4d,0 44,1 bk
H 4,0 v,2 0,5 Gyl
¥ OIFF 8,4 0.8 Lo 2.9
EGUIPHMERT ExPERDITYRES
fRILS, OF 1912 &'%)
HASELIRE fa,.¥ Ti.% Bi.e BY,5 95,4 03,7
LOKER RERS, TAXES (NOWwAgEoM) Bi.6 40,1 96,4 168,1
BLEF [ 0.4 1,2 6.4
¥ BIFF tal 8.7 e 9,4 b
BUSTINERS FIXED IWVESTHEWY
ERILS, OF 1372 21383 .
BASEL INE it & 156,90 123,82 t3:,3 $39,1 (49,9
LOWER PERS, YAKES {NANsAECAM) i23%,8 32,1 46,8 50,8 -
5133 &1 [ i.7 D, %
% DIFF f,1 [ 1.4 Oyt
GROSY PLANT (BILE, OF (972 313) .

BASELINE o . S03,7 918,71 %35.4 9835 ¥7R,T 498,y
LGRER PERE, YaxEE (WOWwACCAH) 8348, 4 853,71 873,31 9850
2444 0,0 0.2 Beb 1:l
X 0ify [ 0.0 0,1 Gl

GROSS ENUIPHENT (8ILS, OF 1872 §14}

BASELINE o BI2,3  BI9.1 Be9,2 984,48 Fal, 0 9hs,7
LOKER PERS, Tagis (MbNaAELANy B6%,8 §0%,3 9us,0 98,9
DYFF L 2.4 1,3 2,2
¥ DiEF 6,0 8.0 0,2 8.2

HAUSERE §12815

CRILLIONS OF tNITs)

RREFLINE . X 1,163 1,543 (802 L,79% §,Fi0 2,0%8

LOwER PERS, TaxE§ {RONS&LfgR]) 1.0 1,818 3,958 2,028

DIFF 8,607 0,023 0,008 w0038

¥ BiFF 6,4 1,1 8,2 a7y
CApITiL 5T0CK 8F HORES

EHILL 1O4E B UNITS) o 3 .

RASELINE 74,78 15,69 T6,90 8,13 19,42 B85

LowFR PERS, TANES (NDNsagfoR) Fo, 91  TH,15  79,u5 B8O,R8

BIEF 5,01 0,h3  B,08  H,0

¥ GIFF 6,0 5,0 9,0 0.0
BYGI§TRATION OF CaBg

FATLL I0NE OF Ldi1s) ) ) _

HASELTHE ] teb,9 110,22 11P.9 115,86 118,64 121,56

LokEn PERS, THXES (NORWALLAH) 12,9 115,58 119,53 §28.%

DIFE 0,0 0,3 0,1 0,8

i DIFF 00 1% } Dok 8.7
CEBITAL 3TOLK DF HOUSEMGLDS

{RILS, OF 3'8} . .

RABELIRE St%a,b 06,2 NZH0,B UH22.9 S009,7 5510.3
LOVER PERS, TAXES (NOMwACLOM) ugug, T 4634,5 5049,9 BB00,%
BifF atyl  1l.e 40,2  T0.b
X b0i5¥ “p, 0 0,3 0.8 1.3
LaBOR FORCE

[NILLIDHS BF PERSONG)

BaELLiNE 98,7 9u,8  @7.% ¥8,8 100,48 102,3

LOnER HERS, THYES {NOMeA{CpM} §t.1 98,8 180, 10,7

" DIFY 6,0 0.0 6,2 0,4

X GiFF 0,9 0.0 o, 0,4
KYERAGE PRODUCTIVITY 1Y CHG,)

BABEL INE . «B,7 8,3 5,7 &, 0 E,5 5.8
LOmER PERY, TA¥ES [NON=ALCOHY 5,9 7.3 5.7 5,1
LIkF 8,2 1.4 5.3 ag,7?

POIENTIAL QUTHUT

(BILS, OF 1972 S'8)

BASELINE 1365,0 1ubs, ¥ 847,88 149%,3 1536,9 1984,2
LOWER PERS, TAZES [RONeArgpM) 12078 1494, 8 1537,0 41584,2
OTFF 0,0 it 6,5 1.0
£ BIFF [ 0,0 0,4 6,1

ey
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TABLE 8. - Continued
15 Th Tt TH 9 8o
RATIOS
.
FFNERLL, GOVERNMENT EYPENDTYUNWESR
0 sOMINAL BNP (%)
HABHL INE i, 22,9 Ap.A 0 22, 22,3 M0
LOuth PERS, TAAEY [NGNsApLOM) 22,1 ?2,3 21,7 21.¢
DIFF 0,0 =0,53 e h wh,s
GAP C(POTEWTINL $E85 ALTUAL BWPy
tRILS, OF 1972 318}
BASLL INE 175,08 161,00 122,71 108,77 93,3 Ta,.e
LOXER PERS, TAXES (MONwA£COM) 119,48 AS,0 Bo,0 51,0
BIFF 2.6 =18,7 =31,1 =256
X BIFF 2,2 =1B,1 w35, 7 =33,
GROSY EFFECTIVE CaPITal
ATOCK TO RESL GNP (%)
BESELINE 14,0 136,8 J3Y.E 0 131,1 129,58 128,)
LNwER PERZ, TAxES [MON=icCoM) 133,5 29,6 327,08 i28,3
D1¥F 0,3 wi, T 2,8 =20
MET CAPTTAL STUCH D
AEAL GNP ()
845EL INF 84,5  B1,3 TR, Y11 78,9 76,2
{NWER PERA, TAXES [NONwACToM) ra,1 te,7 78,3 75,14
DIFF 0.2 =1,0  wi,b  wi,l
GA0AS LARITAL STOCK OF
POLLUTION ARATEMFNT ExPEND,
T0 REAL GNP {X)
B&SELINE 2,3 2,8 2,8 L13} 3,4 3,6
LOWER PERS, TAXES (NOMeECCOW) - 2,8 3.4 5.3 1.6
DIFF 6,0  =0,8 =0,1 =0,1
REAL RUSINESS FIXED INVEATMENT
t0 REGL GHP (%)
BISELINE 9,35 8,17 9,30 4,86 9,63 9,9
LOwER BERS, TAXES {MDN=ACCOM) 5,32 9,39 9,53 9,83
IRy 0,01 =0,07 w030 w52
AFAL PUSINESS FIYED INVESTMFNY LESS
POLLUTION ABATEMENT £XPENDS, To
RERL GNE (X}
BASELINE 8.9%  A.7% B9  B,%9 9,16 T,48
LOWER PERS, TAXES {NON=ACCOM) 8,96  R,93 9,07 0,37
BIFF 0,01 *0.06 wh, 18 =8,11

-95-




YABLE Y. tapital Formation and U.>. £CONUMIC FErTormance:
*Baseling" and "Personal Tax Reduction with Accommodating Money®" Solutions

75 14 77 Te 79 80
ECONOMY
[E—
REAL GNP (Y CHEG,.)

BASEL INE =f,4 b, a,8 &,7 4,0 4,4
LOWER PERS, TEXES (ACCOM) 5,0 8.0 5.6 4,2
OIFF 6,2 t.3 1,% 0,3

UMEMPLOYHERT RATE LX)

BASELTHE 8,5 1.1 7.3 L 6,1 5.5
LONER PERS, TAXES {aftpwM} 7.3 (78] 5,2 b
DIFF =0,0 w0, 4 ., 8 L

EMPLATION (% CHG,)

GHPF DEFLATOR

BASEL FRE 9,2 §,1 5,2 5,3 5,1 4,8 _
LOwER PERS, TAXES (ACCON) g,2 5,4 5,4 8,6
DIFF o,k 1 0,4 0,7

WP .

RASEL INF 9,3 4,3 5,0 $,3 5a1 4,9
LONER PERS, TAXES {A£COM) 8,1 5.6 5,0 bt
DIFF 0.0 (] 6,9 1.3

Py

BASEL INE 9,2 5,7 5,0 5.2 ] .9
LONER PERS, TAXES (ApCOwMy 5,0 5,3 S.3 Set
GIFF 0,0 8,1 9,4 0,7

AVG, HDURLY EARNINGS

BASELINE 8.9 7,2 b0 6,7 b,b bob

LOWER PERD, TAXES (ACCOK) [ ) 6,8 8,9 T4

DIFF 0,0 -39 1 0,8 .1
CAPACTTY UTILIZATION (X)

AL{ MANUFACTUAING
GSABELINF 8,7 T2, % 18,3 TT.7 78,7 14,5

LOWER PERS, TAXES lAcCOM) T5,&  TH,® 81,5 B2,2
DIFF ' 8,1 1.3 2.8 2.6

PRIMARY PROCESSING

BASELINE 0,2 e, & Yo 81,3 B2.6 85,0

LonER PERS, TAXES (apCOm) Ta,7 82,8 85,8 84,4

DIFF 6.1 1.5 3.3 3,2
FROFHAL Tad RECEIPTS

tt 81L8,)

BAGEL INE 246.%  328,9 3610 408,04 4S5,7 %i2,2

LOWER PERS, YAXES (ACCOM) 158,5 3931,9 431,86 495,

GIFF 7,5 A5 «2a,7  =iB,)

X UGiFF -8, 7 1,5 L] 3,5
FEOFAAL HUDGET DURPLUS INIA)

1% A7)

RASELINE =T1,3 «#58,4 =8a,2 +85.7 45,1 «24,7
LOWER PERY. TAXES (AQCOM) “sh, b 69,8 wb9,} wuk,§
DIEF e b wld,1 e2%,] wiB,8
T DIFF =3, 8 =25,2 w53,& #70,%

MONEY AND INTEREST RATES

e RN EEsEsees EevEE

NERROW HDREY SuPPLY (M1} (X ChHg,)

BASEL INE N 4,2 5.1 1,0 7.6 6,8 .8 '
LOWER PERS, TANES {iCCOM) 723 a,s 8.8 Tali
OiFF 047 1.8 1,9 [ %]

BROAN MONEY SUPPLY (H2) (X LRG,}

BASFELINE 77 9,7 11,9 10,8 t,e 0.4
LOMER PERS, YAXES {aCCOM) 11,2 ii.8 12,2 1.3
DIFF 0,1 0,8 1,2 8.7

FEOFRAL FUNDS HATE (X}

BASEL TNE .82 £,08 5,83 4,22 5,54 b,28
LOKER PERS, TEXES (ACCO™) 5,83 4,22 5,58 4,23
DIFF «6,60 0,61 «0.0% .0

JeMDONIH TREASURY BILLS (X}

BAMEL IME 5,78 5,014 5,48 5,78 5,34 5,73
LOWFR PERS, TAXES (4CCamM) 5,49 5,81 S,a1 £.82
DIFF 0,01 0,08 6,07 6,09

YIFLD ON NEW 1SBUES OF
WIGH=GRADE CORP, HONDS {%}
BARELINE 9,01 8,34 T,95 8,1} 8,03 B,t&
LOWER PFRY, TASES (ALCOM) 7.97 8,08 LR 8,53 -
DIFF ug, 8t =0,0} 8,09 9,39
YELOCTRY (X CM3,)

BASFLINE 2,9 8,2 3,0 3.0 .3 2,5
LOWER PERS, TAXES (ACCOM) 31,0 3.0 Fa3 2,4
BIFF 0.0 8,0 0.0 =041
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TABLE 9. - Continued

INVESTKENT, CAPITAL FORMATION, AND

UBUNEmE A AT  BUBdrod usOmOwWESE  EuW

POTENTIRL OUTPUTY

Peramuvar wnoams

PLANT ExPENDITHRES

(RILS, OF fa72 $13)
BESELINE

LOnFR FERR, TAXES (ACLOK)
DI¥F
X DIFF

FOUIPMENT EXFENDITUREY
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LOwWZR PERS, TAXESR tACtany
GIFy
X DIFF

BUSINESS FIXNED INVESTMENT
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DIFF
% DIFF

GROBA PLAMT [BILS, OF 1972 L AR-3]
BASELINE
LOWFR PERS, Yawgs {agCoM)
RIFF
X OLFF

GROSE EQUTRMENT (8I(%, OF (5§72 §1%)

BagELINE
LOWER PERS, TAYF$ {ACEOX)
DIFF
% DIFF
HOUS f 3TERT S
CMILLTONS OF UNITS)
BASEL INE
LONER PERS, !AXER (ACCTAY
GIFF
X DIFF

CAPTITAL STOCK OF HOMEY
{MILLIUNS OF UNITS)
BASELTNE
LOWED PERY, TAxEB (aCOOMY
oiFF
X BIFF

REGTSTRATION OF CARY
(MILLIONS BF UNITS)
BASEL TNE
LOWER PERS, TAXES (4CCUMY
Cik¥
¥ otrr

CAPTTAL J3TDCM OF HOUSEHAOLDS
(afLS, OF S§183
BASEL INE
LOWER PERS, TAXES (ACLOM)
orFs
X DIFF

LABOR FORCE
CMILLTONG OF PERZONSY
BRIEL INE ) R
LoRER PERS, TAXEI {ALLON}
RBLES
% GIFF

AVERAGE FRODUCTIVITY (X CHAO,)
BASELINE
LOWER PEAS, TARES [(ALLoM)
OIFF

POTENTIAL CUTPLY
{RILE, OF 1972 §'3}
HASEL INE
LOwWER PERS, T4¥ES (AnCOmy
BIFF
L DIFF

™

18,7

Ya,?

| 2RI

903,71

512,3

1,163

14,78

106, %

5534,4

92,7

s

38,4

7.9

116,90

918,77

839,1

1,843

T5,6%

it2,2

3a6h, 2

94,8

T

4o,2

91,4
935,40
[
8,0

Beg, 8
Bbo, 8

0,0

4240 ,8
a210,9
»1,0
“5,0

§105,4 140%,9 1u47,8

1a47 .4
g0
[y

18

4b22, %
Us2u, 4
1,%
4.0

491,33
1495 ,4
4,4
0,0

1

5609,7
5040,3
30,6
EN

153s,%
1537,8
0,7
0,0

L]

109,9
152, %

240

993,9
995, 5
£.7
9.2

9846,7
W10

LR

1984, 2
156%.8
I
G4
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TABLE 9. - Continued

41 T4 77 T8 7% 1]
gATTON
" FINFRAL GOVERNMENT FypENDITURES
YO NDNINAL GHR €Y}
BASFLINE . 2.6 RE,9 2P, 22.b 22,3 #1L,9
LOx#ES PERS, TAXF3 [ACCOM) 22,7 2,2 251.5% 23,1
s LT R T PU L PL L P

GAP [PODYENTIAL LESS ACTUAL GhP)
(RILS, OF 1872 313y

BaSEL INE V3,6 t43,0 122,1 1087 95,3  Te.é
LOwER PERS, TAXES {ACCOM) 119,4 83,1 50,9 37.0
BIFF e, 7T w20,6 wd2, b 3§,
X OIFF 2,2 =i%,9 «d5,& w5]l.6
GROBRS FRFECTIVE CamiTal
STGCKk TO REEL GNR (%)
BASEL INE i42,0 33,8 131,58 131,53 129,8 (28,3
LOWER PERS, TaxE3 {&{LOmM} 13%,8% 129,4 126,3 125,.3
DIFF 0,5 =1,%  «3,8  e3,0
NET CAPTTAL STDCx 10
REAL GNP (XD
AaSEL INE LT ] 81,3 79,5 Tr.T 16,9 TH,2
LowEs# PFRS, Tax£§ (ALfOwy * Te,.1 76,6 Ta,9 78.%
BiFF 0,8 =1,  =2,8 ei.7
GROSS CAPITAL $T0Cx GF
POLLUTION ABATFHENT £XxPEND,
T0 REAL BNP (XY
BASELINE 2,3 2.b 2.8 3.1 3,4 '
LOWER PERS, TAXES (ACCoM} . 2,8 3,1 3,3 3.0
DIFF o, 0 i, 0 i, i wd, 1
REAL BUSINESS FIXED INVESTMENT
Th QFAL GNP {X}
BASFL Ing %,315 %47 9,34 F.4b F.63 q,.%4
LOFR PERS, FAKES (ACCOMY 9,32 9,1% 9,54 9,87
DIFF “0, 61 =0,67 =£,0% =§,07
REAL HUSINESS FIED INVESTHENT LE3S
POLLUTION ARATEMENT EYPENDS, Tg
REAL GNP (%)
BASEL INE 8,93 B.7S  B,91  R,99 9,14  9,ub
LONER PEARS, TAYES (40CpM: &,%0 8,93 9,08 9,u2
DIFF *0,01 =0,08 «0,08 =p,08
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TABLE 10. Capital Formation and U.S. Economic Performance:
“Baseline" and "Easier Money" Solutioms

ik H 17 78
ELONOMY
[
REAL GNP {Y% CHG,)

HASELINE ={,B 6.1 4B 4,7
EARIER MONFY 5,3 5.8
BIfF¥ 0,h 0,9

UNEHPLUYMENT 8418 (X} .

BAGFL INF 4.5 T.T T3 s,
FASTER MONFY ¥, 2 6.0
DIs¥ 0.l wl,4

INFLATIBN (X (HG,)

GHE REFLATDR

BASELINE G2 5.3 5,2 5.3
FASIEH MDNEY 6,3 5,5
DIFF t.t g,z

WPt

BASEL INE 9.1 4,3 5.0 5.3
E&SILR MONEY 5,2 b0
DIFF 0,2 0.7

cPi

RABFLINE 9,2 5.7 5,0 5.2
EASIER HONLY 5,1 S
DIFF 0,0 0,2

A¥G, HOURLY E4RKINGY
BASELINF 4,9 7.2 b,8 4,7

F45TEH WONEY 5,8 0,9
DIEF 0,0 [ %]
CAPRCTTY UTILTZATION (X)

ALL MANUFACTURING

BAKELIHE 68,7 72,9 75,3  TT.7
EASIEHR mONEY 15,6 79,%
DIFF 0,3 1.9

PRIMERY FROCESSING

BASEL THE To.2 16,8 19,4 81,3

ELASIER RONEY 84,5 83,7

BLFE 0,5 P
FLOFRAL Tax RECEIPTS

18 RILS,)

BABFLINE 284,% 128,9 Jbi,0 408, 4
EASTER MONEY Ina,%  Al¥.s
BIFF 1,9 .2
X GIFF 1.t 2.7

FFOFRAL BUDGET SURPLUN [NIA)

(% BILS,)

BASELIRE 71,5 w584 wb&,P =55,7
ESSTER MOMEY =50,1 w43, 9
DIFF 8,2 11,8
X DIFF 6,% 21,2

MONEY AND [MTFREST RATES
suswe mus MeubMaEa EmE
NARHOW MONEY SURPLY (M1) (X CHg,t

Bagpg INE 4,2 5.1 7.0 .0
FASTER MONEY 8,0 B0
DIFF 1,2 1,0

BROAD MONEY SUPPLY (M2} (% CMG,)

BASELINE ) 9.7 11,0 16,8
EASIER BOKEY 12.1 12,0
'H14 1,1 1,2

FEOFRAL FUNNS HATE (X)

BASFL INE S,82 5,65 5,83 6,22
EASIER MONEY 3,90 5,94
DIFF «i,94 =5,24

I=MONTH TREASURY BILLS (X}

BASEL INE S.78  §,01 S.u8 3,76
EASYTER MONEY 4,08 s, 7%
DIFF =l a4l 0,08

¥IELD ON NFw 15SUES OF

HIGH=GLRADE LORE, SONDS (K)

AASELINF 9,01 8,34 T.98 B, i1
ELSIER MONEY 7.81 B,23
DIFF «0,17 .12

VELRLITY (% Ew6,1}

BASEL IKE 2,9 &, 2 3,0 3,0
E45TER MONEY 2,6 3.t
BEEF 0,4 9.2

15

[=3-SY
o

8z, b
83,5
1,8

#55,7
ub5,8
10,1
2.7

=5,
35,2
9,9
21,9

8,03
8,03
9,00

=34

512,2
225.2
12,9
2.9

“2b,T
v15,7
12,9
49,%

6,22
5.59
3,85

5,73
5,38
=0,37
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TABLE 1D. - Continued

T8

INVFETMENT, CAPITAL FORMATINN, awnd
WEmmamassr muavmmw cecwcecas  mee
POTENTIAL DUTPUT
Pemusnans Baswws
PLANT EXPFNDITURESY
(AILE, 0F 1672 $£14)
BASEL iNE 35,7
FaSitR HONEY
DIFF
¥ DIFF

EQUIPMENY EXPENDITIIRFS
(RILE, DF 19Y2 %'3)
BASELINE Ta,7
ELSIER MONEY
BiFF
X CIFF

BUSIHFSSE FIXED TRVFSTHENT
{N1L5, DBF 18Y2 4035)
YASEL TNE 1hl,e
EaBLEn MOKEY
BIFF
% DIFF

GROSS PiLaw? (RILS, OF 1992 3'5;
BASFLINE 903,7
FASIER MONEY
DIFE
% DIFF

GROSSE FRUTPHENT (RILS, OF 1972 %$:15)
BASFLINF Bl2,3
FeSIER MOnEY
GIFF
¥ DIFF
HOUSTIMG STARTS
{MILLIUNS OF UNITS)
RESFLINF 1,163
FASIER MONEY
DIFF
X DIFF

CAPITR, STOCK OF HOMEY
IMI{LIONS BF unNits)
BASELINE T4,18
EASTER HONEY
DIFF
% OIFF

REGISTPATION OF CARS
(MILLIONS OF ynITH)
BASELINE 14,9
FA518R MONEY
DIFF
% GIFF

CAapITal SY0CE OF HOUREHOLDS
(HILS, OF %8}

Té

38,1

FT.9

116,90

Q18,7

819,14

PR

15,69

10,2

RASELTHE 353¢,% 3868,2

45160 MONEY
DIFF
X DIFF

LaROR FRREE
(HILLIO%S OF PERSONSY
BaSELTHE sz,9
EA3TtA MONEY
GIkKE
X DIFF

AVFRAGE PRODUCTINITY (% CHG,)
BASFL TN =8, ¥
F231ER HONEY
DIFF

PATENTTREL DUTPLT
{518, OF 1072 318}

BasSTLILE 1385,8 140%,9

FA3TEH MONEY
DI¥F
Y pifF

17

Q}s,a
438,5
0,1
0.0

869, 8
50,0
6,2
0,0

1,802
1,958
0,1%

a8

75,90
16,49

T8

985, %
AT
Gi6
0.1

904,8
Yo,5
1.8
g2

1,795
1,948
LN

8,4

FR,13
T, 61

G250,8 4622,9
4k, 2 bbbl

34,8
“g,8

feat, 8
IETE
N,
0.0

43,2
9,9

tasy 3
%], 8
(]
1.0

19

43,4

912, 7
Gl},a
.%
6.4

943,48
94,8
5,8
L4

Le7L0
Za065
Q153

#,1

9,42
79,80
0,58
4,5

-2

149,9
1820
2,7
1.8

553,9
9,1
1.2
Vot

LTI
99,5
5,8
0,6

2,058
2,108
0,049

2.4

50,85
BE, 34
0,49

)

§21,8
25,0
0,8
=0, @

5409,7 5530,3
S5G39,7 S604,9

2l 0
]

Th,h
$.3

02,3
10Z,%
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TARLE 10. - fontinued

LERS1:L]
FEGERKAL GOVERNMFMT EXPENDITURES
T NOMINAL BMP [X1
BASKELINE
{A51F0 mONEY
D1 ¥

GAP {POTLIXYIAL (ESS a{Tual GNPy
(RILS, DF 1472 3153
HASEL INE
LASIER MONEY
DIFF
X DIFF

GANSS FYEFVETIVE CARITAL
8700 10 R{aL Gwe o[X)
BASELINY
[ASTIFR MONEY
DIFF

HET CARITAL stugk Tn
AFAL GNP X)
AASEL INE
EASYEN MONEY
DI1F¥

58085 CaPlTd SYOCK of
POLIUTION 2GaTFRHEsT EXPENG,
TO REAL GLP (¥}
BASELINE
EASTER HONFY
PIFF

REAL BUSINESS $1XEN INVESTMENRT
T3 REAL NP (X}
BABEL INE
FASIER MONFY
DIFF

REAL RUSINESE EIxED INVESTHFHNY LSS
POLLUTINN AMATEMENT BXPENDS, to
REAL Gui (4
BasE L INE
FaSlEw MONEY
DIFF

5

F2 7

113,R

12,0

84,8

th

#2,%

8.0

158 ,8

81,3

9,47

By 7%

T

27,8
22.8
0,2
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115,2
8,8
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133,808
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L
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78,9
LY ]

o @ X

9,54

-0, 0]
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.p,00
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-0, 4
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=t,?

11,7
Te, 8
0,8

LTS
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0,05

1%
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22,0
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sit,5
wig,s

i2e,a
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0.8

TH,9
To,6
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LEL
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TABLE 1i. <Capital Formation and U.S. Economic Performance:
“Baseline" and "Personal Tax Cuts and Easier Money" Solutions

75 75 rr 7R Ty B9
ELHNRY
REAL GNP (Y EHG )

WASELfNE ~1.8 b1 [PE] a7 ba 4ot
EAX CUTS & TASY MOHLY 5.9 6.8 L) 3.7
iy 0.t 2.t $ 0.7

YHOHPLOTHENT HATE (X}

BASFLIN 8.5 7.7 7.3 Gad .t ]
FaX CUTS g EASY RHONEY Fa2 4.7 5.9 .5
o18t Qs l -Gt ~iad -1-0

IHFLAIION €% £HG.)

GNP DEFLATHR

HASULINE a2 5.1 5.2 5.1 5.t 4.8
Tax Cuts & £ASY MOMEY 5.3% 5.6 Satv 5.6
GIFF Q.% 9.3 =6 G.5

LES

HASELENE 9.3 43 5.0 5.3 5.1 4.9
TAX CHIS & LASY RONEY S.2 6.3 8.3 6.3
3133 [ 4 ie0 1.2 Y

Pl

HASELINE 9.2 5 7 5.0 5.2 .8 [
TaX EUTS & CASY MONEY G.b 5.5 545 5.7
DEFY [ 0.3 C+8 a8

AV¥G. HOURLY EAHNENGS

HASELINE 8.9 .2 6.8 6.7 -7 5.6

Ta% GUTS & EASY ADHEY .8 7.0 te? Tab

BEFF 0.0 Da2 L ) 1.0
CAPACITY UFILITATION €%}

ALL MAMUY ACTURING
WASELENE 63.7 Fau® 75.3 Tr.i 78a1 7T9.9

FAX CUETS & EASY HONFY v5.8 0.6 Ble9 82,4
DIFT [} 3.9 3.2 2.8

PREMAHY PROCESSING

BASELINE 6.2 76.8 79.6 Bt.3  82.5 85.0

Tax CUTS & LASY MONEY 80 .2 Bh.5 B4 8843

nEFy 8.7 3.6 3.8 lak
FiOouual TAX HECLIVIG

{6 L5

GASELINL 236.%  325.9% A6L1.0  408.4 4S55.7 B12.2

Ta¥ CUTS & EASYT HONMEY 182.2 494.2 43923 4%9.3

DiFF 1.2 “4.Z =164 ~13.9

X GIFF 3.3 “baf =3.6 2.5
FEDERAL UDUDGET SURFLUS (NIA}

(8 H#It5.3

UASTLINE “t1.3 +58.% ~B4.2 =55.7 -~&5.1 <2644
TAX CUTS & EASY MONEY “52.F r9%.0 ~61.3 =48.8
DIFF 1.5 3.3 w1Bap ~fh.d
L BIFF 2.4 “5.9 *35.7 =%2.9%

MUNFY AND INIERESE RATES

NARRGH HONEY SUPPLY (ML) (X CHG.)

BASEL EHE [ 5.1 7.0 7.8 6.8 6.8
TAX CUTS § EASY MONEY 6.2 2.2 L] LY,
UiFF 1.7 2.2 2.0 “Qal

BREAD WONEY SUPPLY (H2) (X LhG.)

BASELIKE 7.7 9. ¥ 1.4 10.8  11.9  10.%
TAX CUTS § €45V HONEY 12.2  12.6  12.B  1l.i
DIFF £-2 $.8 £.8 9.5

FEOENAL FUNDS RATIE (X}

HASELINE 5,82  5.05 543  &.727  %.56  §.22
TAY CUES & E£ASY HONEY 4,04  £.36  3.63 5.98
GIFF ~le80 8,14 1,93 0.78

S-HOMTH IREASURY DILLS (2)

BAREL [HE 5.78 5,01 S.hE 8.6 5.34 5,73
FAN CHTS & FASY MONEY G k¥ 5.9k AL04 650
Uiy “1.29  G.18  ~1.380 D.67

YIRLD DN NEM¥ [SSUES OF

HIGHGUACE CURP, RONGS (23

UASELINE 9.01 4,34 LT R PR B | 5.3 K.l4

TAX CUTS & EASY MONEY r.81 8,20 8.12 8.7

pifs ' -0.17  0.09 .10 983
VELBUETY (R €HG.3

BASEL ENE 2.9 Ba 2 1.9 3.0 2.3 é45
A% CHYS & EASY MUNEY 2.7 3.2 1.9 2.7
DEFF =3.1 £.3 “0.t 3.2
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TABLE 11. ~ Continued

75 5 v
INVESIAEST, SAPITAL TORMATION, AND
FOTLHITAL QUTPYSE
PLANT [ xPERDITYHES

RS, Bf 1972 3935,

HASELINE 1.7 38, 9.2

TAX LUTS & FASY MONEY 4Bk

DIFF 9.2

¥ DIFF 8.5
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HASELENE Fhat Ftey  83.6
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RIFF 0.4

T DIFF 6.5
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DEFF 0.6
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birF Gt
X BIFF 0.0
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DYFF 0.2
3 OEFF 0.0
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HASTRTNE 1,163 1.543% 1.R02

TAX GUYS L EASY MONEY 1.996

L3244 0-153

X UIFF -]
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% DIFF 0.1
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DEFF 8.2

I BIFF .1
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alLs,. /F 4750 .

SASELIRE 3534.6 386B.2 424000
TAK CUTS & EASY MONEY £208.3
NIFf -32.39
% DIFF ~6.8
LAHBR FORCE

(RILLIGNS OF PERSONS}

HASELINE 92.7 Y4 8 27.1

AN CUTS 3 EASY HONEY 97 .1

N1FF 2.0

I BIFF ]
AVEHAGE PROGUCTIVITY (2 CHG.3

BASELINE 8.7 8.1 5.7
AX CUTS & EASY MONEY 5.1
ifFF L)
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(LS. oF 135/2 'S

HASELINE 138%.4 16059 1447.2
FAX CUTS & £ASY HONEY TIL]
DEFF ¢.0
X OLFF G.0

78

%51.5
P54.2
0.7
Q.1

9048
306.9
2.1
.2

t.795
1.%372
9,179

10.¢

FA,13
Phi.41
8. 31
04

11i%.6
116.1
Gk
0.4

WwaZ.g
whFZ2.8
4%.9
1.1

14714
h9l.a
[
2.9

97 2.7
9r4.3
teb
0.2

43,0
FhBLL
Sab
G.6

1.918
2,160
G.25¢

13.1

73,02
73,90
0.45
0.6

118.5
119.3
0.t
0.6

50097
5059.3
43T
1.8

10C. 56
101.6
Gak
Vb

1516.7
1538.7
1.5
Q.1

a0

hE.2
7.1
[
2.8

193.¢
197.1
.a
3.3

149.9
15643
hat
2.9

%93.9
9645
2.6
03

Fhe. T
995.5
a.8
o.7

2-058
2.07G
0.01¢

Q.6

a3 .85
Bl.4k
0.5%

0.7

iZ1.4
122.4%
3.6
9.5

55930.3
57L%.7
18%.4
1.4

102.3
162.9
.8
0.6
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0.2
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TABLE 1l

. - Continued

RATIOS
FIOERAM, GO¥ERNSERT © X2 N0 TURES
T8 HEHINAL LNP (%)
$ASLINT
Y CEy & EASY MUONLY
By

GAF LPOTENTIRL LESS ATTYAL GAP)
{4iL 5. BY 1972 £75)
BASTLTHE
TAX CUTS & EASY MONEY
GHIF
2 OBIFT

GROSS FIEECTEIVE CAPITAL
SEQoR TO REal GHP {X)
BASTALINE
TAXY Cuts & EASY HONEY
BIFF

NEF CAPFTAL STOCK TN
RE AL t:Hi* 0
ASEL [uf
TRAY CUYS & CASY HONDY
DIFF

GROSS CAPLYAL SIBCA OF
POLLUTEON ABASTHENT LXPEND.
T NLAL GHP (1)
BASELIAE
SAX CUTS & EASY MOXEY
DiFF

REAL RUSINLSS FEXED IKRVESTHERT
To HEAL GNP (X}
UASLLIRT
TAX DuES & [ASY HANCY
BLFe

REAL DUSINESS ¢ IXED 2KV STWEAT LESS
POLLUTINS RABATERENT fxrpans. 11
HLAL GNP (1)
HASEL TR
RN CUTS K LASY MONLY
DEFF

5

23.8

1t3.8

1a2.0

e

PEa 9

14t.0

136,48

81,1

9.i7

8.1%

r?

22.4
27.6
6.7

12241
112-%
=9.2
“T+5

133.8
132.¢
0.9

3.3
767
“0.9

o
P

9. 34
.32
-0.02

.91
&.89
=H.067

78

27.46
1.9
Q.7

1o3.7

B6.T
=17.7
“36.k

131.3
1728.0
33

ITu?
75.9
*1.9

.48
Fohd
»1.02

8.9%
8,99
“8.0%

19

22.1
[ATE]
“i.0

T6.?
Fhut
2.2

3.63
F.60
~0.83

9,16
2.1
~0.02

&0

Fle®
210
“0.9

1ze.3
125.4
“2.9

Th.2
Taulb
=1.3

v oa
-

9-94
9495
O.00

Fah8
GabF
4.01
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TABLE 12. Capital Formation and U.%. Economic Performance:
"Baseline" and "Tight Fiscal and Easier Money" Solutions

b T 17 78 1% 80
ECOANDMY o
[ ——
RE AL GNP % Ch5 1

BASELINS .5 bl '] 4,7 G, 0 4,u
TIGHT FISTEL & EASY MDNEY 5,9 b,b S.1 1,0
NEFF Syl 1.9 1.1 “C.5

UNEMPLOYMELT RaTF {4}

BaSFLIMF 4,5 T.7 7.3 b, 0 b, %,5
TIGMT FISCAL L pASY MONFY T3 5,9 Ya 2 4,8
DIFF =0,0 =0,% 0,9 a0,

INFLATION {3 (HG,)

GHP DEF ATOR

AaSEy 1y B2 Bl H.2 5,3 5,1 L.&
TIGHY FISTAL & FaSY MDNEY S 5,5 5.5 5.5
BIFF 0,1 0,2 8,5 8.7

WPl

BESEI THF 9,4 4,3 S8 5,3 sS4 d.n
TIGHT FISCAL & Eshy MONEY S, b, [N ] b,
pIFF 0,1 t,8 0,9 1.3

trl

BASFY INE $.2 s, T 5,0 5.2 Q.8 4,9
TIAKY FISCAL B EASY MOKEY Byt b6 5,1 5.6
RIFF 0.8 0,2 0,5 4.2

dyG, ROQRIY EARNIKGS

AASEL Pag ] 7.2 5.8 6,7 [ bk
11667 F1o0al R FASY MONEY 6,8 6,9 1,0 7ot
bIFF 4,0 8,2 8.5 0.8

CAPACETY GTIL122TION (%)

AL MENYFACTURING

HABEL TRY 88,7 17,9 75,3 17,7 78,7 Y95
TIAHT FITPAL & 2asy MOuEY 75,4  &g,t 81,5  #2.2
niEe n.1 7.3 2.8 2t

PRIMARY PROLFSS]nG
HASEL NS To.2  Te,8 T9,» 81,3 82,5 85,0

T1681 PISCAL & Fasy MONEY 80,1 L 6,5 88,4
DIFF 0,9 1.3 3,8 3.3
FFofRal ThiX RECEIPTS

{3 ALy

YasELINF 2A6.5  32B,% 3b1,0 04,4 4857 512,2
TIGHT FISCAL & FaBy MONEY 3e0.1 dee,2 4339 4915
arFf 0,9 «9,2 w218 «lR,7
v OYsg w0, 7 me 2 -d4,8 3.7

FEOFARL BUDGET SuRpLus (MIay

% BILS,)

#aSEy THE =Th,3  wSA,u whu,2 w55,7 a5, =26,7
TIGHY FISCAL 3 EaSY MANEY =56,4 =53,8 =55,8 34,8
niFFE 4o 1,9 =10,8 8,2
x obrF b8 3.5 =23,5 =30,7

MONEY AMD INTERESY RATES
NAPRAA MONEY SUSPLY I:11 (X (HE,)

RaSEL[nE 4,2 5.1 7.9 1,0 5,8 b8
T16MT Fi3CAlL & Fasy #Qufy E,2 3,2 8,8 b,8
R1FF 1,2 2.2 2,0 =0.9

REASD HOREY SUPRLY (H2) (% [HG,)

Basel 1nf 7.7 9.7 11,0 10,R 11,00 14,4
TInMT AL R FaSy MOMEY {é.u 12,9 13,0 1.4
DIFF [ 2,0 .9 2,8

FENERLL FINNS RATE (%3

HaSEL NE 5,82 $,05 5,43 b,22 5,56  b,22
TIGHT FISCAL % EASY mONEY I,e0 5,65 3,85 p,17
DIFF =2,23 #0,87 -2,22 =0,08

BamOnTH TRRASURY HILLS (X}

RaSEL N 5,78 5,01 5,48 5,76 5,354 S, 75
TIGHT FISCAL R FASY MOMFY l,8p 5,42 3,84 5,42
DIFF w62 n0, 30 =1,89 0,09

YIELD On NPw T85UES Of

HIGu=GRAbr 022, RouRS (X3

BASEy THE 9,01 4,34 7.8r Bt 2,03 A L4

TIGHY FISCAL & FaSy MONEY 7,74 8,04 7,97 8,54

atEe 9,20 =0,07 ~0,0% 8,40
VELDEIYY % CnE,)

2.9 b, 2 3.0 1,9 2, 2.5

A OFASY uOMEY 2,3 2.3 1,9 2ib

wp,? 0,0 v, 8,2
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TABLE 12. - Continusd
75 T8 77 18 e 89
ERVESTHFNT, Z4RTTAL FOHMATION, &HQ
sssaummmRE  Gussmen AumumasTe mmw
pOtENTIAL DuTeyt
BLANT EXPENNITURFS

[RILE, OFf 16872 17%)

BaStl Fng 36,7 LIS 4,2 ol .8 43,6 b, 2

TIGHT FISCAL & E2SY HMIONEY 60,4 42.% Li,b ey, 2

nIFF 0,2 8.7 i.0 e

X BIrF .5 1,8 2,1 2,2
EQUIPHENT FXPENDTYTURFS

(BILS, 01 1972 5'8)

BaSTLYNE Tu,?7 77,9 81,6 B9,5  eH,u 103,7

TIGHY FISCAL & FaSy *ONEY Be, 0 97,2  99.,R 108,7

CYFF 6.4 2,7 4,3 5,0

X pirE 0,5 3.4 L) 408
RUSINFSS FIxFN InRvFSTIMEHNT

(BILS, OF 1aTP 4'5)

BESEL Pne 111, 136,00 f23,8 13t,3 §39,1 1499

FILAY piEcAL B OFASY RONEY tgo, e 134,8 jeu.u 155,9

niFe Bt 3,5 5.3 t,0

% pisF C.5 2,7 3,8 G0
GROSS PLEYT {RILS, OF 1972 $'8)

BaSFLInS 983,%  94R,7  435,s  9%3,5 872,17 993,%
TIGHT FISCAL & £45v MONEY 915,85 94,2 F74,3  995,%
pIFFE 0.1 0.7 is6 2,7
F 2 9,0 Tal e.2 0.1

GROSE FAUTPAFNT [BILS, OF 1972 578}

RASELINE 12,3 F3%,1 BBY,R 904, FuI,0 FBa,7
TIGHY FISCAL & F2SY MANEY 810,80 F07.6  G49,.6 997,4
BIFF 0,2 2,2 6.0 10,7
X BIEF T 0,2 I fal

HOUSTING STARTS

HILLINKS OF UNITS)

BastytuLr P, 163 1,583 L R02 1,785 1,910 2,0%

TIGHY FISCAL % %48y HMONFY : 1,996 2,03% 2,227 2,.ilh

nIFF 5,191 0,240 0,517 o, n%R

AL 0,k $3.4 Thatk E]
CAPEITAL STrrk OF HOPFS

CUILLIONE GF UNTTS)

BASFL N Tu,?A 75,869 Te,%0 18,13 79,42 B9,8%

TIHMY FISTAL X E8SY MONFY TT,0F TRLSE Bo.04 81,a3

nisf 8,14 6,38 [T 0,78

% BiFs 0,1 0.5 0.8 1,0
GEGISTRETYON 0F CARS

{HILL FNHS DF URITS)

BEJE L TNF 10,9 110,2 $12,% ti%.6 1i8.4 121.8

TIGHT FISCAL & EaSy MONEY 52,9 16,0 19,2 122,

DIFF e,1 6,4 9.6 Q.6

X Dief 0,1 0,3 9,5 0.t
LAPITAL 5YOL4 NF HOUSFHOLDS

1HILS, 85 5'§)

AaSEL TME 14838, 6 FBER,2 G2G0,& GhP2.F S009,7 3930,3
TIGHT FISCAL B FASY MIONEY ua0n,q ubsb,? S0O5E,3 570%1.9
DIFF 39,0 37.3 LI A ]
% DYFE 0,9 4,8 1o 3,8
LARDR #N9EF

{HILL 1078 OF PERSONS)

HASFLTNE 92,7 Su,R 97,y 9GR8 194.6 102,13

TIGHT FISCAL & EAaSY HONEY 9¥. 1 GR,T 106,% 02,8

DIFF 0,0 0,1 0.3 5

% nhes -C. O 0.1 9.3 0.5
AYFHRGE FRONUCTIVITY (% CHG,)

HASFLINE 8,7 8,1 8,7 [y H,5 5.8
TIGHT FLICAL B FASY MONEY 5,9 B.9 5.3 5.9
S1FF 6,2 3.0 6.8 0.0

POTENTIAL outeuy

(LS, AT 1572 'S

BasELInE 365,06 405,09 tud? 8 ee) .Y 1536,% 1560,2
Ti6eT VISCAL R FASY MONFY 1467 ,8 (u%1,4 1538,9 1588,.¢0
DIFF .0 N,& 1,9 3.8
X obfs 0,0 0.0 0.1 0,2
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TARLE

iz. ~ Continued

7
RATINS
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a,9%
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22.3
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us, ¥
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TABLE 13. Capital Formation and U.5. Economic Performance:
"Baseline* and "Investment Tax Credit® Solutions

75 6 rr ra ta 69
FEONGM 1
RFAL GNP 1Y THEW)

Basit I[N “t.h Gal 4B Lot 4.0 L
IRUREASTH INVOSERINT TAX CR O[T e 48 hal 4.3
UIES .1 bt 0.0 =0.1

UNLMPLOIHENT RATE €7D

HaLhL INE 8.5 (%4 7.3 ) 6.3 5.3
FHLREASED THYESTHENT TAX CRE 1S 7.3 [ £.0 5.5
[ EN Q.0 0.1 “Gul =03.0

IRFLATEON (T CHE.)

GRP BEFLATUR

HESELINE .2 5.1 5.2 543 5al L1
EMURE ASED [NVESTHENT TAX CREDYY 5.2 4.3 Sal 4.5
Iy ~G.0 ~0.4 0.0 Gal

Her g

BASTLINT 9.3 a3 5.0 5.1 Sl 4a?
[NEHE 450D [NVESTMENT TEX CREDTT Sat 5.3 Sul Ly
DifF 0-0 0.0 6.0 G0

el

kST LINE Fe? 5. T 5.9 5.7 a8 4.9
INCHE ASTE THYLSTHI NG TAX CHEnfy 5.6 9.7 4.9 he?
DIFF 9.9 G.0 0.0 g0

AVi. HDURLY TARNINGS
PASELINY 8.9 [£%4 f.2 6.7 6.6 6.5

FRUREASFD INVESTMONT TAX CREDIY 6.8 Ha.T Ba 6 6.7
[LEEED .0 o.0 0.0 0.0
CAPRGITY UTII7R2E1ON (1)

ALL MAKUF ACTURING

ASELINT bR, T T2.9 75.3 rr.v T8.7 1.5
FHCHEALLD INVESTI#INT TAX CROOLY TS. L T3%.0 137
ey 2.1 -1 0.3 Q.1

FiIMAHY PRECY SUENG

HASLLINY .z f6.8 Ta.h 13 A2ab 8%.0

PHCREASLD INVESIRES T TAX CRUDIT f1.6 0 8105 A7.7 BU.LO

BLEF 9.0 0.2 [P
FEBbaal Taxd HECEIPES

€p dlina}

HASE L NG 285,35 3ZA.9  351.8 408.%  £55.7 S12.2
[HURE ASED ENYESTMENE TAX CREQIT 1859.1 &0/.1  454.5 Sld.k
DiFf . “1.% -1.3 =143 “la ¥
I DIFF “0s5 ~0.3 =-0.3 “Gah

FLDE HAL BUEDSET SURPLUS (NIA)
5 Hits.s
HAGHE INL =f1.3 =58.4 “~BX.2 55,7 =45.1 =26.7
THUREASED INVYESTHENT IAaX CREDIT ~Bh.1 57,0 ~he.4 =28.0
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TABLE 14, Capital Formation and U.S. Economic Performance:
“Baseline™ and "Corporate Profits Tax Reduction" Solutions
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